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TAX PROVISIONS IN THE CONTRACT WITH 
AMERICA DESIGNED TO ENCOURAGE 
SAVINGS AND INVESTMENT 


TUESDAY, JANUARY 24, 1995 

House of Representatives, 
Committee on Ways and Means, 

Washington, D.C. 

The committee met, pursuant to call, at 10 a.m., in room 1100, 
Longworth House Office Building, Hon. Bill Archer (chairman of 
the committee) presiding. 

[The advisories announcing the hearings follow:] 
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ADVISORY 

FROM THE COMMITTEE ON WAYS AND MEANS 

FOR IMMEDIATE RELEASE 

January 6, 1995 

No. FC-2 CONTACT: (202) 225-1721 

ARCHER ANNOUNCES DETAILS ON SAyiNOS AND INVESTMENT 

HEARINGS 

-January 24, 25, 26, and 31- 

Congressman Bill Archer (R-TX), Chaimum of the Committee on Ways and Means, today 
announced that the Committee will conduct hearings on January 24, 25, 26, and 31, 1995, on the tax 
provisions in the Contract with America designed to encourage greater savings and investment. The 
Committee will receive testimony on the proposed American Dream Savings Account provision in 
the American Dream Restoration Act and tax cuts in the Job Creation and Wage Enhancement Act, 
which includes the proposed capital gains tax cut, neutral cost recovery, increased expensing for 
small businesses, increased estate tax unified credit, and improved home office deduction. The 
hearings will feature invited witnesses. Members of Congress, and public witnesses. AH hearings 
will begin at 10:00 a.m., in the main Committee hearing room, 1100 Longworth House Office 
Building. 

BACKGROUND: 

The American Dream Restoration Act would create a new personal savings vehicle, the 
American Dream Savings Account (the "ADS Account"), effective for tax years beginning in 1996. 
Individuals could make non-deductible contributions up to S2,000 (married couples could contribute 
up to $4,000) annually to an ADS Account and could rollover amounts from a regular deductible 
IRA into an ADS Account. Distributions from an ADS Account used for retitement, first-time home 
purchases, educational expenses, and medical expenses would receive favorable tax treatment. 
Current-law, deductible IRAs would be retained. 

The Job Creation and Wage Enhancement Act contains several proposals to encourage 
savings, investment, and entrepreneurship. First, the Am includes three capital gains incentives: 

(1) a 50 percent capital gains deduction, (2) indexation of capital gains baris to eliminate inflationary 
gains, and (3) a capital loss deduction for homeowners vriio sell their homes at a loss. The 50 
percent crqiital gains deduction and the home sale capital loss provision would apply to sales on or 
after January 1, 1995, and the capital gains indexation would apply to inflation (and sales of assets) 
occurring after December 31, 1994. Second, the Act contains a "neutral cost recovery" proposal. 
Effective for eligible property placed in service on or after January 1, 1995, the proposal would 
increase depreciation deductions to approach the economic equivalent of expensing. Third, the Act 
would allow small businesses to "expense" (i.e. deduct in the year of purchase) up to $25,000 of 
property atmually (current law limits expensing to $17,500). Fourth, the Act would phase in an 
increase in the estate and gift tax exemption to $750,000 and index the exemption. The current 
$600,000 exemption has not been increased in several years and has been eroded by inflation. Fifth, 
the Act would clarify the tax laws to allow greater deduction of expenses arising horn a taxpayer’s 
use of an office in his or her home. Sixth, the Act would let tarqrayers allocate up to 10 percent of 
their tax liability to a public debt reduction fund. The designated fimds would be strictly earmarked 
for national debt reduction and would be enforced through automatic spending cuts. 

Archer stated, "There is no question that we should provide greater incentives for people to 
save and invest. These provisions contained in die Contract nith America will go far in helping 
people to achieve these goals." 
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DETAILS FOR SUBMISSIONS OF REQUESTS TO BF. HEARD : 

Requests to be heard at the hearings must be made by telephone to Diane Kirkland, Traci 
Altman, or Richard Scott, (202) 225-1721 no later than the close of business, Thursday, January 12, 
1995. The telephone request should be followed by a formal written request to Phillip D. Moseley, 
Chief of Staff, Committee on Ways and Means, U.S. House of Representatives, 1 102 Longworth 
House Office Building, Washington, D.C. 20515. The staff of the Committee will notify by 
telephone those scheduled to appear as soon as possible after the filing deadline. Any questions 
concerning a scheduled appearance should be directed to the staff at (202) 225-1721. 

In view of the limited time available to bear witnesses, the Committee may not be able 
to accommodate all requests to be heard. Those persons and organizations not scheduled for an 
oral iqipeatance are encouraged to submit written statements for the record of the hearing. All 
persons requesting to be heard, whether they are scheduled for oral testimony or not, will be notified 
as soon as possible after the ftling deadline. 

Witnesses scheduled to present oral testimony are required to sununarize briefly their written 
statements in no more than five minutes. THE FIVE MINUTE RULE WILL BE STIUCTLY 
ENFORCED. The full wriHen statement of each witness will be included in the printed record. 

In order to assure the most productive use of the limited amount of time available to question 
wimesses, all wimesses scheduled to appear before the Committee are required to submit 300 copies 
of their prepared statements for review by Members prior to the hearing. Testimony should arrive 
at the Committee oflice, room 1102 Longworth House Office Building, no later 48 hours before 
hearings. 

WRITTEN STATEMENTS IN LIEU OF PERSONAL APPEARANCE : 

Any person or organization wishing to submit a written statement for the printed record of the 
hearing should submit at least six (6) copies of their statement by the close of business, Friday, 
February 3, 1995, to Phillip D. Moseley, Chief of Staff, Committee on Ways and Means, U.S. House 
of Representatives, 1102 Longworth House Office Building, Washington, D.C. 20515. If those 
filing written statements wish to have their statements distributed to the press and interested public at 
the hearing, they may deliver 200 additional copies for this purpose to the Committee office, room 
1 102 Longworth House Office Building, before the hearing begins. 
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ADVISORY 

FROM THE COMMITTEE ON WAYS AND MEANS 

FOR IMMEDIATE RELEASE 

January 20, 1995 

No. FC-3 CONTACT: (202) 225-1721 

ARCHER ANNOUNCES ADDITIONAL DAY OF HEARINGS 
ON SAVINGS AND INVESTMENT PROPOSALS 

Congressman Bill Archer (R-TX), Chairman of the Committee on Ways and Means, today 
announced that the Committee will conduct an additional day of bearings on Wednesday, 

February 1, 1995, on the tax provisions in the Contracl with America designed to encourage greater 
savings and investment. In response to significant interest on the part of the public in testifying on 
these issues, this additional day of hearings has been scheduled in order to accomodate as many 
witnesses as possible. Only members of the public who, in accordarree with prior press releases, 
have requested to be heard and have been contacted by the Committee, will be scheduled to testify 
on February 1 . Other interested members of the public are invited to submit written statements for 
the record of these proceedings. The hearing sriD begin at 10:00 a.m., in the main Committee 
hearing room, 1100 Longworth House Office Bnilding. 

All other details for the hearings rettuun the same. (See full Committee Advisory No. FC-2, 
dated January 6, 1995.) 
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Chairman Archer. Good morning. Today we begin the last phase 
of our hearings on the tax proposals in the Contract With America. 
Last week we focused on what we can do within the Tax Code to 
strengthen families, and for the next 5 days of hearings we are 
going to be considering parts of the Contract that will increase sav- 
ings and investment and protect existing savings. 

One of the biggest threats to our economic security is that we 
don’t save enough in America. I think every economist agrees about 
this whether they are liberal, moderate or conservative. The one 
thing we all know for sure is we don’t need any efficient incentives 
for consumption. I think that if every one of us on the dais were 
willing to publicly show his or her wallet you would find at least 
one or more credit cards enclosed therein. So we are well along the 
road for consumption but are woefully weak in savings. 

Many people talk about the incentive for new savings but few 
speak to the need to retain existing savings, amounts that have al- 
ready been put aside at sacrifice and on which taxes have already 
been paid. Those savings need to be retained wherever they are in 
order to secure tools and technology to increase productivity and 
thereby increase the opportimity of American workers to have 
higher real wages. So that is what we will talk about in the next 
5 days of hearings. 

Our tax laws have a lot to do with whether we consume or 
whether we save. We must remove the disincentives to the CTeatest 
degree possible in the current tax law. We must also I believe in 
the long term find a method of raising money to pay for the govern- 
ment’s Dills that will reduce even further the disincentives to sav- 
ings and create an agenda for the next century where we will be- 
come the economic juggernaut in a competitive world marketplace. 
That is where our future lies. This is not just the future of this 
country, but whether or not American workers will have the oppor- 
tunity to realize their dreams of a better standard of living for 
their family, higher real wages, and an opportunity for their chil- 
dren to improve their economic lot in life. 

But for now we must focus on the Contract With America. Later 
in the year I plan to hold hearings on alternative forms of taxation 
to replace the current income tax. Just as every blueprint is subject 
to modification, we welcome any constructive comments on how we 
can improve the basic provisions of the Contract. 

I must say, though, I am not interested in hearing testimony as 
to how we can preserve the status quo. I don’t want to hear why 
we can’t make the Tax Code more friendly for savings and invest- 
ment. I want to hear suggestions as to how we can do it. And I look 
forward to what our witnesses have to say as they present their 
testimony today and in the colloquy with our members. 

[The prepared statement follows:] 
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Opening Statement of Chainnan Bill Aicher 
Hearings on Savings and Investment Provisions in the Contract with America 
January 24 , 1995 


Today we begin the last phase of our hearings on the tax proposals in 
the Contract with America. Last week, we focussed on the tax provisions to 
strengthen the American family. Over the next five days of hearings, the 
Committee will examine in detail the provisions in the Contract designed to 
encourage greater savings and investment. 

One of the biggest threats to our long-term economic security is that 
Americans as a whole don’t save enough.. Without savings, a person catmot buy 
a house, a business caimot purchase new equipment, and our economy cannot 
create jobs. Unless we can raise our national savings rate, our standard of living 
and our children’s and grandchildren’s standards of living will not grow. 

Our savings rate is important, and it’s not because we want to win some 
statistical game with other nations. We want to create jobs in this country, and 
high paying jobs at that. Low savings means less c^hal is available to a 
business that wants to etqiand and hire new woricers or invest in new technology 
to make its workers more productive. 

Why is our savings rate so abysmally low? If you look at our tax 
laws, you will see a large reason why. Instead of encouraging people to save, 
the tax code often punishes people who save and invest. 

The issue is not just whether we need to create more tax incentives to 
encourage people to save and invest; it’s how do we reduce the current 
disincentives residing in the tax code. I think you’ll find few defenders of our 
current tax code. It encourages consumption. It erects barriers to savings and 
investment. 

From a long-term standpoint, we have got to look at alternative tax 
systems, systems more suited to our economic goals. I intend to have this 
Committee seriously examine alternative tax systems after we finish with the 
Contract with America. 

But that’s the long-term plan. In the short-term, we have to dismantle 
some of the barriers Congress has erected in the Tax Code. That’s the real 
issue we will be examining in these hearings. The question I want all of us to 
ask ourselves is What is the fairest and most efficient way to increase savings 
and investment in this country. 

The provisions in the Contract with America will be our blueprint. Of 
course, a blueprint often is modified upon closer inspection, and I welcome any 
constructive comments on how we can improve these basic provisions. 

However, 1 am not interested in hearing people defend the status quo. I don’t 
want to hear why we can’t make the tax code more fiiendly for savings and 
investment. I want to hear how. 

I look forward to what our witnesses have to say about increasing 
savings and investment and creating more economic opportunity for all 
Americans. j 
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Chairman Archer. I now recognize Mr. Matsui to make an open- 
ing statement on behalf of my Democrat colleagues. 

Mr. Matsui. Thank you, Mr. Chairman. 

I think we, as you stated in your opening statements, do favor 
savings and investment as well. In fact, back in 1986 during the 
tax reform debate. President Reagan and Chairman Rostenkowski 
and Senator Packwood, then chairman of the Finance Committee, 
all supported tax reform, the idea to lower rates, and at the same 
time make sure that we had a more efficient economy where in- 
vestments would be placed based upon good business judgment 
rather than tax incentives. So we also favor efficiency in the Tax 
Code. 

I might just point out that the important issue over the next few 
months is the issue of getting the deficit under control. In fact, this 
week we in the House of Representatives will be voting on a bal- 
anced budget amendment. I presume it will pass, although at this 
time I understand there is some uncertainty as to what form it will 
take. 

Back in 1983, Democrats essentially passed a $500 billion deficit 
reduction package based over a 5-year period. Back in 1990, with 
the assistance and leadership of President Bush, we reduced the 
budget deficit by $500 billion. At this time, we have the deficit on 
an annualized basis about 23 percent of the total GDP in this coun- 
try. 

Many economists say that that is a sustainable deficit, one that 
we can live with to promote growth in the economy, but we know 
that the deficit will be rising in years ahead mainly because of enti- 
tlement programs which many people have taken off the table in 
terms of spending cuts. So Democrats want to work with the Amer- 
ican public, the business community, and our colleagues. 

On the matter of how we are going to pay for these tax cuts, over 
the next 10 years, according to Treasury Department numbers, the 
13 tax cuts in the Contract With America will cost $725 billion — 
$215 billion will be the cost over the next 5 years and $725 billion 
will be the cost over the next decade. 

The cost increased from years 6 to 10 because that is when the 
capital cost recovery and that is when the issue of the capital gains 
tax kicks into place. So we want to make sure that if in fact we 
embark upon these tax cuts, we have spending cuts in place, cer- 
tain spending cuts in place before we embark upon these tax incen- 
tives. 

Let me mention, the Chairman had mentioned when we were de- 
bating the Kennelly amendment on the adoption of the rules that 
he is going to use discretionary spending cuts to pay for tax cuts. 
In the past, as the Chairman and other members know, we had a 
tradition in our committee that only revenue offsets would occur 
within this committee; that is, entitlement spending cuts would 
occur for tax cuts themselves. 

The danger we face when we use discretionary spending cuts is, 
let’s say that we want to cut the space proCTam $3.5 billion over 

5 years and then we give a tax cut of $3.5 billion over 5 years to 
replace that spending cut. The t 2 ix cut will continue on from years 

6 to 10 into the definite future. The spending cut will end at the 
end of 5 years and that means that we will really not pay for it 
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even though, under our budget rules, there will be a revenue neu- 
tral package. That is the danger of using discretionary spending 
cuts and we ought to be aware of this as we embark upon this 
quest. 

Let me conclude by making one additional observation. There is 
always a fear, and we hope to hear from witnesses over the next 
5 days on this, that the combination of the neutral cost recovery 
and the capital gains provisions will lead to tax shelters. 

As you know, the reason the American public and President 
Reagan supported the issue of tax reform in 1986 was because tax 
shelters became a way of life, they became a way of avoiding the 
Tax Code, converting ordinary income into capital income. We need 
to make sure that this doesn’t happen in this series of tax cuts. 

Ultimately, the American public will want interest rate stability 
and interest rate reduction, but a business individual and a cor- 
poration makes judgments based upon how they should invest their 
capital. It is not just capital gains or capital cost recovery; it is a 
business climate and it is interest rates. That is what determines 
how people make business decisions. So we must make sure that 
we don’t do damage to the economy which, at this particular point 
in time, is running at a reasonably even pace. 

So we look forward to working with the Chairman and members 
of the other side of the aisle and certainly with the business com- 
munity on achieving capital recovery and growth in the economy. 

Thank you, Mr. Chairman. 

Chairman Archer. Would our first panel of witnesses please 
take their seats at the witness table. Mr. Bloomfield, Dr. Sinai, Mr. 
Cohen. 

Without objection, any other opening statements may be entered 
by individual members in the record. 

[The opening statement of Mr. Ramstad follows:] 

Opening Statement of Hon. Jim Ramstad 

Mr. Chairman, thank you for compiling another excellent panel of witnesses for 
today’s hearing on the “Contract With America.” 

I am extremely pleased that today’s hearing focuses on the critical issue of sav- 
ings and investment. Clearly, Americans must be relieved of the heavy Federal tax 
burden they now shoulder and be encouraged to put more of their income into sav- 
inRS. 

We are all too familiar with the alarming data concerning our Nation’s saving 
rate. 'The U.S. household saving rate compares miserably to that of our partners in 
the Group of Seven industrialized nations (G— 7). In 1993, the U.S. household saving 
rate was just half that of the next lowest G— 7 member, at 4.4 percent. 

'The Contract With America directly attacks this national problem by allowing 
Americans to keep more of what they earn and by encouraging them, through tax 
policy, to save more of their earnings. 

Today’s hearing will give us an opportunity to ask some of the leading experts 
on these matters how the provisions in the Contract will affect the ability ana pro- 
pensity of the American family to save more. 

I thank you all for being here and I look forward to your testimony. 

Chairman Archer. Gentlemen, again, welcome. 

Mr. Bloomfield, you are our first witness. As president of the 
American Council lor Capital Formation, we are delighted to have 
you with us this morning. I note in reviewing your testimony that 
you have also prepared special reports for this hearing, questions 
and answers on capital gains, questions and answers on IRAs, and 
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the impact of the alternative minimum tax on investment and eco- 
nomic growth. I found these reports to be very useful and commend 
them to my colleagues. 

You may proceed. You probably know the rules of the committee, 
that we would like you to keep your oral testimony to 5 minutes 
or less. Any lengthier testimony in writing may be submitted for 
the record. 

STATEMENT OF MAKE A- BLOOMFIELD, PRESIDENT, 

AMERICAN COUNCIL FOR CAPITAL FORMATION; 

ACCOMPANIED BY MARGO THORNING, PH.D., CHIEF 

ECONOMIST 

Mr. Bloomfield. Mr. Chairman, thank you. For the record, I am 
Mark Bloomfield, president of the American Council for Capital 
Formation, and I am accompanied by Dr. Margo Thoming, our 
chief economist. 

Today history has come full circle. Almost 17 years ago, July 25, 
1978, a member of this committee with bipartisan support offered 
a proposal to index capital gains for inflation. It passed the com- 
mittee. Unfortunately, it did not become law. Today it is in the 
Chairman’s mark. The author of that proposal in 1978 was Con- 
gressman Bill Archer and the chairman today is Chairman Bill Ar- 
cher. We congratulate you. Chairman Archer, and urge its enact- 
ment. It is long overdue. 

Today I would like to make three points. First, we have a very 
serious savings and investment problem. U.S. savings and invest- 
ment today lags behind those of our major competitors and our his- 
toric past. We need to do something about our low savings and in- 
vestment. 

Second, current tax policy is impeding savings and investment. 
The basic point here is that we tax savings and investment as if 
it were a sin rather than the important determinant of economic 
growth, higher living standards and better jobs for our citizens. Let 
me illustrate. 

In our international survey of the taxation of personal savings, 
we found that the United States ranks at the top of 12 countries 
that most harshly tax personal savings, capital gains interest, and 
dividends. In our international comparison of the tax treatment of 
investment in machinery and equipment that is technologically in- 
novative and that is crucial for economic growth as well as pollu- 
tion control equipment, we again found that the United States 
taxes investment much more harshly than our competitors. 

Although the Tax Reform Act of 1986 reduced corporate and indi- 
vidual tax rates, it unfortunately increased capital costs by elimi- 
nating the investment tax credit, lengthening depreciation lives, 
creating the comprehensive corporate alternative minimum tax and 
increasing capital gains tax rates. These are the issues that the 
Contract now seeks to redress. 

Third, the GOP Contract. There are three savings and invest- 
ment provisions that are an important step in reducing the bias 
against capital formation, provided that the Contract does so in 
such a manner as to be revenue neutral in the aggregate and does 
not increase the deficit. 
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Neutral capital cost recovery (NCRS). While true expensing 
would be preferable, NCRS is a positive step toward real expensing 
for investment and it ameliorates some of the negative impact of 
the alternative minimum tax on new investment. 

IRAs. We believe IRAs are a very useful tool to increase our dis- 
mally low personal savings rate. Let me respond to the criticisms 
of IRAs. Do IRAs result in new savings? I think the answer is yes. 
The weight of available evidence suggests that IRAs generated a 
significant amount of savings that otherwise would not have taken 
place. 

Second, can we afford expanded IRAs? Again. I think the answer 
is yes. Harvard Professor Larry Summers, who now serves as the 
Under Secretary of the Treasury explained, under current law, the 
government loses 25 cents for each dollar of IRA contribution. If 
more than one quarter of new saving going to IRAs represents new 
savings, IRAs will increase private saving by more than their reve- 
nue cost. 

Capital gains tax reductions. Treasury Secretary Robert Rubin 
suggested that the President could sign a capital gains tax cut if 
it met three criteria: That it made economic sense, that it was fair 
and that it did not lose revenue. Let me expand. First, it would 
make economic sense if it reduces our high capital costs, if it pre- 
vents the taxation of inflationary gains, and if it encourages entre- 
preneurship. 

Second, it would be fair if it applies to all income brackets and 
all sectors of the American economy, to Main Street as well as Wall 
Street, to middle-class investors as well as farmers, to new entre- 
preneurs as well as retiring businessmen, and to individuals and 
corporations. 

Third, it should not reduce total tax revenues and should in fact 
be a revenue raiser because of the unlocking of existing assets and 
important macroeconomic consequences. On all three counts, I sug- 
gest the capital gains proposals in the Contract measure up to Sec- 
retary Rubin’s criteria and therefore should be enacted into law. 

Conclusion. The pendulum may be about to swing from the tax 
policies of the last decade, especially the substantial increase in the 
economic tax burden on savings and investment and back toward 
progrowth policies. When historians in years ahead judge this com- 
mittee, let its legacy be that it was the savings and investment 
Committee on Ways and Means. 

Thank you. 

[The prepared statement and attachments follow:] 
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ACCF 

American Council for Capital Formation 


Statement of 

Mark A. Bloomfield, President 
American Council for Capital Formation 
before the House Committee on Ways and Means 
January 24, 1995 


ACCF Statement 

My name is Mark A. Bloomfield. I am president of the American Council for Capital 
Formation (ACCF). I am accompanied by Dr. Margo Thoming, our chief economist. The ACCF 
represents a broad cross section of the American business community, including the 
manufacturing and investment sectors, Fortune 500 companies and smaller firms, individuals, and 
associations. Our board of directors includes C£d}inet members of prior Republican and 
Democratic administrations, former members of Congress, prominent business leaders and public 
finance experts. We appreciate this opportunity to present testimony on the impact of the tax 
provisions in the Republican "Contract With America." 

To encourage a constructive debate on the Contract's saving and investment proposals, 
our affiliated public policy think tank, the ACCF Center for Policy Research, has prepared three 
special reports for today's hearing; "Questions and Answers on Capital Gains," "Questions and 
Answers on IRAs,” and “The Impact of the Alternative Minimum Tax on Investment and 
Economic Growth." 

We commend the emphasis the GOP Contract places on the need to increase saving and 
investment. The saving and investment proposals: the Neutral Cost Recovery System (NCRS). 
capital gains ta.x reductions, and expansion of Individual Retirement Accounts (IRAs) in the GOP 
contract will, if enacted, go a long way toward addressing the burdens on capital formation 
imposed by the Tax Reform Act of 1986 (TRA). Almost ten years af\er the enactment of the 
TPLA, it is clear that U S. tax policies toward saving and investment must be revised if we are 
to increase real wages for U.S. workers and retain our leading role in world affairs. We also 
applaud Chairman Archer and members of this committee for their commitment — which we 
share — to enacting the Republican Contract in such manner as to be revenue neutral in the 
aggregate, thus not increasing the federal deficit. 

Trends in U.S. Capital Formation 

Investment spending in the United States in recent years compares unfavorably with that 
of other nations as well as our own past experience. From 1973 to 1991, gross nonresidential 
investment as a percent of Gross Domestic Product (GDP) was lower for the United States than 
for any of our major competitors (see Table I). Tlie U.S. saving rate averaged 4.8 percent over 
the 1973-1991 period, compared to 19.1 percent in Japan and 10.7 percent in West Germany. 
Even more disturbii^ is the fact that net annual business investment in this country has in recent 
years fallen to only half the level of the 1960s and i970s. Net private domestic investment 
averaged 7.4 percent of GDP from 1960 to 1980; since 1991 it has averaged only 3.0 percent (see 
Table 2). 

Reflecting the reduced share of GDP being invested each year, the U.S. capital stock has 
also grown more slowly. In the three decades prior to 1980, the total capital stock grew at 4.0 
percent per year; in the 1980s and 1990s, the rate fell to 2.7 and 1.4 percent respectively (see 
Table 3). The slock of equipment, which many experts regard as critical for strong productivity 
growth, has increased only about half as fast since 1980 as in previous decades. Industrial 
equipment stocks, which grew at an avenge rate of 4.3 percent over the 1950-1979 period, 
increased by just 1.2 percent annually in the 1980s and 0.1 percent since 1990. 

Link Between Investment, Productivity Increases, and Economic Growth 

The importance of investment in plant and equipment for economic growth is emphasized 
in a new book by Harvard Professor Dale Jorgenson. Professor Jorgenson's book. Productivity: 
Postwar U.S. Economic Growth, analy^d economic growth between cyclical peaks in the 
business cycle over the 1948-1979 period. Allocating increases in output to three sources, growth 
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in the capital stock labor, supply, and multifactor productivity, Professor Jorgenson found that 
increases in the capital stock contribute most to increases in output (see Figure 1).' 

In 1979, the output of the civilian economy stood at almost three times the level of output 
in 1948. Capital and labor inputs together contributed 2.6 percent per year to the output growth 
rate of 3.4 percent from 1948 to 1979; capital*s share was 1.5 percent compared to 1.1 percent 
for labor. Thus, these two inputs accounted for more than three-fourths of output growth, 
Professor Jorgenson stated. By contrast, multifactor productivity increases (efTiciency gains) 
during this period contributed 0.8 percent per year, or only 24 percent of output growth. Growth 
in capital input is the most importance source of growth in output, growth in labor input is the 
next most important source, and multifactor productivity growth plays a subordinate role. 
Professor Jorgenson concluded. 

Studies by Harvard Professors Bradford De Long and Lawrence H. Summers, now on 
leave at the U.S. Department of the Treasury, concluded that investment in equipment is perhaps 
the single most important factor in economic growth and development. Their research provided 
strong evidence that for a broad cross section of nations, every 1 percent of GDP invested in 
equipment is associated with an increase in the GDP growth rate itself of one-third of one 
percent — a very substantial social rate of return. 

Investment’s key role in advancing techiK)logical progress and productivity growth is also 
stressed in recent research by New York University Professor Edward N. Wolff He argued that 
U.S. labor productivity growth rates are depressed by the recent slower growth in the capital-to- 
labor ratio — from a peak of 2.0 percent per year in the 1950s to 1 .2 percent per year in the 1 972- 
1992 period. He emphasized that the effects of the decline in U.S. capital-labor growth are 
perhaps even more pernicious than they appear at first glance. First, an increasing capital-labor 
ratio will increase labor productivity through capital deepening. Second, there appears to be an 
important and significant interaction effect between capital investment and technological advance. 

Thus, a slowdown in capital formation may doubly hurt labor productivity 
growth — directly by slowing down the rate of capital deepening and indirectly by slowing down 
the rate of technological advance. His research also shows that U.S. labor productivity growth 
lags behind our competitors; OECD countries outstripped the United States during much of the 
1950-1990 period. He noted that countries such as Japan and Germany, which experienced strong 
productivity growth in the 1970s and 1980s, diow^ significant gains in their capital-to-labor 
ratios. Our competitors’ gains in capital-to-labor ratios are a direct result of their higher levels 
of investment. 

Implications of Lagging Investment and Slow Growth in Labor Productivity 
FOR Current and Future Living Standards 

Real family income in the United States has been nearly stagnant since the mid-1970s and 
in recent years has actually fallen. For example, real median household income was $39,869 in 
1989; income has declined in each subsequent y«ir, and in 1993, stood at $36,959. These trends 
have not only made it harder to maintain living standards but have also jeopardized our future 
economic health and our ability to remain the principal leader in international affairs. In addition, 
looming in the future is the need to finance the retirement of the baby boom generation. Research 
by Stanford Professor B. Douglas Bemheim, commissioned by the ACCF Center for Policy 
Research, our public policy think tank, shows that current saving by members of the baby boom 
generation is seriously inadequate. The typical b^y boom household saves at only one-third the 
rate required to finance a retirement standard of living comparable to that enjoyed before 
retirement. 


^Jorgenson's analysis uses multifactor productivity, which relates output to inputs of both labor and capital. The 
traditional productivity measure commonly found in popular articles is labor productivity, which relates output to 
labor input alone. 
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Tax Policy and Capital Costs 

The user cost of capital is the pretax retum on a new investment that is required to cover 
the purchase price of the asset, the market rate of interest, inflation, risk, economic depreciation, 
and taxes. This capital cost concept is often called the “hurdle rate" because it measures the retum 
an investment must yield before a firm will be willing to start a new capital project. 

Economists are in broad agreement that capital costs are affected by tax policy. For 
example, Stanford Dean John B. Shoven estimated that about one-third of the cost of capital is 
due to taxes. In other words, huidle rates are SO percent higher than they would otherwise be due 
to the tax liability on the income produced by the investment Thus, the higher the tax on new 
investment the less the investment that will take place. Although TRA substantially reduced 
corporate and individual income tax rates, the legislation's capital cost recovery provisions raised 
effective tax rates and capital costs for productive and pollution-control assets. Capital costs 
increased because of the loss of the investment tax credit, lengthening of depreciable lives for 
many assets, creation of the corporate alternative minimum tax (AMT), and increases in the 
capital gains tax. 

The corporate AMT has an especially pernicious effect on the cost of capital. TRA created 
a comprehensive AMT system separate fiom, but parallel to, the regular tax system. Under the 
AMT regime, taxable income is modified by an intricate series of “adjustments” to income, 
including depreciation. A high level of investment is a major reason fums become AMT 
taxpayers. Depreciation allowances for firms paying the AMT generally are much less favorable 
than for those for firms paying the regular corporate income tax (see Table 4). Today, a 
significant proportion of large U.S. companies pay the AMT rather than the regular income tax. 
Yet a high level of investment is exactly what is needed for increasing economic growth; thus, 
AMT reform should be given high priority. (For additional background, see “The Impact of the 
Alternative Minimum Tax on Investment and Economic Growth,” a special report prepared by 
the ACCF Center for Policy Research for this hearing.) 

The impact of TRA on U.S. industry can be illustrated by the following example relating 
to the present value of the capital cost recovery allowance when a corporation purchases new 
equipment. For example, the present value of the deductions for invesunent in modem and 
competitive continuous casting equipment for steel production under the strongly pro-investment 
tax regime in effect from 1981 to 1985 was close to 100 percent, according to a study by Arthur 
Andersen & Co. prepared especially for today’s testimony. In contrast, under current law the 
present value of the capital cost recovery allowance for that same investment today is only 81 
percent for a corporation paying the regular income lax. And if a corporation is subject to the 
corporate AMT, as many major steel companies are, the present value is only 59 percent (see 
Table 4). 

The Arthur Andersen study also shows that the United States lags behind many of our 
major competitors in capital cost recovery for equipment that is technologically irmovative, is 
crucial to U.S. economic strength, or helps prevent pollution. Capital cost recovery provisions for 
pollution-control equipment are much less favorable now than prior to TRA's passage. For 
example, the present value of cost recovery allowances for wastewater treatment facilities used 
in pulp and paper production was approximately 100 percent prior to TRA. Under regular TRA 
income tax, the present value for wastewater treatment facilities dropped to 81 percent; for AMT 
payers, the figure became 63 percent Scrubbers used in the production of electricity fared even 
worse. Prior to TRA, the present value was 90 percent. Today, the present value is only 55 
percent; for AMT taxpayers the figure drops to 42 percent. As is true in the case of productive 
equipment loss of the investment tax credit and lengthening of depreciable lives both raise 
effective tax rates. 

According to estimates by Dr. Joel Prakken of Laurence H. Meyer & Associates, the user 
cost of capital for most types of productive equipment would now be about 15 percent lower had 
TRA not been enacted (see Figure 2). 
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The Republican Contract and U.S. Economic Growth 

Reforming and restructuring the U.S. federal tax system to reduce the multiple taxation 
of saving and investment inherent in the income tax — and promoting investment and higher living 
standards — is high on policymakers’ 1995 agenda. The saving and investment proposals in the 
"’Contract With America” will, if enacted, go a long way toward addressing the burdens on saving 
and investment imposed by TRA. 

• Neutral Capital Cost Recovery (NCRS) 

The Republican Contract’s proposal to increase depreciation deductions to allow the 
theoretical equivalent of expensing — i.e., immediate write-off — for property with recovery classes 
of ten years or less, and to index longer-lived property for inflation will be important steps 
forward in reducing the bias against saving and investment for firms paying the regular income 
tax. 


Under NCRS, the present value of capital cost recovery allowances of, for example, assets 
used to produce continuous casting equipment for steel production, rises from 81 percent under 
current law to 95 percent, not far below the equivalent to expensing (see Table 4). Firms paying 
the AMT also fare much better under NCRS. For example, the present value of depreciation 
allowances rises to 93 percent for equipment used for producing continuous casting equipment, 
compared to 59 percent under cunent law. 

However, short-lived equipment comes closer to the ideal of expensing under NCRS than 
do assets with recovery classes longer than ten years. For example, net present value for scrubbers 
used in electricity plants would rise ftom 55 percent under current law to only 69 percent under 
NCRS (Table 4). Thus NCRS does not provide a “level playing field” among assets with short 
and long lives. Another possible drawback to NCRS is that cash flow for short-lived assets is 
reduced in the early years of an assets’ life due to the switch from 200 percent declining balance 
method of depreciation to the 1 50 percent method. However, the fact that NCRS is voluntary and 
can be elected on an asset-by-asset basis should minimize this concern for companies that tend 
to give more weight to cash flow compared to net present value’s in evaluating investment 
projects. 

The ACCF has long advocated expensing as the optimal way of leveling the playing field 
for all types of assets. While true expensing, which would allow in the first year a complete 
write-off for the purchase price of an asset is preferable in many ways to NCRS, such an 
expansive change in tax policy may not be affordable at present. 

In sum, NCRS is a positive move toward real expensing for investment and ameliorating 
much of the AMT’s negative impact on new investment. 

• Capital Gains Tax Reductions 

The GOP “Contract With America” contains three capital gains incentives. First, 
individual and corporate taxpayers could exclude 50 percent of their capital gains from taxable 
income. The new effective capital gains tax rates would be 7.5 percent, 14 percent, 1 5.5 percent, 
18 percent, and 19.8 percent for individuals, depending on the tax bracket. Corporations would 
be subject to a top effective capital gains tax rate of 17.5 percent. Second, the basis (the original 
cost) of capital assets would be indexed for inflation occurring afler 1994. Third, individual 
taxpayers could deduct losses on sales of principle residences. 

Capital gains tax reform should satisfy three criteria. First, it should make economic sense 
by lowering the excessively high cost of U.S. capital, reducing the bias against high-risk capital, 
and ameliorating the taxation of inflationary gains. Second, it should be fair to all income groups 
and sectors of the U.S. economy: Main Street and Wall Street, middle-class investors and farmers, 
new entrepreneurs and retiring businessmen, and individual investors and businesses alike. Third, 
it should not reduce total tax revenues and, in firct, it might be a revenue-raiser because it would 
unlock existing capital gains and would have important macroeconomic consequences. 
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On all three counts, the capital gains proposal in the Republican Contract measures up and 
should be enacted. (This is further documented in “Questions and Answers on Capital Gains," 
a special report prepared by the ACCF Center for Policy Research for this hearing.) 

To those who favor a truly level playing field over time for individual and business 
decisions to save and invest, stimulate economic growth, and create new and better jobs, capital 
gains (and other forms of saving) should not be taxed at all. This view was held by top 
economists in the past and is held by many mainstream economists today. 

This is primarily because the income tax hits saving more than once — first when income 
is earned and again when interest and dividends on the investment financed by saving are 
received, or when capital gains from the investment are realized. The playing field is tilted 
because the individual or company that saves and invests pays more taxes over time than if all 
income were consumed and no saving took place. Taxes on income that is saved raise the capital 
cost of new productive investment for both individuals and corporations, thus dampening such 
investment. As a result, future growth in output and living standards is impaired. 

Low capital gains taxes not only treat savers more fairly but also help hold down capital 
costs. Public finance economists refer to the tax on capital gains as a tax on retained income, 
which funds a large part of business investment. The higher the capital gains tax, the more 
difficult it is for management to retain earnings (rather than pay out dividends) to fund real 
investment in productive projects. Research by Stanford Dean John Shoven, Ohio State Professor 
Patric Hendershott, and Dr. Allen Sinai, chief global economist at Lehman Brothers and a highly 
respected economic forecaster, indicates that a cut in the capital gains tax rate to a range of 1 5 
to 20 percent would reduce the cost of capital by 4 to 8 percent. 

Favorable tax treatment of capital gains is especially important in encouraging the “start- 
up” of new but risky enterprises, \^4uch provide significant dynamism and growth to the U.S. 
economy. Much of that start-up money comes from friends and relatives of the entrepreneur. 
Most of their return is likely to be in appreciated stock; thus, low capital gains taxes makes them 
more willing to risk their savings. 

Dr. Sinai's research in the past has shown that when macroeconomic “feedback” effects 
as well as unlocking of unrealized capital gains are estimated, a substantial reduction in capita) 
gains taxes results in new and better jobs, as well as increased capital formation, stronger 
economic growth, and federal tax revenues that are significantly larger than under current law. 

Specifically, capital gains tax reductions would: 

• raise real and nominal gross national product, 

• increase capital spending and capital formation, 

• increase employment, 

« raise stock prices, 

• increase household net worth, 

• lower the cost of coital for business and increase business profits, 

• shifr business financing from debt to equity, 

• draw a larger portion of household investment in to equities, 

• shifr the financii^ of business activity away from debt to equity, and 

• induce portfolio allocations by households toward equity. 

• Individual Retirement Accounts 

Individual Retirement Accounts (IRAs) were developed in the 1970s to encourage 
individuals to save for retirement The 1981 tax cut expanded IRAs so that any wage earner could 
contribute up to $2,000 annually to an IRA; a couple with two wage-earners could contribute 
$4,000. A couple with a nonworking spouse could contribute $2,250. Contributions were tax 
deductible and taxes on funds accumulating in an IRA were deferred until withdrawn. Individuals 
had to be 59 1/2 years of age to withdraw funds from IRA accounts without penalty. 
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TRA curtailed IRAs so that contributions are not fully deductible except for workers 
without employer pensions, families with annual incomes under $40,000, and individuals with 
annual incomes under $25,000. These income limits are not indexed. 

The Republican ‘‘Contract With America” offers a new “American Dream Savings 
Account” (ADS) which allows a nondeductible annual contributions of up to $4,000 for a married 
couple ($2,000 for an individual) and provides indexation for inflation. If the ADS were held for 
five years, the taxpayer could withdraw funds without penalty for retirement, first»time home 
purchases, and college or medical expenses. 

IRA reform enjoys bipartisan support. For example, President Clinton has also propwsed 
such reform, expanding tax-deductible IRAs as part of his “Middle-Class Bill of Rights” and 
permitting the use of the money before retirement to pay for the purchase of a first home, 
education, catastrophic health costs, or the care of an elderly parent. The Administration proposal 
raises the current tax-deductible IRA income limit from $40,000 (phasing out at $50,000) to 
$80,000 (phasing out at $100,000). The Administration proposal also allows individuals the 
option of the “back-loaded IRA” in which after-tax saving is pul into an IRA but the proceeds 
are exempt from lax when withdrawn. 

Prominent public finance economists and scholars such as former Council of Economic 
Advisers Chairman Martin Feldstein, Treasury Undersecretary Lawrence H. Summers, and 
Professors David A. Wise of Harvard University, James M. Poterba of Massachusetts Institute 
of Technology, Steven F. Venti of Dartmouth College, Jonathan Skinner of the University of 
Virginia, and Richard A. Thaler of Cornell University have concluded that IRAs — especially tax- 
deductible IRAs — do in fact result in new saving. 

Nearly a dozen scholarly studies, using a variety of data sources and employing several 
different statistical approaches, have examined whether targeted saving vehicles such as IRAs and 
401(k)s affect saving. For example, Professor Venii’s recent testimony before a Senate Finance 
Subcommittee examined saving data from a Survey of Income and Program Participation for 
three different age groups (families reaching age 60 to 64 in 1984, 1987, and 1991). Professor 
Venti found a striking increase in saving the longer the family has been exposed to the targeted 
retirement programs — IRAs, 40I(k)s, and Keoghs (see Table 5). 

The growth in IRA and 401(k) asset balances is astounding, Professor Venti noted. The 
typical member of the youngest family — those with nine years of exposure to targeted retirement 
saving programs — has nearly three times the targeted retirement assets of the oldest cohort. There 
is a comparable increase in total assets as well. In contrast, among families without IRAs, 
401(k)s, and Keoghs, the youngest families have only about 75 percent of the financial assets of 
the older families ($ 1 ,69 1 vs. $2,247). Professor Venti concluded that since total financial assets, 
including balances in IRAs and 40I(k)s, were much larger for the younger cohort (the families 
with the longest exposure to IRAs) in 1991 than for the older cohort in 1984, targeted retirement 
saving programs did stimulate new saving over the period. 

Another reason that IRAs can be an important tool in increasing the low U.S. saving rate 
is that they encourage the self-control required to abstain from consumption. According to 
Professor Thaler, IRAs help people save by making it more difficult to “get to” the money than 
if it were left in an open bank savings or checking account. Professor Thaler explains that 
households allocate funds, implicitly or explicitly, into categories, or “mental-accounts.” Some 
funds — for example those in cash or a checking account — are designated for current consumption. 
Others — for example those in a savings account — ^are for “rainy days” or “special occasions.” 
Self-control and mental-accounts come together because the latter vary in how “tempting” they 
are to invade. Money in a person’s wallet is more tempting to spend than money in the checking 
account, which in turn is more tempting than the savings account. Less tempting are funds 
explicitly set aside for retirement, such as money in an IRA plan. Once this concept is factored 
in, IRAs can increase saving even if (as some critics charge) all the money put into IRAs would 
have been saved anyway. By putting funds into a less accessible account, the IRA increases long- 
term saving. (For additional background on IRAs, see “Questions and Answers on IRAs,” a 
special report prepared by the ACCF Center for Policy Research for this hearing.) 
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Conclusion 

The pendulum may be about to swing away fiom the tax policies of the last decade, 
especially the substantial increase in the economic tax burden on saving and investment, and back 
toward progrowth policies. The hard fact is that we can no longer afford the luxury of tax 
policies that reward consumption, discourage saving and investment, overregulate American 
business, and penalize economic growth. 

The Republican Contract’s tax reform proposals for neutral capital cost recovery, capital 
gains tax reductions, and IRA expansion have started a dialogue that is likely to result in a 
substantial reduction in the bias against saving and investment in the U.S. tax code. These 
provisions would help move the United States toward a tax system that is more neutral toward 
productive capital formation and pave the way for more fundamental tax restructuring. 
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United States 

Canada 

Jopan 

France 

West Germany 

United Kingdom 

SAVING 

Net saving' 

4.8% 

8.1% 

19.1% 

8.8% 

10.7% 

4.7% 

Rersonol saving’ 

5.9% 

7.7% 

11.9% 

6.9% 

8.2% 

3.2% 

Gross saving 
(net saving plus 
consumption of 

Fixed copitol]’ 

16.6% 

19.7% 

32.8% 

21.2% 

22.9% 

16.2% 

INVECTMENT 

Gross nonresidentiol 
fixed capital formation 

13.9% 

15.3% 

24.1% 

15.0% 

14.7% 

14.3% 

Gross fixed capital 
formation 

18.4% 

21.7% 

30.3% 

21.1% 

20.6% 

18.0% 


'The main components of the OECD definition of net saving are: personal saving, business saving (undistributed 
corporate profits), and government saving (or dissaving). The OECD definition of net saving differs from that used in 
the National Income and Product Accounts published by rhe Depoffmenf of Commerce, primarily because of the 
treatment of government capital formation. 

^Personal saving is comprised of household saving and private unitKorporated enterprise. 

’The main components of the OECD definition of cottst/mpfion of fixed capital are the capital consumption allowances 
^depreciation charges) for both the private and the government sector. 

Source: Derived from Notional Accounts, Vol. II, 1973*1985 ond 1979*1991, Orgonizotion for Economic Cooperoiion ond 
Development (OECD), 1987 and 1993 eds. Prepared by the Americon Council for Copitol Formation Center for Policy Reseorch, 
February 1994. 








Average 

Averoge 

Averoge 

Average 


1960*1980 

198M985 

1986-1990 

1991-1994’ 

Net private domestic saving 

8.2% 

7.2% 

5.1% 

5.2% 

State and local government surpluses 

0.4% 

1.2% 

0.9% 

0.4% 

Subtotal of private and state saving 

6.6% 

8.4% 

5.9% 

5.6% 

Less: federal budget deficit 

•1.0% 

•4.1% 

•3.2% 

*3.6% 

Net domestic soving available 
for private investment 

7.6% 

4.3% 

2.7% 

1.9% 

Net inflow of foreign soving’ 

*0.4% 

1.2% 

2.4% 

1.1% 

Net private domestic investment 

7.2% 

5.5% 

5.1% 

3.0% 

Bersonol saving 

5.1% 

5.6% 

3.4% 

3.4% 

Net business soving’ 

3.1% 

1.6% 

1.7% 

1.8% 


'In the 1960-80 period the United States sent more copitol abroad than it received; thus net inflow was negative during 
this period. 

’Net business saving • grass private saving • personal saving * corporate and noncorporate capital consumption 
allowance. 

’The 1994 figures included in this overoge reflect only the first two guorters. 

Source: Department of Commerce Bureou of Economic Anolysie, Notionol Income Accounts. Updote prepored by the 
Americon Council for Copitol Formotion Center for Policy Research, October 1994. 








1950-59 

1960-69 

1970-79 

1980-B9 

1990-93 

1993 level 
(billions oil 987 $) 

Totol 3.6 

4.5 

3.8 

2.7 

1.4 

4979.5 

Equipment 4.1 

5.0 

4.9 

2.6 

2.3 

2359.7 

Information processing 8.8 

8.9 

8.9 

9.3 

7.3 

747.7 

Equipment less 3.8 

4.7 

4.4 

1.0 

0.3 

1612.1 

information processing 
Industrial' 5.0 

4.3 

3.6 

1.2 

0.1 

754.6 

Structures 3.3 

4.2 

2.8 

2.8 

0.6 

2619.7 


'Mustrid equipment includes f^rieated metal products, engines ond turbines, metal working machinery, special 
industry machinery, generol industrial (including moteriofs handing, equipment, and electrical transmission), distribu- 
tion, and industrial apparatus. 

Source: 'Fixed Nonresidentiat Privole Copitol, by Type of Equipment ond Structures.' Deportment ol Commerce, Bureou of 
Economic Anolysis, July ?1 , 1 994. Chort prepared the Americon Council for Copitol Formation Center for Fblicy Research, 
September 1994. 
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Computer 

Chips 

Telephone 

Switching 

Equipment 

Factory 

Robots 

Crmk- 

Mis 

Costing 
for Steel 
Ftodudimi 

Engine 

Mocks 

Wfottewoter 

Treatment 

for 

Chemical 

Froduction 

Wastewater 
Treotment 
for Fulp 
and taper 
Equipment 

Stfubbers 
Used in 
Electricity 
Flonts 

United States 
1985 Low 

100.1 

100.1 

100.1 

100.1 

100.1 

100.1 

100.1 

100.1 

89.7 

MACRS' 

85.2 

85.2 

80.8 

80.8 

80.8 

80.8 

85.2 

80.8 

54.5 

AMP 

81.1 

78.4 

68.8 

64.6 

59.0 

60.8 

70.0 

62.7 

41.5 

NCRS’ 

95.4 

95.4 

94.9 

94.9 

94.9 

94.9 

95.4 

94.9 

68.9 

AMT.NCRS* 

95.4 

95.2 

94.2 

93.8 

93.0 

93.3 

94.3 

93.5 

61.1 

Brazil 

75.7 

74.8 

7A.7 

7A.7 

88.3 

74.7 

74.7 

74.7 

79.4 

Canada 

76.9 

75.9 

74.0 

73.8 

74.2 

73.6 

85.3 

85.3 

85.3 

Germany 

83.6 

83.0 

82.7 

83.9 

82.2 

83.9 

71.8 

69.7 

68.9 

Japan 

87.1 

86.2 

83.4 

83.9 

81.4 

83.7 

84.6 

83.7 

82.4 

Korea 

88.7 

84.3 

82.6 

80.1 

77.7 

79.6 

95.2 

93.9 

92.2 

(w/3% rrq 

Singapore 

91.7 

91.7 

91.7 

91.7 

917 

91.7 

91.7 

91.7 

91.7 

Toiwon 

83.9 

78.0 

79.0 

64.3 

63.5 

63.7 

147.0 

147.0 

147.0 

Notes; 'MACRS 
*AMT 
^NCRS 

Modified ArreferWed Cost Recovery System (Current Low) 

AhernWive Minimum Tar (Current low) 

Neutrof Cost Recovery System Proposed hi Repubheon Contract for regufor fax pa^ort 

^AMT-NCRS m 

AMT Reform in NCRS Propose 

in Repvbticon Contract for AMT payers 



Sowrc«: St«ph«n R. Corrick and G«rold M. Godthow, *AMT 0«pr»detien: Hew Bod is Bod.* in fconomtc fffects of fh« 
Cerperolo Affernofiv* Minimum Kat (\Mashinglon, O.Cj Ani«^ic<w Coundl (or Gspilol Formotion Conlor (or Rosoorch, 
S«pt«mb«r 1 991 ); and unpublishod doto incorporoHng tha AMT provisions o( OBRA 1 993. UpdOod by Arthur Andsrson LLP, 
Offiea e( Fodaral Tax S«rvicM« Washington, D.C, Jonuory 199S, 


Nr««frt «f foffliliM wMi taryptwf r etif wtowt ooviwg 

Approximota y«ars of axposuro to plora 
Targeted retirement ouetc 
Totol firKineial assets 

Percent of fomflies wifhovt targeted refirenwat tovng 

Total financial assets 



38 

41 

— 43“ 

2 

5 

9 

17,575 

$13,119 

$21,613 

$29,847 

$34,013 

$45X)19 

62 

59 

58 

$2,247 

$1,982 

$1,691 


3 


Nor*; The data on saving ore inedion asset bolcnces in 1991 doftari. 

Source; Steven F. Vsnti, 'Promoting Saving for ReHrement Secwrily,' testimony presented to the Senote Finonce Subcommittee 
on Deficits, Debt Management, and Long^lerm GrovHh, December 7, 1994. 



Output 



1979 1953 1957 1960 1966 1969 1973 1979 

Contribution of MulHfocdor Productivity Increoses to Growth 
I I Contribution of Labor to Growth 
m Contribution of Capitol to Growth 


'The endpoints for eoch period ere years in which o cydicat peek occurred. The growth rote is the overoge onnuol growth role 
between cyclicol peaks. 

Source; Dole Jorgensen. Prodwcfivity, Vb(. f: Postwar US. iconomic Growth. (Cembridge, Moss.; MIT Press, 1995). Chort 
prepored by the 4CCF Center for talicy Reeeorch, Jonuory 199S. 
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American Council for Capital Formation 
Center for Policy Research 


Special Report 



January, 1995 

Questions and Answers on Capital Gains 


Q. Does the United States Need a Cental (Joins 

Tax Cta.' 

A. Yes. To those who favor a truly “level pbying field* 
over time for individual and business decisions co save 
and invest, stimulate economic growth, and create new 
and better jobs, capital gairu (and other forms of sav' 
ing) should not be taxed at all. This view was held by 
top economists in the past and is held by many main* 
stream economists today. 

This is primarily because the iiKome tax hits sav' 
ing more than once, first when income is earned and 
again when interest and dividends on the investment 
financed by saving are received, or when capital gairu 
from the investment are realised. The “playing field* is 
tilted because the individual or company chat saves 
and invests pays more taxes over time chan if all in' 
come is consumed and no saving takes pbce. Taxes on 
income that is saved raise the capital cost of new pro' 
ductive investment for both individuals and corpora' 
cions, thus dampening such investment. As a result, Iw 
cure growth in productivity and living standards is 
impaired. 

Low capital gains taxes not only treat savers more 
fairly but also help hold down capital costs. Public fi' 
nance economists refer to the tax on capital gains as a 
tax on retained income, which funds a large part of 
business investment. The higher the capital gains tax, 
the more difficult it is for management to retain earn' 
ings (rather than pay out dividends) for real invest* 
ment in productive projects. 

Favorable tax treatment of capital gains ise^* 
cially important in encouraging the “start-up* of new 
but risky enterprises, which provide significant dyna* 
mism and growth to the U.S. ecortomy. Much of that 
scart'up money comes from friends and relatives of the 
entreixeneur. Their return will be in appreciated stock 
and thus low capital gairu taxes makes them more will- 
ing to risk their savings. 


The unfairness of taxing capital gairu is signifi' 
cantiy increased in those cases in which gains are 
“phantom earnings* brought on by inflation. Index- 
acion of capital gairu taxes would obviate this. 

Although the economy is expanding, worries about 
the future appear to be multiplyii^. A cut in the capi- 
tal gairu tax to a top marginal rate of, say. 1 5 to 20 per- 
cent would by no means act as an economic panacea. 
However, it would surely give a strong boost to values 
of capital assets (e.g., real estate and the stock market), 
enoxirage investment by both mature and new bust- 
rtesses, and constitute foircr taxation of peoples' sav- 
ings. 

Q. WiB Qaifu Tax Cuts Increase U.S. Job 

Qrouth and Economic (JrowthJ 

A. Yes. Dr. Allen Sinai, chief global economist at 
Lehman Brothers and a highly respected economic 
forecaster, argues that when macroeconomic “feed- 
back* effects as well as unlocking of unrealired capiial 
gairu are estimated, a substantial reduction in capital 
gains taxes results in stronger economic growth, in- 
creased capital formation, and federal tax revenues 
that ate significantly larger than under current law. 

His estimates show that cuts in capital gains taxes: 

* raise real and nominal gross national product, 

* increase capital spending and capital forma- 
rkm, 

* raise stock prices, 

* increase household net worth, 

* lower the cost of capital for business and in- 
crease business profits, and 

* iitcrease employment. 

A capital gairu tax reduction would also shift the 
finarKing of business activity away from debt to 


For more information on capital gain* inue*, pleaie conran the Aaeriew) Council for Capital FonnatiofY Center for Policy Research, 
1750 K Street, N.W., Suite 400. Vahingten. D.C. 20006-Z300: 20Z/29V58n. 
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equity, and induce portfolio allocations by households 
toward equity to take account of changes in expected 
after-tax returns on stocks and bonds. 

Q. How Do Capital Qains Affect Capital Costs? 

A. The cost of capital is the pretax return of the new 
investment needed to cover the purchase price of an 
asset, the market rate of interest, inflation, taxes, and 
the return required by the investors. Capital costs are 
an important factor in determining which 
investments firms will make and how much 
investment occurs. High capital costs mean that only 
those projects with the greatest expected return will 
be undertaken because only they will yield a return 
large enough to satisfy investors, resulting in less 
overall investment and an aversion toward higher 
risk projects. 

Research by Stanford's Dean of the College of 
Arts and Sciences. Professor John Shoven, Ohio 
State Professor Patric Hendershott, and Dr. Allen 
Sinai of Lehman Brothers indicates that a capital 
gains tax rate in the range of 15 to 20 percent would 
reduce the cost of capital by 4 to 8 percent. 


Q. Aren’t Cuts m Capital Qamj Tax Rates Simply 
Another Version o/ “ Trickle -Doum" Economics 
that Won't Help Working Americans? 

A. No. The econometric studies of Dr. Allen Sinai 
demonstrate that a cut in capital gains tax rates will 
begin quickly to promote jobs, growth, and 
investment. This is because the tax cut would lower 
business capital costs, increase start-ups of new 
companies, and raise the value of equities and real 
estate. This is precisely the sort of economic 
environment in which "working Americans" prosper. 

Perhaps the best anecdotal answer to those who 
argue that high raxes on capital gains hurt working 
Americans comes from a New jersey painting 
contractor who (as quoted in the Washington Post) 
was “trying to scare up some work...” 

"...you're looking at a poor mon who thirties 
the capital goins tax {cut] is the best thing thof 
could happen to this country because thot's 
when the work will come bock. F^ople soy 
capital goins is for the rich, but I've never 
been hired by a poor man ' 


Q. Still, isn't it True that Most of the Direct 

Benefits of a Capital Qains Tax Cut Qo to the 

Rich.' 

A. No. The facts are that many middle-class 
taxpayers realize a capital gain every once in a while 
but are counted as permanently rich under IRS 
statistics. But when those rax payer returns are 
adjusted to exclude their temporary capital gains and 
include only their wage and sabry income, it becomes 
clear that middle- class taxpayers are major 
beneficiaries of lower capital gains tax rates. A special 
Treasury study covering 1985 shows that nearly one- 
half of all capital gains were realized by Taxpayers with 
wage and salary income of less than $50,000. In 
addition, three-fourths of all returns with capital gains 
were reported by taxpayers with wage and salary 
income of less than $50,000. The issue of counting as 
wealthy the middle-class person who occasionally 
realizes a capital gain which artificially inflates his 
income in a given year has been studied by the Joint 
Committee on Taxation. A panel analysis for the year 
1979-1983, by the JCT, found that 44 percent of 
taxpayers reporting gains realized a gain in only one 
out of five years. 

It is true that many upper-income people have 
large capital gains. By realizing them, they pay more 
taxes, making revenue available to finance 
government programs which benefit lower-income 
recipients. 


Q. How Do Capital Qains Rates Affect “Start'Up" 

Companies? 

A. Capital gains taxation has a particularly powerful 
impact on the entrepreneurial segment of the U.S. 
economy — making possible new technological 
breakthroughs, new srart-up companies, and new jobs. 
Starling new businesses involves entrepreneurs, 
informal investors, venture capital pools, and a 
healthy public market. All arc sensitive to after-tax 
rates of return, which is why the level of capital gams 
taxation is imponani. 

Foremost is the entrepreneur. By taxing his 
potential capital gains at a higher rate, either the pool 
of qualified entrepreneurs will decline or investors will 
have to accept a lower rate of return. In either case, 
the implications for the U.S. economy are clearly 
negative. To be successful, the entrepreneur needs 
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capital. Fledgling start'Ups depend heavily on equity 
finance from family, friends, and other informal 
sources. Professors William Wetzel and John Freear of 
the Universiry of New Hampshire, in a survey of 284 
new companies, found taxable individuab to be the 
major source of funds for those raising $500,000 or less 
at a time. The point to be stressed is that individuab 
providing starr-up capital for these new companies pay 
capital gains taxes and are sensitive to the capital 
gains rax race. 

Small businesses and entrepreneurs face higher 
capital costs than Fortune 500 companies. For them, a 
significant capital gains tax differential can make a big 
difference. 


Q. Cart We ‘*Afford’‘ a Capital Qains Tax Cut? 

A. Yes. Critics of lower capital gains taxes argue that 
such cuts will reduce federal revenues and thus add to 
the budget deficit, absorb rutional saving, and raise 
interest rates and capital costs. Both economic analysis 
and experience effectively refute this view. 

There is actually little difference between 
congressional estimates of capital gains rax cuts arkl 
those of the Treasury. For example, when President 
Bush proposed a 30 percent exclusion for capial gains 
in 1989, the congressional Joint Committee on 
Taxation (JCT) estimated a “static" loss over 1990' 
1995 of $100 billion. However, induced realizations — 
rhe “unlocking" effect — and depreciation recapture 
would have recouped almost 90 percent of the loss, 
according to the jCT. and 1 10 percent as estimated by 
the Treasury. [This arithmetic accounts for only one 
behavioral response — the “unlocking" effect — and rhe 
Treasury recoups almost all of the revenue loss. There 
is no revenue accounting for lower capital costs and 
increased economic activity. This impact would be 
substantial.] 

Experience indicates that lower capital gains taxes 
have a positive impact on federal revenues. The most 
impressive evidence involves the period from 1978 to 
1985. During those years the marginal federal tax rate 
on capital gains was cut from almost 50 percent to 20 
percent — but. total individual capital gains tax 
receipts increased from $9.1 billion to $26.5 billioR. 

Research by experts at the prestigious National 
Bureau of Economic Research indicates that the 
“maximizing" capital gains tax race — i.e., the rate that 
would brirtg in the most Treasury revenue — is 
somewhere between 9 and 21 percent. 


Q. Hour Do Our Competitors Treat Capital Qains? 

A. Our international competitors recognize the 
contiibution a capital gains tax differential can make 
to new risk capital, entrepreneurship, and new job 
creation. 

The United States taxes capital gains more harshly 
dian almost any other industrial narion. A survey of 
twelve industrialized countries shows that the U.S. 
capital gains tax rate on long'Cerm gains on portfolio 
securities exceeds that of all countries except Australia 
and the United Kingdom, and these two countries 
index the cost basis of an asset (see Table 1 ). Germany, 
Japan, and South Korea exempt or tax only lightly 
cafHtal gains on portfolio stock. 

Not only do virtually alt industrialized countries 
tax individual capital gains at lower rates than the 
United States; they also accord more favorable 
treatment to corporate capital gains. 

Q. What Should a SenzzMe Capital Qains Tax Cut 

LookLike.^ 

A. Capital gains tax reform should satisfy three 
criteria. First, it should make economic sense by 
lowering the excessively high cost of U.S. capital, 
reducing the bias against high'tisk capital, and 
ameliorating the taxation of inflationary gains. 

Second, it should be fair to all income groups and 
sectors of the U.S. economy: Main Street and Wall 
Street, middlc'class investors and farmers, new 
entrepreneurs and retiring businessmen, and individual 
investors and businesses. 

Filially, although there is controversy about the 
revenue corisequences of the capital gains tax 
reduction, a very strong and credible case can be made 
that this initiative, with its important macroeconomic 
consequences, will not reduce total tax revenues and, 
in foct. is a revenuc'faiser. 


Q. Isn’t Indexing the Best Way to Lower the Capital 
Qains Taxes? 

A. Indexirrg is a very good idea because it adjusts for 
inflation, but taken alone it is a for from complete 
solution to the problem. A traditional capital gairts tax 
exclusion is also needed. 

Indexing for inflation will not offset much of the 
negative effects on the cost of capital caused by the 
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very high capital gains taxes resulting from the Tax 
Reform Act of 1986. 


Q. Whai /s the Capital Qains Tax Proposal in the 
QOP “Contract With America.'” 

A. The COP “Contract With America" contains 
three capita! gains incentives: 

• Fifty Percent Capiud Goins Deduction — The 
“Contract With America" would substantially 
cut the tax rate on capital gains by allowing 


taxpayers to exclude one-half of the amount of 
their net capital gains. Currently, capital gams 
are taxed at the same rate as ordinary income, 
subject to a cap of 28 percent. Thus, there is a 
modest capital gains differential for the upper 
tax rate brackets, but principally because the 
1993 tax law raised income tax rates. The 
Contract would halve the effective capital 
gains tax rate for lower- and middle-income 
taxpayers. The new effective capital gains tax 
rates would be 7.5 percent, 14 percent. 15.5 
percent. 18 percent, and 19,8 percent for 
individuals, depending upon the individual's 




Country 

Copitol Goins Moxtmum Individuol Tax Rote* 

Personol Saving Rote^ 


Short-term 

Long-term 

1975-1991 

United Stoles 

28.0% 

31 3%> 

6.8% 

Japan 

1 % of sale 
price or 

20% of 
net gain. 

1 % of sole 
price or 

20% of 
net goin. 

17.3% 

Australia 

48.3% 

48-3%; 
osset cost 
is indexed. 

9,3% 

Belgium 

Exempt 

Exempt 

14.7% 

Canada 

23 80% 

23-80% 

12,5% 

France 

18,1% 

18.1% 

15,6% 

Germany 

53.0% 

Exempt 

12.7% 

Hong Kong 

Exempt 

Exempt 

N/A 

Italy 

25,0% 

25-0% 

19.8% 

Netherlands 

Exempt 

Exempt 

2.9% 

Swoden 

25.0% 

25.0% 

1.4% 

United Kingdom 

40%; 
asset cost 
is indexed. 

40%; 
osset cost 
is indexed. 

9.8% 


’ Rvflacli top morginol rolos on portfolio socvritioi gginr 

’ Orgonizotion for Economic Cooporotion end Dovotopmont. Not kov»«f>oU sovmg os o parconi of dlsposobls Incomo. OBCD Eco- 
nomic Outfooic 53, Docombor 1993, Toblo R 13, p. 313. 

* Wbil* tha top siolulory roto ii 38.0%, ih« octuol lop morginol rot* for on Individuol focod with roducod iiomiiod doductiorts ond 
phasing out of porsonol oxomptions is 31.3% for o fomilyof tovr. 

Prepared by the American Council for Capitol Formotion Center for Policy Reseorch. 
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tax bracket. Corporations would be subject to 
a rop effective capital gains tax rate of 17.5 
percent. 

• Capital Gains Iridetaaon — The “Contract With 
America" would end the current practice of 
taxing individuals and corporations on capital 
gairw due to inflation. Currently, taxpayers 
must pay capital gains taxes on the difference 
between an asset’s sales price and its “basis" 
(the asset's original purchase price, adjusted 
for depreciation and other items), even 
though the increase in value may be due to 
inflation. The Contract would increase the 
basis of most capital assets to account for 
inflation occurring after 1994. Taxpayers 
would be taxed only on the real — not 
inflationary — gain. 

• Loss on the Sale of a Home — The "Contract 
With America" would treat a loss on the sale 
of a principal residence as a capital loss. 
Currently, if a home-owner sells his or her 
home at a loss, that loss is nor deductible 
(even though gams on future residence sales 
may be taxable). The Contract would allow 
taxpayers to deduct the loss on the sale of a 
principal residence. This loss would be subject 
to the capital loss limitation rules, which allow 
a net capital loss (determined after netting 
capital gains and capital losses) to offset up to 
$3,000 annually of ordinary income, with the 
unused portion of the loss carried forward into 
succeeding years. 


Q. What Is a Capital Qain.’ 

A. A capital gain or loss is the difference between the 
selling price of an asset and its basis (cost). The basis 
(cost) is the purchase price of the asset, including any 
brokerage fee. For example, if corporate stock is 
purchased for $2,000 and later sold for $2,500 (net of 
broker commissions), the capital gain is the difference 
between the $2,000 purchase price and the $2,500 
received from the sale, or $500. If the asset purchased 
is a physical asset, such as a building, and the owner 
had made improvements, then the tax basis is the 
purchase price plus the cost of the improvemenrs. If 
the asset depreciates over time, the basis is the original 
sale price reduced by the decline in value from 
depreciation. 


I 


The distinction between capital a^^sets and other 
forms of property is the most important concept in the 
law relating to the taxation of capital gam. Under the 
Code, any property is a “capital asset" unless it is 
covered by one of numerous exceptions. The theme 
running through the exceptions is that capital gains 
treatment is appropriate only for income resulting 
from the appreciation in value of investment property 
or property used in a trade or business. Thus, there are 
exceptions that deny capital gam treatment for 
income from personal efforts, income from property 
not attributable to appreciation (such as interest, 
dividends, royalties, and rent), and the ordinary profits 
of business operations. 

The primary assets that typically yield capital gains 
are corporate stock and business and rental real esrate, 
according to a recent report by the Senate Budget 
Committee. Corporate stock accounts for from 20 
percent to 50 percent of total realized gains, depending 
on the state of the economy and the stock marker. 
There are also gains from assets such as bonds, 
partnership interests, owner-occupied housing, timber, 
and collectibles, but all of these are relatively small as 
a share of total capital gairu. 

Q. What Ij the Current Federol Capital (jams To* 

Rate.’ 

A. Cams on the sale of capital assets held for more 
than a year are limited to a maximum tax rate of 28 
percent under the federal individual income tax, even 
though rates on ordinary income go up to 39,6 percent 
(or even higher in some cases). Also, gam on the sale 
of property used in a trade or business is treated as a 
long-term capital gain if all gains for the year on such 
property exceed all losses for the year. Qualifying 
property used in a trade or business generally is 
depreciable property or real estate that is held more 
than a year, bur not inventory. 

Benefits of the 28 percent maximum tax rare are 
limited to individuals with tax rates above 28 
percent — that is, those in the 3 1 percent bracket, the 
36 percent bracket, or the 39.6 percent bracket. For 
1994, a taxpayer filing a joint return would have to 
have taxable income of $9 1,850 before the 31 percent 
tax rate applied (single taxpayers would have to have 
$53,500). Taxable income would have to be $140,000 
before the 36 percent rate applied, and $250,000 
before the 39.6 percent rate applied. 

Under current law, capital gains net of capital 
losses realized by an individual are taxed at a top 
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indivtdualt 



Coroorotions 


Yean 

Top 

Holding Marginal 

Period Rote 

1 %) {%) 

C-G- 

Role 

{%) 


Top 

Morgino 

Rote 

(%) 

C-G* 

Rote 

(%) 

DiH.‘ 

(%) 

1942-43 

6 mos. 88.0 

25.0 

63.0 

40.0 

25.0 

150 

1944-45 

6 rnos. 94 0 

25.0 

69.0 

40.0 

25.0 

15.0 

1946-50 

6 nrtos. 91 0 

25.0 

66.0 

38.0 

25.0 

13.0 

1951 

6 mos 87.2 

25.0 

62.2 

50 8 

25.0 

25.8 

1952-53 

6 mos. 88.0 

26.0 

62.0 

52.0 

26.0 

26.0 

1954 

6 mos. 87.0 

26.0 

61.0 

52.0 

26.0 

26.0 

1955-63 

6 mos. 87.0 

25.0 

62.0 

52.0 

25.0 

27.0 

1964 

6 mos. 77.0 

25.0 

52.0 

50.0 

25.0 

25.0 

1965-69 

6 mos. 70.0 

25.0 

45.0 

48.0 

25.0 

23,0 

1970 

6 mos. 70.0 

29.5 

40.5 

48.0 

28.0 

20,0 

1971 

6 mos. 70.0 

32-5 

37.5 

48.0 

30.0 

18.0 

1972-76 

6 mos. 70.0 

35.0* 

35.0 

48.0 

30.0 

18.0 

1977 

9 mos. 70.0 

35.0 

35.0 

48.0 

30.0 

18,0 

1978-10/31/78 

1 yr. 70.0 

35-0 

35.0 

48.0 

30,0 

18.0 

11/1/78-6/9/81 

1 yr 70-0 

28-0 

420 

46,0 

28,0 

18.0 

6/10/81-6/22/84 

1 yr 50 0 

20.0 

30.0 

46.0 

28.0 

18.0 

6/23/84.86 

6 mos. 50.0 

20.0 

30.0 

46.0 

280 

18.0 

1987 

6 mos. 38-5 

28.0 

105 

40.0 

34,0 

6.0 

1988 

1 yr. 33.0-' 

33.0*' 

0 

34.0 

34.0 

0 

1990 

1 yr. 31.0' 

28.0' 

3.0 

34.0 

34,0 

0 

1993 

1 yr. 39.6 

28.0 

11-6 

35.0 

35,0 

0 

Rep. Contract Proposal* 

1 yr. 39.6 

19.8 

198 

35.0 

17,5 

17.5 

* Maximum copilol goini tax ret«. 

* Differential between marginal inceme lax rate ond copilol goins role 

* Interplay of minimum lox ond maximum lax on eorned income results in o morginol role of 49 175%. 

* Stalutory maximum of ?S% but 'phaseout' notch increoses rote to 33%. 

* Interplay of all 'phoseouls* con increose morginol rote to 49 5% 

' The Budget Act of 1990 increased the ttaMory 'ate to 31.0%, ond copped the morginol rote on copilol gains at 28.0%. Until 1996. however, 
some loxpoyers will face effective morginol rotes of more Ihon 34 0% due to the phose out o( personal exemptions and itemized deductions 

* The Republican CorIracI provides: (1) o SO percent capital gams deduction for individuals end corporations, (2) indexolion oF the bosis of 
capital assets to eliminate goins due to inftotion, ond (3) o provision to treot the loss on the sale of o home os o capital loss. The SO percent 
capital goins deduction means that copitol gains lox rotes would be 7.5%, 14 0%. IS.5%, 18.0% ond 19.8% for individuoli. 

Prepored by the Amencon Council for Capital Formohon Center for Aslicy Research 
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marginal federal tax race of 28 percent in taxable 
mcome. Net losses are included up to a maximum of 
$3,000. Net capital losses m excess of $3,000 are 
carried over to later taxable years. This constraint 
limits the ability of investors to time the realization of 
gains and losses so as to minimize taxes. 

Corporate capital gains are taxed at a rate of 35 
percent, the rate applied to ordinary corporate income. 

Q. What fi the History o/ Capitol Qains Taxes in 

the United States.^ 

A. Although the original 1913 Income Tax Acr taxed 
capital gains at ordinary rates, legislation in 1921 
provided for an alternative flac-rate tax for individuals 
of 1 2.5 percent for gain on property acquired for profit 
or investment. This treatment was to minimize the 
influence of the high progressive rates on market 
transactions. Over the years, many revisions in this 
treatment have been made. In 1934. a sliding-scale 
treatment was adopted (where lower rates applied the 
longer the asset was held). This system was revised in 
1938. In 1942, the sliding-scale approach was replaced 
by a 50 percent exclusion for all but short-term gains 
(held for less than six months), with an elective 
alternative tax rate of 25 percent (see Table 2). The 
alternative tax affected only individuals in tax brackets 
above 50 percent. 

In 1978, a 60 percent exclusion for individuals was 
introduced and the alternative rate for corporations 
was lowered to 28 percent. In 1981. the maximum rax 
race on capital gains was reduced to 20 percent; the 
corporate gains tax remained at 28 percent. 

The Tax Reform Act of 1986, which lowered 
overall tax rates and included only two tax rate 
brackets (15 percent and 28 percent), provided that 
capital gains would be taxed at the same race as 
ordinary income. 

In 1990, a 31 percent rate was added to the rate 
structure for ordinary income. There had. however, 
been considerable debate over proposals to reduce 
capital gains taxes. Since the new rate structure would 
have increased capital gains rax rates for many 
taxpayers from 28 percent to 31 percent, a separate 
capital gains rate cap of 28 percent was maintained. 
The 28 percent cap was continued when the 1993 
Omnibus Budget Reconciliation Act added a top rate 
of 36 jjercent and a ten percent surcharge on very high 
incomes, producing a maximum rate of 39.6 percent 
on ordinary income. 


January 1995/Special Report: Qj4«srioru jtvI Amuws on Capud Cams 


Q. Do States Also Tax Capitol Qaitu.’ 

A. Yes. Of the 42 states which tax capital gains, the 
majority apply this tax to the gain reported on the 
federal tax return. The Tax Reform Act of 1986. 
which eliminated the 60 percent exclusion for capital 
gains income, dramatically increased state capital 
gains taxes. As noted in a recent op-ed in the 
ttWiingion Times: 

...Stole copilol gains taxes add another loyer of 
impediment to investment and entrepreneurship, 
thereby further hampering economic growth and 
|Ob creotion... 

Evan though o stole copilol gains lax rote of 
4.5 percent, for example, as levied in Connecticut, 
is less than the national state overage of 5.4 
percent, it con turn out to be much more daunting 
oflar inflation is factored into the equotion For 
example, if one considers inflotion on a venture 
copitol investment of $50,000 made in 1987 ond 
sold for $70,000 in 1993, Connecticut's real 
copilol goins tox role jumps to 1 1 percent.. 

In o stole with o much higher capital goms 
tox rote, such os New York, where the lop rale is 
7.875 percent, the real rote on such on investment 
jumps to over 19 percent. 

The combined burden of federal and state taxes on 
capital gains makes it more difficult to raise capital for 
the start-up and entrepreneurial activity companies 
which are the source of much economic vibrancy, 
innovation, and job creation. 


Q. I5 Capital (joins o Partisan Jssue.^ 

A. No. A reduction in capital gains taxation has not 
been a partisan issue in the past and should not be a 
partisan issue now. Capital gains tax reductions 
enjoyed bipartisan support from the rax-writing 
committees in all the major debates on this issue for 
nearly two decades. The real issues are economic: U.S. 
productivity growth, competitiveness, and job 
creation. As to fairness, past capital gains cuts have 
benefited the public generally by strengthening the 
U.S. economy. In fact, capital gains tax reductions in 
the Republican “Contract With America" is one of 
the most progressive measures to be considered by the 
Ways and Means Committee in many years. It raises 
large sums from upper-income taxpayers to fund 
programs for low income Americans. A number of 
prominent Democrats have championed lower capital 
gains taxes over the years. ^ 
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Questions and Answers on IRAs 

Q. Whjt u an individual ReliVcmfnt Account? Advisers Chairman Martin Feldsteiri, Harvard 


A. Individual Retirement AccoLtnts (IRAs) were 
developed in rhe 1970s to encourage individuals to 
save for retirement. The 1981 tax act expanded IRAs 
so that any wage earner could contribute up to $2,000 
annually to an IRA; a couple with two wage-earners 
could contribute $4,000. A couple with a nonworking 
spouse could contribute $2,250. Contributions were 
lax deductible and taxes on (unds accumulating m an 
IRA were deferred until the funds were withdrawn. 
Individuals had to be 59 1/2 to withdraw funds from 
IRA accounts without penalty. 

The Tax Reform Act of 1986 curtailed IRAs so 
that IRA contrihutioas are not fully deductible except 
for workers without employer pensions, families with 
annual incomes under $40,000 and individuals with 
annual incomes under $25,000. These income limits 
are not indexed. 


Q. Do IRAs increase saving^ 

A. Yes. Prominent public finance economists and 
scholars, including former Council of Economic 

Tqbf# I Ffnandat AsMff Saved by Familte^ 


Percent ol families with targeted retirement saving 
Approximate years of exposure lo plans 
Torgefed reliremeni assets 
Totol financiol ossels 

Percent of families without targeted retirement soving 

Total financial ossets 

Note. The doio on sovmg ora msdior, ossei bolonces m 1991 dollors 


Professor Lawrence Summers, now on leave as U.S. 
Treasury Undersecretary for International Affairs, and 
Professors David A. Wise of Harvard Universiry, James 
M Poterba of Massachusetts Institute of Technology. 
Steven F. Venn of Dartmouth Osllege, Jonathan 
Skinner of the University of Virginia, and Richard A. 
Thaler of Cornell University, have concluded chat 
IRAs — especially tax deductible IRAs — do result m 
new- saving. 

Nearly a doien scholarly studies, using a variety of 
data sources and employing several different statistical 
approaches, have examined whether targeted saving 
vehicles such as IRAs and 40l{k)s impact saving. For 
example. Professor Steven Venn’s recent testimony 
before a Senate Finance Subcommittee examined 
saving data from a Survey of Income and Program 
Participanon for three different age groups (families 
reaching age 60 to 64 in 1984, 1937 and 1991 ),' 
Professor Venn found a striking increase in saving the 
longer the family has been cxpcised to the targeted 
tetirement programs — IRAs, 40l(k)s. and Keoghs (see 
Table!). 

The growth in (RA and 401{k) asset balances is 
astounding. Professor Vemi noted. The typical member 


Fomilia* reoching og* 60-64 in; 

1984 

1987 

1991 

38 

41 

42 

2 

5 

9 

$7,575 

$13,119 

$21,613 

$29,847 

$34,013 

$45,019 

62 

59 

58 

$2,247 

$1,982 

$1,691 


For more uxfarmation on IRA issues, please conuci the Ainencin Council for Capital Formation Center for Policy Research, I 730 k Street, 
N.W., Suite 400, Washington, D.C 20006: 202/293-5811 
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Flovr 0f U«$» «tMi lD¥«sK^fir (p4^#nf ol t^P Iti corrtnr f) 


Net private domeitic saving 
Slote and local government surpluses 
Subtotal o( private and state saving 
Less: federal budget deficit 
Net domestic saving ovoilable 
for private investment 
Net inflow of foreign saving’ 

Net private domestic investment 

Personal saving 
Net business saving’ 


Av*rag« 

Av*rag« 

Avtrag* 

Average 

1960-1980 

1981-1985 

1986-1990 

1991-1994' 

8 1% 

7.2% 

5.1% 

5.2% 

0.7% 

1.2% 

0 9% 

0.4% 

88% 

6.4% 

5.9% 

5.6% 

-10% 

-4.1% 

-3.2% 

-3.6% 

7 8% 

4.3% 

2.7% 

1.9% 

-0.4% 

1.2% 

2 4% 

1.1% 

7 4% 

5.5% 

5.1% 

3.0% 

5 2% 

5.6% 

3.4% 

3.4% 

2.9% 

1.6% 

1.7% 

1.8% 


'The 1994 figures induded in this overoge reflect only the first three quarters 

^In the )960-80 period the United States sent more coptiof abroad them if received, thus net inflow was negotive dufmg this 

’Net business soving • gross privofe i<ning - personal saving - corporate and noncorporate capital consumption allowance 

Source: Department of Commerce Bureau of Economic Analysis, Nolionol Income Accounts Updote prepared by the Amencon Coun- 
cil lor Capital Formation Center for ^licy Reseorch, December 1994. 


of the youngest family — those with the nine years of 
exposure to targeted retirement saving programs — has 
nearly three times the targeted retirement assets of the 
oldest cohort. There is a comparable increase in total 
assets as well. In contrast, among families without 
IRAs, 401 (k)s. and Keoghs, the youngest families have 
only about 75 percent the financial assets of the older 
families ($1,691 vs. $2,24?). Professor Venti 
concluded that since total financial assets, including 
balances in IRAs and 40l(k)s, are much larger for the 
younger cohort in 1991 chan for che older cohort m 
1984, targeted retirement saving programs did 
stimulate new saving overthe period. 


Q. Why docs ihc United States need more suting^ 

A. The U.S. personal saving rate dropped from 5.2 
percent of GDP in I960' 1980 to 5.4 picrcent in 1991 - 
1994 (see Table 2). Saving makes possible the 
productivity-enhancing investment that is critical to 
raising real wages for both skilled and unskilled 
workers. Investment in the United States averaged 7.4 
percent of GDP from 1960 to 1980, but since 1991 it 
has averaged only 3.0 percent, and is unlikely to 
increase unless U.S. domestic saving increases. The 
downward trend in U.S. net private domestic 
investment must be reversed if real incomes are to 
increase. U.S. family income has been nearly stagnant 


since the mid-1970s and in recent years family income 
has actually fallen. For example, real median 
household income was $39,869 in 1989; income has 
declined each year to $36,959 in 1993. 

In addition, looming in the future is rhe need ro 
finance the retirement of the "baby boom" generation. 
Research suggests this generation’s saving rate is only 
one-third the amount needed for secure recirement 


Q. Who uses IRAs? 

A. Most contributions to IRAs are made by middle- 
income families, according to Professor Venn, At rhe 
IRA program’s peak in 1986, about 16 percenc of tax 
filers contributed to an IRA and about 29 percent of 
all families with a head of household under age 65 had 
positive IRA assets balances. Of course, households 
that had low incomes or had a young household head 
were less likely than wealthier or older households to 
have an IRA. However, at che peak of the program 75 
percent of all IRA contributions were accounted for by 
femilies with annual incomes less than $50,000. 

IRA participation is also closely related to age. 
Nearly 50 percent of all families in the 55-65 age 
interval had an JRA account. Thus even though less 
than one-third of all families have an IRA at a single 
point in time, over their lifetimes at least half of all 
families could be expected to participate in an IRA 
program.^ 
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Q. Oo other countries use IRAi? 

A. Many industrial countries, including Canada. 
Australia, France, the United Kingdom, the 
Netherlands, and Belgium, encourage saving through 
IRA'type programs. Most of these countries permit 
larger IRA contributions than does the United States, 
and most allow a tax deduction for the IRA. For 
example. Canada permits taxpayers covered by an 
employer's pension plan to contribute S3.500 per year 
to a Registered Retirement Saving Plan (RRSP); 
persons without an employer pension plan could 
contribute up to $13,500 in 1994. 

Canada’s generous RRSP plan may help explain 
why that country has a higher personal saving rate 
than the United States (9.6 percent of disposable 
income over the 1986-1994 period, compared to 4.7 
percent for the United States). Other countries with 
IRA-type saving programs also have pcrvmal saving 
rates which exceed that of the United States. For 
example, the personal saving rate was 6.3 percent in 
Australia, 12.5 percent in France, and 9.1 percent in 
the United Kingdom over the 1986-1994 period. 


Q. Wful are the leading proposals for IRA 
expansion.’ 

A. IRAs enjoy strong bipanisan support. 

• The Republican Contract With America offers 
a new “American Dream Savings Account" 
(ADS) which allows a nondeducnble annual 
contribution of up to $4,000 for a married 
couple ($2,000 for an individual): the annual 
IRA contribution would be indexed for 
inflation. If the ADS were held for five years, 
the taxpayer could withdraw funds without 
penalty for retirement, first-time home 
purchases, college, or medical expenses. 

• President Clinton has proposed expanding tax- 
deductible IRAs and permitting the use of the 
money before retirement to pay for the 
purchase of a first home, education, 
carasrrophic health costs, or for the care of an 
elderly parent. The administration proposal 
raises the current tax-deductible IRA income 
limit from $40,000 (phasing out at $50,000) to 
$80,000 (phasing out at $100,000). The 
administration proposal also allows individuals 
the option of the “back-loaded IRA" in which 
after-tax saving is put into an \RA but the 
proceeds are exempt from tax when 
withdrawn. 


• IRAs have also enjoyed bipartisan support over 
rhe years. For example, outgoing Treasury 
Secretary Lloyd Bentsen is a long-time IRA 
supporter and cosponsored several bills with 
Senator Bill Roth (R-DE) to reinstate 
deductible IRAs while he was chairman of the 
Senate Finance Committee. Senators Roth 
and Breaux (D-LA) have introduced similar 
legislation (Si 2) in the 104th Congress. 
Treasury Undersecretary Summers also believes 
deductible IRAs will help increase the U.S. 
saving rate. 


Q. Should fRA contribution limits on nonworking 
spouses be raised? 

A. Yes. Under current law, a family with two wage- 
earners can contribute up to $4,000 per year to an 
IRA. In contrast, a couple with one wage -earner can 
make a total IRA contribution of only $2,250. Over 40 
years, the couple in which both spouses work outside 
the home can contribute $70,000 more to an IRA than 
can the single-income couple. At a 6 percent return on 
investment, the first couple would earn almost 
$300.000 more in savings for its retirement needs than 
the single-income couple, despite the fact that the 
retirement needs of both couples would be 
approximately the same. Changing the current 
treatment of nonworking spouses who wish to establish 
IRAs would promote fairness and recognize the 
retirement needs ot the non-wage earning spouse — 
goals shared by Republicans and Democrats, 

Q. Con ive "afford" expanded IRAs? 

A- Yes. As Dr. Summers commented; 

Th« weight of the ovoiloble evidence suggests 
thot IRAs generoled o significant amount of 
soving thot would otherwise not have token ploce. 

If (deductible} IRAs were remstoted under currenl 
low, the government would lose about twenty- 
five cents for each one doHor of contribution.. If 
more thon one-fourth of the money contributed 
to IRAs represents new sovmg, IRAs will increase 
privote soving by more thon their revenue cost. 

If this condilion is met, the case for reinstoting 
IRAs IS cleor Even if it is not, there is still a strong 
cose for sovmg incentives given Ihol the 
reslorolion of IRAs would be likely to come ot 
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the exp«ns* of other lax breokt rather than at 
the expense of larger deficits.^ 

Q. How do IRAs reinforce the self‘ContTol needed for 
saving? 

A. The importance of self-control is usually igrwred in 
the formulation of a national savings policy. 

According to Professor Thaler. IRAs help people save 
by making it more difficult to "get to" the money than 
if it were left in a bank savings or checking account. 
Professor Thaler explains that households allocate 
funds, implicitlyor explicitly, into categories, or 
mental accounts. Some funds, for example those in 
cash or the checking account, are designated for 
current consumption. Others, for example those in the 
savings account, are for “rainy days" or “special 
occasions." Self-control and mental accounts come 
together because mental accounts vary in how 
“tempting" they are to invade. Money in your wallet is 
more tempting to spend than money in the checking 
account, which in turn is more tempting than the 
savings account. Less tempting are funds explicitly set 
aside for retirement, such as money in an IRA plan. 
Once this concept is factored in, IRAs can increase 
saving even if (as some critics charge) all the money 
put into IRAs would have been saved anyway. By 
putting funds into a less accessible account, the IRA 
increases long-term saving.* 


Q. Do Americans iuint to sec IRAs expanded? 

A. Yes. Support for additional saving incentives has 
remained high for several years. Two nationally 
representative polls, one conducted in December 1990 
and one in late-December 1992. demonsiiaied 
remarkable stability in ihe public's opinions 
concerning saving, According to the poll conducted in 
1992 by the Opinion Research Corporation: 

• The vast majority of Americans (77 percent) 
feel it IS important for the government to make 
it a national priority to increase personal 
saving. 

• Nearly nine in ten Americans (88 percent) 
believe that it is important for them to 
increase their personal saving rate. 

• Seventy-four percent of Americans would save 
a larger proportion of their income if the 
government provided them with tax incentives 
to save more. 


In light of this strong suppon for additional saving 
incentives, it is not surprising Americans want the 
104th Cxjngrcss to put expanded IRAs at the top of its 
agenda. According to a post-election survey conducted 
by the Luntz Research Companies, expanded IRAs are 
the single most popular tax proposal “on the table." 


Q. Won’t Americans fust shift money from existing 
accounts if IRA limits are raised? 

A. No. American families simply do not have the 
money to keep shifting assets from other accounts 
into their IRAs. according ro a new study by Capital 
Research Associates.* The study classified families 
by the age of the “family head" and found, 
specifically, that families headed by individuals 44 
years of age and below have median net financial 
assets of just $700. Even families on the verge of 
retirement, headed by individuals aged 55 to 64. 
have median net financial assets of only $6,880. 
Those families wiih the highest level of median net 
financial assets. $10,000, are headed by individuals 
aged 65 to 74. Overall, the median level of net 
financial assets for all U.S. families amounts to 
approximately $1,000. the analysis concluded, thus 
suggesting that American families cannot simply 
shift assets from other accounts to IRAs. 


Notes 

l Siev«n F V«nti. ■rf^.rfnoting Saving for Reiirement Secufiry," 
tertimony prernicJ (o (h« Senate Finance Subcommirree on 
Defkio. Debt M.tndj>em<nt. anJ Long-Term Growth, Dfecembet 7, 
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l Vfnti. “Potn-'iing Saving lor Retirement Security.” 

t Lawrence H Summers, "Siimulatini Personal Saving" in The 
V $ Sdvti^t Clutlenge: Policy OpDoru for Produiawj and Grou-di, 
ed- by Charb E. Walier, Mark A. Bloomfield, and Margo Thoming 
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and 1995,'' (Chevy Chase, Md : Capital Research Associates, 
December 1994). The study was commissioned by Merrill Lynch 
andCa 


4 ACCF Center for Policy Research 


Special Report Qnesoons and .Answers on /RAs/]anuary 1995 




32 


American Council for Capital Formation 
Center for Policy Research 

Special Report 


November. 1994 

The Impact of the Alternative Minimum Tax on 
Investment and Economic Growth 

by Margo Tlioming* 


Q. What is the Corporate Alternative Minimum 


A. The Tax Reform Act of 1986 created a 
comprehensive alternative minimum tax (AMT) system 
chat exists separate horn, but parallel to, the regular tax 
system. Under the AMT scheme, taxable inoxne is 
modified by an intricate series of ‘'adjustments" and by 
"preference items* to arrive at alternative minimum 
taxable income. Depreciation allowances lor firms paying 
the alternative minimum tax are generally much less 
^vorable chan chose for firms paying rhe regular 
corporate income tax. The corporate minimum tax rare 
is 20 percent, while the top minimum tax rate for 
individuals is 28 percent. 

There are three main reasoru; why corporations can 
become AMT payers; (Da high level of investment in 
assets such as equipment and structures, and/or (2) low 
taxable income due to cyclical downturns, strong 
international competition, or other factors, and/or (3) 
low real interest rates. 

Q. Hotti Does the AMT Affect Investment 

Spending? 

A. A study by Prakken, Varvarcs, and Meyer (PVM) 
argues that the AMT has the potential to reduce 
investment spending in one of two ways * First, AMT* 
filers pay a higher average tax rate and consequently 
generate less internal cash flow than they would under 
the regular tax. This, in turn, may curb investment by 
firms with impeded access to capital markets. Second. 


the AMT affects the marginal tax rate on capital, and 
hence may discourage investment by raising what in 
neoclassical investment theory is known as the rental 
price of capital (or the "cost of capital"). The “rental 
price* is defined as the annual cost (interest plus 
depreciation) per unit of capital, after adjusting for the 
real purchase price of capital and allowing Ibr corporate 
taxes, including deductions for depreciation and interest. 

PVM’s results show that firms permanently on the 
AMT face capital costs significantly higher than firms 
that pay the regular corporate income tax. PVM‘s 
econometric simulations show that if all firms were to 
face the AMT indefinitely (the worst case scenario), the 
result would be to reduce the level of output by 
approximately $60 billion annually relative to the case in 
which all firms paid rhe regular income tax. Ultimately, 
the equijxneni/output ratio would fell by 3 percent. In 
absolute terms, the stock of equipment would be 3.9 
percent lower. 

Q. How Does the AMT Affect U.S. Cost Recovery 
Compared to Our Competitors? 

A. Research by Arthur Andersen and Co. shows that 
U.S. firms paying the AMT recover their investment 
costs for new equipment much more slowly than do 
companies in major competitor nations. For example, the 
present value of cost recovery allowances for U.S. steel 
firms using continuous casting equipment is only 57.7 
percent corojMred to 79.3 percent in Germany and 88.3 
percent in Brazil (see Table 1 ). 


'Jo«l L Prakken, ChrU P. Vavares and Laurence H. Meyer, ‘(nveeanem. Economic Grow* and the Corporate Alremative Minimum Tax Tax 
Pokey /ctt Economic GTo»«kmi/ic I990j. American Council for Gapiuf Formarion Center for Policy Reiearch. 1993. 

‘Mafgo Thoming is the Director ct Research for the ACCF Center for PoIky Research, the education and research affiliate of the American 
Council for Capital Fotmation. Its mandate is to enhance the publfc's undemanding o ( the need to promote economic growth thtoi^ sound 

tax, re^latory and envircmmenial policy. For further information, corrtactdse ACCF Center for Policy Reiearch, 1750KSoeei N W. Suite 
400, WaAingion.D.C 20006; 202/293-5811. 
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Q. How Does the AMT Affect Taxes for Firms 
that Purchase PoUutiori'Control Equipment? 

A. Capital cost recovetY provisions for pollution' 
control equipment are much less favorable rww than 
prior to TKA’s passage. For example, the present value of 
cost recovery allowances for wastewater treatment 
facilities used in pulp and paper production was 98.0 
percent prior to TRA. Under regular TRA income tax. 
the present value dropped to 78.5 percent, while for 
AMT payers, the figure is 62.1 percent. Scrubbers used 
in the production of electricity fared even worse. Prior 
to TRA, the present value was 86.8 percent. Today, the 
present value is only 50.8 percent; for AMT taxpayers 
the figure drops to 41.5 percent. As is true in the case of 
productive equipment, loss of the investment tax credit 
and lengthening of depreciable lives both raise effective 
tax rates. 


Q. Didn't the Changes to the AMT in the 1993 
Budget Act "Fix" the Problems Faced by 
Capitol Intensive Firms? 

A. While the repeal of the adjusted current earnings 
(ACE) adjustment to depreciation contained in OBRA 
1993 was a positive step, the capital cost disadvantage 
faced by firms on the AMT remains (see Figure 1). 
AMT firms with assets depreciated over seven years face 
capital costs 10 percent higher than for firms on the 
regular corporate income tax. Had the reform proposed 
by the Clinton administration been enacted. AMT 
firms' capital cost disadvantage would have fallen to less 
than 4 percent. ❖ 


*1 IncrwMAiirCditef CopHoflar 
- Equipiiiwii|tK«iTtd by AMT Kms 
Comparacb tirmf Fbjflng lha 
Rcgalar Ibx under frier Low, 

OBRA 1^ XlliDriitiu end nwiidmt 
Clinlen'i (^inel Iff 3 RnferlB 
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Chairman Archer. Thank you. 

Our next witness is Dr. Allen Sinai, managing director and chief 
global economist, Lehman Brothers, Boston, Mass. We are pleased 
to have you with us. 

STATEMENT OF ALLEN SINAI, PHD., MANAGING DIRECTOR 

AND CHIEF GLOBAL ECONOMIST, LEHMAN BROTHERS, 

BOSTON, MASS. 

Mr. Sinai. Thank you. I am pleased to be here. After 4 years of 
an economic upturn and now a near full employment economy, ex- 
tending and preserving the business expansion without rising infla- 
tion is a major challenge for economic policy. So what economic 
policies might increase saving, stimulate productive investment, 
raise productivity growth, and increase the potential supply of the 
economy should take center stage. 

It is in this context that the American dream savings account, 
other provisions in the American Dream Restoration Act and of the 
tax reductions in the Job Creation and Wage Enhancement Act of 
the Contract With America are examined. All more or less as objec- 
tives increased savings, higher investment, greater capital forma- 
tion, more entrepreneurship, and improved family welfare. 

On this basis, some tax changes, for example, the $500-per-child 
tax credit under 18 for families with incomes up to $200,000 and 
other refundable tax credits for child adoption and family care of 
dependent senior citizens do not score well. These are principally 
consumption stimuli as opposed to savings stimuli. 

Some of the tax proposals in the Contract do well on the criteria 
of savings, investment, productivity growth, entrepreneurship, and 
increased potential output, but none would be beneficial under full 
employment if the Federal budget deficit were to rise significantly. 

Of the tax reductions considered, those with greatest potential 
economic effects on savings and investment I believe are capital 
gains tax reduction, neutral cost recovery, and the ADS account. 
Preliminary results from some quantitative work that we have 
done on proposed capital gains tax reductions are provided in the 
testimony. 

I want to focus on some of the conclusions. First, many of the tax 
reductions in the Contract With Am.erica are very positive for sav- 
ing, investment, productivity and entrepreneurship, but in most 
cases the macroeconomic impact is relatively small, perhaps only 
marginal. That is true for the increased small business deductions, 
property expenses, increased estate and gift tax exemptions, and 
the greater deductibility of expenses for home offices. 

They all have a positive saving and entrepreneurship effect, but 
too small to make much of a difference in the overall economy. 
With funding for the total of all the tax reductions perhaps difficult 
on economic and political grounds, it would be wise to choose 
among them, skinnying down the costs and reducing the funding 
requirements. 

Also, given that the economy is near full employment, I would 
suggest that only those tax reductions that increase potential sup- 
ply should be used. And those prime candidates are the capital 
gains tax reductions, neutral cost recovery, and the ADS. 
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Some of the quantitative results we find from capital gains tax 
reductions and simulating it with our large-scale model of the U.S. 
economy include the following. The capitm gains tax reductions, as 
proposed, do stimulate economic CTOwth, do raise economic activity 
compared to what otherwise would occur, do create extra jobs, 1.4 
million jobs over the 5-year period of the program, and they do 
raise national saving at feast initially. If these capital gains tax re- 
ductions were financed by reductions in government spending, then 
national savings would be permanently raised by this combination, 
that is, reduced capital gains and reduced government spending. 

Taking account of feedback effects on the economy from the tax 
reductions of the stimulative effect and increased capital gains re- 
alizations — ^here I don’t mean unlocking; just realizations from a 
better economy and a better stock market — the revenue losses for 
the capital gains tax reduction net is estimated at $62 billion over 
5 years. 

If one adds the unlocking of unrealized capital gains to that, and 
unlocking is now well accepted as a real phenomenon by the aca- 
demics who study it, and by those of us who work in the business 
world, the capital gains tax reductions are the only tax proposal of 
all that has a shot at paying for itself over the horizon in which 
they are applied. 

Now, the neutral cost recovery accelerated depreciation also 
could be beneficial for stimulating investment, capital formation, 
and productivity, but it would not have the broad-based effects and 
potential for revenue feedback of the capital gains tax reductions. 
It would be less cost effective ex-post than reducing capital gains 
taxes. 

The ADS account or enhanced IRAs very likely would be quite 
popular, with many new accounts created in financial institutions 
for them, but the net effect on overall savings is questionable, with 
mixed results from studies on this topic. I think, though, the par- 
ticular form of the proposal this time, the ability to draw tax free 
for certain purposes could provide a stronger incentive to current 
saving and the savings rate than past types of IRAs and so it 
should be considered. 

In an economy so near full employment, it is important to raise 
productivity, savings, investment, and potential supply through in- 
creased savings and investment of all the measures for reducing 
taxes in the Contract With America. Capital gains tax reduction 
has the lead on this score. 

Thank you. 

[The prepared statement and attachments follow:] 
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Saving and Investment in a Full Employment Economy: 
The Contract With America Tax Reductions 
by Allen Sinai* 


Introduction and Summary 

After four years of an economic upturn and now a near full employment economy, extending 
and preserving the business expansion without accelerating innation has become the major 
challenge for economic policy 

In almost all cyclical episodes, once the economy reaches full employment, booming spending 
and heavy borrowing, spiraling inflation, speculative excesses in the financial and real economy, 
and upward spiraling interest rates eventually lead to financial instability, credit crunches, 
declines in real economic activity and a full-fledged recession 

What economic policies might lower consumption and increase saving, stimulate productive 
investment, raise productivity growth, increase the potential output, or aggregate supply, of the 
economy take center stage in a full employment economy, since a side effect from strong and 
rapid growth in such a situation can be accelerating and unwanted inflation. 

Economic policies that previously mmht have been appropriate no longer are so at or near full 
employment. Instead, monetary and fiscal policies must be designed to slow the demand-side of 
the economy and raise the supply-side so as to balance the growth of aggregate demand and 
aggregate supply. 

Against a given backdrop of monetary policy, tax and spending policies that shift consumption 
to saving, induce productive investment and capital formation, raise productivity growth, and 
provide incentives for entrepreneurship are to be preferred. 

It is in this context that the American Dream Savings Account (ADS Account), other provisions 
in the American Dream Restoration Act, and some of the tax reductions in the Job Creation and 
Wage Enhancement Act of the Contract With America are examined. 

All, more or less, have as objectives increased savings, higher investment, greater capital 
formation, more entrepreneurship, and improved family welfare. Presumably, if any of these 
goals were achieved, productivity could improve and also the potential output, or supply, of the 
economy. Also, the revenue loss, or cost for each proposal must be assessed since under the 
Omnibus Budget Reconciliation Acts of 1990 and 1993 and Budget Enforcement Act of 1990, 
tax reductions have to be paid for by spending reductions, other outlay cuts, or higher taxes 
elsewhere. 

On this basis, some tax changes not considered here, for example, the $500 tax credit per child 
under 18 for families with incomes up to $200,000, the $5,000 refundable tax credit For child 
adoption, and $500 credit for family care of dependent senior citizens do not score well. The 
same applies to the Administration's scaled-down proposal for a child tax credit of $500 in 
families with incomes of $75,000 and under. These tax reductions would tend to stimulate 
consumption more than savings or potential simply, and because of large revenue losses would 
req^uire substantial and possibly politically diflicult reductions in federal government spending 
and outlays In a full employment economy, any .sizeable net fiscal stimulus or deficit-financed 
reductions of taxes should he avoided. 

Some of the tax proposals in the Contract With America do well on criteria of savings, 
investment, productivity growth, entrepreneurship and increased potential output. None would 
be beneficial in a fully employed economy if the federal budget deficit were to rise significantly 
Sizeable deficit-financed tax reductions of any kind are the wrong action to t^e at full 
enmloymenl, inviting the very result economic policy must try to avoid — potentially higher 
inflation, speculative excesses in spending, borrowing and financial investments, a weaker 
dollar, tighter monetary policy, spiraling interest rates, and eventually an economic downturn. 

Of the tax reductions considered in the American Dream Restoration Act and Job Creation and 
Wage Enhancement Act, those with the greatest potential economic effects on saving and 
investment are capital gains tax reductions, neutral cost recovery, and the ADS Account 

Preliminary results from macroeconometric model analysis of the proposed capital gains tax 
reductions are provided, since this policy change probably would have the greatest 
macroeconomic impact. The effects on the economy, inflation, cost of capital, savings, capital 
spending, employment, productivity, potential output, the federal budget deficit, and feoeral 
government tax receipts, on ex-ante (static) and ex-post (dynamic) bases, are considered 
(Appendix Tables .3-5). 

Here, dynamic refers to capital gains realizations and full macroeconomic feedback effects of the 
capital gains tax reductions. Estimates of increased capital gains realizations that occur because 
of the lower capital gains tax, a better stock market, and increased saving are superimposed on 
the model-based macroeconomic results to assess more fully the dynamic, or ex-post, revenue 
losses Estimates of a "taxpayer effect" or "unlocking" — the realization of previously unrealized 
capital gains and payment of additional taxes because of the new capital gains tax 
reductions — are taken from Joint Tax Committee (JTC) and Office of Tax Assessment (OTA) 
figures used in the evaluation of capital gains tax reduction proposals made by the Bush 
Administration. The capital gains tax proposals this time are greater in scope, a larger reduction 
in the effective capital gains tax rate and tnrough the addition of indexing for inflation 


' Chief Global Economisi and Director. Lehman Brothers Global Economics 
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The results are presented without and with equivalent reductions in spending and/or transfers to 
offset the ex-post or dynamic loss of revenues from the tax reductions Monetary policv is not 
changed from a baseline situation. 

The Baseline Forecast {January 1995) parameters that underlie the model simulation are shown 
in Table 1 of the Appendix, essentially a near-balanced growth path for the economy tliat 
reflects economic forces in place now to slow the demand-side of the economy in-line with 
potential supply This Baseline scenario shows a reduction of inflation pressure as the economy 
slows, permitting tax reductions to occur with less chance of an inflationary effect. 

Some conclusions, briefly: 

Many of the tax reductions in the Contract With America (Table 2, Appendix) are ve^ 
positive for saving, investment, productivity, entrepreneurship and potential output. But, in 
most cases the macroeconomic impact would be relatively small, and perhaps only marginal. 
This is true for increased small Dusiness tax deductions for property expenses, increased 
estate and gift tax exemptions then indexed for inflation, ana the greater deductibility of 
expenses for home offices All have a saving or entrepreneurship effect, but too small to 
m^e much of a difference in the overall economy 

The Modify Marriage Penalty provision, at a S 10 billion cost, would be designed to correct a 
socially undesirable subsidy Raising social securities earnings limits to $30,000, phasing 
out the social security tax increase recently passed Into law, and tax incentives for private 
long-term care insurance are more consumption-oriented than for savings and investment. 

If all provisions were enacted, the tax reductions could be very costly, some $193.3 billion 
over five years, accordi^ to House of Representative estimates, adding sizably to the federal 
budget deficit unless offset by spending or outlay reductions. With reductions in defense 
outlays (other than already programmed in prior legislation), social security, net interest and 
much of Medicare and N^tficaid "off the table,” savings to finance all the tax cuts could be 
hard to find or politically difficult. A balanced budget amendment could not be passed 
quickly enough to fund the aggregate of tax reductions, many of which are designed to be 
implemented on January I, 1995 or in January 1996. 

- With funding for all the tax reductions difficult on economic and political grounds, it would 
be wise to chose among them, skinnyinc-down costs and reducing the funding requirements. 
Also, given that the economy is near fuU employment, only those tax reductions that increase 
potential supply should be used 

- The prime candidates are thus capital gains tax reductions, neutral cost recovery, or the new 
ADS Account, an essentially enhanced IRA. 

• The capital gains tax reductions were simulated in the Sinai-Boston large-scale 
macroeconometric model of the U.S economy, a 50% exclusion for gains on assets held at 
least one year and indexing for inflation over tne holding period of the asset 

These proposals would have the greatest macroeconomic effects of the various savings- 
investmenl oriented tax reductions, stimulating economic activity, increasing jobs, increasmg 
capital spending and capital formation, for a time improving national savings, incre^ing 
entrepreneurship, and raising the potential output of the economy without generating higher 
inflation (Table 3, Appendix). 

• According to the Sinai-Boston Model, over the five-year period from 1995 to 1999, real 
GDP would be $26 3 billion higher per year and real economic growth up 0. 1 percentage 
point per annum compared with a situation of no capital gains tax reductions. A 
considerable increase in business capital spending is estimated, 2 1% a year relative to 
the Baseline, with about two-thirds of the additional spending in equipment. 283,000 
jobs a year or about 14 million over the five-year period would be gained. Productivity 
growth would be up 0 1 percentage points a year and potential output by $4 4 billion per 
year. 

• National savings would not change much, principally because of a net, after feedback, 
rise in the federal budget deficit or $12.3 billion per annum. But, business savings would 
move sharply higher, by $10.2 billion per year (Table 4). 

• The stronger economy stems from a lower cost of capital with the reductions in capital 
gains taxes, mcreased business and personal saving, nigher business spending on plant 
and equipment, the increased stock prices and higher household net worth as investors 
shift funds away from other investments into stocks, increased hiring and new jobs, and 
wealth, income, and profits effects on spending, saving, and purchases of financial assets. 
Short-term interest rates would move somewhat higher assurriing no change in monetary 
policy Bui, long-term interest rates likely would drop somewhat from positive wealth 
and income effects. 

• With the increased capital formation, entrepreneurship measured by new business 
incorporations and reductions in government operations, productivity would increase and 
so would the potential output oi the economy. This supply-side effect, although very 
modest, would lend to limit any inflationary effect of the tax reductions. The balanced 
nature of the economy before the tax reductions in terms of demand and supply are part 
of the lack of any inflationary effect The unemployment rate would move down by 0. 1 
percentage point per year 
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• Taking account of the feedback effects from the tax reductions, increased capital gains 
realizations and stronger economy, exM)ost, or dynamic estimates of revenue losses total 
$61.9 billion, or $12 billion per year (Table 5). 

Assuming that some “unlocking” occurs, an effect that is almost universally agreed ^on, 
the net cost of the capital gains tax cuts is even less, with a possibility that the effects 
would go a long way toward fully paving for the initial loss of ex-ante tax receipts. 
Unlocking estimates can very considerably, however, so that a precise estimate of the net 
cost in reduced tax receipts cannot be maae at this point 

Financing the capital gains tax reductions with reduced government spending and/or outlays 
weakens the macroeconomic effects, but does not wipe them out (Table 6). Growth, jobs, 
investment, entrepreneurship and employment all rise, as does consumption, National saving 
increases substantially, however, because of the reductions in spending/outlays (Table 7). 
The combination, capital gains tax reductions and cutbacks in government spending and 
outlays to match the ex-post revenue losses, about $62 billion over five years, produces an 
economy that, on balance, grows faster, creates more jobs, generates more capital formation 
and raises productivity without any pickup on inflation Increased savings and investment 
tilt the economy away from consumption. 

- Neutral cost recovery, or accelerated depreciation, also could be beneficial for stimulating 
investment, capital formation and productivity, but without the broad-based effects an3 
potential for induced revenue feedback of the capital gains tax reductions It would be less 
cost effective, ex post, than reducing capital gains taxes 

The ADS Account, or enhanced IRA, very likely would be quite popular, with many new 
accounts created in financial institutions for them. But, the net effect on overall saving is 
questionable, with mixed results from studies on this topic 

Most likely, a considerable switching of savings from other vehicles to the ADS Accounts 
would occur, a plus for fmancial institutions but not necessarily reducing consumption and 
raising saving relative to disposable income. The ability to clraw, tax-free, on the ADS 
Account for purposes of eaucation, medical costs, insurance for long-term care, and 
retirement couid provide a powerful incentive to current saving, however, with this moposal 
having a better chance of increasing the personal savings rate than previous types of LRAs. 

In summary, the tax reductions proposed in the Contract With America have much to be 
commended, with many aimed at and contributing to increased savings, investment, 
productivity, entrepreneurship, and higher potential output. These are all good supply-side 
dimensions, whose beneficial effects would be buttressed if financed by reductions in the 
operation of the f^ederal government, headcount reduction, consoliaation, outsourcing, 
privatization of certain functions and reductions in entitlements. Consumption spending also 
would be increased, relatively more under some measures than others. Family tax credits do not 
score well on supply-side considerations and are principally a stimulus to consumption. 

Of all the tax reductions considered, the most beneficial, in a balanced way, to both the demand- 
side and supply-sides of the economy at potentially least net cost, is the 50% exclusion of capital 
gains from taxation, effectively having the capital gains tax rate at all personal and corporate 
income tax levels, and the indexing of capital gains to inflation 

Econometric model simulations with the Sinai-Boston Model of the U.S. Economy also show 
significantly positive effects on economic activity, real economic growth, capital spending for 
equipment and plant, jobs, and national saving if the capital gains tax reductions are financed by 
equivalent cuts in spending and/or outlays. 

The tax on inflation-generated capital gains has long been considered a distortion that would be 
corrected on indexing. The stimulation to the supply- and demand-sides of the economy through 
an effective halving of capital gains tax rates is tolerable for an economy near full employment, 
given the savings-investment dimensions of the capita! gains lax reductions. 

On several criteria for judging changes in taxes — allocative efficiency, economic growth, 
savings and investment, international competition and fairness — capital gams tax reduction wins 
on almost all. The one exception is equity, because higher income famines tend to hold more of 
the assets that could be subject to capital gains. 

In an economy so near full employment, it is important to raise productivity and potential supply 
through increased saving and investment. Of all the measures for reducing taxes in the Contract 
With America, capital gains tax reductions lead on this score. 
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Table 1 

Baseline Forecast Parameters* 

Economic Assumptions (Calendar Years, Except Where Noted) 



1993 

1994 

1995 

1996 

1997 

1998 

1999 

Real GDP (% chg., 4th qtr./4th qtr.) 

3.1 

4.0 

2.7 

2.5 

2.0 

2.8 

2.1 

GDP Deflator (% chg., 4th qtr /4th qtr ) 

18 

2.6 

3.4 

2.9 

3.2 

2.6 

2.5 

Unemployment Rate (%) 

6 8 

6 1 

5 3 

5.2 

5.6 

5.5 

5.7 

91 -Day Treasury Bill Rate 

3.0 

4.3 

6.3 

5 9 

4.6 

4.9 

4.5 

10-Year Treasury Note Rate (%) 

5.9 

7 1 

7.7 

7.2 

7.0 

7.5 

6.9 


Source: Lehman Brothers Global Economics (LBGE). 
‘January forecast, LBGE 


Table 2 

Tax Reductions in the Contract With America* 
(Bils. of $'s) 


5-Year Cost 

Acts and Provisions or Savings (-) 

Reinforcing Families 

Tax Incentives for Adoption 0.9 

Dependent Care Tax Credit for Seniors 8.0 

American Family Tax Relief in American Dream Restoration Act 

$500 Per Child Tax Credit 107.0 

Modify Marriage Penalty 10.0 

American Dream Savings Account (Super IRA or ADS Account) -4.7 

Senior Citizens' Reforms 

Raise Social Security Earnings Limit to $30K 6 8 

Phase-Out Clinton Social Security Tax Increase 1 7.0 

Tax Incentives for Private Long-Term Care Insurance 1 .3 

Economic Growth/Regulatory Reform (Job Creation and Wage Enhancement Act) 

Cut Capital Gains Rate (50% Exclusion/Index for Inflation) 56.0 

Neutral Cost Recovery -19.5 

Small Business Expensing 3.5 

Raise the Estate and Gift Tax Exclusion 6. 5 

Restore Tax Deductions for Home Offices 0.5 

Total 193.3 


House Budget Committee, Republican Staff Estimates, October 1994. 
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Table 3 


Macroeconomic Effects of a Capital Gains Tax Cut* 

50% Exclusion for Long-term Capital Gains and Indexing for Inflation • All Taxpayers 
(Changes from Baseline. Fiscal Years) 



1995 

1996 

1997 

1998 

1999 

Avg. 
Per Yr. 

Real GDP - Level 

(Bils. 87 J's) 

5 3 

21 5 

29.1 

34.0 

41.4 

26.3 

(Pci. Chg.) 

0.1 

0.4 

0.5 

0.6 

07 

0.5 

Real GDP-Growth (Pclg. Pts.) 

0 1 

0.3 

0.1 

0.1 

'J.l 

0.1 

Business Capital Spending 

Total (Bils. 87 $'s) 

2.2 

11.5 

188 

23.3 

27.9 

16.7 

(Pet. Chg.) 

0.3 

1.5 

2.4 

2.8 

3.2 

2.1 

Pit. (Bils. 87 S’s) 

1.0 

5.2 

7.6 

8.4 

9.3 

6.3 

(Pci. Chg.) 

0.6 

3.2 

4.4 

4.7 

5.0 

3.6 

Equip. (Bils. 87 S's) 

1.2 

6.3 

11.2 

14.8 

18.6 

10.4 

(Pet. Chg.) 

0.2 

1,1 

1.8 

2.3 

2.7 

1.6 

Capital Fonnation - Stocks 

Pit. (Bils. 87 S's) 

0.3 

3 8 

10.4 

17.9 

25.7 

11.6 

(Pet. Chg.) 

0.0 

0.1 

0.4 

.0.7 

0.9 

0.4 

Equip. (Bils. 87 S's) 

04 

4.5 

12.9 

23.8 

36.7 

15.7 

(Pet. C^.) 

00 

0.2 

0.4 

08 

l.l 

0.5 

Consumption 

(Bils. 87 S's) 

3.9 

17.0 

26.2 

30.4 

33.9 

22.3 

(Pet. Chg.) 

01 

0.5 

0.7 

0.8 

0.8 

0.6 

Real Net Exports 

(Bils. 87 S’s) 

-15 

-10,3 

-19,4 

-22.9 

-23.4 

■15.5 

Inflation - GDP Deflator 

(Pag. Pti.) 

-0.0 

-0.0 

0.1 

0.0 

-0.0 

0.0 

Employment and Unemployment 

Payroll (Mils.) 

-0.028 

0.251 

0.428 

0.404 

0.361 

0,283 

Unemp. Rate (%) 

-0.0 

-0.1 

-0.2 

-0.2 

-0.2 

-0.1 

Productivity Growth (Petg, Pts.) 

0.1 

0.1 

0.1 

0.2 

0.2 

0.1 

Potential GDP 

(Bils. 87 S’s) 

0.2 

1.5 

4.0 

6.8 

9.7 

4,4 

(Pet. Chg.) 

0.0 

0.0 

0.1 

0.1 

0.2 

0.1 

Interest Rates (%) 

90-<lay T-Bill 

0.02 

0.09 

0.14 

0.16 

0.18 

0.12 

30-year Treas. 

•o.n 

•O.ll 

-0.08 

-0.08 

-0.09 

•0.10 

AAA-Equiv. Corp. New Issue 

-0.12 

-0.16 

•0.12 

-0.11 

•0.13 

-0.13 

Aftertax Return on Equity 

0.96 

1.31 

1.35 

1.4) 

1.47 

1.30 

Cost of Capital (%) 

Pretax Equity 

-0.74 

-1.03 

•1.08 

-1.15 

•1.22 

-1.04 

(Pet. Chg.) 

-5.1 

•7.2 

-7.6 

-7.9 

-8.3 

-7.2 

Aftertax Wted. Avg. Cost - Debt & Equity 

-0.27 

-0.36 

-0.39 

-0.42 

-0.46 

-0.4 

(Pel. Chg.) 

-2.7 

-3.7 

-3.9 

-4 1 

-4.3 

-3.7 

S&P500 

(Pa, Chg.) 

0.3 

l.O 

1.2 

14 

1.7 

1.1 

Exch. Rate 

(Pa. Chg.) 

0.0 

0.2 

0,5 

0.1 

-0.2 

0.1 

Household Net Worth 

(Bils. S 's) 

24.5 

104.0 

187,6 

262,9 

334.8 

182.7 

(Pet. Chg.) 

0 1 

0.4 

0.7 

0.9 

l.l 

0.7 

Fed. Bdgt. Def. (NIPA) 

(Bils. S's) 

-11.8 

-11.5 

-10.5 

-12.7 

-15.0 

-12.3 

Personal Savings 

(Bils. $ ’s) 

5.8 

6.4 

1.9 

-3.7 

-6.6 

0.8 

Busmess Savings 

(Bils. $ 's) 

66 

10.4 

J0.8 

ll.l 

12.1 

10.2 

National Savings 

(Bils. $ 's) 

08 

6.1 

3.0 

-4.7 

■8.9 

-0.7 

National Savings Plus Earnings 

from Higher Realizations (Bils. S ’s) 

- 

- 

- 

■■ 

-- 

- 


* MacToecoDometnc model simulation with the Sinai-Boston Model of the U.S. Economy. Policy changes 
effective January 1. 1995. 
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Tibto4 

Nitionil Stvingi* 

$0% Exclunon for Long-lcnn Capitil Qaim and Indexing for Inflation • AB Taxfayen 
(Chan^Bi from BMdme, FiKal Yean) 



1995 

1996 

1997 

1998 

1999 

Avg. 

PerYr. 

National Saving 

0.1 

6 1 

3.0 

-4.7 

-8.9 

-07 

Penonal Saving 

5.6 

64 

1.9 

•3.7 

-66 

08 

BuaiiMaa Saving 

6.6 

10.4 

10.8 

11.1 

12.1 

10.2 

Govemroent Surplua or Deficit (•) (NIP A) 

•11.6 

•10.6 

•9.7 

• 12.1 

-14.5 

-117 

Federal 

•ns 

•115 

• 10.5 

•127 

-15.0 

-12.3 

State and Local 

0.3 

0.9 

0.8 

0.6 

0.5 

06 

* Macrooconometrie modal aimuledon with the Sarui^Bocton Modd of the U.S. Economy. Policy ehangaa effaetive January 1, 1995 


TahfoS 

Federal TaxReecipti* 

SOH Exduaion for Lang-tann CapM Oaina and Indexing for Inflation 
(Changea from DaaaBne. Ftacal Yean) 

1995 1996 

• All Taxpaycra 

1997 1998 

1999 

Cum. 

1995-99 

Total Reoeipia 

-12.1 

-12.5 

-n.i 

-12.4 

-13.8 

•61.9 

Peraonal 

•7.6 

•9.0 

•8.8 

-9.9 

-11.4 

46.6 

Ordmary 

03 

2.1 

3.4 

3.7 

43 

13.7 

Capital Oaina 

•7S 

•11.1 

•12.1 

'13.6 

-156 

•60.3 

CorpontB 

-4.5 

•5.3 

-53 

•5.7 

-5.8 

-266 

Ordinary 

0.7 

2.0 

2.4 

2.7 

34 

11.1 

Capity Oaina 

•5-1 

•73 

-7.7 

•S.4 

-9.2 

-37.7 

Exaaa 

00 

03 

03 

0.4 

0 4 

1.4 

Social Infurance 

•0.1 

1.5 

2.7 

2.8 

2.9 

9.9 

Ex<Anle (Static) Revenue Liiaa 

-25.1 

-363 

-39.8 

^3.8 

48.8 

-1938 

Pmonal** 

•14$ 

•22.1 

-24.8 

■27,6 

•30.9 

•120.2 

(Corporate** 

•103 

• 14.2 

•15.0 

•16.2 

•17.8 

•73.5 

Exduaion** 

•24.$ 

•34.8 

•37.0 

•39.4 

42.4 

-178.4 

Indexing** 

-03 

•1.5 

•2.8 

.44 

-64 

•15 4 

Taxpayer EQect (Incieaaed Reakcaticna, LBGE) 

102 

15.7 

16.6 

17.6 

19.1 

793 

Eoonemic Feedback Effect (Increaaed T« Raeeipta 

from Macroeconomic fnrrfhiflr • LBOE) 

2.9 

8.1 

12.1 

13.8 

15,9 

52.8 

£x>Poy (Dynamic) Revenue Loea 

With Inenaaed RnajjTBtifWB (LBOE) 

-12.1 

-12.3 

•111 

• 12.4 

-13.8 

-619 

With 'Uidoddng* Eatunatea 

Penonal 

JCT(l) 

•91 

6.4 

3.3 

2.5 

•0.4 

2.7 

OTA(i) 

-93 

6.8 

73 

4.6 

2.8 

123 

Pera. and Cerp. (Cerp. EaL^LBOE) 

X;T(1) 

-73 

93 

48 

4.2 

-2.1 

8.9 

OTA(l) 

-7.4 

9.6 

8.8 

63 

1.1 

18.4 


* Maooeeonometrk model aimulation with the Sinai-BoatonModdr^ the U.S. Economy. PoUcy ehangea efTeclive January 1 , 1995. 

*• LBOE EitimatB. 

(1) JCT • Joint Comnuttae on Taxation, 1990 catiRtaaE oTBuah Adminiitratian eapitaJ gain* propoMl. no indexing. 

OTA - OfBee of Tax Analyaia, 1990 eatimato of Buah Adminialntian capital [■in* propoaal, no indeaung. 
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T«Ms< 

MaaOTuaaauc ^ • Caftel Gum Tu Cut* 

50S Eiclnma for Loof-una ripitit Gum mJ Moiig far laflMwn - All Tupi^m 
DjrouiiG Rmmhk Limmi Fm/tcti by Lamr Ptdml G ovw m* Outliyt** 

(Chilly ftoa BocLiM, Fm*! Yun) 

Avg. 



1999 

1996 

1997 

1998 

1999 

PerYf. 

Rod GDP - Level 

(Bikrri) 

•4.t 

IZS 

23.6 

27.5 

36.8 

19.1 

(PctCk*.) 

<0.1 

0.2 

0.4 

0.5 

0.6 

0.3 

Roel GDP-<iro*th (Pdf. Ri.) 

<0.1 

0.3 

0.2 

0.1 

0.1 

0.1 

ft—irrm ^ipitil Ipndim 

ToUl (Bik 87 Vt) 

0.8 

9.8 

17.7 

226 

27.8 

15.7 

(Pd. Chf.) 

0.1 

1.3 

23 

28 

3 2 

1.9 

PH. (Bik 87 ri) 

0.7 

4.8 

7.5 

29 

95 

6.2 

(Pctinif.) 

0.4 

2.9 

4.4 

A8 

5.1 

3.5 

Efyip. (Bik 17 Sb) 

0.1 

5.0 

10.2 

14.1 

18.3 

9.5 

(Pd. Chf.) 

0.0 

0.9 

1.7 

22 

2.7 

1.5 

CifiUl Pomdiaii • Slock* 

Pit. (Bik 87 ri) 

0.2 

3.3 

9.6 

17.2 

25.2 

11.1 

(Pd. Chf.) 

0.0 

0.1 

0.4 

0.6 

0.9 

0.4 

EyF (Bik 17 $b) 

•0.1 

2.7 

10.3 

20.8 

33.6 

13.3 

(Pd. Of.) 

•0.0 

0.1 

0.4 

0.7 

l.O 

0.4 


(Bikrri) 

•0.8 

7.9 

19.0 

29.0 

30.6 

16.3 

(Pd.Cb|.) 

•0.0 

0.2 

0.5 

0.6 

0.8 

0.4 

KMlNdEjyrd 

(BtknCb) 

1.1 

•1.1 

-120 

-11.6 

•19.8 

•102 

UkliM.aDPDeaMr 

(Pdf,Pk) 

•0.0 

•0.1 

0.0 

0.0 

•0.1 

•0.0 

Pifluyid Md UMUptey—n 

PiynU (KGk) 

•0.139 

0.037 

0.304 

0.302 

0.294 

0.160 

ClMii^Rd«(S) 

0.0 

-0.0 

-0.1 

•0.1 

•0.2 

•O.l 

Pwllwctivity QwA (Pdf. Pk) 

0.1 

0.2 

•0.0 

02 

02 

0.1 

PiMwriilGDP 

(Bikl7fe) 

O.l 

1.2 

3.6 

6.7 

9.8 

42 

(Pd.Chfk) 

0.0 

0.0 

0.1 

0.1 

0.2 

0.1 

bl««diUan(H) 

ffMeyT^BiU 

<0.03 

0.03 

0.10 

0.11 

0.13 

0.07 

3(^y«wTraH. 

•0.14 

•0.11 

•0.19 

•0.19 

■0.17 

■0.16 

AAA'EfWV. (Zorp. Nov Ibm 

•0.10 

■0.22 

■0.20 

■0.19 

•0.20 

•0.20 

AAotu RfOn «■ Byty 

0.99 

1.31 

1.35 

1.40 

1.46 

1.30 

Cod fld'Cylil (H) 

Pidu Eyty 

•0.74 

-1.03 

-1.09 

•1.16 

'1.22 

•1.05 

(PctCkf.) 

-5.2 

-7.2 

•7.6 

4.0 

4.3 

•7.3 

Aftcrtn Wl^ Avf. Cod • Debt A Ey ty 

•0.28 

•0.38 

•0.41 

•0.44 

■o.a 

■0.4 

(Pd.Cfcf.) 

-2.1 

•3.8 

•4.1 

•4.3 

-43 

-3.9 

SAP900 

(PetCH) 

0.2 

1.1 

1.7 

20 

24 

1.5 

B»kRjlo 

(PctCfcf.) 

-0.2 

•0.3 

0.2 

O.l 

•OJ 

4.1 

KMMkoUNdWvth 

(Bik S’*) 

9.5 

58.7 

1322 

20U 

284.2 

1385 

(PetCkf.) 

0.0 

0.2 

0.9 

0.7 

l.O 

0.5 

Pod. Bd^ Di£ (NIPA) 

(Bik Sb) 

-3.5 

•14 

1.6 

1.8 

27 

0.2 

PuMool Sevinp 

(BikSb) 

0.2 

4.0 

4.3 

-24 

-5 4 

0.1 


(BikSb) 

4.4 

9^ 

10.7 

11.8 

13.8 

100 

NotionolSovii^ 

(BikSb) 

1.1 

127 

17.8 

123 

125 

11.3 

Ndioul Sovii^ PIm E«mm 

Bon RoilinlioM (Bik $ b) 

- 

- 

- 

- 

- 

- 


* Mufimao— <ric uftial Miluioa with the SiMi-Bwf MoJol af lh» U.3. Pm—wy. Policy chaay iflbctiv la—uy 1. 1999. 

** RcAictioii flf o^jn ii lyMmu two-4hMt ychuu and «ae4bM tntfcw. No roducUoa in non jrfciiM ■ofrutiutMO yn ding 
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TaU»7 

H^ionai Saviop* 

50*/* Excluaion for Lonf4Bnn Capital Oaina and Indexing for Inflatim • All Taxpayers 
Dynanuc Revenue Loaaea Financed by Lower Federal Oevcnunanl Outlays”* 
(Changes from Baaeiinc, Fiscal Years) 



1995 

1996 

1997 

1998 

1999 

Avg 
Per Yr 

National Saving 

11 

12.7 

178 

12J 

12.5 

11.3 

Perional Saving 

0.2 

4.0 

4J 

-2.4 

-5 4 

0 ! 

Buiinea Saving 

4.6 

93 

10.7 

11.8 

138 

10.0 

Oovemment Surplus or Deficit (•) (NIPA) 

•36 

-06 

2.8 

2.9 

4 1 

1.1 

Federal 

-3.5 

-1.4 

16 

1 8 

2.7 

0.2 

Stale and Local 

-01 

08 

12 

1 1 

1.4 

0.9 


* Macroeconometric model limuladon with the Sinai-Boaton Model ofiheU.S. Economy. Policy changes effective January 1. 1995. 

** Reducbon of outlays is split betw een rwo-chirda purchases and one-Uurd tnnafcn. No reductian in oonnkfienae infrastructure spending 


TaUeS 

Federal Tax Reccipta* 

50*A Excluaion for Long-term Capital Gains and Indexing for Inflation - All Taxpayers 
Dynamic Revenue Loaaea Financed by Lower Fedtml Oovtmment Oudayt** 
(Changes from Baseline, Fiscal Years) 



1995 

1996 

1997 

1998 

1999 

Cum. 

1995-99 

Total Reoapta 

-153 

16.9 

•14.0 

-15.2 

-15.9 

-77 2 

Personal 

-8.8 

•107 

-98 

-11.0 

■12.3 

-52.6 

Ordinary 

-08 

05 

24 

2.8 

34 

8.3 

Capital Gains 

-80 

-11.2 

•12.3 

'138 

•15.7 

-609 

Corporate 

•5.6 

-6.0 

•55 

•5 7 

•53 

-28.1 

Ordinary 

-0.4 

U 

2.2 

2.7 

3.9 

9.7 

Capital Oairu 

-5.2 

-7.3 

•7.8 

•8.4 

•9.3 

•37 9 

Exciac 

-0.0 

•00 

0.2 

0.3 

0.3 

0.6 

Social Insuranoc 

-0.9 

■O.l 

I 3 

1.3 

14 

2.9 

Fed. Govt Chidays 

•121 

•125 

•11.1 

• 12.4 

•138 

•619 

Purchases • Ex-Post 

-8! 

•8 3 

•7 4 

-83 

•9.2 

413 

Transfers • Ex-Post 

-40 

-4J 

•3.7 

4 1 

46 

•20 6 

Ex-Ante (SCsbc) Revenue Lou 

■25-1 

-36 3 

•39 8 

43 8 

48.8 

•1938 

Personal* ** *** 

• 148 

•22.1 

-24 8 

-27 6 

-30.9 

-120.2 

Corporate*** 

• 10-3 

-14.2 

-150 

■162 

-178 

-73 5 

ExcluBon*** 

•24.8 

-34 8 

•370 

-39.4 

42.4 

-178.4 

Indexing*** 

-0.3 

• 1.5 

•2.8 

4.4 

•6.4 

-154 

Taxpayer Effect (Increased Realizations. LBGE) 

10.2 

15.7 

16.6 

17.6 

19.1 

792 

Economic Feedback Effect (Ineraaaed Tax Receipts 

from Macfueoonomic Feedback • LBOE) 

-0.4 

37 

92 

11.0 

138 

37J 

Ex-Post (Dynamic) Revenue Loss 

With Increand Realizations (LBGE) 

•153 

-16.9 

•14.0 

-152 

■15.9 

-77 2 

With 'Unhxking' Eshmatea 

Penonal 

JCT(l) 

-12J 

2.0 

0.4 

-0.3 

-2.5 

-12.6 

OTA(l) 

•12.5 

24 

4.4 

1.8 

0.7 

-3.1 

Pen. and Corp (Corp. Eat, LBGE) 

JCT(l) 

-10.4 

4.8 

1.9 

1.4 

4.2 

•64 

OTA(l) 

•10 6 

52 

59 

3 5 

-l.O 

3 1 


* Macroeconometnc model timulaiion with the Sinai-Boaton Model ^ foe U.S. Economy. Policy changes effective January 1 . 1995 

** Reduction of outlays ia split between rwtvthirda purchases and on^foird iransfevs. No reduebon in nori'^Jefenae inlrastnwtuie spending. 
•••LBOE Estimate. 

(I) JCT - Joint CommiOee on Taxabon, 1990 ertimate ofBuah Adminiitralion capital gains proposal, no indenng. 

OTA - Office of Tax Analyaa. 1990 catiirute ofBuah Adminiatratxm capital gams propoaal, no indexing. 
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Chairman Archer. Thank you. Dr. Sinai. 

Our last witness on this panel is Sheldon Cohen, former Commis- 
sioner of the Internal Revenue Service. 

Welcome to the committee. 

STATEMENT OF SHELDON S. COHEN, PARTNER, MORGAN, 

LEWIS & BOCKIUS, WASHINGTON, D.C., AND FORMER 

COMMISSIONER OF THE INTERNAL REVENUE SERVICE 

Mr. Cohen. Thank you, Mr. Chairman. I am Sheldon Cohen, a 
partner in the Washington law firm of Morgan, Lewis & Bockius 
and speak for myself not for my law firm or for any of its clients. 
I am pleased at the opportunity to talk with you today. 

I want to talk a bit about a tax system on which these changes 
will be imposed and how these changes might improve or deterio- 
rate the administration of the tax laws. I think that is an impor- 
tant element here because we have a very fine tax system with a 
very low cost of administration. Indeed, our tax system as a whole 
collects about 29 and a fraction percent of our GDP as against 35 
or more percent for any developed country. Our cost is much less 
than Germany, Japan, et cetera. 

One of the things that we have to be careful of is that we keep 
it as a perceived fair system; that is, the taxpayers around the 
country must understand that they are being treated fairly. I be- 
lieve you need a progressive system to do that or slightly progres- 
sive, and that is what we have today. It can be better, but beauty 
is in the eyes of the beholder there. 

We have to be careful how we use those resources, that we don’t 
skew economic planning by use of the tax system. Many of us 
would not vote for centralized economic planning in this country, 
and yet many of the same people would suggest tax deductions, tax 
credits, et cetera, which have the net effect of economic planning. 

I prefer that the system work whereby lawyers, accountants, and 
businesspeople make decisions on the merits of the economy, the 
economic return from that investment, and that taxes be a cost at 
the end of the line that doesn’t enter into the first decision that you 
make. One reason that I would avoid some of the credits and so 
forth that have been suggested is because they do come first. 

The first decision will be made, can I get a tax benefit. We have 
had a great deal of that over the past number of years. The Tax 
Court has been full of cases, jammed with cases that revolve 
around tax benefits and very little economic benefit, and I think we 
have to avoid that. 

The problem with refundable credits is that they will produce an 
action. You are putting a job on an agency that is an audit agency 
and you are putting a job that basically is a social work job. If you 
gave HHS $x billion and told them to give benefits to every child 
in the United States, you would put an obligation on HHS to audit 
more than eight-tenths of 1 percent of those people. 

The IRS presently audits eight-tenths of 1 percent of all the peo- 
ple and it is on a sliding scale; the higher the income, the higher 
the percentage, so if you get into $30,000, $40,000, $50,000 brack- 
ets, you are talking one-tenth of 1 percent or less. I question 
whether you would put such a program in any agency with that lit- 
tle degree of supervision. 
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When we get over to the home office deduction, for example, I 
can understand a lot of people’s unhappiness with the tight rule, 
hut that tight rule was written in 1986 in exchange for rate reduc- 
tion. If we break the package, we break the package. The difficulty 
is that back before 1986, everybody had in their apartment or 
house a room with a desk and that was their home office. I would 
hesitate to go back to that because once you loosen those rules, 
th^ basically become unenforceable. 

The so-called neutral cost recovery system allows a very fast re- 
covery of more than one’s basis. We are back again to making deci- 
sions based on the tax benefits. If most of us remember the exces- 
sive rental property that was produced as a result of the deprecia- 
tion benefits of 10 or 15 years ago, we produced a real estate deba- 
cle in effect by throwing benefits at real estate that were beyond 
what was needed. 

I am not an economist, I am only a tax lawyer, but I see the way 
my clients make decisions, see the way other clients make deci- 
sions, and if they see a benefit, they go for it and they tend to push 
other considerations to the side. They go for the immediate benefit, 
so I worry about the “administrability” and decisionmaking that 
would result, particularly when you throw that together with cap- 
ital gains at the disposition end. 

When we get to capital gains, capital gains is a religion. Mr. 
Bloomfield bdieves in it and I don’t. We have debated this a num- 
ber of years and we like each other and don’t get mad at each 
other. We have a capital gains tax break — in effect, we have one 
now, a 28 percent rate against a nominal rate of 39.6 percent, and 
there ought to be some benefit there. Whether that is enough, 
Mark and I would again debate that, and you might debate that. 
But throw it together with indexing and you have an interesting 
goulash. 

Those people who go for indexing are the same people who say 
that we have too many regulations in the United States. You are 
going to get a thick book of how to apply indexing. It is not a sim- 
ple concept, not easy to do. Recordkeeping will not be easy. 

One can try to desim a lot of rough and ready rules. They will 
either be too beneficial or too detrimental, I don’t know which, but 
even if you write restrictive rules, the big six accounting firms, 
large law firms will be able to do it; the small businessman, the 
people that you ought to give the benefits to will not be able to do 
it. They will do it wrong and cause problems for themselves and 
the IRS. So I would ask you to go slow and think about the 
administratability of those provisions as well as the benefits that 
they might give. 

My own view is that the best thing that you could do for capital 
formation is to reduce the deficit. A dollar’s worth of deficit reduced 
is a dollar’s worth of savings. The United States ran a very large 
capital surplus during the Korean war because it ran the Korean 
war basically on a balanced budget. 

I am proud to say that I am the last Commissioner of the IRS 
to preside over a balanced budget. My last year in office was the 
last year the United States had a balanced budget. 

Thank you, Mr. Chairman. 

[The prepared statement follows:] 
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8TATEMEKT OF SHELDON 8. COHEN 
BEFORE THE 

COMMITTEE ON WAYS AMD MEAM8 
UNITED STATE8 HOUSE OF REPRESENTATIVES 
January 24 , 1995 


Mr. Chairman and distinguished members of the Committee: 


My name is Sheldon S. Cohen. I am a partner in the law firm 
of Morgan, Lewis & Bockius in the D.C. office. It is my pleasure 
to appear before you today to present my personal views on some 
of the tax proposals contained in the "Contract with America." 

My comments will reflect my opinions regarding our Federal tax 
system and the principles that I believe are vital to the support 
and maintenance of the system. My views have evolved over many 
years of working in the area of taxation on both sides of the 
table: within the IRS as one of the drafters of the 1954 Code 
under President Eisenhower, and as Chief Counsel and Commissioner 
of Internal Revenue in the Johnson administration as well as in 
private practice as an attorney frequently representing clients. 

I speak here for myself, not for my firm or any of its clients. 
You might be interested to note that I was Commissioner of the 
IRS the last time the United States had a balanced budget, 

(fiscal 1969) . 

In light of all the recent criticism about our tax system, 
it is interesting to note that we have the finest tax system with 
the lowest cost of collection of any of the developed countries 
of the world. (Indeed, our overall tax collection, state, local 
and federal, is lower than any of the other developed countries.) 
In order for our self-assessment tax system to function well, it 
must be perceived by the taxpayers as a fair system. In my 
experience, fairness requires that an individual’s tax burden be 
based on his or her ability to pay. This, in turn, requires a 
reasonably progressive rate structure. The rate structure does 
not make a tax system complex. It is deductions and credits, 
which require careful definition, that make the system 
complicated. Moreover, perceived fairness of the system cannot 
be maintained if taxpayers believe that, somehow, there are 
loopholes available to well advised taxpayers which enable them 
to escape their fair share of the tax burden. An overly complex 
system contributes to the perception of unfairness. Confidence 
in the system is a fragile balance. We should do nothing to 
lessen compliance with our tax laws as they are the sinews which 
hold government together. I have been all over the world working 
with developing countries to improve their systems; they all envy 
ours. 


Experience has taught me that the tax system should not 
direct the utilization of our nation’s resources. Commercial and 
financial transactions should be driven by economic and business 
considerations, not by tax considerations. It is interesting that 
many of those who do not believe in centralized government 
economic planning will suggest a tax deduction or credit which 
has the effect of imposing a centralized economic plan. As a 
practicing tax lawyer, I, and many of my brethren, have spent too 
much time and energy addressing client concerns, not about the 
legal or economic aspects of the investment, but about the size 
of the tax "write-offs." Memories are still fresh of the 
collapse of the rental real estate market, caused, in part, by 
overdevelopment facilitated by depreciation deductions that made 
the availability of tenants almost an afterthought. Let us not 
return to the days of the "tax shelter society." 

We all know that the integrity and efficiency of the IRS is 
the cornerstone of an effective tax system. I think it is 
counter-productive to use the IRS as the administrative 
institution to implement and administer a broad range of s.ocial 
policies. These burdens are ill suited to the skills needed by 
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tax administrators and cause a diversion of resources away from 
the Service's important traditional functions. I have said 
before this Committee in the past, when it was controlled by the 
other party, that you can accomplish almost any program by use of 
the tax system. Thus, if you push this too far you could abolish 
many departments of the government and use the IRS to hand out 
agricultural subsidies, child care benefits, veterans benefits, 
business incentives and on and on. All this would, of course, 
bring down the system. With each added item, the IRS becomes 
less effective and the Code a jumble of conflicting provisions. 

We must be careful not to go too far afield with the tax system. 

I approach the "Contract with America" with these principles 
and opinions in mind, 

A number of the social programs that are contained in the 
Contract with America are funded through a technique referred to 
as the refundable tax credit. These programs are: (i) the $500 
per child refundable tax credit; (ii) the $5,000 refundable tax 
credit for adoption expenses; and (iii) the $500 refundable tax 
credit for elderly care. 

Some of these social programs may be worthy in purpose and 
address the concerns of many Americans. Perhaps there is room 
for discussion regarding the effectiveness of these programs and 
the precise targeting of the benefits. I might target them at 
one group in society while some of you seem to direct these 
benefits at everyone -- at a greater cost. My concerns, however, 
deal with the problems of administering and auditing these 
benefit programs within our present system of tax administration 
and enforcement. 

No doubt the refundable tax credit technique has appealing 
features; after all, the IRS already administers other 
deductions, credits and refundable tax credits, and almost 
everyone files a tax return. I assume the authors believe that 
it is relatively simple to reduce tax liability by the amount of 
the credit, or to request a refund to the extent the amount of 
refundable credit exceeds tax liability. I submit, however, that 
notwithstanding the asserted ease of administration, the 
refundable tax credit technique forces the IRS into the business 
of administering social programs for which it does not have the 
skill or experience. This will result in high cost 
administration coupled with a low level of accountability from 
the beneficiaries of the programs. It will also denigrate the 
existing tax administration since new resources are not 
provided.!' 

The $500 credit is given to everyone except for the upper 
one percent of taxpayers. I suspect that many people earning 
over $100,000 would enjoy the credit but do not in my judgment 
have need of it. How much lower than $100,000 the limit should 
be is a judgment call. 

The Congress would, I believe, insist that a social work 
agency have strict accountability before paying out benefits 
under a program such as one providing a $5,000 payment to defray 
adoption expenses. Yet, upon the receipt of a tax return 
claiming a tax credit for adoption expenses, it is likely that 
the IRS would accept a reduced tax payment or authorize cash 
disbursement to the taxpayer. It does not have the staff to 
check on this or if it attempts to use existing staff it will be 
at the expense of revenue agents who are in sorely short supply 


I would remind the Committee of the furor caused by the 
proposal of candidate George McGovern in 1972 that there be 
a grant of $1,000 to every man, woman and child in America 
to alleviate poverty. I opposed that idea on 
administrability, as well on other grounds. 
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now. I'm sure that even the $S00 child credit will create more 
incentive for cheating. After all, by listing one more child, I 
get a check for $500 and the IRS has the burden of checking on 
me. 


The IRS is not the kind of agency to oversee or enforce a 
social program utilizing refundable tax credits. At present, the 
IRS examines a very limited number of returns (substantially less 
than 1%) . Moreover, most of the returns filed by persons 
qualifying for the benefits provided under these tax credit 
programs are not ordinarily selected for audit. The number of 
audits tends to be higher for the complex high income returns and 
lesser for simpler low income returns. It is unlikely that Forms 
1099 or other similar verification will be available to prevent 
the payment of tax benefits in cases involving taxpayer mistakes 
or fraud. Indeed, we see a high incidence of mistakes and fraud 
on the earned income tax credit now. I believe these new 
proposed programs would engender similar cheating. If the 
verification burden falls on the IRS personnel, then resources 
that would normally be assigned to audits of complex high income 
returns, will be diverted to monitoring social welfare programs - 
- an inefficient use of resources by any standard. 

It is likely that the IRS will have problems monitoring 
taxpayer compliance under other provisions of the Contract with 
America. For example, under an American Dream Saving Account 
C'ADSA") , penalty free withdrawals would be allowed after five 
years for the purchase of a first home, higher education 
expenses, or medical expenses. Again, the compliance issue 
centers on difficulties of verification. For example, if the 
AOSA account recjulres the financial institution to issue a Form 
1099 (or similar information return) upon a purported penalty- 
free withdrawal event, verification of the bona-fides of the 
withdrawal would require an audit of the return. The limits on 
the number of returns that can be selected for audit would either 
prevent any meaningful verification of ADSA withdrawals or would 
divert the IRS from auditing other, higher priority returns. In 
any event, there is no evidence from our prior experience with 
IRAs that this program would markedly increase savings in this 
country. 

Any expansion of the hone office deduction is likely to 
expand the possibility of taxpayer abuse in this area of the tax 
law that traditionally has been the subject of abuse. That was 
the reason the Congress toughened these rules in 19S6. Many of 
us can remember when it seemed that every home in America had a 
room with the mandatory desk and bookcase that, presumably, was 
set aside for some business activity or another and for which tax 
deductions were taken. (As I recall, the Congress in 1986, with 
the Reagan Administrations concurrence, traded the lowering of 
tax rates for the elimination of deductions) . 

Speaking of the bad old days, I would like to address the 
neutral cost recovery system and the capital gains preferences as 
provisions that have the potential for tax shelter activity and 
for directing investment on the basis of tax benefits rather than 
pre-tax economic return. 

The neutral cost recovery system provides special tax 
Incentives for investment in short-lived tangible assets based on 
an indexing system that exceeds the inflation rate. As a result, 
the amount of depreciation over the life of some assets will 
exceed the cost of the assets. These special tax incentives 
likely will cause taxpayers to modify their behavior by making 
investment decisions based on tax considerations rather than on 
economic considerations (particularly when coupled with the 
capital gains proposal) . As I have stated, a well-ordered tax 
system should not cause this result. We have only recently seen 
the backlog of the shelter cases in the Tax Court and Appeals 
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Division of IPS fall off. These suggested new shelters will 
again cause disruption. 

The long-standing debates continue over the fairness, cost 
and economic efficacy of preferential treatment for capital 
gains. Some in the debate center their ideas on the use of 
preferential rates; others on the use of an indexing system. The 
provisions in the "Contract with America" contain both types of 
preferences. There may be some merit on either side of the 
debate. This area has become one of religious belief. There is 
no certainty on either side of the argument. If I had to choose, 
my personal choice is for no special capital gain preference but 
I can see the idea of a simple and modest capital gain preference 
— somewhat as we have in present law (where the maximum capital 
gains rate on individuals is 28% as against a nominal high rate 
of 39.6%) . 

Simplicity is not the hallmark of an indexing system. 
Incredible complexity is almost certain to accompany any system 
that can be applied to the variety of special situations we can 
all envision. Such complexity is likely to present a costly 
burden to the IRS and a bewildering array of rules to the average 
taxpayer, 2^ One of the concerns of the Contract is the 
excessive rules and regulations with which it contends we all 
live. The contract provisions on indexation would markedly 
increase the volume of regulations needed to implement such a 
complex provision. Moreover, I would be deeply troubled by tax 
policy concerns over the results of indexing assets without 
indexing the debt incurred to acquire those assets. If I buy a 
machine with 100% debt, why do we index the machine, but not the 
debt. I pay off the debt with depreciated dollars. I prefer no 
indexing but if we go for the complexity, we need it to work 
fairly. 

While some aspects of the capital gains preference issue are 
debatable, there should be absolutely no question that large 
differences between the tax treatment of ordinary income and 
capital gains spawn tax planning activity designed to convert 
ordinary income into capital gains and to shift the benefits of 
capital gains to high-bracket taxpayers. The results of this 
planning may be lucrative for the players and their tax advisors 
but is costly to the economy and destructive to the tax system. 
Moreover, a revival of the gamesmanship surrounding capital gains 
conversions will force me to brush up on the collapsible 
corporation rules, a painful exercise I would prefer to avoid. 

My comments, today, are offered in the hope that the work of 
this Committee will strengthen the integrity of the Federal tax 
system. The American taxpayers deserve and expect a tax system 
that is fair, administrable and economically neutral. I hope 
that goal can be achieved through your work. I would be glad to 
assist you and your staff to achieve such a goal. 


I have often discerned that taxpayers only complain about 
complexity when the rules are ones they do not like; they do 
not seem to mind complex provisions which are beneficial. 
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Chairman ARCHER. Thank you, Mr. Cohen. 

If we make judgments as to which provisions are to be put in the 
Tax Code strictly based on difficulty of administration, would you 
suggest to this committee that we abolish the foreign source income 
tax provisions in the current Tax Code? 

Mr. Cohen. I think those rules are terribly complex and I would 
try to make them more simple. The difficulty is that anything that 
is so complex that it takes a special category of people like me who 
administer them, you have perceived unfairness. 

Now, you have a variety of provisions in the law that are terribly 
complex and were put there to ameliorate some problem or other. 
It would be better if we could do it some other way. I am not say- 
ing that you shouldn’t do anything that makes the law more com- 
plex but that you must think carefully when you make the law 
complex because the compliance rate in the United States is in the 
80th percentile now. 

When I was in office 25 years ago, it was the 90th percentile. 
When you think about 1 percentage slip in compliance, you are 
talking about more revenue than you are talking about in most of 
these measures. 

Chairman Archer. Well, I would simply submit to you that we 
looked very carefully at foreign source income on several occasions 
and, at the end of those deliberations, we made it more complex. 
That did not seem to deter this committee from doing that. I would 
also submit that the complexity of the foreign source income provi- 
sions would make indexing look very, very simple. 

Dr. Sinai, let me inquire of you, because you are reputed 
amongst many sources in this country as having one of the best 
models for looking at capital gains and its impact on the economy. 
I am curious as to whether you have done any rough tabulation on 
the capital gains provision that is in the Contract With America 
and, if so, could you tell us what impact you believe it would have 
on revenues? 

Mr. Sinai. The tax reductions are unique, as you know, because 
of the unlocking effect and the effect potentially on the stock mar- 
ket, also on the economy, I would submit, and what that means for 
the induced tax revenues to the government. I don’t know of any 
other tax that is quite like this. So what we gained when we simu- 
lated this is that our economic activity is greater, economic growth 
is stronger. 

We do generate and increase business savings and personal sav- 
ing. I am now talking about a situation where we wouldn’t finance 
this with cuts in government spending, and we increase productiv- 
ity and potential output. That brings some extra revenues in and 
a somewhat better stock market increases realizations and then, at 
the lower tax rate, more taxes come into the government. Net-net, 
the particular pr^osal that is in the Contract With America, after 
these feedback effects, without making an assessment of the full 
unlocking effect, cost $62 billion over 5 years. That is about $12 bil- 
lion a year. We haven’t done our own independent estimates of 
unlocking. 

I don’t think the proposal has been evaluated yet in terms of 
what the unlocking effects would be, but there is a vast majority 
of opinion, academic and otherwise, that says there really is 
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unlocking. So that $62 billion cost has to be, I think, reduced once 
you add the effect of unlocking. Whether it would fully pay for it- 
self or not, I don’t know. It depends on the unlocking numbers 
used. 

But I could cautiously say that a capital gains tax reduction has 
the best shot of any tax of perhaps paying for itself, all things con- 
sidered. When we have looked at the model simulations, what it 
does to saving, investment and the economy, and though it is not 
a big potatoes thing in a $6.8 trillion economy, it is a big enough 
thing that it really does move the econonw in the direction that you 
talked about in your opening comments. Chairman Archer. 

So I have to be of all — if I have to pick one of what is being 
talked about here, this would be the one that at this time in our 
economy I would favor. 

Chairman Archer. I am a little reluctant to ask you the next 
question, but I am going to do it anyhow. 

Mr. Sinai. I appreciate your comments about the model. 

Chairman Archer. I would like you, if you are willing to do so, 
to characterize yourself to this committee as to whether you believe 
yourself to be a liberal, moderate, or conservative economist. 

Mr. Sinai. Yes. That is an interesting question, Mr. Chairman. 
I think it is in the eyes of the beholder. I suspect that in my re- 
search and my opinions, sometimes I strike people as being liberal, 
sometimes conservative and maybe most of the time they can’t un- 
derstand what I am talking about. So I don’t really put myself in 
either of those. 

And with all due respect to Democrats and Republicans, both of 
whom I provide advice and information to, I am happy to do so as 
a citizen of the country, I am independent politically and that inde- 
pendent doesn’t mean I am a Perot supporter. The research drives 
me so I would refuse to be labeled any of those. If someone, be- 
cause I have said what I just said about capital gains, thinks I am 
conservative, that is for them to say. I wouldn’t say it. 

Chairman Archer. You think of yourself as being mainstream? 

Mr. Sinai. I think of myself as being evidential. In forecasting, 
there is no doubt I can change my mind at any time. 

Chairman ARCHER. Let me ask you and Mr. Bloomfield a ques- 
tion that has troubled me over the years. We talk a great deal 
about incentives for new savings and I believe that that is very, 
very important. I think all three of you probably agree that that 
is important, but very rarely do we hear anyone speak of existing 
savings. 

Are not existing savings important, particularly if they are mven 
flexibility to seek their highest and best use in the marketplace? 
In fact, are they not on a par with new savings inasmuch as new 
savings merely become mixed in an existing savings pool as soon 
as they are saved and become a part of existing savings? 

Mr. Sinai. Well, Mr. Chairman, I think what you say is true in 
a qualitative sense and in a practical sense. It is not always so fun- 
gible. It is not easy for the forms in which savings are held to be 
moved from one use to another. But, generally, markets will do in 
terms of incentives what you think. 

On the margin, what will move markets more, of course, are the 
marginal funds flows. That is often why there is stress on that. 
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Mr. Bloomfield. Mr. Chairman, I would add that one of the crit- 
ical factors, particularly with capital gains, is the lock-in effect and 
to the extent to which you have a capital gains tax cut, you will 
have a lot of unlocking. And I think that would be helpful for small 
business and others that are looking for capital. That capital may 
never be unlocked without a capital gains tax cut. 

I would also like to comment about the revenue implications of 
capital gains that Dr. Sinai talked about. Dr. Sinai looked at the 
macroeconomic impact of capital gains. In his testimony, you will 
see that he estimates that a capital gains cut creates about 1 mil- 
lion jobs over 5 years and it has a significant impact on investment 
which is critical to long-term economic growth. 

Harvard Professor Dale Jorgenson, who will be here I think 2 
days from now, just published a book indicating that the most im- 
portant factor for long-term capital growth is capital stock. I think 
that what you have in capital gains is a tremendous impact on in- 
vestment, which is important for long-term economic growth. 

In other words, Dr. Sinai talked about the macroeconomic impact 
of capital gains. There are two other aspects that affect the revenue 
impact. One is the historical data. If you look at the historical data 
and you look at the period when we did have a capital gains experi- 
ment which was the period 1978 to 1985, what happened in that 
period? 

In 1978, capital gains receipts were $9 billion, in 1985 they were 
$27 billion. That cannot be explained only by economic growth and 
the stock market. What would apply is higher capital gains reve- 
nue at lower rates. 

The second example that I would like to use in terms of histori- 
cal data is the period subsequent to the 1986 tax bill. What hap- 
pened with the 1986 tax bill, of course, was a tremendous 
unlocking in 1985. In 1985, capital gains receipts were $49.7 bil- 
lion, and they have not recovered to that level. They dropped in 
1986 under the new regime to $32 million, and now capital gains 
receipts are only $29 billion. I think that says something about 
capital gains receipts and tax rates because, in the period 1987 to 
1992, there was an increase in the economy and inflation. 

Let me finally comment about the whole question of unlocking 
and revenue estimates. This may sound contrarian, but there is not 
that much of a difference of opinion among economists, I am talk- 
ing about the Joint Committee on Taxation and the Treasury, 
about unlocking. Let me give you an example. 

When the Bush proposal for a 30-percent exclusion was before 
the committee, the static revenue loss of the Bush proposal was 
$100 billion. The Joint Committee on Taxation estimated that 
unlocking alone over 5 years would recoup 90 percent of that static 
revenue loss. The Treasury Department assumed that unlocking 
would recoup 110 percent of the revenue loss. So if you look at the 
amount in the aggregate, unlocking almost does it. 

As you go through revenue estimates, we have a Treasury reve- 
nue estimate of the capital gains provisions of the Contract, we 
have Dr. Sinai’s revenue estimates which show that with macro- 
economic feedback, that after 5 years you do have a revenue impact 
which is positive in addition to the jobs created. But the Joint Com- 
mittee numbers we haven’t seen yet. 
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I would suggest that, since unlocking is not a macroeconomic ar- 
gument but a very technical argument about how much unlocking 
you are going to get, as you look at the revenue estimates, you 
probably will have a range from A to D where D might be a reve- 
nue loss in the range of $50 billion and A would be a revenue loss 
in the range of about $2.5 billion. This committee might line up 
those revenue estimates and understand that these are very, very 
technical and they are also very, very credible numbers. These are 
not far out things. 

In that sense, the unlocking is something which is a mainstream 
argument, something we should look at carefully. I think even be- 
fore you get in the macroeconomic analysis of the revenue impact, 
you are going to be pretty close to avoiding a big revenue loss. 

Chairman Archer. Thank you very much. 

Mr. Stark. 

Mr. Stark. Thank you, Mr. Chairman. I would just note that in 
Dr. Sinai’s testimony, I think he emphatically points out that none 
of these tax proposals would be beneficial in a fully employed econ- 
omy if budget deficits were to rise significantly. 

It is interesting to note that in his testimony, he has a total tax 
reduction 5-year cost of $193 billion. And the Senate Budget Com- 
mittee came out with a 5-year tax cost of $188 billion. Not bad. 

The Senate’s proposal to pay for this would cut nondefense dis- 
cretionary spending by $252 billion, and most of that I suspect 
would be to cut entitlements with the exception of Social Security 
by $580 billion, arguably cuts to the lowest income people in the 
country. 

So I ask my friend, Sheldon Cohen, in your experience and re- 
viewing what we have done and the number of taxpayers and 
whether they are rich or very low or middle income, how would you 
assess the distribution of these cuts? Would most of them go to the 
upper 2 percent of Americans, 1 percent, 5 percent, half of the 
American taxpayers? 

Mr. Cohen. I was rather surprised that, for example, the $500- 
per-child credit went all the way up to $250,000. You are talking 
there about a fraction of 1 percent of the population. If you got 
down to $100,000, you would be talking about the upper 2 percent 
of the population so that those benefits flow across the board. 

When you are talking about the depreciation, capital gains com- 
bination where the big money is, those cuts go predominantly to 
the upper 5 to 10 percent of the population. Most of the capital 
gains activity in the United States is in the upper 5 percent of the 
population. 

Mr. Stark. Where do you find the largest amount of the entitle- 
ments excluding Social Security? You take most of that out of Med- 
icare, but those would go to the seniors, 40 percent of those are 
poor. 

Mr. Cohen. Older people would be lucky if they had $40,000 in- 
come, so you are talking about the average income in the United 
States is in the low thirties, so you’re certainly talking well below 
the average. 

Mr. Stark. So it would be a fair estimate to say that what this 
plan would do is mve $188 billion of incentives or rewards or bo- 
nuses to those at least in the richest 10 percent and at the same 
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time taking three times as much away from the lowest 40 percent 
of people in income, those people below arguably $30,000 a year; 
is that a fair assumption? 

Mr. Cohen. Yes, sir. 

Mr. Stark. How would your model deal with that, Dr. Sinai? 

Mr. Sinai. I think capital gains tax reductions benefit higher in- 
come families compared with lower income families. The cuts you 
describe would do the same; it would be an increase in the inequity 
of income distribution that has happened over the last 10 or 12 
years. 

If one weights very highly that particular dimension of capital 
gains tax reduction, you have to be against it. I understand and re- 
spect that view. That is one of the criteria by which we judge tax 
changes. 

On the other criteria 

Mr. Stark. We could do it other ways. If capital gains is very im- 
portant, we could pay for it by distributing the cuts more to those 
upper-income people as well, could we not? 

Mr. Sinai. Yes. The other dimensions of capital gains tax reduc- 
tion, growth, the ability to compete internationally on cost of cap- 
ital grounds, we have the highest capital gains taxes of any of the 
countries on the list. Many of them have no capital gains taxes. 
The jobs effect, these are the dimensions that are also very impor- 
tant and each individual weights them differently. 

My jud^ent is, capital gains tax reduction wins on four out of 
five criteria, even admitting for the effect you talk about. So I think 
it is a good thing to do. The tax cuts you describe sound large to 
finance, $188 billion over 5 years. We did in the model do simula- 
tions where we cut spending and some transfers bv $190 billion, 
the amount of the static revenue losses, and I could provide those 
results to you. 

Mr. Stark. In your testimony, you show $193 billion in cuts. 

Mr. Sinai. That is the static revenue loss. 

Mr. Stark. The Senate showed $188 billion. 

Mr. Sinai. We are very close. We have done model simulations 
of both cutting spending and transfers by $190 billion to see what 
it does and what was reported in the testimony would cut spending 
and transfers by $62 billion, which was the ex-post revenue loss. 
I would be happy to provide the former to the committee as well. 

[The following was subsequently received:] 
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Table 9 

Mocroecoaomic EfTecu of a Capital Tax Cut* 

50% ExcluaioD for Loag-tcmi Capital Gaio* aad for loflatioo • All Taxpayen 

Dyufflfc Revenue Louea Fioaoced by Lower Federal Govemmeot Outlaya** 



(Changer from Baaeiiar., Piacal Yeara) 

1995 1996 

1997 

1998 

1999 

Real GDP - Level 

(Bila. 87 $'■) 

-14.3 

-1.9 

7.3 

7.9 

16.3 

(Pet. Chg.) 

•C.3 

-0.0 

0.1 

0.1 

0.3 

Real GDP-Growth (Pclg. Pta.) 

-0.3 

0.2 

0.2 

0.0 

0.1 

Buiincaa Capital Speodiog 

Total (Biia. 87 $'t) 

-0.5 

7.3 

14.7 

19.4 

24.6 

(Pci. C3i|.) 

-0.1 

1.0 

1.9 

2.4 

2.8 

Pk. (Bila. 87 S'a) 

0.4 

4.2 

6.9 

8.1 

9.3 

(Pet. Chg.) 

0.2 

2.5 

4.1 

4.5 

5.0 

Equip. (Bila. 87 S'a) 

-0.9 

3.1 

7.8 

11.3 

15.3 

(Pci. Chg.) 

-0.2 

0.5 

1.3 

1.8 

2.3 

Capital Formation - Stocka 

Pit. (Bill. 87 $’i) 

0.1 

2.6 

8.5 

15.6 

23.4 

ffet. Chg.) 

0.0 

0.1 

0.3 

0.6 

0.9 

Equip. (Bila. 87 $'a) 

-0.6 

0.7 

6.5 

IS.l 

25.9 

^ct. Chg.) 

-0.0 

0.0 

0.2 

O.S 

0.8 

Consumption 

(Bila. 87 $'t) 

-3.9 

-0.6 

5.3 

7.2 

10.9 

(Pet. Chg.) 

-0.1 

-0.0 

0.1 

0.2 

0.3 

Rea] Net Exporta 

(Bila. 87 $* ** a) 

3.0 

6.8 

1.6 

-3.0 

-2.9 

Innation - GDP Deflator 

(Petg. Pu.) 

-0.1 

-0.2 

-0.1 

•0.0 

-0.1 

Employment and Unemployment 

Payroll (Mill.) 

•0.238 

-0.222 

0.013 

•0.031 

-0.071 

Uoemp. Rate (%) 

0.1 

0.1 

-0.0 

•0.0 

-0.0 

Productivity Growth (Petg. Pta.) 

0.1 

0.3 

-0.0 

0.1 

0.2 

Potential GDP 

(BtU. 87 S'a) 

0.1 

1.1 

3.5 

6.8 

10.0 

(Pet. Chg.) 

0.0 

0.0 

0.1 

0.1 

0.2 

Intereat Ralea (%) 

9(May T-BiU 

-0.07 

-0.05 

0.01 

0.01 

0.01 

30-year Treaa. 

•0.18 

-0.26 

-0.27 

-0.29 

•OJ2 

AAA-Equiv. Coep. New Umc 

-0.20 

-0.31 

•0.32 

-OJ4 

-0.37 

Aftertax Return on Equity 

0.95 

1.31 

1.35 

1.40 

1.46 

Coat of Capita] {%) 

Pretax Equity 

-0.75 

-1.03 

-1.09 

-1.17 

-1.24 

(Pci. Chg.) 

-5.2 

-7.2 

-7.6 

-8.0 

-8.4 

Aftertax >Vted. Avg. Coat • Debt A Equity 

•0.29 

-0.39 

-0.43 

-0.48 

-0.53 

(Pet. Chg.) 

-2.9 

-4.0 

-4.3 

-4.6 

-5.0 

SAP500 

(Pet. Chg.) 

0.2 

1.3 

2.0 

2.6 

3.5 

Exch. Rate 

(Pet. Chg.) 

-OJ 

-l.I 

■0.5 

-0.4 

-0.8 

Houaehold Net Worth 

(Bill. $ 'a) 

5.0 

29.8 

66.1 

102J 

143.4 

(Pec Chg.) 

0.0 

0.1 

0.3 

0.4 

0.5 

Ped. Bdgt. Def. (NIPA) 

(Bib. S'a) 

2.4 

12.1 

22.6 

27.8 

33.1 

Peraooal Saving! 

(Bila. S '■) 

-2.7 

-2.0 

-0.8 

-6.3 

-6.9 

Buaineaa Saving! 

(Bill. S 'a) 

223.9 

249.5 

275.5 

304.7 

338.7 

National Saving! 

(Bila. $ 'a) 

223.0 

260.1 

298.6 

327.7 

367.3 

National Savinga Plua Eaminga 

from Higher Realization! (Bila. $ 'a) 

- 

- 

- 

- 

- 


* MaeroecoDooietric model aunulatioa with die Siaai-BoaUm Model of tfac U.S. Econony. Policy cbaagea effective January 

** Reduetion of outlaya ia apUt betwee n two-thinla purchaaea and one-third traasfen. No reduction in aoo-defeaae infraatrut 


Avg. 
Per Yr. 

3.1 

0.0 

0.1 


13. 1 
1.6 
5.8 

3.3 

7.3 

1.1 


10.0 

0.4 

9.5 

0.3 


3.8 

0.1 


1.1 


-O.I 


•O.liO 

0.0 

0.2 


4.3 

0.1 


•43.02 

•0.26 

•0.31 

1.29 


•1.05 

-7.3 

-0.4 

-4.2 


1.9 


- 0.6 


69.3 

0.2 


19.6 


■3.8 


278.5 


295.3 


I, 1995. 

Bice ipeading. 
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T*bl£ 10 
NAtioOft] 

90% Excluiioa for Loag-lonn Cii|MUI G*ia£ tad ladcuaf for lafl«Uoa - All Tupayerv 
Dyoaouc Reveaue Lotact Pioaocod by Lower Federal Govenuneot OuUayi** 

(Cbaagee froca Baaeliae, Fiecal Yean) 

Avg. 



1995 

1996 

1997 

1998 

1999 

Per Yr. 

National Saving 

223.0 

260.1 

298.6 

327.7 

367.3 

295.3 

Personal Saving 

-2.7 

-2.0 

-0.8 

-6.3 

-6.9 

-3.8 

Business Ssving 

223.9 

249.5 

275.5 

304.7 

338.7 

278.5 

Govemmenl Surplus or Deficit (-) (NIP A) 

1.9 

12.6 

23.9 

29.3 

35.5 

20.7 

Federal 

2.4 

12.1 

22.6 

27.8 

33.1 

19.6 

Stale and Local 

-0.5 

0.6 

1.3 

1.6 

2.4 

1.1 

* Macroeconometric model limulalion with the Si 

inai-Boston Model of tbe U.S. 

Economy. 

Policy changes effective January 1, 1995. 


Roduciion of oullayi ii qslil betwoea two-thiidi purebaaea aod one-tbin) tnmfcn. No reduclioD in Doa-defenae iofrastructure tpeodiag. 


Table II 

Federal Tax Receipu* 

90% Excluiioa for Long-term Capital Gatoa and lodcxiag for Inflation • All Taxpayen 
Dynamic Reveaue Loiiea Financed Loarer Federal Government Outlayi** 

(Cbangei from Baociioe, Fical Yean) 

Cum. 



1995 

1996 

1997 

1998 

1999 

1995-99 

Total Receipts 

-18.1 

-23.0 

-21.8 

-24.8 

■26.7 

-114.3 

Personal 

-9-8 

-13.2 

-13.0 

-15.1 

-17.2 

-68.3 

Ordinary 

-1.7 

-1.7 

-0.5 

•1.0 

•1.1 

-6.2 

Capital Gains 

•8.1 

•11.4 

• 12.5 

-14.1 

-16.0 

-62.1 

Corporate 

-6.6 

-7.5 

•7.1 

•7.2 

-6.2 

-34.5 

Ordinary 

-1.4 

-0.1 

0.7 

1.3 

3.2 

3.7 

Capital Gains 

•5.2 

•7.3 

-7.8 

4.5 

•9.4 

•38.3 

Excite 

•0.0 

-0.0 

0.2 

0.3 

0.3 

0.6 

Social lanirattM 

-0.9 

-0.1 

1.3 

1.3 

1.4 

2.9 

Fed. Govt. Outlays 

-25.1 

-36.3 

•39.8 

-43.8 

48.8 

-193.8 

Purebaaea • Ex-Post 

•16.9 

-24.2 

•26.6 

•29.2 

-32.5 

-129.4 

Transfers • Ex-Post 

4.2 

•12.1 

-13.2 

• 14.6 

-16.3 

-64.4 

Ex-Ante (Static) Revenue Lou 

-25.1 

-36.3 

•39.8 

•43.8 

48.8 

-193.8 

Personal*** 

-14.8 

•22.1 

•24.8 

-27.6 

-30.9 

-120.2 

Corporate*** 

•10.3 

-14.2 

-15.0 

-16.2 

-17.8 

-73.5 

Exclusion*** 

-24.8 

-34.8 

-37.0 

-39.4 

42.4 

-178.4 

Indexing*** 

-0.3 

-1.5 

•2.8 

4.4 

-6.4 

-15.4 

Taxpayer Effect (Increased Realizations, LBGE) 

10.2 

15.7 

16.6 

17.6 

19.1 

79.2 

Economic Feedback Effect (Increased Tax Receipu 

from Macroeconomic Feedback • LBGE) 

-28.3 

-38.7 

-38.4 

42.4 

45.8 

-193.5 

Ex-Post (Dynamic) Revenue Lou 

With Increased Realizations (LBGE) 

-18.1 

-23.0 

•21.8 

'24.8 

-26.7 

-114.3 

With 'Unlocking* 

Personal 

JCTd) 

-15.1 

-4.1 

•7.4 

■9.9 

'13.3 

49.7 

OTA (I) 

-15.3 

-3.7 

-3.4 

■7.8 

-10.1 

-40.2 

Pers. and Cotp. (Corp. Est., LBGE) 

JCT(l) 

-13.2 

-1.3 

-5.9 

4.2 

-15.0 

43.5 

OTA (1) 

-13.4 

■0.9 

•1.9 

•6.1 

-11.8 

-34.0 


* Macroeconometric model limulalioa with tbe Sinai-Boitoa Model of the U.S. Economy. Policy ebanget effective January 1 , 1995. 

** Reduction of ouUaya ia iplit between two-tbiidi purchaiea and one-tbird innafen. Ho reduction in non-defeoae infraitnicture ^kending. 
LBGE Eitimatc. 

(1) JCT - Joint Comntiaeg on Taxatioa, 1990 eatimate of Buih Adauninntion capital gain* proposal, no indexing. 

OTA - OfBce of Tax Analysii, 1990 eftimaie of Duih Adnuaiitration capital gains prop<^, no indexing. 
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Mr. Sinai. You will get a much bigger gain in national savings, 
but by $190 billion of cuts out of the government side you are going 
to lose a lot of macrostimulus because it has negative effects. One 
issue is how much do you have to cut outlays to finance whatever 
estimate of the revenue losses you use. 

Mr. Stark. Did you not find in your testimony that the dream 
savings accounts do little to increase overall savings but lead to 
switching existing savings into tax-deferred accounts? 

Mr. Sinai. That is an opinion based on others’ research. We have 
not quantitatively analyzed that. Years ago, I did an analysis of the 
IRAs in place at that time and came to the conclusion there was 
more switching in savings allocations than stimulus to saving. This 
one, because of the tax-free drawing on it for various advances 
could provide a bigger incentive to saving. It is different from the 
past IRAs. I don’t think it will raise the savings rate very much, 
if at all, but that is an opinion. I haven’t done the real research 
on that yet. 

Chairman Archer. The gentleman’s time has expired. 

Mr. Crane. 

Mr. Crane. Thank you, gentlemen, for your testimony. Back 
when my son was a teenager, I remember one summer he had a 
job and I counseled him not to blow his paycheck at the end of the 
week on instant gratification but put something away for the pro- 
verbial day. He said, “That’s nuts, daddy.” I said, ‘What do you 
mean, George?” He said, “Daddy, if I blow it at the end of the week, 
they only get at it once.” 

I thought about that. I invest my saved dollar and invest in a 
public corporation. When they make a profit, it gets taxed a second 
time; dividend distribution, it gets hit a third time. I sell my stock 
and enjoy a capital gain and it gets hit a fourth time. And the ulti- 
mate obscenity in our code, in my estimation, is when you have the 
audacity to die and leave, then they come in and bash your be- 
reaved spouse and loved ones. 

I personally believe that we have one of the most reprehensible 
Tax Codes on the face of this Earth. It does violence to the values 
that I was brought up to believe in. I don’t believe we should tax 
interest, dividends, or capital gains at all. 

The fact of the matter is, if you have denied yourself instant 
gratification, why can’t you put that dollar to work for the rest of 
that dollar’s life and let it grow and develop interest? Hopefully 
that would put you in a position at some point to pass it on to a 
loved one when you shuffle off this mortal coil. 

In that context, we have debated this question of reducing the 
capital gains tax. I remember in 1978, when Billy Steiger took the 
rate down to 28 percent and we got a lot of static revenue assess- 
ment about a revenue loss when it actually increased revenues. We 
heard that again in 1981. 

When we took the rate back up in 1986, we had an executive ses- 
sion of the Ways and Means Committee over in H-137 and there 
was a fellow from Treasuiy sitting beside me who had scored this 
as a $25 billion revenue raiser over the next 5 years. 

I said, “How can you come to that conclusion based on our expe- 
rience?” He said, “You have to understand that this bill doesn’t go 
into effect until January 1, 1987, but the fiscal year starts 
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October 1, 1986. We anticipate raising $20 billion of that between 
October 1 and December 31,” which th^ did. 

If you look at the figures, you had $326 billion in capital gains 
realizations in 1986 because of that anticipated hike. That then 
dropped the next year down to $144 billion. The actual Treasury 
revenues were $49.7 billion in 1986, and that dropped to $32 billion 
the next year. Looking at these figures causes me to ask a ques- 
tion. If your objective is to maximize revenue and maximize the 
creation of venture capital at the same time, I have heard reports 
that the ideal rate, assuming you feel determined to tax capital 
gains, should be between 9 and 12 percent. Have you got any mate- 
rial or do your studies indicate anything to confirm that? 

Mr. Bloomfield. Mr. Crane, the 9 to 11 percent rate is based 
on some work done at the National Bureau of Economic Research 
that Dr. Feldstein heads, and that is the result of work there. It 
is also the result of work done by Larry Lindsey, who now serves 
on the Federal Reserve Board. In prior years, he looked at the var- 
ious economic models, and he looked at data, and that is sort of the 
rough range that he came up with, which was 9 to 11 percent. 
Now, obviously, with your proposal, you are at 19.8 percent, but 
you have indexing, so you are bemnning to get down to that level. 

What I am concerned about, that at some point if you do not 
have a significant capital gains tax cut, which you have, it is not 
worth doing, so I think you need to get to that range. 

Mr. Crane. You know something else, in that connection, I have 
a graph that goes back to the late eighties which indicates by 
quintiles the beneficiaries of the capital gains tax cuts. The graph 
shows that 75 percent of those beneficiaries of a capital gains cut 
are in the $50,000 and under bracket, and 90 percent of the bene- 
ficiaries have incomes under $100,000. The Treasury Department 
gave us these figures and I’m wondering if the panel would com- 
ment. 

Mr. Cohen. Those are the beneficiaries, Mr. Crane, not the dol- 
lars. 

Mr. Crane. The beneficiaries, yes. 

Mr. Cohen. But if you looked at the dollars, it skews the other 
way. 

Mr. Bloomfield. Well, Mr. Cohen, there is a point that Mr. 
Crane is making that is very legitimate and that is when the IRS 
looks, when the Joint Committee looks at income distribution, it as- 
sumes that the same taxpayer has a capital gain every year, which 
is distortionary. You take a person who earns $50,000 and his 
spouse earns $50,000 and they sell their business, they are a 
$200,000 taxpayer. 

What CBO and others have done, they have always assumed 
that it was the same taxpayer. In fact, it is not. If you look at IRS 
statistics, you find out that 44 percent of all taxpayers realize a 
capital gain only once in 4 years. 

If you look at the numbers you are talking about, Mr. Crane is 
correct. Half of all dollars of capital gains go to taxpayers with sal- 
ary income of less than $50,000. If you look at filers, 75 percent 
of all returns that have capital gains have salary incomes of 
$50,000 or less. I am not disagreeing with the fact that I think Mr. 
Stark would make that a lot of upper-income people have capital 
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gains, but there is a heck of a lot of middle-class people who have 
capital gains, too. 

Mr. Crane. Could I make just one final comment, regarding the 
percentage of taxes paid by income groups, the top 10 percent in 
1992 paid 57.5 percent of the total taxes, the top 50 percent paid 
94.9 percent. The fact of the matter is these are the people who are 
paying the taxes, and I think they are entitled to some relief for 
doing the right thing. 

Thank you, Mr. Chairman. 

Chairman Archer. Mr. Thomas. 

Mr. Thomas. Thank you very much. 

One of the more frustrating things for me, especially last year in 
dealing with health care and in cosponsoring a super IRA bill along 
with then-Senator Bentsen and Roth and Jake Pickle as I continue 
to do, is the frustration in dealing with both the budget environ- 
ment in which the world has to be looked at in 5-year increments 
and nothing exists beyond that, and as our colleague from Califor- 
nia did, the penchant of examining tax policies through tax dis- 
tribution charts in terms of who gets the benefit on a straight anal- 
ysis of who benefits immediately. 

Going back to my friend from Illinois’ family analogy, if we sat 
around the table and talked about a distribution of family income 
on a distribution chart basis, my kids would want to claim far more 
than I let them claim, because I happen to think that the way in 
which I want to use the money has a superior calling than the way 
in which they want to use the money. Mr. Cohen, you are right. 
Paraphrasing the “Field of Dreams” in terms of tax breaks, if you 
give it, they will take it. I understand that, but my question is in 
terms of this whole business of deferred CTatification. On an indi- 
vidual basis it is good for the soul, but 1 believe collectively it is 
good for society in ways that I would hope we could break out of 
the tax distribution models or the 5-year model. 

You can deal with a Tax Code which people see as a higher good 
of building see-through office buildings, both literally or figu- 
ratively, or you can have a Tax Code which encourages people to 
put their own money away to take care of themselves at some fu- 
ture time. Frankly, they are both tax breaks if you look at them 
that way, but I happen to see a qualitative and a quantitative dif- 
ference, and unfortunately it almost always has to get outside of 
the 5-year window or the distribution charts. 

How do we break out of, or should we break out of, this concep- 
tual framework of the 5-year budget window or the decision has to 
be made on a realtime basis in a distribution of tax benefits where 
people at the lower end of the income have to get the same deal 
as people at the upper end? 

I will just throw it open to anybody who wants to respond. 

Mr. Sinai. I don’t know how you can design something that at 
the same time will give everybody equal benefit from some public 
policy change on taxation or spending. Where I come down is these 
days because we are close to full employment, is looking very posi- 
tively at measures and actions in Washington that raise productiv- 
ity growth and increase the rate of growth of potential output. 

Now, that supply side growth of potential output, which has been 
very anemic for so many years and is now creeping up, estimated 
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now at 2 V 2 percent a year, it used to be 3 percent a year, if we 
could pump that up and grow 3 percent a year, then the central 
bank would not next week be thinking about raising interest rates, 
which punishes everybody, upper and lower income families, so 
that, to me, gets out of this looking at it on the 5-year horizon and 
looking at it trying to make it work for everybody at the same time. 

I do want to point out that the higher income families do save 
more, and if the goal is savings and investment, more will flow that 
way. I do want to point out also that a lot of other countries we 
compete with internationally have no capital gains taxes, that in- 
cludes Germany, and Japan has a much lower one than we have, 
and there are other countries that index for inflation. 

Your question on indexing, I do not see why that should be so 
difficult. If the United Kingdom and Australia can do it, I don’t un- 
derstand why we can’t do it, either, so, you know, if we were back 
in 1981 and talking about a depressed economy and depressed 
growth, I might have a different view, but here we are talking 
about an economy close to full employment, so I am looking for sav- 
ing, investment, productivity growth and an increase in potential 
outputs. If you finance by cutting the inefficient part of the Federal 
Government, starting on the operations side, you really get a very 
effective package. 

Mr. Bloomfield. Mr. Thomas, first of all, I want to conCTatulate 
you for your leadership again on promoting IRAs in this Congress. 
I might point out that yesterday Jonathan Skinner at the Univer- 
sity of Virginia and Glen Hubbard at Columbia released a survey 
of the literature of the economic impact of IRAs, which I hope you 
will see soon. 

But one of the interesting things they pointed out, which partly 
responds to your question, is that raising IRA contribution limits 
would increase long run national capital stock, $4 for every $1 lost 
in government tax revenue. Their work focuses on distributional ta- 
bles, the first part of your question, and then also the revenue im- 
pact, and this gets into the debate that you have had, and I know 
the Joint Committee just prepared a pamphlet for the Finance 
Committee hearing today on do you do dynamic or do you do static 
revenue estimates. It seems to me that there is some fiscal dis- 
cipline to starting at least in this round and focusing on traditional 
static analysis. 

Having said that, however, I think we can put capital gains in 
a special category because of what Dr. Sinai referred to as the 
unlocking factor. We have on our board of directors of our public 
policy think tank people like John Shoven and Michael Boskin at 
Stanford; and Jim Poterba at MIT. We surveyed these mainstream 
NBER economists, and they are of the opinion that it might be very 
helpful to have alternative scenarios of the macroeconomic impact 
of tax policy done carefully because it is controversial. And it seems 
to me that that would be one way at getting at what Chairman Ar- 
cher has referred to as accurate revenue estimates because we are 
concerned about the macroeconomic impact. The ultimate question 
on distribution is a job lost which could have been created because 
we tax savings and investment more than our competitors do. 

Chairman Archer. If the gentleman would suspend, we have 
about 5 minutes to make this vote, and with apologies to our wit- 
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nesses, we will recess, vote, and come back right away and con- 
tinue. 

Mr. Thomas. Mr. Chairman, I might just make a statement that 
as we sit here and berate the business leaders of America for 
thinking on a quarterly by-quarterly basis in terms of their invest- 
ment and then turn around and do exactly the same thing on the 
Federal Government in terms of the societal needs, I just find it 
ironic that we don’t realize that a 5-year increment is the same as 
a quarterly basis for business if we are making societal decisions. 
I will be back. 

[Brief Recess.] 

Chairman Archer. Will our guests please take their seats. Mr. 
Matsui. 

Mr. Matsui. Thank you, Mr. Chairman. 

I would like to ask Mr. Sinai a question. In your testimony, you 
talked about the locking effect of the capital gains treatment, and 
the impression I had from you, that I think Mr. Bloomfield cor- 
rected, was that the Treasury Department’s $60 billion revenue 
loss over 5 years did not take into consideration the fact that there 
would be more activity. 

Did I misunderstand you? 

Mr. Sinai. That is correct. I believe that is true. It does not take 
into account the effect of the lower capital gains tax on economic 
activity and saving and all the things I talked about, the macro- 
economic effects. 

When the economy gets stronger, you get induced revenues com- 
ing into the Federal Government on excise taxes, Social Security 
taxes, and ordinary income. 

Mr. Matsui. We are talking about two different things here. I 
think what Mr. Bloomfield said, and I don’t mean to use him as 
a way of explaining your situation, but he correctly stated that 
back in 1990, I guess it was, when President Bush had a capital 
gains proposal, there was a difference between Treasury and Joint 
Tax, but both of them took into consideration the fact that it would 
be more economic activity, it was just a question of how much. 

Mr. Sinai. I don’t think they did. They just estimated what is 
called the unlocking effects, and they had two — small numbers, bil- 
lions of dollars difference, and I do not believe they took into effect 
the 

Mr. Matsui. That is not my understanding. 

Mr. Bloomfield, because you were right in the middle of that, my 
understanding is that even — I mean. Joint Tax, they use dynamic 
scoring in terms of the provision itself, the specific provision itself 
They don’t use dynamic scoring in terms of the macroeconomic ef- 
fect but they do use dynamic scoring in terms of the behavioral 
changes for the tax cut itself. If you could just answer yes or no 
on that. 

Mr. Bloomfield. Yes. 

Mr. Matsui. Dr. Sinai. 

Mr. Sinai. What you just said is what I call unlocking, the tax- 
payer response, the unlocking response. 

Mr. Matsui. It does have an impact, right? 

Mr. Sinai. Yes, it does have an impact. 
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Mr. Matsui. ok. Then the larger issue is does this have an im- 
pact on the overall economy. 

Mr. Sinai. Yes. 

Mr. Matsui. Now, let’s take the first one first, the behavioral 
changes for the tax cut itself. Now, Mr. Bloomfield, you mentioned 
that Treasury had one point of view in 1990 and Joint Tax had an- 
other, it was a very small amount, but if you recall the difference 
was over a 3-year period about $35 billion. In other words, $10 bil- 
lion difference a year. 

I believe the President’s proposal at that time had a $22 billion 
revenue gainer out of it over that period of time, and the Joint Tax 
had an $11 or $15 billion revenue loser over that period of time. 

Now, the real problem I see is that a small almost imperceptible 
change in assumptions could create a massive problem for us if, in 
fact, we guessed wrong or we made assumptions that were incor- 
rect. 

Now, going back to 1981, because that is, frankly, where my 
start on this committee occurred, the danger I see is that we can 
use assumptions that even though they might be only a very small 
amount off could lead to massive budget deficits, and if you recall, 
I think you were even sitting in this Chamber here when Dave 
Stockman and Don Regan and the rest of them said that by 1983 
we will have a balanced Federal budget with capital gains, with 
the investment tax credit, with all of these tax preferences that we 
gave to the entire private sector, and of course they paid for it, be- 
cause in 1982 we tightened it up and in 1986 we went all the way 
the other direction and took all of them away, including the invest- 
ment tax credit. 

I think that is one of the dangers the private sector better be 
concerned about. They may get it for the next 2 years, but then the 
next 3 or 4 we may have a total shift in the other direction, but 
perhaps you can tell me why the assumptions are better in 1995 
than they were in 1981. 

Mr. Bloomfield. Well, first of all, the most important point is 
that the unlocking part is so very sensitive to assumptions. I mean, 
everybody agrees on that. 

Under the Bush proposal, as I recall, there was a revenue esti- 
mate over 5 years, and it was minus 12 on one side and minus 12 
on the other, so whether it would be 35 or 20, it really doesn’t 
make a difference because you raise the valid point you don’t want 
to increase the deficit. 

The point I am making, though, since it is so hard for the reve- 
nue estimator to come up with something concrete on what the per- 
fect or the most accurate elasticity is, the members of this commit- 
tee should know that this has nothing to do with supply side eco- 
nomics, this is the estimator’s best guess at elasticities. One little 
change can throw the numbers off, and all I am saying is that you 
should have before you a range of A to D, and at least know that 
his number is not any more accurate, assume it is D, than what 
A would be. 

Mr. Matsui. That is not necessarily true, but let me just end by 
saying this, I think what you are saying is we should probably be 
a little cautious at the same time and maybe have a little more 
spending cuts than we have tax cuts in order to make sure that 
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in case we are wrong we might have a little margin of error, and 
let me just make one final comment, and all three of you or none 
of you can comment on this if you like. 

Chairman Alan Greenspan testified before the House and Senate 
Budget Committees recently, and he stated “no model currently can 
be used to predict macroeconomic developments without substan- 
tial ad hoc adjustments.” In other words, he is saying basically you 
can’t make macroeconomic predictions on the effect of the economy 
on tax changes or even changes in many programs like education 
programs, which some might suggest might be able to raise produc- 
tivity, thereby increasing the macroeconomic effects of this country. 

Do you disagree with Chairman Greenspan, any of you? 

Mr. Sinai. Certainly, I disagree with my firiend, Alan Greenspan, 
a professional forecasting colleague before he came to the Federal 
Reserve. He said that for years. But for years he used himself econ- 
ometric models in his own forecasting, so I think there is a large 
body of evidence that says you can have reliable inferences drawn 
from these models. 

Mr. Matsui. Mr. Chairman, I hate to ask you this, but can I just 
have one last question? 

Chairman Archer. How long will the question and the answer 
be? 

Mr. Matsui. It will be very, very short. I hope it will be very 
short on their side. It will be very short on mine. 

Mr. Sinai. I concur with you that as a business matter you would 
want to be conservative; you should be aware of static revenue esti- 
mates; you should be aware of the dynamic estimates when you in- 
clude unlocking; you should be aware of the macroeconomic effects; 
and it is better to make sure you finance it adequately on the 
spending side and take a conservative approach to it. 

Chairman Archer. Very quickly, Mr. Matsui. 

Mr. Matsui. Very quickly, Mr. Chairman. 

Here is what the problem is, assuming for a minute you are cor- 
rect that additional investment, by doing capital gains you unlock 
activity, more investments go because of the capital gains, but 
what about — ^here is what the problem is when you use the macro- 
economic approach, what about the fact that these investments go 
to real estate or whatever it is instead of other areas because you 
are going to be moving capital from one area to another area, to 
the one that is most generous by way of a tax break, and so, you 
know, even though it might create activity in one area it may re- 
duce activity in another. This is why the macroeconomic approach, 
dynamic scoring is so dangerous, frankly. 

Mr. Sinai. Yes, the situation we are in now there is still mainly 
economic incentives for what you mentioned, real estate and capital 
gains tax reduction would not materially increase the subsidy to 
that asset class in a similar situation to the past. 

I am absolutely convinced and I know the — I think the difficulty 
with dynamic scoring is the validity of the estimate, who does it 
and how they are used for political purposes. But I am absolutely 
convinced it is wrong to think in static terms because that isnT 
what happens after the fact. What happens after the fact is what 
happens to the economy, and the revenue results and what goes on 
in actual behavior, and as far as whether these things actually 
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make a difference in a model or not in a model, you have to talk 
to businesspeople, financial people, and from the grassroots anec- 
dotal experience find out what they think about this. Over the 
years, I have tended to be persuaded that something like capital 

f ains actually does have an effect. I notice all our competitors are 
oing it, lower rates or exemptions, and maybe there is something 
to be learned from that in terms of capital formation and productiv- 
ity of countries like Japan. 

Chairman Archer. The gentleman’s time has expired. 

I truly regret on these very important issues that we limit our- 
selves to 5 minutes, but if we didn’t, we would never get through 
all of the members up here. 

Mr. Herger. 

Mr. Merger. Thank you very much, Mr. Chairman, and I want 
to commend you, Mr. Chairman, on your opening remarks. Cer- 
tainly the goal of our Contract With America and with the majority 
party on this committee, and I believe a majority of this committee 
on both sides, is to increase America’s savings and be able to maxi- 
mize our job creation. 

And my question to you, Mr. Bloomfield, to get back to something 
that I think is very important, something that you alluded to some- 
what a little bit earlier in testimony, and I want to thank you for 
your pioneering and research in the debate in this area of capital 
gains, has to do with these one-time events which I believe is the 
vast majority of the capital gains sales that take place within my 
district; I believe in the districts of all of the Members of Congress. 
It is certainly within my district, that example of the family who 
has raised their family, the couple are retiring, are selling that 
home that is larger than what they need to move into a smaller 
home, and there is capital gains, a one-time event. Or maybe that 
middle-class farming family in my district that for whatever reason 
may be, which is their retirement, to sell this property or maybe 
it would be a small business, a one-time event, and I would like 
to have you, if you could, maybe relate a little bit more on this 
comment on how this bunching up phenomenon might make these 
statistics that would appear to be that those selling capital gains 
are the wealthy within our society when in reality we are seeing 
a lot of bunching up, but if you could comment a bit more on that, 
I would appreciate it. 

Mr. Bloomfield. Thank you, Mr. Herger. 

One of the things that I would like to draw your attention to. 
Chairman Archer indicated that we prepared three special reports 
for this hearing. They are attached to the back of my testimony. 

The reason I mention that, if you look at page 2 of the questions 
and answers on capital gains, the question is: Isn’t it true that 
most of the direct benefits go to the rich? The source of the data 
is the IRS. The history of this debate, quite frankly, is that oppo- 
nents of capital gains tax cuts were saying that most of the bene- 
fits of capital gains go to people with incomes of $200,000 and 
above. Those people included capital gains in income, and, there- 
fore, the data assumed that the same person was doing it all the 
time. 

This was a number that the Congressional Budget Office was 
using. We looked at the CBO analysis and said it distorts it be- 
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cause it assumes that it is the same people who have capital gains 
every year. To engage in the debate, we said let’s exclude capital 
gains from income, and that is why looking at that number, that 
assumes that they never repeat, they never have capital gains in 
their income. We therefore used that data and said that half of all 
capital gains go to people with a wage income of $50,000 or less. 
Mr. Cohen is correct, that figure is dollars. What about filers? We 
said three-fourths of the people who filed tax returns with capital 
gains reported wage income of less than $50,000. 

CBO came back, and they said, well, yeah, but we don’t know 
how many people repeat, and at that point, as we say in our Q and 
As, a panel analysis for the years 1979-93 by the Joint Committee 
found that 44 percent of taxpayers reporting gains realized a gain 
in only 1 out of 5 years. Your farmer, of course, probably doesn’t 
buy and sell his farm every 4 years. He probably does it once in 
a lifetime. So you can see how the numbers are skewed because 
that person realizes his savings, eats up his savings once in a life- 
time, so this is what the debate is about. 

I should add, however, that the debate really shouldn’t be fo- 
cused on middle-class Americans because there are some members 
of this committee, I know, who would suggest that capital gains 
only be limited to the middle class, and that has all sorts of 
distortionary effects because what you are concerned about is not 
the class source of the capital, you want the capital available to all, 
and therefore what you really ought to focus on is not the distribu- 
tion but does capital gains create jobs. We believe lower capital 
gains creates jobs. 

Mr. Merger. Thank you very much, and again I think it makes 
sense if you have the family that is making $36,000 a year, has 
this one-time sale, I guess we could ask how many jobs that person 
who is middle income, middle class, who is just getting by can cre- 
ate. It really takes those who are the entrepreneurs — those who are 
doing a bit better are the ones who can afford to create the jobs. 
I think it just makes a lot of sense, and I think what 

Mr. Cohen. Mr. Merger, they don’t pay tax now because the one- 
time sale of a residence you have got a one-time exclusion, so they 
wouldn’t pay any tax today. 

Mr. Merger. Well, I believe there are those who perhaps — again, 
we are talking about a middle-class individual who perhaps has a 
small rental that they have that perhaps they are selling or a piece 
of property that maybe they have had in the family. 

Again, these are not wealthy people. This is middle-class Amer- 
ica, and people who have saved, who have accumulated a little 
something. They are the ones where we have historically with our 
Tax Codes penalized — and I am happy to see you nodding your 
head, Mr. Cohen in agreement — these are the ones we penalize. 
These are the ones that I would like to see and certainly in the 
Contract With America to stop penalizing those who are attempt- 
ing to produce and begin rewarding those people and try to again 
create jobs to increase savings. 

Thank you very much. 

Mr. Shaw [presiding]. The time of the gentleman has expired. 

I would like to ask Mr. Cohen a question. I am somewhat in- 
trigued by the way this thing is going, and I think that sometimes 
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we focus too much on who is getting something rather than trying 
to focus on what this does for the entire economy. 

It takes capital to develop business, create jobs, and all of us will 
agree that those jobs are better in the private sector; they are more 
permanent, and that is where we like to see the majority of the 
jobs in this country. That is what has made this country great. 

In following this through, I imderstood you as saying that you 
did not believe that capital gains and favorable capital gains treat- 
ment would stimulate the economy. Did I misunderstand you? 

Mr. Cohen. No, I didn’t say that, sir. I just said that the dif- 
ferential in capital gains rate is a religious belief, Mr. Bloomfield 
and I have discussed this many times, that there will be — if you 
ask me the question, will there be an unlocking effect if you change 
the capital gains rate from 28 percent top rate to 20 percent or any 
other lower rate, yes, there will be more transactions. 

I would answer as Mr. Sinai answered a little before this wheth- 
er that will make sufficient difference to stimulate the economy of 
the United States, sufficient to pay for the potential costs other- 
wise, I doubt, but there will be an effect. People will respond to 
that. People do respond to tax incentives, there is no doubt about 
that. 

Mr. Shaw. Mr. Bloomfield in his testimony said that the income 
or the revenue received in 1985 from capital gains was more than 
is being received right now. Is that correct? 

Mr. Bloomfield. Yes, Mr. Shaw, the revenue — well, the revenue 
in 1985 was $26.5 billion. Then it went up in 1986 to $49 billion. 
In 1987, it was $32.9, $38, $35, $27, $24 billion, and the latest 
numbers were in 1992, which is $28 billion. That certainly is a 
drop from what it would have been. 

Mr. Cohen. It also had something to do with what the stock 
market was doing at the time. 

Mr. Bloomfield. In that period of time 

Mr. Shaw. I am sure there are other factors, but I think all of 
the data I have heard would certainly indicate that favorable cap- 
ital gains treatment is not a revenue loser to the country. I want 
to explore that further because I think that by the government tak- 
ing more capital away from the private sector leaves less capital for 
the private sector to invest. 

Mr. Cohen. No, sir, I don’t agree with that. 

Mr. Shaw. And less money invested in the private sector, means 
less creation of jobs in the private sector. 

Mr. Cohen. I don’t necessarily agree with that. The best way 
that we can increase the stock of capital in the United States is to 
stop running a deficit. If the United States does not run a deficit, 
it will not sop up capital and, therefore, there will be more capital 
left in the economy for the free enterprise system to work on. 

Now, that is my belief. Mr. Sinai may have some variance of 
that, but I think most economists would believe that to the extent 
that any of this increases the deficit, we are counterproductive. 

Mr. Bloomfield. I want to respond to that. Allen, do you want 
to go first? 

Mr. Shaw. Would you two gentlemen respond to that, then I will 
recognize Mr. Levin. 
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Mr. Sinai. We are close to full employment now so increasing the 
deficit significantly would be a mistake. In the early eighties, we 
were a long way from full employment. Increasing the deficit, if it 
had only been temporary for 2 or 3 or 4 years, was not a mistake, 
and so if there is a tax change either because of what it does to 
the economy or the taxpayer that brings back revenues to the gov- 
ernments, one element in financing it, either that or cutting spend- 
ing or outlays or the entitlement side on the government side is ab- 
solutely essential. I think the budget laws of 1990-93 really make 
it very difficult not to finance any of the tax cuts you are talking 
about. I don’t detect any mood to overturn that, so it is a choice 
of which tax cut, can it, does it bring back some revenues, and then 
how much are the spending cuts or outlay cuts you need to do, to 
finance that and that is how the overall package looks to me at this 
time. 

I wouldn’t be saying the same thing at all times. Deficits are not 
always bad. If you have a very unemployed economy with a lot of 
slack, lots of people out of work, you can in that situation by in- 
creasing spending, lowering taxes, running bigger deficits, you can 
actually have a net positive effect. 

Mr. Bloomi'IELD. Mr. Shaw, over the long term, though, what we 
are concerned about is our level of national savings, and obviously 
after you get through the cyclical aspects of the economy, I agree 
with Sheldon Cohen that perhaps the biggest thing you could do 
is reduce the Federal deficit. The difference that Sheldon Cohen 
and I may have is how you reduce it. 

Remember, national saving has three components: Government 
saving or dissaving; personal saving; and business saving. To the 
extent to which you reduce the Federal deficit or government dis- 
saving by substantially increasing the tax on personal saving or 
business saving, you have done the fiscal equivalent of running in 
place, so I would argue that some of the proposals that people have 
engaged in the past to reduce the Federal deficit have been coun- 
terproductive. 

Having said that, that we need to continue to reduce government 
dissaving in a responsible manner, if you look at the drop in na- 
tional saving for the last decade or so, we have had a drop in gov- 
ernment dissaving because of the deficit. Personal saving has also 
plummeted, and as Mr. Houghton and I have talked about, busi- 
ness saving has plummeted, so we have got to do things on all 
three fronts and not just worry about the government deficit. 

Mr. Shaw. Thank you, Mr. Bloomfield. 

Mr. Levin will inquire. 

Mr. Levin. Thank you very much. 

Dr. Sinai, your estimates for 5 years from the tax provisions are 
very close to what came from Treasury, as Mr. Stark mentioned, 
205 was Treasury and yours are, what, 193? Treasury, when it 
looks at the period through 2005, comes up with a loss of $725 bil- 
lion. Do you have any reason to question those estimates? 

Mr. Sinai. Yes, but I generally would question any estimates 
going out that far from anyone, and since we haven’t looked at it 
out to that point, I don’t think I could comment one way or the 
other on the Treasury estimates. Too much happens on budget pol- 
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icy and in the economy between now and then for that to nec- 
essarily be reliable. 

Mr. Levin. Well, but these are just the tax estimates, for exam- 
ple the $500-per-child credit, the neutral cost recovery. 

Mr. Sinai. Oh, is that the total package that you are talking 
about? 

Mr. Levin. Yes. 

Mr. Sinai. Oh, including the tax credit for the $500 per? 

Mr. Levin. Right. 

Mr. Sinai. Then that number doesn’t sound out of line. That par- 
ticular part of it is very expensive, the $500-per-child tax credit. 

Mr. Levin. And that the neutral cost recovery shifts from a gain 
to a loss when you look at 10 years. 

Mr. Cohen. Yes, it is back-end weighted, so it recovers money 
early and loses it late. 

Mr. Levin. So there is a shift from — ^you have a $19V2 billion 5- 
year gain. Treasury has $18.4 billion. That shifts to a $120 billion 
loss over 10 years. 

Mr, Sinai. I think the figures I used were 5-year estimates from 
the House of Representatives. 

Mr. Levin. So you would question that it is likely that the neu- 
tral cost recovery proposal would shift to a gain in 5 to a loss over 
10 ? 

Mr. Sinai. Without taking account of what it would do to the 
economy, I probably wouldn’t question that. I think, here again, we 
have another tax policy which would, that particular one, acceler- 
ated depreciation, does have — in my studies in the past I have 
found that to have significant effects on capital spending, and that 
would have a significant effect on the economy. So, I think when 
you take account of what might happen in the economy over that 
period of time as a result of that tax cut, I would argue that the 
losses estimated are too high, net, over the whole period of time. 

Mr. Levin. Have you looked at that specifically? 

Mr. Sinai. No, we haven’t looked at that yet. I have looked 

Mr. Levin. You say it would be less cost effective than reducing 
capital gains? 

Mr. Sinai. Yes, I think that is correct. That is based on some 
unlocking effect out of capital gains, even if it was a conservative 
one, because no other tax cut has that particular characteristic. 
Capital gains is always going to be more effective in the “bang for 
a buck,” depending on the economic side of the impact. On the rev- 
enue side, it is always going to be more effective because it is going 
to generate unlocking. Almost all of the studies show this. The 
issue is whether you get unlocking over all years going out 10 
years or whether you just get it for 2 or 3 or 4 years. 

Mr. Levin. Let me just mention to you, Mark, the staff calculated 
the data from 1991 in terms of the dollars that result from a cap- 
ital gains reduction, and I don’t understand your figures because 
the 1991 figures show that 65 percent of the dollars would go to 
people with incomes of $100,000 or more, so I would appreciate 
your supplying this soon for the record. I think we need to take a 
candid look at all these proposals. 

I must say. Dr. Sinai, I read your testimony as the most tepid 
embrace of the proposals in the Contract. You say the tax reduc- 
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tions proposed have much to be commended, but then you say the 
neutral cost recovery would be less cost effective than reducing the 
capital gains. The IRA provision, the net effect on overall savings 
is questionable. 

On capital gains you suggest over 5 years, this isn’t reflective of 
lock-in, there would be a loss of $62 billion, and acknowledge that 
there is a problem of equity, the capital gains provision. I think 
that is an accurate summation of your testimony. 

Mr. Sinai. You have picked certain parts of the testimony. Here 
is the problem, as I see it down here. If you add up the costs of 
all the cuts, it is fairly expensive. I think the practical problem is 
are you going to be able to find the spending side reductions to fi- 
nance that, and so I am saying that you are probably going to have 
to pick and choose from what is in there. That was the tone of the 
testimony, in terms of picking and choosing. 

Mr. Levin. The red light is on. I will finish. 

You say that it is especially important to be careful in a time of 
fuller employment when there could be an even further dangerous 
crowding out of savings because of the deficit; isn’t that accurate? 
So you say pick and choose, but be especially careful at this point 
in our economic recovery; isn’t that true? 

Mr. Sinai. Yes, that is right; that is correct. 

Mr. Levin. Thank you. 

Mr. Bloomfield. Mr. Levin, may I respond to your comments? 

Mr. Levin. If the Chairman will indulge. I didn’t mean to sug- 
gest — 

Mr. Shaw. Yes, you may continue. 

Mr. Bloomfield. The numbers that I referred to earlier were tax 
returns not including capital gains as part of income, and the rea- 
son I refer to that is because these are not the same people realiz- 
ing capital gains every year. 

I think I have got the same chart in my briefing book that you 
have, and if you look at capital gains, if you include capital gains 
in income, what is the distribution, and the answer obviously, it is 
more skewed toward upper income. But if I look at my 1991 num- 
bers and 1 look at a total of capital gains of 111,443, I look at cap- 
ital gains in dollar amounts, 22, 23; 778 out of that goes to people 
$50,000 or less. If you look at filers, the discussion I had with Mr. 
Cohen, you still have in 1991 about 60 percent. 

Mr. Levin. I am not talking about filers. 

Mr. Bloomfield. You are talking about dollar amounts. 

Mr. Levin. We are talking about dollar amounts because you can 
have millions who receive small amounts and thousands who re- 
ceive large amounts, and there is no use of obscuring this issue, 
and I think this committee, without a lot of propaganda, needs to 
look at a number of issues, growth issues, but also distribution is- 
sues, so we will continue the dialog as we have in the past. 

Thank you, Mr. Chairman. 

[The following was subsequently received;] 
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Mr. Shaw. OK. Mr. Hancock will inquire. 

Mr. Hancock. Thank you very much. 

Mr. Cohen, in the second paragraph of your statement you state 
that it is interesting to note that we have the finest tax system 
with the lowest cost of collection of any of the developed countries 
of the world. 

I wonder how you arrive at that. For instance, you are a tax at- 
torney. You obviously get paid for working in the tax area. Is your 
income calculated as part of that compliance cost? 

Mr. Cohen. No, sir, I am talking about governmental cost, and 
I have gotten that from — I do some consulting work for the United 
Nations and for several international organizations, and I have 
studied other systems, looked at their cost of operation. 

Mr. Hancock. But isn’t it also true that the cost of operation, it 
doesn’t consider the fact that the small businessman has to collect 
the money for Internal Revenue rather than Internal Revenue col- 
lecting it? 

Mr. Cohen. That is true in Britain and France and Germany and 
Japan also, sir. 

Mr. Hancock. Well, isn’t it also true that Milton Friedman has 
said that the biggest mistake he ever made was developing the 
W-4 withholding, that that started concealing from the individual 
how much income taxes they paid. It was supposed to have been 
temporary to finance World War II. Boy, once we got it, we kept 
it, didn’t we? 

Mr. Cohen. I have read the Beardsley -Rumel report which is in 
the IRS somewhere. It was invented in 1942. 

Mr. Hancock. As a small businessman, I can assure you that for 
several years my cost of complying with the tax law was much 
more than the amount of the income tax that I paid, and in fact 
I tried to make a deal with them, to where I will just send you x 
number of dollars if you won’t make me do all this paperwork and 
that we both would come out a lot better, but they didn’t think that 
would be the proper thing to do. 

I would like to get back to Mr. Bloomfield and Mr. Sinai on the 
problem we have with capital gains. I am veiy much in favor of 
capital gains; I don’t think there is any question. I get too many 
telephone calls from individuals that say, look, I am ready to retire, 
I own two or three pieces of property, I would like to sell, do you 
think we should wait and see if the Congress is going to pass a 
capital gains tax reduction. In fact, they have been talking about 
it ever since we got rid of it in 1986. 

The Democrat Party has attached a stigma to capital gains, that 
only the rich benefit from capital gains, I know that is not true. 
Anybody that is out in the real world knows that is not true. Would 
it be feasible to come up with some form of a zero capital gains, 
say, up to the first $1,000 that would apply to everybody across the 
board, merely to get rid of this asinine statement tnat capital gains 
only benefits the rich? The perception I think is what we have got 
to get rid of if we are going to be able to get the general public to 
support it, and get the news media off this topic. 

Mr. Bloomfield. Well, Mr. Hancock, you could obviously exempt 
capital gains up to a certain level. You could say that people in the 
15 percent bracket, instead of having their tax reduced to 7.5, you 
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could have an arbitrary number and say zero, so that could be 
done. 

I want to say something about Democrats and capital gains be- 
cause I think it is very important to recognize that this in the past 
has not been a partisan issue. 

As you may recall, President Kennedy in January 1963 proposed 
a capital gains tax cut. He talked about it as an engine of economic 
growth. The history of capital gains tax debates in this Congress — 
you have people today in the Senate like John Breaux and Joe 
Lieberman who are for capital gains tax cuts. Tomorrow there will 
be a breakfast with Democratic Members of Congress who want to 
reduce capital gains tax cuts. It has not been a partisan issue. It 
should not be a partisan issue. A capital gains tax cut, as you 
know, passed a Democratic House of Representatives. 

I think, also, if you look at the distribution argument or the fair- 
ness argument, the best thing I could bring to bear on this, 
anecdotally, is a fellow by the name of Joe Dolan, who many of you 
don’t know. Joe Dolan perhaps should be brought to the committee 
because he could say as much about the fairness of this issue that 
Mr. Cohen and I talked about. 

Who is Joe Dolan? Joe Dolan is a New Jersey painting contractor 
who was quoted in the Washington Post the day after the election, 
and he said that “yon are looking at a poor man that thinks the 
capital gains tax cut is the best thing that could happen to this 
country because that is when the work will come back. People say 
capital gains is for the rich, but I have never been hired by a poor 
man.” 

Mr. Sinai. Congressman Hancock, if I might say, actually Can- 
ada has such a system, the first $250,000 is exempt. 

The issue of fairness having a — we tax capital too much, as was 
mentioned by Congressman Crane, too many times as it is, which 
is part of why savings rates are low and there are enormous distor- 
tions in that, so an exemption of zero for lower income families 
would certainly make sense and could be structured that way. It 
is a very creative suggestion in terms of dealing with this issue. 

To me the criteria are four or five. It is probably a little esoteric 
and technical, when you use the word “fair” people get very excited 
about that — I do, too — and the other criteria that I have mentioned 
have tended to slip by the consciousness of people, and it is just 
a very emotional rich versus poor issue, that kind of thing. 

Mr. Hancock. Well in my life prior to the time I came in the 
U.S. Congress, I was involved in commission selling and getting 
people started in savings. Anything that we can do to get the young 
people to start some type of a savings program, it carries on if we 
get them started early enough. That is what we need to get done. 
And that is why I would like to consider a zero capital gains rate 
on the first $1,000 of interest income. I think we ought to look at 
it real seriously. 

Thank you, Mr. Chairman. 

Mr. Shaw. The time of the gentleman has expired. Mr. Camp 
will inquire. 

Mr. Camp. Thank you, Mr. Chairman. I appreciate all the wit- 
nesses testifying on our proposals to increase savings and invest- 
ment. 
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Mr. Bloomfield, looking through your testimony, it is my under- 
standing that most industrial countries have what we call IRAs or 
ADS accounts. Is that correct, Canada or Australia? 

Mr. Bloomfield. It is correct, yes, sir. 

Mr. Camp. France, United Kingdom. Many of those permit larger 
contributions than what we have in the United States, is that cor- 
rect? 

Mr. Bloomfield. It is correct. For example, Canada’s generous 
savings plan — in Canada what you can do is you can contribute 
$3,500 a year to a registered retirement savings plan, and if you 
do not have an employer pension plan, you can contribute up to 
$13,500. 

Mr. Camp. So countries, if I understand the tables in the back 
of your testimony, countries with these IRA-type savings, including 
Canada’s, they have higher savings rates than the United States 
of America? 

Mr. Bloomfield. That is correct. 

Mr. Camp. You note that U.S. personal saving has declined, and 
you compare the late eighties to the time period between 1960 and 
1980, and you also note that net private domestic investment has 
declined. \^at do you mean by net private domestic investment? 

Mr. Bloomfield. Net private domestic investment is a netting — 
it refers — for investment you need savings, and investment in the 
United States can either be financed by our saving or it can also 
be financed by saving from abroad, and because we did not have 
sufficient saving in this country we had to rely on savings from 
abroad in addition to that of the United States, and because there 
wasn’t a total amount of additional savings around, our investment 
in machinery and equipment, which is what we are particularly 
concerned about in an economic sense has declined, and as you 
rightly said, it has declined from 7.4 percent in the sixties and the 
eighties to less than 3 percent now, and of course the investment 
level is the key to long-term economic growth. 

Mr. Camp. So savings and investment are directly related? 

Mr. Bloomfield. They are related. You cannot have investment 
unless you have savings, and our savings has been burdened be- 
cause part of our savings has been used to finance the debt, and 
that has caused pressure on investment in the United States, and 
then obviously our ability to continue to bring in savings from 
abroad is a touchy issue because there is a growing demand for 
savings in Eastern Europe and around the world. 

Mr. Camp. Is it also fair to say in your testimony that that in- 
vestment is what is essential to the kind of economic growth to 
raise real wages for workers across the spectrum, skilled and un- 
skilled? 

Mr. Bloomfield. It is critical as Harvard Professor Dale 
Jorgenson might mention when he appears before the committee on 
Thursday. ITie most important determinant of long-term growth is 
our capital stock, which is a function of the level of investment. 

Mr. Camp. Thank you. 

Now, Dr. Sinai, in a table attached to your testimony, you indi- 
cate that the IRAs or enhanced IRAs will bring additional revenue 
to the government in the first 5 years, about $4.7 billion, is that 
correct? 
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Mr. Sinai. Yes. Those are estimates done by the House of Rep- 
resentatives, and I have no reason to disagree with them. 

Mr. Camp. All right. But you make the assertion that the IRAs, 
as outlined in the Contract With America, would not have any net 
effect on overall saving or that it is a questionable effect on overall 
saving, yet I don’t see any statistics or tables to support that asser- 
tion. 

Do you have something that you could submit in writing? 

Mr. Sinai. We have studied that in the past, and in a study that 
I did, I did come to the conclusion that there was not a significant 
effect on the personal savings rate from the IRAs in place at that 
time. The other research on the subject provides pros and cons. 

My opinion is that the research on the subject does not conclu- 
sively tell us which way the current proposal would go. I have not 
done the research on this particular proposal. There are certain in- 
centives to saving having to do with the tax-free drawing for cer- 
tain kinds of activities, which might make it do better on savings 
than the past ones. So my answer is I haven’t done the research 
on it to really be able to say. 

Mr. Camp. Would you agree with the tables and the statistics 
that indicate the countries that have, as I mentioned with Mr. 
Bloomfield, that have IRA-type accounts have higher savings rates? 

Mr. Sinai. You know, they do, but Japan has no II^ or has no 
provision. They have one of the highest savings rates in the world, 
so I don’t think you can necessarily draw that conclusion based on 
that two-factor association. 

Mr. Camp. Would you agree, though, that savings and invest- 
ment are directly related? 

Mr. Sinai. Yes, yes. You know, investment decisions can be taken 
without saving. You then borrow to finance the investment. We 
borrow internally here in the United States or we borrow exter- 
nally. Incentives that make businesses invest sometimes are not — 
they are different than where the saving comes from and you go 
and you look for the financing. So they are only identical in the 
definitional sense, not identical all the time in the behavioral 
sense. 

Mr. Camp. Thank you, Mr. Chairman. 

Chairman Archer [presiding]. Mr. Cardin. 

Mr. Cardin. Thank you, Mr. Chairman. 

Let me thank our witnesses for their testimony today. I think all 
the members of this committee are concerned about the savings ra- 
tios of our country and what role the Tax Code plays in encourag- 
ing more savings. We are all looking for ways of modifying our Tax 
Code to encourage additional savings for this Nation to be more 
competitive. 

In that light, reducing the capital gains rate makes sense and I 
think wouldf have a very positive impact on additional savings. I 
also think indexing of capital assets could make some sense if we 
could figure out how to do it administratively and make it simple 
and not add additional complexity to the code. 

But on the neutral cost recovery, I would like to focus your atten- 
tion on that specific proposal because that does cause me to wonder 
whether we are talking about a proposal which appears to look 
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good from a textbook point of view, but in the real world is not 
going to accomplish the results that we all desire. 

Let me try to explain. What we are asking investors to do is to 
invest in an asset under neutral cost recovery, to give up more lu- 
crative depreciation schedules, to give up capital gains favorable 
treatment because we are going to give them a more economically 
realistic writeoff of their assets. 

Now, Treasury indicates that during the second 5 years, from 
years 6 through 10, that one proposal will cost the U.S. Treasury 
$139 billion, that one proposal. 

Treasury also has indicated that it will cause shelters where eco- 
nomic decisions will be made based upon the tax consequences 
rather than based upon what is appropriate economic activity as a 
result of the 3.5 percent assumption on the economic returns. 

Now, if Treasury is right, it is likely that Congress won’t let that 
type of schedule continue in years 6 through 10. There are going 
to be additional modifications to these provisions and I am wonder- 
ing whether financial advisors are going to tell their clients to trust 
the Tax Code and use this neutral cost recovery system. 

It may well be that the economic consequences that we are trying 
to achieve won’t become reality because of the skepticism about 
Congress leaving in place a tax law over 10 years or 15 years or 
20 years. We would all like to see more certainty in the tax laws, 
but if we use an academic exercise such as this neutral cost recov- 
ery rather than dealing with the problems of the real world, I am 
not sure we are doing a service to the people we are trying to help. 

Many of us would rather we work on the alternative minimum 
tax problems than working on this neutral cost recovery, and I am 
curious as to the views of any who care to express a view on this 
whether we shouldn’t be setting priorities. Capital gains I under- 
stand, but as for the neutral cost recovery proposal, isn’t there a 
better way? 

Mr. Cohen. You will certainly induce in the small business con- 
text a lot more expense. As long as the systems are an elective and 
you can go into the present system or into the new system, that 
means that the small businessman has to do the analysis many 
ways, has to engage lawyers or accountants or somebody who can 
do that for him and try to give him parameters from which he can 
make the judgment as to whether he wants the benefits short 
range, long range, however that would work. So that makes it a 
much more difficult decision. 

The government has to gear up and do it both ways, has to train 
its people to do it both ways. That is a very expensive process. 

Mr. Bloomfield. I think that you should try to fix the AMT. 
Under NCRS, the fancy word for neutral capital cost recovery, 
AMT taxpayers are better off. In preparation for this hearing, we 
asked Arthur Andersen to look at NCRS, the theoretical exercise, 
and see how NCRS affects the tax treatment of investment in 
seven assets. 

In table 4, we look at computer chips, telephone switching equip- 
ment, factory robots, continuous steel casting, let’s look at your 
steel production outside of Baltimore. You will find that in a steel 
company in your district, perhaps, that NCRS substantially in- 
creases the present value for investing in continuous steel casting. 
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Under the 1981 act we had expensing. If you look at the invest- 
ment in continuous steel casting after the 1986 act, we got to a 
present value of 81 percent. With the AMT, you only got a present 
value of 59 percent. Under NCRS, if you are a regular taxpayer, 
you are at 95 percent and you can see the relief up to 94 percent 
present value. 

So in terms of running it through a computer through the 
present value analysis, NCRS helps regular taxpayers and AMT 
taxpayers. 

Mr. Cardin. Which I would suggest to you, if Treasury is right 
on these estimates, it is unlikely, ^mat advice are you going to give 
your clients? 

Mr. Bloomfield. The question is, what do you do instead. I 
agree that you ought to use this opportunity to deal with the AMT. 
And there are various ways to do that. I would also suggest for 
non-AMT taxpayers that you might consider phasing in expensing. 
I would like somebody to explain to me Les Samuel’s testimony be- 
fore this committee and I think exactly how you are going to get 
a lot of tax sheltering. You are not talking about a lawyer or a doc- 
tor investing in a building. We do have passive 

Mr. Cohen. It won’t be in a passive situation. It will be within 
a business. You will skew investment within a business or there 
will be a temptation to skew toward the most beneficial tax situa- 
tion and it may affect people’s judgment on economics. Hopefully 
it wouldn’t, but people are strange, and they take signals. When 
you signal them that you want them to do something, businessmen 
seem to get a herd instinct and they all run to it. 

Chairman Archer. Perhaps some other panel member might like 
to pursue Mr. Cardin’s inquiry, but Mr. Cardin’s time has expired. 

Mr. Zimmer. 

Mr. Zimmer. Thank you, Mr. Chairman. 

Mr. Cohen, you just stated that people take simals and you have 
been saying throughout your testimony that the Tax Code will have 
an impact on people’s behavior, sometimes making them act in 
ways that are not economically rational. 

Those of us who support cuts in capital gains taxes and IRAs and 
other elements of the Contract With America believe that the Tax 
Code properly drafted and properly reformed can influence people’s 
behavior in a way that will substantially increase savings and in- 
vestment, risk taking and job creation. This is a premise that is 
disagreed with bv some of the people who testified before this com- 
mittee this month. 

I asked Congressman Gephardt whether he believed that the Tax 
Code could encourage savings and investment and he said he didn’t 
think it could. Mr. Block of H&R Block said essentially the same 
thing. 

Do you share our underlying belief that the Tax Code can in fact 
increase savings and investment? 

Mr. Cohen. I think you can skew investment. You see, you can’t 

f et more investment unless there is more savings. That is why I 
eep emphasizing the deficit because I know that a reduction in 
the deficit will put more capital into the hands of private industry. 

Mr. Zimmer. I agree. But the other provisions of the Tax 
Code 
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Mr. Cohen. I think you skew it, not create it, that is, you can 
affect where it goes. You don’t create new capital. You have to have 
pain to have new capital. You have to save it. That is the way you 
get it. 

Mr. Zimmer. Do you have data to support that. You said it was 
a religious 

Mr. Cohen. It is part of my religion, yes, sir, and also 44 years 
of tax practice. 

Mr. Sinai. I think you could. What I am about to say I am not 
going to suggest you necessarily do. But you can use the tax system 
to reduce consumption. You can use the tax system to increase in- 
vestment and you can have a permanent change. 

Suppose we went to a value-added tax with exemptions at lower 
income levels as our basic tax system. That would reduce consump- 
tion and raise savings. That exists in most countries around the 
world. Suppose at the same time you reduce capital gains taxes or 
reduce the corporate income tax. I believe that kind of restructur- 
ing would reduce consumption, raise saving and raise investment, 
and that would happen if the economy were fully employed. 

When you are at much less than full employment, you can re- 
cover a percentage of it all because you have so much room for 
growth in the economy which will then generate additional saving 
and spending at the same time. So I think from the macroeconomic 
point of view, you absolutely can use the tax and spending ability 
of the Federal Government, the Congress and the Federal Govern- 
ment to alter macroeconomic behavior in very, very significant 
ways. 

Mr. Zimmer. Mr. Bloomfield. 

Mr. Bloomfield. I concur with the economist on the panel. 

Mr. Zimmer. Mr. Cohen, you have spoken approvingly of the 
1986 Tax Act and you have said that our efforts would break the 
faith that was evidenced in that act in the sense that it would re- 
store deductions that were eliminated in exchange for the reduction 
of the marginal rates. 

Isn’t it a fact, though, that the marginal rates have been raised 
significantly since 1986, roughly a 40-percent increase in the top 
marginal bracket; so isn’t that already the mark of a doublecross, 
so to speak? 

Mr. Cohen. I don’t want to condone one ill and, therefore, I in- 
duce another one. The difficulty with the Tax Code is that one de- 
duction begets another, one credit begets another, one change be- 
gets another and then we are all complaining about the complexity 
of the Internal Revenue Code. 

When I came to this room for the first time in 1952 to draft some 
legislation, which is when I started drafting legislation for the 
Treasury, the Internal Revenue Code was not as thick as my 
thumb. Today it is about 5 inches wide. I don’t like that. But I caat 
stop it. l\Tien I came to driving a car, it was a stick shift car with- 
out air-conditioning. That has changed. I can’t go back. 

I am saying that you must be careful, and careful is a relative 
term. Each of you has to apply it in your own judgment about add- 
ing things that add complexity in addition to providing benefits, be- 
cause one begets another. Each one you add will be the marker for 
the next person that comes along and says, you can do that or you 
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can do this and you can but there is a cost attached to it. There 
is a cost of administration. 

The administration of the Internal Revenue Service has fallen 
off. IRS used to audit 4.5 percent of returns. Today they audit 
eight-tenths of 1 percent of returns. We used to have 92 or 93 per- 
cent compliance. Today we have 82 or 83 percent compliance. Those 
things go together. 

Mr. Zimmer. Thank you. 

Chairman Archer. If I may piggyback on that, we eliminated 
over 6 million people from the tax rolls in 1986. Those were the 
people that had the easiest compliance of everybody in the tax pay- 
ing public. So these comparisons must be made in context as to the 
percentage of compliance. 

But it is Mrs. Kennelly’s turn. 

Mrs. Kennelly. Thank you, Mr. Chairman. 

And having read Mr. Cohen’s statements before and having lis- 
tened to him, I know that he is very firmly a believer that the most 
important way we encourage savings is to reduce the deficit. I look 
at someone like Mr. Bloomfield, who has been marvelous in his 
years of being in business and capital formation and trying to in- 
crease savings and I say to you, I read your testimony and you 
praise the Contract issue after issue and I understand that, and I 
love them too, but my problem is paying for them. 

I wonder, have you thought at all that maybe we can do some 
but not all of them. Have you looked at the tax of $500 per child 
for every family and know what a huge figure that is? Is there any 
way you could guide us to see how we could do some of these 
things, not all? 

Knowing you all these years, I understand this is exactly where 
you want us to be, except I know you don’t want to have the deficit 
we do. Is there some way we can approach this by not building up 
the deficit and at the same time the American public gets some 
good things that they like? 

Mr. Bloomfield. Thank you. What I said in the first paragraph, 
and I want to reiterate it, is that we applaud Chairman Archer and 
members of the committee for their commitment, which we share, 
that this Republican contract needs to be revenue neutral in the 
aggregate. If it is not, that would be very troublesome for the rea- 
sons that you have articulated and that Mr. Cohen has articulated. 

If you look at where you cut back if you have to cut back, if you 
look at the 5-year numbers, and this is not a politically attractive 
response, 60 percent of the 5-year number, understanding that 
there are budget gains with the other, 60 percent is the $500 tax 
credit. If you look at polls, Frank Luntz recently did a poll and he 
said, which one of these proposals is most popular among the 
American people? The IRA was the one that was most popular. 

I juxtapose those because my concern is savings and investment. 
Here you have a savings and investment proposal which Mr. Neal 
and Mr. Thomas and others are supporting which makes economic 
sense. So from an economic point of view, I have some concerns 
about overall tax cuts, not commenting directly on the fact that 
Americans do feel that they are overtaxed. 

If you go in other areas, and I understand that there is a reli- 
gious nature to the capital gains debate, but putting that aside, I 
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think one can make a very strong case that reasonable people can 
look at that and the revenue cost of capital gains because of 
unlocking is not that great. Let me just throw that out as a propo- 
sition that can be debated. 

If you look at other provisions there, I still believe and agree 
with Larry Summers that IRAs will pay for themselves; in other 
words, if you look at IRAs, 25 cents of every dollar is what the rev- 
enue cost will be. He assumes that if you contribute a dollar, if you 
get one quarter of new savings coming in, it pays for itself. If you 
look at NCRS— I have commented on that — I think there are oppor- 
tunities there to address the AMT. 

I would like to go expensing, but you have a revenue problem as 
you know under 5 years. But my hope is that the committee and 
the Congress will come up with a revenue neutral aggregate pack- 
age, which I think is more important than the individual pieces. 
A^d if you look at the individual pieces, that is my honest response 
to how I would cut back. 

Mrs. Kennelly. Am I correct that you probably could not do it 
in 5 years, but if you do a 10-year figure, you seem to think you 
could? 

Mr. Bloomfield. I don’t know what the spending cuts are going 
to look like. 

Mrs. Kennelly. Good answer, Mark. Nobody does. Thank you 
very much. 

Mr. Sinai. The various tax credits as much as we would like 
them for American families when you are close to full employment 
and you may have limited resources to finance tax reductions, tax 
reductions that stimulate consumption are about the last thing 
that, from an economic point of view, one would want to do. 

Mrs. Kennelly. Thank you. I think that is the dilemma we are 
in. We all feel we are paying too much in taxes, we would love to 
give a tax break, but in tne long run, by a tax break, we could end 
up paying much more than we want to. That is what I am wres- 
tling with. 

Out there they think a tax break is a great thing but when you 
know someone like Mr. Bloomfield who has studied this, you know 
we can’t pay for it at this time under our circumstances with the 
deficit. We want to give people back more money but, on the other 
hand, we don’t want to increase the deficit. As Mark says, we don’t 
know what the budget cuts are going to be, but we know the money 
is in Medicare. 

You are saying that is a tough one? 

Mr. Sinai. I think it is a practical matter to get something done. 
It is going to be difficult to do all that is in the Contract With 
America. To try to do it all may lock Washington into a debate 
about how to finance it that could end up with nothing better done. 

In terms of getting something done for some part of the economy 
and that leads to increased savings and investment, I would en- 
courage you to skinny it down and to make it a more manageable 
task on the financing side so that Republicans and Democrats and 
the President can agree rather than ending up having nothing hap- 
pen from all these very good proposals and the very good debate 
that has started this year. 

Chairman Archer. Ms. Dunn. 
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Ms. Dunn. Thank you, Mr. Chairman. 

There is no question that this panel supports the effort to in- 
crease America’s savings and that is what the GOP contract is all 
about. 

Mr. Bloomfield, I would like to ask you a couple of particular 
questions. Along that line, one element you have in your testimony 
but is not yet part of the Contract is the spousal IRA. Would you 
focus on the spousal IRA and how does it relate to equity and to 
savings? 

Mr. Bloomfield. We are very supportive of the spousal IRA. If 
I could make reference to our IRA special report that is attached, 
we have a question on that which is on page 3. The basic problem 
with existing law, as you know, is there is a bias for two wage 
earners. They get a $4,000 deduction, whereas a family with one 
wage earner only gets a $2,250 deduction. 

So I think it makes a lot of sense from an equity point of view 
and reviewing the literature, including the report that just came 
out yesterday, I think IRAs do work and we definitely shouldn’t 
discriminate against a couple with one wage earner. 

Ms. Dunn. Thank you. 

Mr. Bloomfield, I would also like you to address an issue impor- 
tant to me considering the district I represent, which has many, 
many small timber properties. What is your thought on what would 
happen to these owners if they were not exempt on long rotation 
crops? 

Mr. Bloomfield. You are getting into an area which I am not 
that familiar with and, therefore, if I could — I rarely like to duck 
questions, but my understanding is tomorrow there will be some 
witnesses who are able to respond to that. I am just not that famil- 
iar with that issue. I am supportive of a broad-based capital gains 
tax cut and I don’t think that one should discriminate between 
farmers versus people that own securities. 

Mr. Cohen. My son-in-law is an economist and deals in timber. 
He indicates to me, and this is not my area of expertise, that it 
does take a lot of incentive to hold that long crop 10, 20, sometimes 
30 or 40 years, so that he believes incentives need to be produced 
for those kinds of products. 

Ms. Dunn. I certainly share that belief. 

Let me ask a general question to the panel. A lot of what we are 
doing is going to be helpful in terms of increasing savings, and in 
other ways across the board, but it occurs to me we are doing a 
patchwork. What is your view of the long-term Tax Code and tax 
plan that we ought to be working for? For example, is the Armey 
flat tax something that we ought to be considering? 

Mr. Bloomi’IELD. I, in my testimony, started by saying that I 
think that the GOP contract is an important beginning. If one talks 
about a beginning, one wants to know what the end is. With regard 
to Mr. Cohen’s comment about using the Tax Code to skew eco- 
nomic behavior, I would like the ending to be a level playingfield 
between consumption and investment and saving, and our income 
tax system is biased against savings and investment. 

So what does that mean? That means that I share the Chair- 
man’s view that we should take a look at fundamental tax reform. 
There are a variety of proposals out there, as you know. There is 
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the Nunn-Domenici consumed income tax, the universal IRA and 
expensing on the business side, there is European value-added 
taxes, there is the Boren-Danforth proposal. In many ways, all 
those proposals, including the Armey flat tax, have more in com- 
mon than not. 

What they basically have in common is the following. Number 
one, we are going to eliminate the multiple taxation of savings and 
investment and we are moving, thereby, in a prosavings and in- 
vestment tax regime. What I ask you to consider when the Chair- 
man holds hearings on this matter is take all the proposals, don’t 
worry about all the specific details, but focus on the most impor- 
tant one, how do they tax saving and how do they tax investment. 
In my view, I think our long-term economic future depends on a 
tax system which taxes savings and investment very little if at all. 

Mr. Sinai. My guess is a consensus of economists on this issue 
would be that the tax system should be designed to increase pro- 
ductivity and potential supply of the economy; that is what ulti- 
mately determines the real standard of living of the American peo- 
ple, that is their potential rate of growth. That would favor less 
consumption, more saving, more investment oriented tax systems. 

I wouldn’t want to say anything more at this time in terms of 
the particular kinds of taxation algorithms you might go on to do. 
But I am sure I speak for the profession in terms of designing it 
to increase the saving, investment, and potential of the economy. 

Mr. Cohen. The tax system is kind of interesting — I have been 
plajdng with it for 44 years. The question is whether you go to a 
gross income tax or a net income tax. If you don’t get rid of the 
income tax, the imposition of a VAT is so much more burdensome. 
It seems to me, if I were to get rid of the income tax and I might 
consider one of these alternatives, Mr. Armey’s alternative is basi- 
cally a gross income tax. That is going to hit different people in dif- 
ferent ways. 

A traveling salesman who uses his car, are you going to give him 
deductions or not? Are you going to give a deduction for charity? 
That is going to change the way the United States works. We like 
housing, we give a housing deduction. All those things will have to 
be evaluated at the same time. It is not a simple process. 

A VAT, if you put in a VAT tomorrow, you have an immediate 
spike in inflation. That doesn’t mean the spike is going to stay 
there forever but you have to remember that many of the European 
governments, when they put in a VAT the Belgian Government fell 
because they had an immediate spike of whatever the rate is, that 
is how much inflation you get the first day. 

It takes a long time for that to work its way through the system 
if you otherwise relieve certain other taxes. So the political heat 
will have to be taken by whatever does it, so I think I would go 
slow and think about it a little bit first. 

Chairman Archer. The gentlelady’s time has expired. 

Mr. Rangel. 

Mr. Rangel. Thank you, Mr. Chairman. I guess I will address 
my remarks to Dr. Sinai since he is the first chief global economist 
I have ever seen. 

Mr. Sinai. Titles don’t mean anything, Mr. Rangel. 

Mr. Rangel. Listen, when you got it, flaunt it. 
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Is there — we don’t have the luxury on this committee to vote for 
part of a tax bill, we do in the process. But when it gets to the 
floor, unless a part of the reforms are that there is an open rule 
on a tax bill, generally speaking, it is up or down. 

If indeed you were in a position to take a look at the Contract 
With America and you could not pick what you like, what you 
didn’t like, as economists and in your own minds, at least, you 
know what is best for America, would you vote for this? 

Mr. Sinai. Yes. But then you have the spending side and that 
has to be taken care of. If we put everything in there that is pro- 
posed in the Contract With America on the tax side and on the 
spendii^ side made the Federal Government more efficient, leaner, 
more effective and financed it that way and then got into the enti- 
tlements that need to be reduced, you would, I think, have a mar- 
velous result. 

Mr. Rangel. Let’s talk about the spending sides. Do you have 
any estimate as an economist, after talking with your colleagues, 
as to what the long-term spending costs would be if any if we 
adopted all of the Contract tax provisions? 

Mr. Sinai. On a static revenue estimate basis, this isn’t very pre- 
cise, there is a lot more work that has to be done on it. Without 
cutting into the outyear budget deficit, that is a separate issue, just 
taking care of this, you are talking about $300 billion of spending 
and transfer payment reductions over 5 years. 

Mr. Rangel. And the language that you are using, static, that 
is the commonly accepted description of what the people in the fi- 
nancial market will use in order to determine the 

Mr. Sinai. No, I don’t think so. I think for people in the financial 
markets, dynamic scoring is very controversial. 

Mr. Rangel. What you are talking about 

Mr. Sinai. It is presented in the Contract With America in a 
static way and the cost has been estimated by various people. We 
have costed out the static nature of the proposals. From an eco- 
nomic point of view, it is a bit more than what is in the document, 
$300 billion. Other people might say $200 billion over 5 years. 
Take some number, take $250 billion, and that is the size of what 
you would have to think about in terms of spending reductions. 

Mr. Rangel. You agree that no matter what professional experts 
would say for the majority of what it is, that if it is not accepted 
by economists generally, then it is not accepted by the marketplace, 
and it could have an adverse effect if we just went on with some 
numbers; is that right? 

Mr. Sinai. Yes. Truth in estimates is very important for financial 
markets. They will figure out whether it is credible, whether it 
makes sense and then the verdict will be registered in the market- 
place. Remember when you did deficit reduction, which was very 
hard to do in the early months of the Clinton administration, the 
financial markets gave resounding applause to that. They knew it 
was real. 

Mr. Rangel. No matter what economists they get, we still have 
to deal with the marketplace in terms of judging what was done. 
Let me ask you another question because I am for savings, and I 
think we should have incentives, I think America should be more 
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competitive in how and if we should tax the risks that people 
make. 

You said something which we are saying as Democrats, and I 
wish more Republicans would say, as exciting as this sounds, we 
are concerned with how we pay for it no matter what figure we 
come up with and we think they are taking the right approach. 
They have to lock in these cuts before we start drafting a bill or 
something close to that. 

Economists never talk about, however, a lack of investment in 
human skills. They will be the first to agree that if we took a look 
at our communities with the highest unemployment, the highest 
number of high school dropouts, the highest level of teenage preg- 
nancy, AIDS, crime, that it costs hundreds of billions of dollars in 
health and law enforcement, but worse than that, when you put in 
lost productivity, lost competition and load this into a global econ- 
omy, if we invested head-on, couldn’t we get some dynamic scoring 
in terms of how much we would save and how much we would gain 
in the 5- or 10-year period as it relates to the overall economy? Can 
economists do that? 

Mr. Sinai. Yes, they can contribute to that. We are not paying 
enough, in my view, attention to what you have described as a na- 
tional problem. 

Mr. Rangel. That is because they want to keep the Federal Gov- 
ernment out of local and State government but, my God, when we 
talk about global competition, we have to talk about the workplace 
and the labor market and whether or not they, too, can be competi- 
tive. 

Mr. Sinai. I think the problem which you identify — I am quite 
sure we all know it is a huge problem and a huge detriment to our 
family and economic weliare and how our economy performs. 
Whether you use the Federal Government to do it or some other 
way through the tax system or through State and local govern- 
ment, that is yet another issue. 

Mr. Rangel. How we do it — it won’t be “we” that is doing it. If 
it is not the Congress, then you have to tell me who. 

Mr. Sinai. I am ready to sit on a commission and work with you 
on the problem. 

Mr. Rangel. I am talking about the national economy, not the 
local and State, and I am suggesting if I can get your global back- 
ground to get the interpretation of the cost in dollars and cents of 
not doing what you think we should be doing, then maybe we can 
get some static or dynamic scoring for that investment as I am 
willing to join our chairman and get some dynamic scoring for the 
reduction in capital gains. 

Chairman Archer. I thank the gentleman for that comment. 
With that, his time has expired. 

Mr. English. 

Mr. English. Thank you, Mr. Chairman. 

I would like to explore a remark that Mr. Bloomfield made in his 
testimony. I understand that you have suggested that investment 
in equipment is the single most important factor relating to eco- 
nomic growth and development. I know in my district there is cer- 
tainly a very high correlation between creating jobs that are highly 
skilled and well paying in businesses that are making a constant 
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effort to invest in new equipment to improve the productivity of 
their workers and to compete intemationallv. 

Have 1 accurately portrayed your views Mr. Bloomfield? 

Mr. Bloomfield. Yes, you have. 

Mr. English. Would the other gentlemen care to comment on 
that viewpoint? 

Mr. Sinai. No, I am in agreement. 

Mr. Cohen. I don’t have disagreement with Mark. We disagree 
around the edges. 

Mr. English. Can we explore, then, international comparisons in 
the cost of capital? I know, Mr. Bloomfield, in your testimony you 
provided some insights into that. Can you gentlemen generally de- 
scribe the cost of capital and the treatment of capital in the tax 
system in our system, in summary, as it compares to our major 
trade competitors, particularly in manufacturing? 

Mr. Bloomfield. Mr. English, what I find most convincing is the 
table that we had Arthur Andersen prepare for this hearing. There 
you can look at various pieces of equipment and, if you look at our 
competitors, whether it be Brazil or Japan or Germany, I think one 
can make the case from this present value analysis that our capital 
cost recovery system, including the AMT, is way out of sync. 

If you look at OECD countries and you look at where countries 
get most of their revenue, they rely less on income taxes or they 
rely more on consumption taxes than we do which, by definition, 
allow for the immediate expensing of machinery and equipment. 

There is a very interesting person you might want to get in touch 
with, Larry Summers, Under Secretary of the Treasury Depart- 
ment for International Affairs. He and his colleague looked at de- 
terminants of economic growth and one of the critical factors was 
investment in machinery and equipment. 

Finally, I would ask that you ask that question of Harvard pro- 
fessor, Dale Jorgenson, who has done that work that I alluded to 
earlier. 

Mr. Cohen. I don’t see the cost recovery technique in the United 
States is that much off from the others. The tax systems vary. For 
example, the Japanese have a much heavier income tax than we, 
both on corporations and on individuals. So there is something else 
going on in the system in terms of the savings rate. 

Mr. Bloomfield. I don’t think that is true. If you look at cor- 
porate tax rates in Japan after the 1986 act 

Mr. Cohen. They are higher. They are not dramatically higher, 
but they are higher. The individual rates are much higher. Individ- 
ual rates are around 50 percent. 

Mr. Bloomfield. They don’t tax capital gains and dividends and 
all that. 

Mr. Cohen. I have not done the study to see how it breaks down 
for different kinds of income. 

Mr. English. Would any of you care to comment on whether our 
tax structure at this time puts us at a competitive disadvantage? 
Particularly, I would like to gear this to manufacturing, because I 
have always understood that manufacturing is more sensitive than 
other areas of the economy to tax changes and level of taxation just 
because of its nature. 

Would you agree with that? 
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Mr. Bloomfield. I would agree. The big issue is capital costs 
and that is more than tax policy. If you look at work that Professor 
John Shoven at Stanford has done, you will find that he attributes 
our high capital cost, one-third to our tax system, and our tax sys- 
tem does so by heavily taxing investment. 

Mr. Sinai. I think once you take out interest rates, that is the 
major determination of cost of capital. Once you extract from that, 
I believe we are internationally at a competitive disadvantage. The 
more incentives which exist, and the more complete a tax system 
which would help savings and help investment, and any country 
that employs a VAT, and I am not necessarily for a VAT, but any 
country that employs a VAT automatically is cutting back the 
share of consumption in their economy just by that tax method 
alone, and we are maybe one of two countries that don’t use that. 
We do tax capital many times and have for many years in this 
country, and that you will not find in many of the countries with 
whom we compete. 

Mr. English. I have a few more questions, but we are running 
late so I want to thank the three of you. I appreciate your coming 
out and providing your massive expertise. 

Mr. Sinai. If I might ask permission to excuse myself. I do have 
to get a plane. 

Chairman Archer. We understand, and we are very appreciative 
of your coming and being with us today. You made a great input 
to the panel. 

Mr. Ensign will inquire. 

Mr. Ensign. 'Thank you, Mr. Chairman. 

I have a couple of issues to address. First, we have been talking 
about welfare reform in this committee as well, and one of the com- 
ments that Mr. Rangel has made and I share his concern, is where 
are these jobs in the inner cities going to come from if we are talk- 
ing about workfare-type programs. 

Since we are talking about capital gains taxes, could you address 
how to encourage jobs in the inner cities, about having a zero cap- 
ital gains tax in so-called enterprise zones in the United States, to 
encourage capital investment in those enterprise zones and, there- 
fore, create jobs in the inner cities? 

Mr. Bloomfield. First, I think the correct approach to capital 
gains is a zero capital gains tax rate and some of the enterprise 
zone proposals do that. 

Two, capital gains has a macroeconomic impact in terms of cap- 
ital costs and it applies to big businesses and small businesses as 
well. 

Third, capital gains taxes are particularly important for startups. 
The fellow who wants to start a small business, he can’t go to a 
bank or the New York Stock Exchange; he has to go to his friends 
and his relatives. Obviously, his relative could put money into a 
bank and get a reasonable rate of return or he can take a risk and 
invest in a new startup. He will take that risk because his aftertax 
rate of return is low and, therefore, capital gains has an important 
microimpact on startups which, hopefully, is where some of these 
initial jobs will come from. 

Mr. Cohen. I suspect that more important than anything the 
Federal Government does is what is the State and local tax situa- 
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tion, that is real estate taxes and taxes on the property, that is put 
in there, cost of land, transportation system, police protection, a 
whole variety of things that need to go into that inner city to make 
me put a small plant there. 

Mr. Ensign. I a^ee, hut we don’t have control over that so that 
is why we are addressing the capital gains issue from this level. 

Mr. Cohen. That is a marginal effect. He won’t go in even if he 
gets a capital gains break unless he gets these other things. 

Mr. Ensign. Another issue that you addressed, Mr. Bloomfield, 
that I agree with, to deal with entrepreneurship and the capital 
gains and world competitiveness from the United States. You men- 
tioned that lowering the capital gains tax encourages small 
startups and much of technology breakthrough has come from 
small companies. 

To make the United States more competitive on a world stage, 
it would seem to me that we want to encourage small startups, 
from where these technology innovations are going to come from. 

Mr. Bloomfield. Congressman, I think what one needs to focus 
on, in terms of these new technological breakups and job creation, 
is the whole entrepreneurial process. As you know, the process of 
starting new businesses involves the entrepreneur. He will be sen- 
sitive to capital gains. He will leave the Fortune 500 company and 
go to a startup because he has the prospect of having a capital gain 
through stock options. The more formal investors are a second part 
of the process. 

They, of course, are very sensitive to capital gains tax rates. 
They are going to make a decision whether to put the money in a 
bank and get a safe rate of return or take a risk on a new business. 
Venture capital pools, and of course a healthy public market, are 
important because if you start a technologically sound company, 
sooner or later they will want to go public. 

My point is that all of those are extremely sensitive to capital 
gains tax cuts. But I know that you are going to have a wonderful 
panel of entrepreneurs and you should and will address the ques- 
tion to them. 

Mr. Ensign. My last quick point, Mr. Cohen, and that is we have 
heard a lot about the economy being at virtually full employment. 
We are talking about work proeprams, once again getting back to 
welfare, and they are saying where are these jobs going to come 
from, full employment seems like a dichotomy. But we hear capital 
gains and tax cuts will overstimulate the economy but yet we are 
concerned that there are not enough jobs for people coming into the 
work programs from welfare. 

Mr. Cohen. The problem is, we are in a technological society and 
the jobs are for the best trained people, people who are computer 
literate trained in skills. The folks without the skills are basically 
locked out. Full employment or not, you can’t hire as a computer 
operator a person who is not literate and can’t operate a computer. 
It is a sociological problem. We do have a class of people who have 
not received sufficient education to be employed in this kind of an 
economy. 

Mr. Ensign. Thank you, Mr. Chairman. 

Chairman ARCHER. Dr. McDermott. 

Mr. McDermott. Thank you, Mr. Chairman. 
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Unfortunately — well, first of all, welcome. Our economist slipped 
away. Senator Henry Jackson used to sav he was always looking 
for a one-armed economist because he couldn’t say on the one hand 
this and on the other hand that. 

I think some of us on this committee, in looking at this tax break 
question, are searching for some way to think about it conceptually 
that makes some sense. Most of us on this end of the dais voted 
last year to raise taxes and to cut programs because we were led 
to believe that deficit reduction was the main thrust of what we 
ought to do for the economy. So we went through that exercise, 
painful as it was. Some say we are in the minority in part because 
of that. 

So now we are in a position where I guess the deficit is all taken 
care of and we should now begin reducing taxes, because I don’t 
know how 1 am going to go back to my aerospace mechanics and 
explain to them why we raised taxes last year to deal with the defi- 
cit and this year we are now reducing taxes when the deficit is still 
there, when the national debt is still rising. 

How would you explain to the ordinary citizen, because that is 
our problem — we vote for these tax cuts — what do we say to people 
to make sense in that kind of tacking back and forth in the ocean 
of economics? 

Mr. Cohen. It is easy to vote for a tax cut. That is the most pop- 
ular thing in the worm. One of the problems that — I was testifying 
before the committee when the committees back in the seventies 
started indexing things and I said tax committees would live to re- 
gret indexing, although you can’t argue with it theoretically. Once 
you index, the people on this committee only get to vote for tax in- 
creases, it is hard to vote for tax decreases. They happen automati- 
cally. 

I am a deficit hawk. I think that the best thing we could do for 
the United States is to work at reducing the deficit, certainly in the 
full employment situation we find ourselves in. If we don’t reduce 
the deficit now, when will we, next time there is a slight dip in pro- 
duction or employment statistics? Of course we won’t. We have to 
do it now and that is why I have been leaning on that element of 
it. 

Mr. McDermott. Could you, in any way, justify any of these tax 
reductions on the basis that it is going to be put into savings, in 
other words, we ought to vote for the ones that can be forced into 
the savings pool? Would that make sense in terms of economics in 
the long run? 

Mr. Bloomfield. I think the answer to the aerospace worker in 
your district is I think he would be for proposals that provide for 
more modern machines and equipment, for better tools. I think 
also, the fact that Luntz’ polls and others indicate the most popular 
proposal in this Contract is not the $500 credit but it is the IRA 
proposal. I think he would understand that to the extent to which 
these things affect savings and investment, and we could have rea- 
sonable arguments about whether they do or not, I think that he 
would be supportive. 

Mr. McDermott. Do you then think that the IRA proposal here 
is sort of kind of a tax shelter savings account that you can jerk 
it out at any time, you are going to take off the penalties. The IRAs 
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I have now, I could get the money, but it is going to cost me a 
chunk. These ones are kind of loose and they have a certain insta- 
bility in terms of real savings to them, don’t they? 

Mr. Bloomfield. Well, there is a question about whether you 
can withdraw them too quickly. I might have constructed a dif- 
ferent IRA proposal. There is a question about whether they shift 
savings or not, but I still think this IRA proposal will, on balance, 
create new savings. The fact that your constituent would favor that 
over a $500 tax credit indicates that he wants to do things that 
make economic sense. 

Mr. Cohen. But it is basically a self-certification and if it is self- 
certification, that means there is no governor, they can take it out 
any time they want to. 

Mr. Bloomfield. One of the arguments about shifting concerns 
the fact that the average net assets of an American family is 
$1,000. So obviously there is not going to be that much shifting. 
That statistic alone indicates that, sooner or later, people are going 
to save more through IRAs. It makes economic sense, and your av- 
erage constituent also doesn’t think his savings ought to be taxed. 
That is a savings proposal. 

We can have a debate about your aerospace worker in terms of 
what proposal would give him more modern machinery and equip- 
ment, and that is what I think the committee is about, NCRS or 
some version of NCRS. 

Mr. McDermott. So on your list, the earlier question you were 
asked about ranking pieces of this Contract, you would say that the 
IRA is the number one item that you would go for on the list? 

Mr. Bloomfield. No, I don’t. I would prioritize them. I think 
capital gains is in a category by itself because I think the unlocking 
pays for a lot of it. I don’t want this thing passed unless, in the 
aggregate, it is revenue neutral. There are various IRA proposals. 
Mr. Neal has his proposal, the President does and others. 

As far as NCRS is concerned, I know members of this committee 
have expressed some concerns and, therefore, there are alternatives 
there — I wouldn’t prioritize one over another. 

Chairman Archer. The gentleman’s time has expired. 

Mr. Christensen. 

Mr. Christensen. I wanted to touch briefly on a couple of points. 
Early last w"ek, the administration briefed Members of my class 
on the Mexican bailout or the loan guarantee and during that brief- 
ing they handed out materials that talked about some things on 
the Mexican situation. In there they had one sentence that I liked. 
This was from the administration. It said “Who benefits?” Well, 
millions of American middle-class families invest their money in 
mutual funds. 

I tell you, Mr. Bloomfield, for so long I have been hearing this 
class warfare argument about how a capital gains reduction isn’t 
going to help the middle class, and I am just glad to hear a lot of 
my colleagues on both sides of the aisle, and this is truly a biparti- 
san measure, are not taking part in this class warfare bit. 

And there have been those that are still out there hollering about 
it, mainly Les Samuels. We heard him here talking about that. Mr. 
Samuels stated that there is going to be a sheltering effect, \^^ere 
in the world is this tax shelter that we are creating? Please explain 
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it to me because I sure don’t see it. I have heard it this morning 
by Mr. Cohen. 

Mr. Cohen. It depends on how you define capital gains. As I in- 
dicated in my testimony, I don’t want to have to brush up on my 
collapsible corporations again. There are a variety of techniques by 
which investors can convert what would otherwise be ordinary in- 
come into capital gains. If that is allowed, then you will have a 
great deal of economic activity from lawyers and accountants. 

Whether it will be productive economic activity is another ques- 
tion. That goes to how you make the change and how you define 
it. I don’t oppose the true capital gain, but one has to be very care- 
ful that you don’t allow a varieW of activities that don’t produce 
anj^hing and don’t do anything mr the economy to yield a benefit 
nevertheless. 

Mr. Bloomfield. There is another answer to it. Mr. Cohen point- 
ed out at the beginning of the hearing that our income tax system 
has a very low cost of administration. I would suggest that it has 
a very high cost of administration, Mr. Christensen. 

If you Took at the corporate side, Joel Slemrod at the University 
of Michigan pointed out for large corporations that it is the most 
inefficient tax because it costs more to collect and administer it 
than it does in terms of revenue. If you do what I think you want 
to do, and that is to have a zero tax on capital gains, if you had 
a consumption tax, not an income tax — the problem with an income 
tax is they spend a lot of time trying to figure out what income is 
versus what capital gains is. They spend a lot of time trying to 
come up with the idem depreciation system. 

A lot of these technical issues are implicit in an income tax. If 
you go to a flat tax, you will get rid of a lot of the complexity. 

Mr. Christensen. Mr. Bloomfield, I want to add to that. I don’t 
want to pick on Mr. Cohen, but you did say you have been involved 
since around 1952? 

Mr. Cohen. I first started drafting legislation for this committee 
in 1952. 

Mr. Christensen. You said, I don’t like it, but I can’t stop it. I 
guess I would challenge you on that, because I believe you can stop 
it. You were the Commissioner of the IRS for a long time and that 
code grew larger and larger. 

Mr. Cohen. I administered laws that you folks passed. 

Mr. Christensen. I think we are heading in the right direction 
for the first time in a long time. Thank you. 

Chairman Archer. Mr. Ramstad. 

Mr. Ramstad. Thank you, Mr. Chairman. 

I just have a brief question. I know your bladders are being se- 
verely tested with the longevity of your being here. My question is 
this: Is there a better holding period than 1 year? Would, for exam- 
ple, a 2-year period be preferable perhaps or some other holding pe- 
riod? 

Mr. Cohen. Back in the twenties when capital gains first came 
in, they had a graduated holding period. That is — ^you can get a dif- 
ferent result from people by imposing a different standard. That 
test went, the longer you held it, the lower the rate. I don’t nec- 
essarily approve of that. I merely recount that as a historian. 
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Mr. Bloomfield. I can submit, if you would like, a history of the 
capital gains tax treatment and, as Mr. Cohen did point out, you 
had a sfiding scale in the thirties. Part of the problem with a slid- 
ing scale is, how fast do you slide and, as you get close to the new 
rate, are you locked in? This is implicit in any discussion of capital 
gains if you don’t have a zero capital gains tax rate. 

So the answer is, is a sliding scale better than a rate reduction 
or indexing. It depends how that sliding scale is crafted, how long 
the slide is and what the rates are. You will also have a debate 
among different people who are involved in capital gains. Venture 
capitalists would like a very long holding period to encourage long- 
term investment, but then you have the mobility argument that we 
alluded to earlier. 

Mr. Ramstad. The bottom line for me is, is output growing this 
economy? I look at the various econometric studies, for example, 
the one referred to by Dr. Sinai. His bottom line is that if we could 
create 1.4 million new jobs over a 5-year period, output would 
stand to increase by $4.4 billion a year. Now, obviously this as- 
sumes the rate reduction and indexing and the 1-year holding pe- 
riod. 

Would you care to comment how those numbers might change, 
if at all, given a 2-year holding period? 

Mr. Bloomfield. The only thing I would say in response to that 
is a longer holding period — and you can check with Dr. Sinai on 
it — a longer holding period would not be good for capital costs in 
general. That is the fundamental point there. 

The other thing I would like to say is that Mr. Archer’s capital 
gains proposal, as a package, it has three parts — it includes cor- 
porations, there is no minimum tax — is probably as good a capital 
gains package as has appeared before this committee and that is 
no aspersion upon your predecessor, Mr. Frenzel, who played a key 
role in 1978. 

Mr. Ramstad. If he were here today, I am sure he would corrobo- 
rate your testimony. I appreciate eliciting that statement from you. 
Thank you, gentlemen. 

Chairman Archer. Mr. Neal. 

Mr. Neal. Thank you, Mr. Chairman. 

Mr. Bloomfield, thank you for reinforcing support for the IRA 
proposal which has been offered by Mr. Thomas and myself I have 
offered two versions of the IRA. I offered a more narrow version 
which would indeed be more difficult for the consumer to get at 
until retirement. I think in the end that is where some of this de- 
bate is going to go. 

The expansive IRA that we have offered I think has merit consid- 
ering some of the issues which confront the American family at this 
time. But how would you respond to waiving the penalty for with- 
drawing, that if the vehicle that you are creating is for savings, 
why would you let people after a prescribed period of time get at 
it? That is 

Mr. Bloomfield. I think you answered the question. You pro- 
vided the answer the way you phrased the question. I am troubled 
with the ease of getting it out. I prefer that it be in there for a 
while. 

Mr. Neal. Mr. Cohen. 
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Mr. Cohen. I am worried about the auditability of getting it out. 
If you have to certify the reason you get it out and that it is on 
your own self-certification, the government has no way of knowing, 
except in a very limited audit circumstance whether you really had 
the education expense, the medical expense or whatever it was. 
Therefore, you create a problem both ways, that is, the money can 
evaporate quickly and there is no way of testing whether it ought 
to be taxed or not. 

Mr. Neal. At the risk of sounding superficial, Mr. Greenspan 
some years ago in front of the Banking Committee I thought 
summed it up very nicely when he said that the number one eco- 
nomic problem that America has today is our low national savings 
rate. Long before this Contract With America was outlined I have 
been pushing for restoring the traditional advantages of the IRA, 
and would you comment on that simple assertion that Mr. Green- 
span made? 

Mr. Bloomfield. Well, I agree, I think he was talking about na- 
tional savings and obviously there are three components to na- 
tional savings. 

Mr. Cohen and I agree that one of the biggest things is eliminat- 
ing government dissaving, which is the deficit. I am very concerned 
that if you eliminate government dissaving by higher taxes on per- 
sonal saving or business saving you haven’t made any progress, so 
if you eliminate the government deficit by not increasing the bur- 
den on other saving, you have made progress, but having said this, 
if you look at the decline in national saving over the last decade, 
you have had an increase in government dissaving, you have had 
a decrease in personal saving, and you have also had a decrease 
in business saving, so where I might differ with some of my col- 
leagues is that I am worried how you reduce the deficit, and I also 
think that you can do a lot about personal savings, and, as you 
know, some witnesses may not agree that IRAs work. 

Mr. Cohen. I don’t happen to believe IRAs work. My own experi- 
ence is most of it is transferred, the bulk of it. That isn’t to say 
it doesn’t work a tiny bit. 

The question is, then, whether the price is worth it. Why savings 
have fallen so dramatically, I mean, since the time I was in office 
until now, I don’t know. And I don’t think anybody else knows, un- 
fortunately. Whether economics has anything to do with it or there 
are other societal pressures, I think would be an interesting socio- 
logical study as well as economic study. 

I have seen some of the economic studies. I have not seen any 
of the sociological studies. It is not fashionable for young people to 
say I have savings. When I first went to work my brother and I 
organized an investment club, which still has its money in the ac- 
count and has been discussed in an economics text of the way it 
ought to be done. I started when my children first got their first 
jobs, and we have an investment club, and it invests each month. 
I did this because I thought that encouraged them as a group, it 
was a group pressure, if one saves, they all have to save. It has 
provided a good discipline, but that is not a societal way to do it. 
I think somebody has to think about that in the broad context of 
why we changed our behavior in the last 25 years or so. 
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Mr. Bloomfield. I would suggest that if you compare a country 
like Singapore with the United States, let’s use Singapore many 
years ago, why were their personal savings rates higher than ours, 
and I would suggest three factors. 

Number one, they made people save. I mean, the government 
made you as a taxpayer put a certain amount in a postal account. 
Number two, they had incentives that make our IRA proposals look 
like pipers, and, number three, they had a big cultural thing. I 
mean, those people are scared. Having said that, though, you can 
affect personal saving to a very large extent, it seems to me, 
through something like the Tax Code and you are not going to 
make people save in this country, but incentives can work. 

Mr. Neal. Thank you for that timely information. 

Chairman Archer. Mr. Collins. 

Mr. Collins. Thank you, Mr. Chairman. 

Mr. Cohen, when were you with the Treasury Department or the 
IRS? 

Mr. Cohen. Two different times, from 1952 to 1956 and from 
1963 to 1969. 

Mr. Collins. OK. I think some of the reasons for lack of savings 
now is because we baby boomers have just gone through about 10 
to 15 years of raising dependents, affected by the higher cost of liv- 
ing, college tuition, and so forth. 

Mr. Cohen. I had four children in college at one time, sir. 

Mr. Collins. We didn’t have room or the money left in our budg- 
et for savings, but that is not part of my question. 

A lot has been said about the deficit, but I believe the param- 
eters for the tax reform that we will eventually consider on the 
floor of the House will actually be determined by the preceding 
budget reconciliation bill that we will take up first. I think that is 
going to drive the actual end results of what we do in this commit- 
tee. 

A lot has been said about capital gains and it being used as a 
tax shelter, but the gain comes only after a person or a business 
divests itself of a capital investment; is that not true? 

Mr. Cohen. Well, sir, that is true, but there are various tech- 
niques that lawyers and accountants engage in that have the possi- 
bility of converting ordinary income to capital gains. We have those 
techniques in our arsenal, and unless you stop us, we will have to 
do it. I mean, that is my job. 

Mr. Collins. There is really no gain until such time as a person 
actually divests themselves of the cash — ^but my point is that once 
that is done, it enhances the cash flow of the private sector, which 
leads to taxation. 

Mr. Cohen. Well, we are going to differ there, sir. I mean, that 
is — what you are saying is a truism, but whether it can be abused 
is what I am saying, and, yes, it can be abused. There are other 
techniques for abusing it to create what is an artificial capital gain. 

Mr. Collins. OK. I want to get on to my last question, though. 

A lot has been said about how tax policy can actually influence 
capital investment, and it was mentioned, too, about the aerospace 
industry. During meetings with General Electric and Boeing, I 
heard both of them make the same statement about a provision in 
the Tax Code that had really affected their sales because the air- 
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line industry had been experiencing huge deficits, but was still sub- 
ject to tax liability, because of their capital investments in aircraft. 
And the reason they had a tax liability is the alternative minimum 
tax. 

What should we do or should we be looking at the alternative 
minimum tax? Should we repeal it or should we lower the rate? Or 
what should we do and why or why not? I would like to hear from 
both of you. 

Mr. Bloomfield. Well, Mr. Collins, as you rightly observed, you 

g et into an alternative minimum tax situation for three reasons: 

•ne, you invest and you get more deductions and you don’t pay 
enough taxes. It is crazy, you get an alternative minimum tax be- 
cause you invest, which is how you get long-term economic growth. 
You get an alternative minimum tax if your business is in a down 
cycle and there is a third reason you get into it, so it is a very bad 
tax in terms of economic policy. 

WTiat are the options on the alternative minimum tax? 

Well, obviously you can eliminate it, you can speed up the depre- 
ciation lives, you can do away with some of the limitations on AMT 
credits. I mean, there are a variety of specific things you can do. 

There will be a panel on NCRS, and I have seen some of the tes- 
timony that they will submit, and I would just look at all those. 
You have got some good witnesses and look at the pros and cons. 
But I would try to use this opportunity to do something about it, 
and NCRS, per se, does improve the situation for NCRS AMT tax- 
payers, as my chart suggests in the testimony. 

Mr. Cohen. AMT came into the law in 1969, as I recall it. It 
came in because there were a variety of large taxpayers, both indi- 
viduals and corporations, who paid little or no tax while they had 
allegedly large economic gains. It is a substitute, it is a crude sub- 
stitute for looking at how deductions and credits, et cetera, ought 
to apply. 

I would prefer if you ask me what is the best way to deal with 
this. The best way to deal with this is to look at each of the deduc- 
tions and credits and so forth critically and say do we want to limit 
them in some way so that they can’t apply in an excessive manner 
rather than coming at this crude measure of this rough and ready 
AMT. But it came about because the committee at that time 
couldn’t decide on the direct technique and came at it indirectly, 
so nobody is going to bless it as being a perfect instrument. It is 
not, it is a very crude instrument. 

Mr. Collins. I think GE and Boeing both are good examples, 
though, how this type of taxation has led to fewer jobs on the as- 
sembly line. 

Thank you, Mr. Chairman. Thank each of you. 

Chairman Archer. Gentlemen, thank you for I think outstand- 
ing input to the committee today, and particularly for your patience 
in staying here with us for slightly over 3 hours. We appreciate 
your input. 

The committee will recess for about 2 minutes while the next 
panel takes seats at the witness table. 

[Brief Recess.] 

Chairman Archer. Gentlemen, welcome to the committee. Jo- 
seph Lane, who is scheduled to be on the third panel has an imper- 
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ative need to get away earlier so we have moved him up to this 
panel, and we are pleased to do that to accommodate you. 

At this point inasmuch as you may have to leave before this 
panel completes its testimony, I would like to recognize you first 
for your testimony, and you may proceed. 

STATEMENT OF JOSEPH F. LANE, MEMBER, GOVERNMENT 

RELATIONS COMMITTEE, NATIONAL ASSOCIATION OF 

ENROLLED AGENTS 

Mr. Lane. Thank you, Mr. Chairman. Thank you to the members 
of the committee for providing this opportunity to testify before you 
today. 

My name is Joseph Lane. I am an enrolled agent in private prac- 
tice in Menlo Park, Calif, and I am appearing here today on behalf 
of the National Association of Enrolled Agents. 

Our 8,900 members are primarily small businesspersons them- 
selves, and they also represent over 4 million individual and small 
business taxpayers each year in the process of preparing tax re- 
turns for them and also representing them before the Internal Rev- 
enue Service. 

We are happy to be able to comment on some of the specific pro- 
posals outlined in H.R. 9, particularly with respect to the capital 
gains reduction. 

We agree and endorse the committee’s proposition to reduce that 
by 50 percent. One area of concern to us is that in the event that 
this does go through, we would like to see the prior exemption — 
we are assuming if you have that 50-percent exclusion that it will 
become a preference item for AMT purposes, and if that is the case, 
we would like to see the exemption provided for the gain on the 
sale of the personal residence that was in the prior law also rees- 
tablished to exclude that gain from AMT calculation purposes. So 
if the committee could note that, we would appreciate it. 

We agree with the proposal to provide capital loss treatment for 
the sale on a personal residence. We would like also to see the in- 
dexing, we would like to see indexing extended to shareholders of 
sub-S corporations to the extent that uiey have basis available. 

With respect to the exclusion on the foreign stock corporations, 
we would like to see the provision that exists in the proposal al- 
ready to provide an exemption for foreign corporate stock, or ADRs, 
that are traded on the American exchanges extended to also cover 
foreign stock mutual funds, which are available to American citi- 
zens for investment. As our world economy increasingly diversifies, 
more and more Americans are allocating a small portion of their 
investment portfolio to foreign stock mutual funds, and we would 
like to see that exemption extended to provide for them as well so 
they can get indexing on those funds that they invest in. For exam- 
ple, T. Rowe Price and Fidelity are the type of firms that offer for- 
eign market funds and we don’t see any reason why they should 
be excluded from the indexing. 

With respect to neutral cost recovery, we agree that a mmor revi- 
sion to current rules governing depreciation methods ought to be 
employed, but we think that the driving force ought to be sim- 
plification of the tax laws. Mr. Hancock commented before about 
the difficulty of small businessmen keeping track of this and com- 
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plying with these regulations. We think this neutral cost recovery 
proposal could create a situation where the average small 
businessperson couldn’t conceive of how to compute his own depre- 
ciation, and we think what you really need to do is lock in on a 
few simple asset lives and agree not to change the law for a while, 
and I think you will get a much higher level of compliance and un- 
derstanding by the taxpayers and the practitioners to boot. 

We also have a concern about the way the proposed calculation 
would work. You actually could be increasing the aepreciation basis 
on an asset that is actually dropping in value. For example, some 
rental property in California of late would prove that. 

On the small business initiatives, we endorse the 179 proposal 
to increase the annual limitation from $17,500 to $25,000. We 
think that is clearly in favor of helping businesses become more 
competitive and aids the small businessperson. 

On the home office deductions, we completely support the new 
definition of a principal place of business that is outlined in your 
proposal. We think the Soliman ruling was a disaster for small 
business, and we hope that this would overturn that in effect by 
eliminating the constant interruption by the Internal Revenue 
Service of the small businesses that operate out of their homes. 

The estate tax changes. We also note the proposal to increase it 
to $750,000. It does benefit owners of small business, farmers, and 
since that limit has not been changed for almost 15 years, there is 
probably an inflation increase warranted alone, and the future in- 
dexing should allow the estates to be taxed on the true economic 
value of the estate assets. 

So we stand in favor of most of these proposals that you put forth 
today. We think in terms of small business, the taxpayers that we 
represent, it clearly would aid them and reduce tbe burden and 
simplify some of the rules they have to follow. 

[The prepared statement follows;] 
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TESTIMONY OF JOSEPH F. LANE 
NATIONAL ASSOCIATION OF ENROLLED AGENTS 

Chairman Bill Archer, Ranking Member Sam Gibbons and Ways and Means 
Committee members, thank you for the privilege of testifying today. My name is Joseph F. 
Lane and 1 am an Enrolled Agent in private practice in Menlo Park, California. 1 am here 
to testify on behalf of the National Association of Enrolled Agents (NAEA). 

The National Association of Enrolled Agents appreciates the opportunity to comment 
on this very timely issue which is of great significance to our members, who are themselves 
primarily small businesses, and their small business clients. Our organization represents 
more than 8900 Enrolled Agents, specialists in representation of individual and small 
business taxpayers. Enrolled Agents work with more than four million (4.000,000) 
individual taxpayers annually. 

It is in our role as the voice for our members and for the general taxpaying public 
that NAEA presents this testimony on the “Contract With America'* proposals contained in 
the Job Creation and Wage Enhancement Act of 1995 (H.R,9). 

Our comments on the specific sections of the proposed legislation are presented in an 
effort to suggest the best means for the Congress and the Administration to administratively 
implement whatever terms of the bill finally win passage. As we have not received any cost 
estimates for H.R. 9 as of yet, we are not able to comment on the fiscal impacts which 
would result from the bill's implementation. 

Capital Gains Changes 

NAEA supports the initiative that provides for amending Section 1201 to allow for a 
Capital Gains deduction of 50 % We believe passage of this section will aid small businesses 
in capital formation, encourage investment in our economy and create new jobs for 
America’s citizens. One area of concern to us in evaluating this change is the treatment of 
this new exclusion when computing the alternative minimum tax. Under prior law, the capita! 
gains exclusion was a preference item for purposes of computing alternative minimum 
taxable income. If Congress intends to provide for a similar interpretation for this exclusion, 
we would like to see reestablishment as well of the prior exemption for the gain on sale of 
the taxpayer’s principle residence as an aliemative minimum tax preference item. 

We also endorse the proposal to permit the capital loss on the sale of the taxpayer’s 
personal residence. This is a change that is long overdue! For many of America’s citizens, 
the home is the one major investment they enjoy. It is only fair that they be afforded the 
benefit of a capital loss should they suffer such financial reversal. In all, it results in a fairer 
tax system and this perception of fairness is critical to increasing taxpayer compliance with 
the tax laws. 

We also conceptually support the proposal to index certain assets for purposes of 
determining gain or loss (Section 1022). We suggest that Congress reconsider the exclusion 
of Stock in Sub-Chapter S corporations from indexing. A great many small business entities, 
which provide the vast majority of newly created Jobs in our economy, begin their existence 
as sub-chapter S corporations. While many of these entities elect to convert to regular 
corporate status once they reach profitability, we do not believe that owners who took the 
risk to strike out on their own and invest in America by building a business and creating new 
jobs should be denied the benefit of indexing their original investment in their businesses. 

This is especially significant if the Congress desires to send the message that 
entrepreneurship is going to be supported and not di^ouraged. If a taxpayer can index his 
investments in existing companies but not his own start-up, it appears to us that the message 
being communicated is the exact opposite of what we believe is the intent of “Contract with 
America” initiatives. 

A final suggestion for change in this proposed legislation is the exclusion from 
indexing of stock in foreign corporations. While the bill does provide an exception to foreign 
corporation stock or ADRs traded on American exchanges, we believe this exception should 
also be extended to the many foreign slock mutual funds, which are available to American 
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citizens for investment. Many of these foreign funds are offered by U.S. investment 
management firms such as Fidelity and T. Rowe Price and reflect diversification in their 
family of funds. As our world economy incieasingly diversifies, more and more Americans 
are allocating a small portion of their investment portfolios to foreign sector mutual funds. 
We do not believe there should be a “penalty” for making this investment decision. 

Neutral Cost Recovery 

We agree with Congress that a major revision of current rules governing depreciation 
methods for business is needed. But, we think the primary factor driving the revision ought 
to be simplification of the tax laws. Unfortunately, the proposal contained in the Bill (Section 
2(X)1) does not meet this critical criterion. 

While we do not disagree with the basic premise, that a business ought to be 
permitted full “economic” expensing of assets employed for productive use, the proposed 
formula is too cumbersome for business owners to deal with, too complicated for tax 
preparers to calculate, and too administratively convoluted for the Internal Revenue Service 
to uniformly enforce. The annual adjustment needed to determine the 3.5% per annum rate 
of return and the general inflation in the economy since the asset's acquisition date places an 
unreasonable burden on small business owners to track these assets and the return preparers 
to properly report them on the tax returns. 

In addition, there is potential for significant distortion to reality in the proposed 
equation. For example, it is possible to have an increase in the general inflation in the 
economy and an adjustment for the 3.5% rate of return and, at the same time, have the asset 
drop in market value. California real estate prices in the last few years provide an example. 
If we applied this proposed formula to a rental home in California we would have increased 
the depreciable basis of an asset as it drops in value! 


A far preferable, and fairer, system for depreciation would be to standardize a few 
simple asset life rules and agree not to change them for the foreseeable future. This would 
permit business to plan more cogently, permit tax preparers to accurately calculate 
depreciation and simplity the verification process for Internal Revenue Service examiners. 

Small Business Initiatives 

NAEA believes that the proposal to amend Section 179(b) and increase the annual 
dollar limitation from $17,500 to $25,000 will benefit small business. We believe for most 
small businesses it will substantially alleviate the cumbersome cost recovery calculations, 
since it provides an immediate write-off for cash investments made during the year. 
Businesses which reinvest in their productive capabilities increase their competitiveness. We 
suggest that the effective date be upon enactment rather than for taxable years beginning after 
December 31. 1995 as many business owners may defer purchasing needed equipment until 
1996 to qualify for the new limit and our small business manufacturing and sales clients 
would prefer to have their sales increase as soon as possible. Increased sales directly benefit 
our national economy. 

Home Office Deductions 

From its inception, the home office deduction has been a contentious issue. Over the 
years, the Internal Revenue Service has expended a considerable amount of time and 
resources defining and defending its position in this area at great taxpayer expense. The 
current law regarding this deduction, resulting from the Supreme Court's Soliman decision, 
has further clouded this issue. 

NAEA views the Soliman decision’s definition of a taxpayer’s "principal place of 
business" as loo restrictive and predicts its impact will be devastating on small businesses. 
This decision has resulted in a definition of "principal place of business" which is extremely 
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difficult to determine and which according to IRS guidance qualifies very few taxpayers for 
the deduction. "Relative importance" is a very nebulous concept which is very arduous for 
taxpayers to comprehend. Consequently, the home office deduction remains a contentious 
issue over which the IRS, taxpayers and their representatives will continue to expend much 
lime and monetary resources. 

From a social and economic standpoint the Soliman decision is a disaster. More and 
more businesses are encouraging their workers to work from home and for many fledgling 
entrepreneurs it’s a necessity. Home based workers don’t have to commute to work thereby 
reducing air pollution and conserving our energy resources. 

H.R. 9 contains a proposal that would effectively repeal the Soliman decision. The 
home office deduction would be allowed if essential administrative or management functions 
regularly are carried on in the home office and the taxpayer has no other location for 
performing such functions. We support this definition of "principal place of business". It 
better reflects the reality of many legitimate home office situations than the current definition 
under Soliman. In addition, it would be much easier to ascertain compliance than the 
"relative importance" test. Consequently, fewer conflicts between the IRS and the taxpaying 
public would arise regarding this issue thereby substantially reducing the time and resources 
expended resolving differences. 

Clearly, the current law regarding the home office deduction leaves much to be 
desired from the standpoints of fairness, economic policy, social policy and administerability. 
It is our opinion that legislation along the lines of that contained in H.R. 9 would address the 
current deficiencies in the law and create a vastly improved home office deduction. 

Estate Tax Changes 

NAEA notes the proposed changes to Sections 2010 and 2001(c) and agrees that 
increasing the decedent’s exclusion amount to the $750,000 limit does provide additional 
benefit to the families of small business owners and farmers and other taxpayers. Since this 
limit has not been changed in almost fifteen years it would appear that an adjustment for 
inflation alone is warranted. Future indexing of these exclusion amounts should permit annual 
adjustments to more fairly reflect the true economic value of the estate's assets. 

Summary 

NAEA appreciates the opportunity to present its views to the Committee on these 
issues impacting small business taxpayers. We stand committed to further assist the 
Committee in future deliberations on these issues, and will be happy to provide more 
specific testimony on key points on the "Contract with America" at future hearings. 
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Chairman Archer. Thank you, Mr. Lane. 

Our next witness is William Sinclaire, senior tax counsel for the 
Chamber of Commerce. 

Mr. Sinclaire. 

STATEMENT OF WILLIAM T. SINCLAIRE, SENIOR TAX COUNSEL 

AND DIRECTOR OF TAX POLICY, U.S. CHAMBER OF 

COMMERCE 

Mr. Sinclaire. Thank you. Mr. Chairman and members of the 
committee, good afternoon. I am Bill Sinclaire, senior tax counsel 
and director of tax policy for the U.S. Chamber of Commerce. The 
Chamber is the world’s largest business federation, representing 
215,000 businesses, 3,000 State and local chambers of commerce, 
1,200 trade and professional associations, and 72 American cham- 
bers of commerce abroad. 

The Chamber appreciates this opportunity to testify again before 
the House Ways and Means Committee. I am here today to focus 
on some of the tax-related aspects of the Contract. 

The Chamber has long advocated the need to reduce the tax on 
capital gains and fully supports the reform proposal. The current 
maximum tax rate on long-term capital gains of individuals is near 
its historic high, and the rate for corporations is the highest ever. 
The proposal would permit a 50-percent deduction for net long- 
term capital gains, thereby reducing the effective rate for all tax- 
payers. 

Perhaps the most unfair aspect of the current method of taxing 
capital gains is that much of the gain is often attributable to infla- 
tion. The proposal would eliminate this unfairness by indexing the 
cost of capital assets for inflation. 

Unlike a normal investment, if a taxpayer sells his principal resi- 
dence at a loss, that loss can never be deducted from income, even 
if there is a gain from the sale of a subsequent principal residence. 
The proposal also corrects this anomaly. 

A neutral cost recovery system is supported by the Chamber. 
Businesses are not currently permitted to recover the full economic 
equivalent of their investments in depreciable business property. 
Businesses are only allowed to recover the historical costs of their 
capital expenditures. The proposal would allow depreciation deduc- 
tions to be increased to approach the economic equivalent of 
expensing by accounting for inflation and the time value of money. 

The Chamber supports the unified estate and pft tax credit in- 
crease proposal, and strongly favors reform, simplification, and an 
overall reduction in the estate and gift tax burden on individuals 
and the owners of family businesses. 

The current unified credit has not been indexed for inflation 
since it was fully phased in in 1987. Increasing the estate and gift 
tax exemption to $750,000, with indexing, would be a move in the 
right direction for the preservation of savings and family busi- 
nesses. However, the value of a small family business or a family 
farm can exceed the $750,000 limit, and while the proposal would 
improve the situation, consideration should be given to having an 
even higher limit. 

The original House version of OBRA 1993 proposed increasing 
the small business expensing allowance from $10,000 to $25,000. 
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Nonetheless, the final version only provided for an increase to 
$17,500. The Chamber supported the original House OBRA version 
and now supports the proposal to increase the allowance to 
$25,000. In addition, the Chamber encourages consideration of rais- 
ing the proposed $25,000 limit to an even higher level. 

The Chamber supports the proposal that would allow a home of- 
fice deduction to an individual if the office is the location where es- 
sential administrative or management activities are conducted on 
a regular basis, and the office is necessary when there is no other 
place to perform such activities. 

The Chamber opposed the OBRA 1993 provision which increased 
from 50 to 85 percent the portion of Social Security benefits subject 
to income tax. The Chamber supports the provisions that would re- 
peal that increase. 

In conclusion, the Chamber is anxious to work with this commit- 
tee and the 104th Congress to develop a further agenda to help 
American businesses ^ow, create jobs and opportunities, and ex- 
pand our economy while keeping America strong and competitive 
in the global marketplace. 

To open this dialog, let me just name a few other tax areas that 
concern the Chamber community — the alternative minimum tax, 
environmental remediation expenditures, subchapter S reform, and 
the research and experimentation credit. 

The Chamber looks forward to continuing to work with this com- 
mittee and the entire Congress to achieve this goal. 

Mr. Chairman, thank you for the opportunity to share with the 
Ways and Means Committee the views of the U.S. Chamber of 
Commerce. 

This concludes my oral statement. I would be pleased to address 
any questions you might have. 

[The prepared statement follows:] 
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Mr, Chairman and members of the Committee, good morning. I am William T. 
Sinclaire, Senior Tax Counsel and Director of Tax Policy for the U.S. Chamber of 
Commerce. The Chamber is the world's largest business federation, representing 215,000 
businesses, 3,000 state and local chambers of commerce, 1,200 trade and professional 
associations, and 72 American Chambers of Commerce abroad. 

The Chamber appreciates this opportunity to testily again before the House Ways and 
Means Committee. Twelve days ago, Carol L. Ball, Publisher and Chief Executive Officer 
of Ball Pubhshing Company, and a member of our Board, testified generally on the Contract 
with America', 1 am here today to focus on some of the tax-related aspects of the Contract - 
capital gains, neutral cost recovery, the estate tax credit, small business expensing, the home 
office deduction, and the taxation of Social Security. 1 will also address a few other tax 
concerns of our members that relate to the overall intent of the Contract — the alternative 
minimum tax, environmental remediation expenditures. Subchapter S reform, and the 
research and experimentation credit. 

CAPITAL GAINS REFORM 


The Chamber has long advocated the critical need to reduce the tax on capital gains 
and fully supports tlie proposed capital gains provisions included in the Job Creatjon and 
IVa^’c Enhancement Act of 1995 (the "Job Creation Act"). 

The current maxunum tax rate on the net long-term capital gams of individuals is 28 
percent and it is 35 percent foi corporations, fhe rate for individuals is near its historic high, 
and the rate for corporations is the highest ever. This level of capital gains taxation 
discnminates against capital gains income, discourages venture capital formation, impedes 
job creation, and hinders America's international competitiveness. 

The capital gains reform proposals would permit a 50 percent deduction for net long- 
term capital gains for all taxpayers Lower capital gains tax rates would stimulate economic 
growth, promote technological innovation, and create employment opportunities. 

Opponents of a capital gains rate reduction continually renew the myth that a capital 
gains tax rate reduction would only benefit the wealthy. This is untrue, and the myth must 
be nullified for it not only harms middle- and lower-income Americans, it also imperils our 
position in the world economy. 

According to Treasury Department estimates, over 55 percent of the individual 
taxpayers reporting capital gains income in 1993 had adjusted gross incomes of $50,000 or 
less, and nearly 74 percent had adjusted gross incomes of $75,000 or less. In addition, it 
must be remembered that these income figures include the capital gains 
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Perhaps the most unfair aspect of tfie current method of taxing capital gains is that 
much of the gain from the sale of a capital asset is often attributable to inflation. When 
capital gains are due entirely or in part to inflation, taxing the entire gain serves only to 
confiscate capital generated firom past income ~ income that has already been taxed at least 
once. However, the proposals would eliminate this unfairness by indexing the cost of capital 
assets for inflation. 

Unlike a normal investment, if a taxpayer sells his principal residence at a loss, that 
loss can never be deducted fiom income — even if there is a gain from the sale of a 
subsequent principal residence. The proposals would correct this anomaly by allowing the 
loss from a sale of a taxpayer's home to be deductible as any other capital loss. 

NEUTRAL COST RECOVERY 


A neutral cost recovery system is supported by the Chamber. The Internal Revenue 
Code (the "Code") currently does not permit businesses to recover the full economic 
equivalent of an investment in depreciable business property. The Code only allows 
businesses to recover the historical cost of their capital expendimres for business property 
and does not take into account inflation and the time value of money. 

Inflation and time erode the fiill recovery of capital expendimres when historical costs 
are used without future adjustments for inflation and the true cost of money. The Chamber 
believes capital investments made by a business should be recovered using a depreciation 
system that provides for the use of the full present value of investments, thereby achieving 
the economic equivalent of expensing. 

The proposal for neutral cost recovery in the Job Creation Act would allow 
depreciation deductions to be increased to approach the economic equivalent of expensing 
by accounting for inflation and the time value of money. The Chamber embraces this 
proposal. 


SMALL BUSINESS INCENTIVES 


Increase in Unified Estate and Gift Tax Credits 


The Chamber supports estate and gift tax reform and strongly favors simplification 
and an overall reduction in the estate and gift tax burden on individuals and the owners of 
family businesses. The Chamber supports the unified estate and gift tax credit increase 
proposal in the Job Creation Act 

The current estate and gift tax system is punitive. It depletes savings and family 
businesses and effectively punishes capital accumulation and the hard work of a lifetime. 
Today's estate and gift tax structure can force a successful family business to liquidate or be 
over-burdened by debt incurred to pay estate taxes. 

When a small business owner achieves a moderate level of success, attention must be 
diverted from the business to the development of an estate plan to help preserve what has 
been accomplished. With the estate and gift tax laws being very complicated, estate planning 
and admimstration can be very expensive. This diverts time, money, and energy that could 
be devoted to business expansion, economic growth, and Job creation. 

The current unified credit, which exempts from estate and gift taxes estates under 
$600,000, has not been indexed for inflation since it was fully phased-in in 1987. Increasing 



105 


the estate and gift tax exemption from $600,000 to $750,000, with indexing, would be a 
move in the right direction for the preservation of savings and famil y businesses. However, 
even the value of a small family business can exceed the $750,000 limi t and, while the 
proposals would improve the situation, consideration should be given to having an even 
higher limit. 

Increase in Expense Treatment for Small Businesses 

Increasing the small-business expensing allowance would give businesses a greater 
incentive to purchase equipment and other tangible property. Assets which are purchased 
and not immediately expensed must be capitalized and depreciated over a number of years. 
Not only does diis depreciation requirement extend the time period in which a small business 
can recover die cost of the original investment, it takes into account only an asset's historical 
cost, and forgets inflation and the time value of the money invested. 

Currendy, businesses can immediately expense up to $17,500 annually for equipment 
and certain other capital asset purchases To the extent a taxpayer’s total capital expenditures 
exceed $200,000 in a particular year, the amount of the deduction is reduced on a dollar-for- 
dollar basis. 

The original House version of the Omnibus Budget Reconciliation Act of 1993 
("OBRA") proposed increasing the expensing allowance from $10,000 to $25,000. 
Nonetheless, the final version of OBRA provided for an aimual limit of $ 1 7,500. 

The Chamber supported the original House OBRA version, and now supports the 
proposal in the Job Creation Act to increase the small-business expensing allowance to 
$25,000. The Chamber believes that inaeasing the small-business expensing level to at least 
$25,000 would encourage small- and medium-sized firms to invest more of their resources 
in productivity-enhancing equipment. 

However, in today’s marketplace, $25,000 will not purchase very much equipment, 
even for a small business. Accordingly, the Chamber encourages consideration of raising 
the proposed $25,000 limit to an even higher level. Increasing the annual amount would 
spur economic growth and job creation even faster. 

Clarification of Definition of Principal Place of Business 

Until recendy, to deduct home office expenses, a taxpayer had to establish that (a) the 
space in his home used for business purposes was devoted to the "sole and exclusive use" 
of the office, (b) he had no other office for his business, and (c) his business generated 
enough income to cover the deductions. Now, a taxpayer must additionally establish that (a) 
the customers of a home-based business physically visit the home office, and (b) the business 
revenue must be produced within the home office itself. 

The proposal in the Job Creation Act would allow a home office deduction to an 
individual if his office is the location where essential administrative or management activities 
are conducted on a regular basis and the office is necessary because he has no other place 
to perform such activities. In addition, expenses allocable to the storage of product samples 
would also qualify as home office expenses. 

Home offices are becoming more popular because they make sense for businesses, 
families, and individuals. The narrowing of the home office deduetion ignored or Pied to 
roll back fundamental changes taking place in the economy — more telecommuting, more 
two-income families with one parent working out of the family home, more elderly and 
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disabled people working at home, more entrepreneurial people who start businesses operating 
from their homes to minimiz e costs, and the easing of traditional business hierarchies as 
more functions are contracted out. 

The Chamber supports the proposal in the Job Creation Act that clarifies and expands 
the availability of the home office deduction. 

REPEAL OF INCREASE IN TAX ON SOCIAL SECURITY BENEFITS 


The Chamber opposed the OBRA provision which increased fi-om 50 to 85 percent 
the portion of Social Security benefits subject to income tax. The Chamber believes that 
reducing the taxes of middle-income retirees is beneficial not only from a social standpoint, 
but an economic one as well for it would make available additional funds for injection into 
the economy. Additional spending would help with job creation and the expansion of 
American businesses. 

The Chamber supports the Senior Citizens' Equity Act provision that repeals the 
increase in the portion of Social Security benefits subject to taxation. 

BEYOND THE CONTRACT WITH AMERICA 


Moving from the specific business provisions of the Contract, the Chamber is anxious 
to work with this Committee and the 104th Congress to develop a further agenda to help 
American businesses grow, create jobs and opportunities, and expand our economy, while 
keeping America strong and competitive in the global marketplace. This would include the 
alternative minimum tax, environmental remediation expendimres. Subchapter S reform, and 
the research and experimentation credit, among others. 

THE ALTERNATIVE MINIMUM TAX 

The Alternative Minimum Tax (AMT) was enacted in response to well-publicized 
cases of coiporations with substantial income paying no income taxes. Since its enactment, 
the AMT has become the primary tax system for some of America's basic industries, 
including the steel, energ>', paper, chemicals, mining, transponation, and building sectors. 

AMT taxpayers are not allowed many of the invesnnent incentives available to regular 
taxpayers, including the research and experimentation credit, targeted jobs credits, and other 
general business credits Likewise, AMT companies are relegated to one of the worst cost 
recovery systems for depreciable assets in the industrialized world. The net effect is to 
discourage participation in some of the most capital-intensive industries and limiting the 
means for obtaining capital for needed investment in plants and equipment. 

Fundamental AMT depreciation reform is critical to any tax policy initiative designed 
to increase investment since the AMT currently operates to recapture the investment 
incentive provided by the regular tax. The Chamber believes that there should be no 
difference between AMT and regular tax depreciation. 

The Chamber advocates AMT reform because the incentives to invest in plant and 
equipment, which create jobs and improve productivity, should be equally available for all 
assets regardless of the current profitability of a particular company 
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ENVIRONMENTAL REMEDIATION EXPENDITURES 


The question of how to treat environmental remediation expenditures - ordinary and 
necessaiy business expenses or capital expenditures — is significant as American businesses 
are spending billions of dollars in site cleanup, complying with federal mandates, and making 
energy efficiency improvements. 

Last June, the Internal Revenue Service (IRS) issued a revenue ruling recognizing that 
the costs incurred to clean up land and to treat groundwater contaminated with 
polychlorinated biphenyls (PCBs )are properly deductible as ordinary and necessary business 
expenses and do not have to be capitalized. While this ruling is commendable, and it 
adopted the premise advanced by the Chamber — environmental cleanup costs are ordinary 
and necessary business expenses and not capital expenditures — it is being narrowly 
construed by the IRS. The issue of whether cleanup costs are current expenses or capital 
expenditures is not limited to PCB-contaminated soil and groundwater — it also arises in 
connection with asbestos, CFCs, lead, leaking storage tanks, and other carcinogens and 
hazardous materials. 

With businesses showing a willingness to spend billions of dollars, the correct tax 
treatment estabhshed by the IRS ruling for PCBs must be extended to its logical conclusion 
for all contaminants. The Chamber urges finality of the issue with an extension of the IRS 
ruling that environmental cleanup costs, no matter what the contaminant is, are ordinary and 
necessary business expenses and not capital expenditures. A resolution of the issue will 
permit businesses to make an informed decision before committing substantial financial 
resources. 


SUBCHAPTER S REFORM 


Subchapter S was first enacted in 1958 to help remove tax considerations from the 
decisional process of a small businesses owner contemplating incorporation. This has proved 
quite helpful to small businesses over the years, especially to start-up businesses. Today, 
over 1.6 million American businesses are S Corporations; however, these businesses are still 
subject to provisions dating back to the Subchapter S enactment in 1958. 

It goes without saying that times have change since 1958. Unfortunately, Subchapter 
S has not kept pace with the realities of modem business. Business and financial 
environments are far more complex and the 1950's Subchapter S rules have been outgrown. 
The Chamber believes Subchapter S needs an overhaul and one should be undertaken. 

THE RESEARCH AND EXPERIMENTATION TAX CREDIT 

The Research and Experimentation Tax Credit (R&E credit) is due to expire shortly. 
The Chamber believes it should be made permanent because it will benefit the economy in 
both the long and short term. 

Permanency of the R&E credit is an issue that affects the entire business spectrum. 
Of all the companies that claimed an R&E credit in 1991, 36 percent had total assets under 
$ 1 million. However, the major amount of research and experimentation dollars is spent by 
large corporations. 

The greatest opportunity America has to retain its edge in the world economy is 
through innovation and technological development and advancement. America must keep 
pace with its major trading partners and competitors — Japan and Germany - by 
encouraging research and development activities. The growth in research and development 
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spending in Japan is twice that of America, and in Geimany, it is half again greater than ours. 
Both of these countries emphasize research and development through tax incentives. 

Research and development cycles can last years, and high levels of research and 
experimentation must be performed continuously. The R&E credit must be permanent for 
there to be firm commitments for long-term projects. This, in turn, would benefit all 
Americans through the creation of jobs, an expansion of the economy, remaining 
internationally competitive, and raising the quality of life. 

The R&E credit is a jobs-creation incentive, and the Chamber believes America needs 
a permanent R&E credit. 


CONCLUSION 


Tax policy plays a pivotal role in our economic environment. Sound tax policy can 
stimulate investment, foster new businesses, spur job growth, and encourage individuals to 
work harder and save more However, bad tax policy can retard capital formation, hinder 
entrepreneurship, reduce job growth, and adversely imp,'ict the economy 

The Contract will play a key role in reducing the tax burden on Americans, however, 
sight should not be lost of the steps that need to follow for a comprehensive review of the 
federal tax laws. Members of this Committee, together with the other members of the 104lh 
Congress, have the opportunity to reduce the lax burden on Americans, create jobs, and a 
build a vibrant economy. The Chamber looks forward to continuing to work with this 
Committee and the entire 104th Congress to achieve this goal. 

Mr. Chairman, thank you for the oppoituinty to share with the Ways and Means 
Committee the views of the U.S. Chamber of Commerce.. Thjs concludes my statement. 

1 would be pleased to address any questions you might have. 
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Chairman Archer. Thank you, Mr. Sinclaire. 

Our next witness, Paul Huard with NAM. Mr. Huard. 

STATEMENT OF PAUL R. HUARD, SENIOR VICE PRESIDENT, 

POLICY AND COMMUNICATIONS, NATIONAL ASSOCIATION 

OF MANUFACTURERS 

Mr. Huard. Thank you, Mr. Chairman. 

Chairman Archer. Let me say also at this time that at the con- 
clusion of your testimony we are going to have to run over and an- 
swer this quorum call and subsequently vote, so the committee at 
the conclusion of your testimony will be in recess until we can get 
back. 

Mr. Huard. Thank you, Mr. Chairman. 

It is a pleasure to be here on behalf of our more than 13,000 
manufacturing members, 8,000 of whom are smaller firms with 
fewer than 500 employees. The panel is large and the hour is late 
so I will submit my full statement for the record and abbre\aate my 
remarks. 

I would like to address three areas. 

Chairman Archer. Without objection, all of your statements will 
be inserted in full in the record. 

Mr. Huard. Thank you. I would like to limit my comments to the 
three areas we feel are most critical for the issue of savings and 
investment, and that is capital gains, individual retirement ac- 
counts, and capital cost recovery. 

On capital gains, I will say only that we support both the reduc- 
tion in the capital gains tax rate through the 50-percent exclusion 
as well as the inflation indexing for cost basis. We strongly urge 
you to go ahead and do it because it is good for the country, it is 
going to be good for the economy, and you ought to forget about 
class warfare and tax policy by distributional tables. 

On IRAs, similarly, we support the Contract’s provision to im- 
prove incentives for IRAs. We basically are supportive of any incen- 
tive which will do something to increase our scandalously low per- 
sonal savings rate. In this particular case, it is also something we 
think is essential to take pressure off the Social Security system, 
which, frankly, has questionable long-term viability once the baby 
boomers start to retire. 

Finally, on the issue of capital cost recovery, I think the neutral 
cost recovery system is a problematical issue. The back-end loading 
is troublesome, you know. There are a lot of businesses who can’t 
spend present value, they have to rely on cash flow, and also you 
get the outyear revenue effects. 

Those of us that were around when NCRS was put in in 1981 
and promptly chiseled away at for the next 7 years have some 
doubts about the value of putting in something with large outyear 
revenue losses. 

There is also the complexity issue. It might well be better in 
terms of improving the short-term picture for capital cost recovery 
to focus on either repealing or substantially curtailing the effect of 
the AMT and also dealing with the subchapter S issue. As you 
know, the subchapter S corporation that retains its earnings and 
reinvests them in capital equipment still has to pay an outrageous 
rate because you are taxed at the personal rate of the shareholders. 
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Finally, I would urge you once you complete your work on the 
Contract to treat it as a beginning and not think that the job is 
done and to look at the real need for comprehensive overhaul of the 
tax system that will truly make the system better and more friend- 
ly to savings and investment by eliminating all these levels of mul- 
tiple taxation we have on savings and investment. 

In that respect, I think any of the plans that are out there, 
whether it is Mr. Armey’s plan. Senators Nunn and Domenici’s 
plan, the Danforth-Boren plan are well worth looking at. As Mr. 
Bloomfield on the prior panel pointed out, they have many features 
in common and one of the most attractive ones is the expensing of 
capital equipment. 

I yield back the balance of my time. 

[The prepared statement follows:] 
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TESTIMONY ON 

SELECTED PROVISIONS OF THE "CONTRACT WITH AMERICA" 
DEALING WITH SAVINGS AND INVESTMENT 

BY PAUL R. HOARD 

SENIOR VICE PRESIDENT, POLICY AND COMMUNICATIONS 
NATIONAL ASSOCIATION OF MANUFACTURERS 

BEFORE THE 

COMMITTEE ON WAYS AND MEANS 
U S. HOUSE OF REPRESENTATIVES 

JANUARY 24, 1995 


The National Association of Manufacturers (NAM) is a voluntary business association 
of more than I3,0(X) firms, large and small, located in every state Our members range in 
size from the very large to the more than 8,000 smaller members that have fewer than 500 
employees. The NAM’s member companies produce more than 80 percent of the nation’s 
manufacmred goods. 

We appreciate this opportunity to testify on certain tax provisions included in the 
"Contract With America" intended to encourage greater savings and investment. We remind 
Committee members that most of our comments are directed to the provisions under Title II 
of the Contract titled "Job Creation and Wage Enhancement Act" because manufacmring jobs 
in general provide high wages along with good employee benefits, including health care 
coverage. We, too, are interested in tax laws that will effectively encourage greater savings 
and investment which in turn results in the creation of more high wage jobs. 


Capital Gains Reform 

The NAM supports the two-pronged reform of the tax treatment of capital gains by 
1) excluding 50 percent of capital gains from taxable income and 2) indexing for inflation the 
cost basis of capital assets. This reform, which is applicable to both corporate and individual 
taxpayers, is long overdue and recognizes that lax proposals which will effectively stimulate 
economic growth, investment and job creation must be directed to all taxpayers regardless of 
income and economic status. In the case of indexing, this reform is essential to end the 
confiscatory taxation of illusory "gains" on long-held assets. 


Neutral Cost Recovery System 

The legislative goal of the Neutral Cost Recovery System (NCRS) proposal - to 
improve the capital cost recovery for productivity-improving assets by providing deductions 
that are ihe "economic equivalent" of expensing - is commendable, as is the congressional 
recognition that such change is needed. The NAM has long advocated immediate 
deductibility of capital expenditures; however, the goal of expensing should not be limited 
only to regular taxpayers. Firms subject to the corporate alternative minimum tax (AMT) 
will still incur a significant tax penally on investment under the NCRS because the current 
law AMT recovery period is, in most cases, about twice as long as the regular tax recovery 
period. Thus, the economic equivalent of expensing will never be achieved under Ihe NCRS 
by AMT payers and the current negative effects of the AMT, Ls^, disincentives for job 
creation and investment, will continue. 

AMT payers currently rank as having one of the worst capital cost recovery systems 
among industrialized nations despite repeal of the adjusted current earnings (ACE) 
depreciation adjustment in 1993. The depth of the AMT problem is widespread and affects 
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many industries, including the manufacturers of chemicals, electronic equipment, energy, 
metal, paper and steel, as well as iransponaiion-relaied businesses. In fact, many firms are 
•Still paying the AMT today despite an improved economy because of investments ihev made 
during the last recession. 

Thus, the NAM urges this Committee to consider rectifying current tax code 
impediments for investment by reforming the corporate alternative minimum tax (AMT). 

One specific recommendation advanced by President Clinton in February 1993 and advocated 
by the NAM would be to conform AMT recovery periods with regular tax recovery periods. 
This recommendation would substantially reduce the cost of capita! for AMT payers with 
basic manufacturing assets and negate the current lax code inequity between companies in the 
same industry which make the same investments yet have considerably different recovery 
co.sts for those similar invesinienis based on the profitability of the companies. Due to the 
perverse effects of the AMT, the le.ss profitable company often has the higher tax liability. 


The NAM would be pleased to work with this Committee in drafting changes to 
mitigate current lax code penalties on capital investment so as to encourage investment and 
job creation for both AMT and regular taxpayers. In the long run. of course, the best 
solution has always been and will continue to be outright repeal of the AMT. 

One additional concern about the NCRS worth mentioning is whether the goal of the 
"economic equivalent of expensing" will actually be achieved given the relative instability of 
the tax law. If history is any indication, the probabilities for future repeal or limitation of 
this proposal are high. 

I might also note that adding yet another depreciation system will do nolhing to 
alleviate the already byzantine level of complexity faced by business taxpayers making capital 
investments. Because of this — and because many businesses survive on their cash flow and 
would be unable to "spend" the present value of a stream of future NCRS deductions - an 
attractive altemaiive might be a substantial increase in the expensing limit that would be 
available to businesses of all sizes. 


Small Business Provisions 

Small businesses have always been an engine of job growth. Two provisions in the 
"Contract" that would stimulate increased job growth among small businesses are the 

1) proposal to increase the amount of capital investment that may be expensed from the 
current level of $17,500 to $25,000, and 2) the proposal to phase in an increase of the estate 
and gift lax exemption from the current level of $600,000 to $750,000 with indexation 
thereafter of the exemption limit. While supporting these proposals, the NAM urges you to 
address the following problems as part of your approach to dealing with small businesses: 

First, no relief is provided from the excessively high rales of tax paid by shareholders 
of an S-Corporation on income that is retained and reinvested in the business. 

Secondly, the relatively low gift lax exemption still leaves the heirs of family 
businesses with estate tax bills that could force the sale of these family firms. This is one of 
the primary reasons why it is so difficult and so unusual for family businesses to survive into 
the second and third generations. 

Lastly, the expensing provision is structured in such a way that the increased amount 
is irrelevant for a small to medium-sized, capital-intensive manufacturer. The expensing 
provision is reduced dollar- for-dollar when capital expenditures exceed $200,000 - an 
absurdly low amount when the cost of even the smallest machine in many industries stans at 
that level. At many small to medium-sized companies, capital expenditures -- even in a low 
year - exceed this $200,000 threshold, so they are never able to take advantage of the 
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expensing provision and it provides no incentive for additional investment. Furthermore, 
automobiles and trucks may not be expensed under current law. For small businesses of all 
types, vehicles are critically important and we believe they should fall under the expensing 
provision. 


Expanded IRA Incentives 

The NAM has consistently supported changes that would encourage individuals to put 
more money in individual retirement accounts (IRAs). Additional IRA savings expand the 
pool of job-creating investment capital and help relieve pressures on the Social Security 
system, whose long-term viability is extremely questionable. 


Tax Reform 

The "Contract With America" does not address the issue of overhauling the entire 
U S. tax code. Yet compliance and administrative costs associated with our ridiculously 
complex tax laws exceed tens of billions of dollars annually. And the anti-growth, anti- 
savings, anti-competitive bias of the present system hurts both domestic and multinatiorral 
companies in the U S. The NAM urges that this Committee - as soon as it completes its 
work on the Contract - begin the debate on the long-term goal of tax system overhaul. 
Major goals of reform of the current tax system should include moderate tax rates at all 
points in the system; simplicity; stability; elimination of anti-savings biases; proper 
integration of the corporate and individual tax systems; and greater compatibility with other 
countries' tax systems so as to improve international competitiveness of U.S. -based 
taxpayers. 

This concludes my prepared testimony, Mr. Chairman. We would be pleased at this 
time to address any questions you or other members of the Committee might have. 



114 


Chairman ARCHER. Thank you, Mr. Huard. 

The committee will recess for this vote. We will be back. Thank 
you for your patience. 

[Brief Recess.] 

Mr. Herger [presiding]. The committee will resume, and our 
speakers will take their seats, please. 

Mr. Kleckner. 

STATEMENT OF DEAN R. KLECKNER, PRESIDENT, AMERICAN 
FARM BUREAU FEDERATION 

Mr. Kleckner. Thank you, Mr. Chairman. 

I am Dean Kleckner. I am president of the American Farm Bu- 
reau Federation. I am a hog, com, soybean farmer from Rudd, 
north central Iowa. 

I appreciate the opportunity to comment on tax issues important 
to our 4.4 million member families in the Farm Bureau. The Con- 
tract With America contains many good tax reform proposals sup- 
ported by the Farm Bureau. We urge the committee to view these 
proposals as a start of a series of tax changes that will improve the 
economic well-being of our Nation’s farmers and ranchers. 

In the area of capital gains, the maximum tax rate for real cap- 
ital gains should be 15 percent, and capital gains should be indexed 
for inflation. The proposals to provide a 50-percent exclusion and 
indexing for future price level changes are a substantial improve- 
ment over current law. 

The capital gains tax creates a disincentive for farmers to up- 
grade their farming operations because taxes must be paid on as- 
sets that are sold to finance improvements. The unimproved farm 
businesses are less profitable and are uninviting to young farmers 
contemplating a career in agriculture. Many older farmers and 
ranchers who would like to transfer assets for retirement income 
are discouraged by the high taxes on inflationary gains and asset 
values. This delay in sale of farm assets is a hindrance to young 
farmers tiy^ing to obtain land and equipment necessary to begin a 
farming operation. 

Mr. Chairman, I have had a number of farmers in many States 
tell me they are just waiting, hopefully for the rate to drop, so they 
can transfer or sell. They want to do that but they can’t afford the 
current rate. 

Many farm commodities like timber, Christmas trees, breeding 
livestock, dairy cows and equine have extended production cycles 
and therefore qualify for capital gains tax treatment. 

Taxing capital gains on slow maturing commodities, like I men- 
tioned, at ordinary rates reduces the profitability of these oper- 
ations and fails to compensate producers for risk. 

In the estate tax area, that exemption should be increased to $2 
million, and indexed for inflation. The $750,000 limit to the adjust- 
ment in value that can be made when farmland is valued at its ac- 
tual use rather than its highest and best use should be eliminated. 

The unified tax credit and use value allowance no longer allow 
many family farm businesses to pass from one generation to the 
next. When farm business assets must be sold to pay estate taxes, 
the economic viability of an operation can be destroyed and family 
members forced to abandon the farm. 
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Removing the $750,000 limit on the allowable adjustment for use 
valuation is especially important in areas of the country that are 
becoming increasingly urban. If this cap cannot be eliminated, it 
should, at the very least, be increased and indexed for inflation. 

Health insurance is an issue that is not addressed in the Con- 
tract With America, but it is of extreme importance to farmers, and 
that is the deductibility of health insurance premiums. A tax de- 
duction for the cost of insurance premiums will go a long way to 
help farmers and ranchers provide for their own nealth insurance 
needs. 

There is urgency in reinstating the 25-percent deduction for 
health insurance premiums paid by the self-employed before farm- 
ers file their 1994 tax returns. I might point out, Mr. Chairman, 
that for a great many farmers that file, that date is March 1, not 
April 15, so there is even more urgency than you might have 
thought. 

In addition, we think there should be a permanent 100-percent 
deduction for health insurance premiums paid by the self-employed 
individuals. 

On related farm business tax issues, we support accelerated de- 
preciation; investment depreciation should equal the full value of 
original investments; and the amount of investment in equipment 
inventory that can be expensed each year should be increased. 

One key item not currently under consideration is the tax treat- 
ment of disaster payments. Farmers and ranchers should be able 
to count income from forced livestock sales and disaster payments 
in the year that they would normally have occurred so that taxes 
paid are a fair and true reflection of normal farm income. 

In conclusion, but before closing I would like to just mention a 
tax issue that is threatening the future of agricultural organiza- 
tions, including the Farm Bureau. The IRS is attempting to tax the 
dues of Farm Bureau’s associate members as unrelated business in- 
come. This is misguided, unprecedented, and a reversal of long- 
standing policy. We urge you to examine the issue and pass cor- 
recting legislation. 

Mr. Chairman and the committee, thank you for the opportunity 
to present these ideas. 

[The prepared statement follows;] 
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STATEMENT OF THE AMERICAN FARM BUREAU FEDERATION 
TO THE HOUSE WAYS AND MEANS COMMITTEE 
ON TAX PROVISIONS OF THE "CONTRACT WITH AMERICA" 

PRESENTED BY DEAN R. KLECKNER 
PRESIDENT OF THE AMERICAN FARM BUREAU FEDERATION 
JANUARY 24. 1995 


Good day. I am Dean Klcckncr, President of the American Farm Bureau Federation 
and a hog. com, and soybean fanner from Rudd, Iowa. Farm Bureau is the nation's largest 
general farm organization with a membership of 4.4 million member families in 50 states and 
Puerto Rico. Farm Bureau members produce virtually every commodity grown commercially 
in this country. Our policy is developed by producer members at the county, state and 
national levels of our organization. I appreciate the opportunity to comment on tax issues 
important to our member families. 

Farm Bureau applauds the efforts of this committee to hold hearings and move 
forward with tax legislation early in the 104ih Congress. Maldng tax policy more farmer- 
friendly has been on the top of Farm Bureau’s agenda for many years. The "Contract with 
America" contains many good tax reform proposals which are important to fanners and 
supponed by Farm Bureau. We urge the committee to view these proposals as the start of a 
series of tax changes that will improve the economic well-being of our nation’s farmers and 
ranchers. 

Federal tax policy must give all citizens, including farm and ranch families, more 
opportunity to keep their own money and create their own personal financial safety net rather 
than rely on government programs. For farm families to be financially secure, tax policy 
must create a business climate where well managed farms can produce profits. Then, tax 
policy must allow farmers to keep more of their income so they can save for future financial 
security. 

Capital Gains 

Farm Bureau supports setting the maximum tax rate for real capital gains at 15 percent 
and indexing capital gains for inflation. Proposals to provide a 50 percent exclusion and 
indexing for future price level changes arc a substantial improvement over current law. 

Farming and ranching are extremely capital intensive businesses. Farmers hold land 
an average of 28.6 years; over this period, the value of total farm real estate in the United 
Slates has increased 4.27 times. Much of this increase in value has been due to nothing more 
than inflation. Farm Bureau believes that taxes on capital gains should be assessed only on 
the real increases in the value of property and not on nominal gains caused by inflation. 

In most instances, the capital gains tax is not a tax on income, but rather a tax on 
transferring capital from one asset to another. The tax creates a disincentive for farmers to 
upgrade farm operations because capital gains tax must be paid on land and other farm assets 
sold to finance improvements. Unimproved farm businesses are less profitable and are 
uninviting to young farmers contemplating a career in agriculmre. 

Many older farmers and ranchers who would like to transfer land and other capital 
property to some other assets for retircmenl income are prevented by the high taxes on 
inflationary gains in asset values. Tliis delay in the sale of farm assets is a hindrance to 
young farmers trying to obtain land and equipment necessary to begin a farming operation. 

Many farm commodities, such as timber, Christmas trees, breeding livestock, dairy 
cows and equine, have extended production cycles. These extended production cycles merit 
capital gains tax treatment of income when the commodities arc marketed. Taxing capital 
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gains on slow-maiuring commodities at ordinary rates reduces the profitability of these 
operations. 

Estate Taxes 


Farm Bureau supports increasing the estate tax exemption from $600,000 to $2 million 
and indexing the exemption for inflation. We also support elimination of the $750,000 limit 
to the adjustment in value that can by made when farmland is valued at its actual use rather 
than its highest and best use under Section 2032A. 

Farming in this country is both a way of life and a business. Perhaps like no other 
family business, today’s farmers and ranchers owe a great deal to the generations who farmed 
before them. Most learned how to farm from their parents and most started their careers in 
production agriculture using assets provided by the previous generation. 

Estate tax laws that govern the transfer of farm family business assets from one 
generation to the next were last updated in 1981. Due to gradual inflation and pressure from 
land development, the current $192,800 unified tax credit and allowance for farm use 
valuadon are no longer sufficient to allow many family farm businesses to pass from one 
generation to the next. Because more and more farms have assets exceeding the $600,000 
exempdon, heirs are forced to sell land, equipment and/or buildings to pay estate taxes. 

When the portion of farm business assets ^at must be sold is too great, the economic 
viability of the operauon is destroyed and family members are forced to abandon the farm. 

Removing the limit on the allowable adjustment for use valuadon is especially 
important in areas of the country that are becoming increasingly urban. Land values for 
development in these areas are much higher than for agricultural use rendering the $750,000 
cap ineffeedve in preserving farmland. If this cap cannot be eliminated it should, at the very 
least, be increased and indexed for inflation. 


Health Insurance Deduction 


An item not addressed in the "Contract with America" but of extreme importance to 
farmers is the deductibility of health insurance premiums. Farm Bureau must stress the 
urgency of reinsiadng the 25 percent deduction for health insurance premiums paid by the 
self-employed before farmers file their 1994 tax returns. In addiuon. Farm Bureau supports a 
permanent 100 percent deduction for health insurance premiums paid by self-employed 
individuals. 

It is difficult to understand why, during the recent debate about health care, this 
provision to make health insurance more affordable has not been expanded to 100 percent and 
made permanent. High health insurance costs are particularly troublesome in farming and 
ranching because it is a hazardous occupation. High risk translates into high insurance 
premiums, and many farmers are reducing their coverage or dropping it entirely because they 
cannot afford it. A tax deduction for the cost of insurance premiums will go a long way to 
help farmers and ranchers provide for their own insurance needs. 

Individual Retirement Accounts 


Farm Bureau supports changes in individual retirement accounts (IRAs) to expand 
their use for saving for education, for the purchase and upgrade of primary residences, and for 
medical illness. Tax changes to reinstate IRAs, to allow non-employed spouses to participate, 
and to expand the uses for saved funds will be good for farm and ranch families of all ages 
and are supported by Farm Bureau. 


Farm and ranch income can vary greatly from year to year. When farmers and 
ranchers have good income years, their incomes are heavily taxed as well as their earnings on 
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savings. Proposed changes in IRA rules will allow them to save more money and allow them 
to retain more of the income from savings. In addition, increasing the variety of uses for 
savings will give farmers more control of their financial future. 

While farmers and ranchers understand the importance of saving for retirement, 
business capital needs frequently supersede retirement savings. To many farmers, investing in 
farm assets that can be productive now and sold in the future to finance retirement makes 
sound business and personal sense. 

As mentioned before, fann income can vary greatly from year to year. IRA rules 
place limits on the amount of funds that can be invested each year. During tough financial 
years, fanners and ranchers may not have money to invest. Yet in years when they show a 
profit and could invest, the amount of retirement savings they can shelter from taxes is 
limited. 


Farm Bureau supports allowing farmers and ranchers, in preparation for retirement, to 
invest proceeds from the sale of property and machinery into a special retirement account on 
which taxes would be due at the time of withdrawal. Using an IRA, farmers and ranchers 
could defer capital gains on the sale of qualified farm assets until the money was withdrawn 
from the special account. 

Farm Business Tax Issues 


Farm Bureau suppons accelerated depreciation. Proposals to increase the value of 
investment depreciation to equal the full value of original investments and to increase the 
amount of investment in equipment and inventory that can be expensed each year would help 
farmers and ranchers and is supported by Farm Bureau. Depreciation rules keep becoming 
more complex and have less and less relationship to actual investment decisions on farms and 
ranches. Simplification is long overdue. 

One key item not currently under consideration that is very important to farmers is the 
tax treatment of disaster payments. Farm Bureau suppons allowing farmers and ranchers to 
count income from livestock sales and disaster payments in the year that they would normally 
have occurred so that taxes paid are fair and a true reflcciion of normal farm income. 

Weather is a factor that can’t be controlled or even accurately predicted. In years of 
natural disasters, farm income from the sale of crops may be severely reduced or even 
eliminated. Livestock producers who face multiplied feed costs may be forced to sell animals 
prematurely. In addition to problems caused by reduced income, irregular and unexpected 
cash flows make farm financial planning very difricult. 

Fortunately, the federal government provides disaster assistance to farmers and 
ranchers in these times of need. Unfortunately, disaster assistance payments and income from 
forced livestock sales are usually received in a different tax year. Receiving extra income in 
a single year increases taxes paid by fanners and ranchers who are already financially 
handicapped by natural disaster and negates the benefits of disaster assistance. 

Farm Bureau suppons legislation to allow farmers and ranchers who are forced by 
disaster to sell livestock early to include sale proceeds in the following year if that is when 
the sale would have normally occurred. In addidon, fanners and ranchers should be able to 
count disaster payments in disaster years reganfiess of when the aid is actually received if that 
is when income from crop sales would normally have occurred. The measure should be 
retroactive to sales after December 31, 1992, to include victims of the 1993 midwestem flood. 


There is some precedent for allowing fanners to report disaster payments as income in 
a year other than the one in which the disaster payments were received Currently farmers 
are allowed to report insurance payments, such as hail insurance, in either the year in which 
the insurance payment was received or the year in which the commodity would have been 
marketed. 
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Farm Family Tax Issues 

Farm Bureau supports the creation of a per child tax credit and elimination of the 
marriage penalty. In addition, we believe there should be an increase in the personal 
exemption for income tax purposes. 

The failure of the personal exemption to fully keep up with inflation and with growth 
of personal incomes has forced a rapid rise in the income tax load for young farmers and 
ranchers. The increased taxes for married couples has reduced the value of earnings from 
spouses who work off the farm. While these tax changes would benefit all farmers and 
ranchers, they would most benefit young farmers and ranchers who are raising families while 
also trying to build a farm business enterprise. 

Conclusion 


Before closing, 1 would like to mention a tax issue threatening the future of 
agriculture organizations including Farm Bureau. The Internal Revenue Service (IRS) is 
attempting to tax the dues of Farm Bureau's associate members as unrelated business income. 
This is misguided, unprecedented, and a reversal of long standing policy. 

Tax policy and the resulting rules and regulations are critical to our members. 

Policies that are fair and equitable promote both the economic well-being of farmers and our 
nadon’s food supply. Our tax system must provide incendves for cidzens to pay their fair 
share of their respective tax liabilides and encourage all cidzens to create personal financial 
safety nets. Provision of the '‘Contract with America" and other ideas discussed in our 
statement will benefit farmers and ranchers and our economy. We urge you to adopt these 
changes. We urge the Ways and Means Committee to examine the issue and pass correcting 
legislation. 

Thank for the opportunity to present these ideas today. 
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Mr. Merger. Thank you very much for your testimony, Mr. 
Kleckner. 

Mr. Atkinson will testify. 

STATEMENT OF TERRY L. ATKINSON, CHAIRMAN, MUNICIPAL 

SECURITIES DIVISION, PUBLIC SECURITIES ASSOCIATION; 

AND MANAGING DIRECTOR AND HEAD OF THE MUNICIPAL 

SECURITIES GROUP, PAINEWEBBER, INC. 

Mr. Atkinson. Thank you, Mr. Chairman, and members of the 
committee, good afternoon. 

I am Terry Atkinson. 1 am a managing director and head of the 
municipal securities group at PaineWebber. I am also chairman of 
the municipal securities division of the Public Securities Associa- 
tion, and it is in that capacity that I appear here today. I am 
pleased to be here to represent PSA’s views on the capital gains 
provisions of H.R. 9. 

I think, as most of you know, PSA represents nearly all banks 
and securities fiT-ms which deal in municipal and other public secu- 
rities. Consequently, we take an active interest in issues related to 
capital formation, savings, and investments. We are encouraged by 
the considerable attention being paid to these issues of late, and we 
commend this committee for calling the series of hearings. 

I would like to focus this afternoon on PSA’s views on two of the 
capital gains provisions contained in title I of H.R. 9, and also on 
the need to restore capital gains tax treatment for municipal bonds 
purchased at a market discount. 

Savings and investment are essential for the sustained gains in 
productivity, standards of living, and economic growth. PSA gen- 
erally supports responsible proposals to encourage capital invest- 
ment and savings. In that regard, we fully support the two provi- 
sions of H.R. 9 which would effectively reduce the tax rate on such 
gains and would allow taxpayers to index capital gains for infla- 
tion. These two provisions would create powerful incentives for 
families to save and invest. The result would be a stronger, more 
productive, and more competitive economy. 

I would now like to turn to an issue also closely linked to savings 
and investment: The tax treatment of market discount on tax- 
exempt municipal securities. Market discount occurs when bonds 
trade at prices below face value, usually as a result of increasing 
interest rates. This is admittedly a complex and arcane issue. The 
provision in OBRA 1993 which amended the treatment of munici- 
pal market discount from capital gain to ordinary income has re- 
sulted in a less stable, less liquid market. It has also resulted in 
tax rules which are complicated and difficult to apply, even for pro- 
fessional tax practitioners. 

Let me outline a few of the effects the provisions have had on 
the municipal market. 

First, the liquidity of the market has been negatively affected. 
Some investors, especially mutual funds and bank common trust 
funds, have refused to buy market discount bonds altogether. This 
problem is especially acute in today’s market where, as a result of 
higher interest rates, there are large numbers of discounted bonds 
being traded. 
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Second, pricing of discounted bonds has become more volatile, in- 
efficient, and misunderstood. Peculiar interactions between dis- 
counted bonds and bonds trading at or above face value occur regu- 
larly. As a result, sellers get significantly lower prices for their in- 
vestments than they should, and buyers face prices that are dif- 
ficult to understand and evaluate. 

Third, higher secondary municipal market yields will ultimately 
lead to higher costs for States and localities in issuing securities in 
the primary market to pay for much-needed public infrastructure 
investment. The ability of States and localities to raise capital for 
public investment depends on a stable and liquid secondary market 
for their securities. Since the adoption of new market discount 
rules, the market has become more volatile and less liquid. 

Last, the new rules are not accompanied by any significant eco- 
nomic gain for the Federal Grovernment. Whatever revenue is real- 
ized by the Treasury will not come until far into the future. The 
market effects, however, are immediate. 

In short, because they negatively affect municipal securities issu- 
ers and investors, the new rules for municipal market discount are 
a disincentive to savings and investment. They offer little economic 
benefit and do not effectively address any public policy concerns. 

We strongly support the capital gains provisions in H.R. 9. How- 
ever, we also urge the committee to address a tax provision that 
is harmful to savings and investment: Restore capital gains treat- 
ment for market discount on municipal bonds. Congressman 
Cardin introduced legislation in the last Congress designed to ad- 
dress this issue, and we urge the adoption of a similar provision 
as an amendment to H.R. 9. 

Thank you for the opportunity to present our views. I look for- 
ward to answering your questions. 

[The prepared statement follows:] 
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Thank you. Chairman Archer, and good morning. I am Terry Atkinson, and I am a managing 
director and manager of the municipal securities group at PaineWebber. Inc. 1 am also 
Chairman of the Municipal Securities Division of the Public Securities Association (PSA). 1 am 
pleased to be here this morning to present PSA’s views on the capital gains provisions of H.R. 9, 
the Job Creation and Wage Enhancement Act of 1995. 

PSA represents banks and securities firms which deal in municipal securities. U.S. government 
and federal agency securities, mortgage- and other asset-backed securities and money market 
instruments. Consequently, we take an active interest in issues related to capital formation, 
savings and investment. We are encouraged by the considerable attention being paid to these 
issues of late, and we commend Chairman Archer for calling this series of hearings. 

My statement this morning will focus on PSA’s views on two of the capital gains provisions 
contained in the Contract with America and in Title I of H.R. 9, a 50-perccni capital gains 
deduction and a provision to index the application of the tax on capital gains to the inflation rate. 
I would also like to discuss the need to restore capital gains tax treatment for municipal bonds 
purchased at a market discount. 

The Public Securities Markets and Capital Gains 

One of the most unique aspects of the markets represented by PSA is that they exist primarily to 
serve public policy goals. The municipal bond market exists to provide financing for state and 
local investment in infrastructure and other productive assets. The government and federal 
agency securities markets provide capital and liquidity for securities issued by the U.S. Treasury 
and U.S. government agencies. These markets reduce the costs to American taxpayers of 
funding the federal budget deficit and also finance other government investment. The mortgage- 
backed securities market helps provide financing for home ownership. By bringing together 
investors and public sector borrowers, these markets together provide hundreds of billions of 
dollars in financing each year for investment which is vital to the nation's continued economic 
strength. 

Savings and investment are essential for sustained gains in productivity, standards of living and 
economic growth. PSA generally support.s responsible proposals to encourage capital 
investment and savings. In that regard, we fully support the two provisions in H.R. 9 which 
would provide for a 50-pcrccni deduction of realize capital gains — thereby reducing the 
effective tax rate for such gains — and would allow taxpayers to account for inflation in 
calculating capital gains subject to taxation (Sections 1()01 and 1002 of the bill). Reducing the 


He.iiliiu.iitf'rs 40 Bro.iH Sirt'et. Nt*w York. ,\'Y 101104-2.37 5 • 


(212)809-7000 



123 


tax rate on capitaJ gains and indexing gains for inflation would create powerful incentives for 
faniilies to save and invest. The result would be a soongcr, more productive and more 
competitive economy. 

Capital Gains and Market Discount 

An issue closely related to capital gains reform involves the taxation of securities purchased on 
the secondary market at a discount, securities aptly referred to as “market discount bonds.’' The 
budget reconciliation legislation enacted into law in 1993 (OBRA *93) contained a provision that 
amended the tax treatment of municipal securities purchased at a market discount The law 
causes financial gain from the sale of these instruments to be taxed as ordinary income rather 
than as capital gain. Tlie new market discount rules have had a harmful effect on secondary 
market liquidity for municipal securities, are overly complex and burdensome to apply, and will 
eventually increase borrowing costs for state and local government issuers of municipal bonds. 
Since the principal goal of H.R. 9 is to increase investment by decreasing the taxation of capital 
gains, restoring the lower, pre-1993 tax rates on gains from the sale of market discount bonds 
would be entirely consistent vrith the bill. Such a change would decrease the tax burden on an 
important investment tool and restore lost market liquidity. 

The consequences of the change in tax treatment of market discount to trading and pricing of 
municipal securities have been enormous. The tax principles involved are technical and 
complex. The issues surrounding the new treatment of market discount are often misunderstood 
by professional tax analysts and practitioners, to say nothing of individual investors. 

Market Discount and Liquidity 

Market discount exists when a bond is purchased in the secondary market at a price below par, 
or face value. Market discount is the difference between the purchase price of a bond and its 
slated redemption price at maturity.' In most cases, market discount exists because yields have 
increased since bonds were originally issued. For fixed income securities like municipal bonds, 
when yields rise, prices fall, resulting in bonds that trade below face value. A de minimis rule 
exists so that if the amount of market discount is small — an amount less than 0.25 percent of 
the face value of a bond times the number of years between the bond's acquisition and its 
maturity — the discount is taxed as under previous law. 

Before the enactment of OBRA ’93. accreted market discount on municipal bonds was taxed as 
capita! gain at the time the bond was sold, redeemed or otherwise dispos^ of. Under the new 
law, accreted market discount is still taxed at the time a bond is sold or redeemed. However, 
accreted market discount is now being taxed as ordinary income, not as a capital gain. The pre- 
OBRA ’93 exemption from the market discount rules for municipal securities was important for 
one principal reason. Because the interest earned on municipal securities is generally exempt 
from federal taxation, many municipal bond investors avoid bonds with an element of ordinary, 
taxable income. The exemption from market discount rules for municipal securities tended to 
broaden the investor base for slate and local bonds, thereby maintaining the liquidity of the 
market. 

For example, suppose an investor buys a tax-exempt bond in the secondary market at a price of 
90^ with ten years left until maturity. (Assume the bond was originally issued at par, or face 
value — a price of 100.) Five years later, he or she sells the bond at a price of 95. The investor 
must treat the five-point gain as ordinary income in the year the bond is sold. (Total market 
discount at the time the bond is purchased is ten points, which must be accreted on a straight-line 
basis over the ten years until maturity. After five years, accreted market discount totals five 
points.) Suppose, under the same circumstances, that the investor holds the bond to maturity. 
Ten points (the entire amount of market discount) arc taxed as ordinary income in the year the 
bond is redeemed. 


' In the case of a bond sold at original issue discount, such as a zero-coupon bond, market discount is the 
difference between a bond's adjusted issue price and its stated redemption price. 


’ Municipal bond prices arc quoted here in points, tw pnceniage of face value. A $1,000 bond trading at a price of 
90 sells for $900. 
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These examples highlight the simplest scenarios. In reality, most calculations of market discount 
are much more complex. If. for example, an investor Iniys a bond with original issue discount 
(OID) and then seUs the bond prior to maturity, he or she could realize income as tax-exempt 
interest, tax-exempt OID, capital gain or loss, and market discount taxable as ordinary income, 
ail from a single transaction. The calculations rcQuired to distinguish from among these four 
types of income are complicated and burdensome. Tlie chances of anyone — even professional 
tax practitioners — correctly calculating their tax liability in such a circumstance are minimal. 
Although it surely was not the intent of the drafters, the market discount provisions contained in 
OBRA ’93 have resulted in rules that arc extremely difficult, and for some nearly impossible, to 
comply with. The new tax treatment for market discount has also resulted in unpredictable and 
volatile pricing for discounted municipal bonds. 

Mark0t Discount and Volatility 

Since the new market discount rules took effect, a two-tier secondary market has existed for 
municipal securities. One tier consists of bonds where market discount is treated as ordinary 
income (market discount bonds) and the other of securities where there is no discount or where 
de minimis discount is taxed as capital gain. The interaction between these two segments of the 
municipal market regularly results in inconsistent, inefficient and misunderstood pricing of 
discounted municipal bonds on the secondary market. Indeed, discounted municipal bonds can 
trade at yields of 20 basis points (0.2 percentage point) or more above comparable municipal 
securities selling at or above face value. In mid- 1993, market interest rates were at historical 
lows. Very few municipal bonds were traded at a discount, and the effects of the new tax 
treatment were not widely fell. Although PSA strenuously opposed the new treatment of market 
discount during deliberatioi.s over OBRA ’93, as a result of market conditions at the time, the 
municipal finance community failed to focus on the problems generated by the provision. The 
effects of the change in tax status have been magnified by a drastically different bond market 
which has emerged over the past year. As a result of changing economic expectations among 
investors and actions taken by the Federal Reserve, interest rates have increased considerably 
since the enactment of OBRA '93, resulting in many more bonds trading at discounts. The 
market effects of the provision are now severe. 

As a result of their new tax status, the market for discounted municipal bonds has become 
significantly less liquid — there are fewer investors, and discounted bonds offered for sale are 
priced less aggressively. Many tax-exempt bond mutual funds and bank common crust funds 
have stopped buying discounted bonds altogether, citing specific restrictions against earning 
ordinary, taxable income or an unwillingness to report taxable income tc fund investors. Other 
investors, especially retail investors, avoid market discount bonds because of the complexity of 
calculating the amount of discount subject to taxation. In practice, market discount municipal 
bonds are priced based on an after-tax yield assuming the investor is in the highest marginal tax 
bracket of 39.6 percent. However, investors do not actually incur a tax liability from market 
discount until bonds are redeemed, and this often occurs when the bonds mature many years into 
the future. In many cases, especially when bonds serve as retirement savings, the investor by 
(hen is in a lower marginal tax bracket 

In addition, under the new rule, investors can no longer offset gains attributable to market 
discount bonds with capital losses on other investments. The worst circumstance for a tax- 
exempt mutual fund, for example, would occur in a year where the market performed poorly and 
the fund’s overall performance was negative. In previous years, any market discount realized by 
the fund during the year would be offset by capital losses. However, under cuncni law, that 
fund’s shareholders may be subject to ordinary income tax on market discount in a year when 
the fund actually had an overall negative return. Such a circumstance has a chilling effect on 
investors in tax-exempt funds, and tends to discourage investment in municipal bonds. 

The effects of the new tax treatment for market discount were exacerbated by market conditions 
in 1994. Historically steep increases in interest rates caused bond prices to fall precipitously 
throughout the year. As prices of municipal securities fell below face value, secondary market 
investors began demanding even higher yields to compensate them for the higher rate of taxation 
of market discount, causing prices to fall even further. FalUng bond prices caused many mutual 
fund investors to exit the market, forcing funds to sell bonds at discounts in order to “cash out’’ 
shareholders. Selling by funds resulted in even more market discount bonds in the market for 
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which the few buyers that remained demanded even higher yields to compensate for the new tax 
treaiment. The market discount rules helped perpetuate market conditions where sellers got 
significantly lower prices for their investments than they should have, and where buyers faced 
prices that were difficult to understand and evaluate. 

These higher secondary market yields now demanded by buyers of market discount bonds will 
ultimately lead to higher costs for states and localities in issuing securities in the primary market 
to pay for much-needed public infrastnicmre investment. The ability of states and localities to 
raise capital for public investment depends on a stable and liquid secondary market for their 
securities. Since the adoption of new market discount rules for municipal securities, the market 
has become more volatile and less liquid. 

The added capital costs for slates and localities that will result from the new market discount 
rules are not accompanied by economic gain for the federal government. Although the new 
policy was designed to prevent higb-incomc individuals from converting ordinary income into 
capital gains, no evidence exists that such behavior has ever, or would ever, be widespread in the 
municipal secondary market. Therefore, the savings to the federal treasury arc negligible. 
Whatever revenue is generated will not be realized until far into the future when market discount 
bonds are sold or redeemed. The negative effects on the marketplace, however, are immediate. 

Summary 

The tests of a well-constructed tax law are that it is equitable and easy to apply, that it achieves a 
policy goal and that its benefits exceed its costs. PSA believes that the capital gains provisions 
contained in H.R. 9 meet these tests. The goal of the capital gains provisions in H.R. 9 i.s to 
encourage savings and investment in order to strengthen the economy. PSA believes that 
savings and investment are vital to growth, productivity and our standard of living, and for this 
reason, we support the provisions of H.R. 9 providing for a 50-perccnt deduction of capital gains 
and indexing gains for inflation. 

The new market discount rules for municipal securities meet none of the tests of a good tax law. 
It is not equitable; sellers of municipal securities are unnecessarily hurt by inefficient pricing, It 
is not easy to apply: the calculations required to comply with the new rules are needlessly 
complex and difficult to understand. It docs not achieve a policy goal: investors do not come to 
the municipal market as a means of converting ordinary income to capital gain. Its benefits do 
not exceed its costs: the federal Treasury will realize linic revenue from the provision, and 
municipal bond investors and state and local borrowers are being harmed. 

The current treatment of market discount is a disincentive to savings and investment. The new 
market discount rules have resulted in a more volatile and less liquid municipal securities market 
and will eventually hamper the ability of states and localities to undertake new investment by 
increasing their cost of capital. Addressing problems raised by the new treatment of market 
discount for municipal securities is consistent with the goals of H R. 9. A bill introduced in the 
U)3rd (Congress with bipartisan cosponsorship by Congressman Ben Cardin. H.R. 4714, would 
have repealed the new the new treatment of market discount on municipal securities. We urge 
the Committee during its deliberations on H.R. 9 to adopt a similar provision to tax market 
discount as capital gain, rather than as ordinary income. 

1 appreciate the opponunity to present PSA’s views, and 1 look forward to working with this 
Committee as the debate over H R. 9 continues. 
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Mr. Herger. Thank you very much. 

Mr. Auerbach, please. 

STATEMENT OF ALAN J. AUERBACH, ROBERT D. BURCH 

PROFESSOR OF TAX POLICY AND PUBLIC FINANCE, 

DEPARTMENT OF ECONOMICS, UNIVERSITY OF CALIFORNIA, 

BERKELEY 

Mr. Auerbach. Thank you very much, Mr. Chairman. 

Let me just say because I am on a panel with others represent- 
ing different constituencies that I am here testifying on my own be- 
half. 

I am director of the Burch Center for Tax Policy and Public Fi- 
nance at the University of California. I am an economist and I 
have studied and testified before this committee on issues of capital 
formation and the budget many times in the past. My discussion 
today and my written testimony will be limited to two sets of provi- 
sions in titles I and II of H.R. 9 dealing with the indexation and 
exclusion for capital gains and the NCR§ provisions for capital re- 
covery. 

Let me begin by summarizing my conclusions. 

The combination of the capital gains exclusion of 50 percent and 
indexing would, for typical assets, easily lead to the equivalent of 
greater than 60-percent exclusion of gains without indexing. You 
may recall that in 1978 one of the reasons for increasing the exclu- 
sion for capital gains to 60 percent was inflation. If we were ever 
to go back to the unfortunate inflation rates of the late seventies 
and early eighties, the combined effect of the 50-percent exclusion 
and indexing would actually be far greater than 60 percent. So in 
that sense this would be establishing more generous treatment for 
capital gains than in the period from 1978 to 1986. 

Second, the capital gains reform would cost the Treasury tax rev- 
enue in the long run. There are differences in measurement and 
opinion about the short run. On the basis of the professional evi- 
dence, there is little doubt that a capital gains tax reduction will 
cost revenue in the long run. You may have heard statements to 
the contrary here today. Those are not based on evidence, and the 
evidence is all that I can go on. 

Taking dynamic considerations into account, that is, looking at 
macroeconomic feedback effects, would likely increase this revenue 
loss. That is because the capital gains exclusion that applies not 
only to newly acquired assets but also to existing assets with po- 
tentially large accrued gains has an enormous windfall effect. 
Windfall effects do not have incentive effects; they do not encour- 
age saving. They encourage consumption, and by providing a very 
large windfall, a tax change like this would have a much more di- 
rect impact on reducing saving than on increasing it. This is par- 
ticularly so in a full employment economy, as we have now, where 
increasing consumption is not likely to increase output. That in- 
crease in consumption is going to come at the expense of invest- 
ment, that reduction in investment is going to reduce the growth 
rate of the economy, and that is going to reduce future tax revenue. 

Third, the proposed neutral cost recovery system offers the equiv- 
alent of immediate expensing, at least theoretically. Compared to 
the current system, it is as if you were giving an investment credit 
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for corporate taxpayers in the 35 percent bracket ranging from 2.4 
percent for a 3-year property at current inflation rates to about 8.3 
percent for a 10-year property. 

Fourth, despite the large tax reduction it provides, NCRS is con- 
sciously designed in a way that masks its large revenue costs. As 
is quite clear from the revenue estimates, the costs are much high- 
er in the long run than they are in the short run, and like the cap- 
ital gains reform, it is best to look at the longer run revenue impli- 
cations when deciding whether this is something that the Nation 
can afford. 

If you feel that a program like NCRS is something that should 
be done, you should be prepared to pay for it in the same way that 
you would pay for the equivalent investment tax credits ranging 
from 2.4 to 8.3 percent. 

Fifth, the NCRS scheme does not eliminate the distortions asso- 
ciated with the taxation of investment income. While it does pro- 
vide a zero tax for machinery and equipment, it doesn’t go far 
enough even for those assets in taking care of the way they are fi- 
nanced. In particular, if they are financed with debt, there will be 
a significantly negative tax rate for that kind of investment. As 
distortionary as positive capital income taxes are, negative capital 
income taxes are distortionary as well. 

Sixth, and finally, from a macroeconomic perspective this is a 
particularly inappropriate time to introduce large investment in- 
centives. Investment grew at over 13 percent in the past year. It 
grew at nearly 13 percent from the third quarter of 1992 to 1993. 
We are operating near capacity overall and near capacity in the 
capital goods industry, and increasing demand is not the right way 
to increase saving right now. The better way to increase saving is 
to reduce consumption, both by the government and by the private 
sector. 

Thank you. 

[The prepared statement and attachment follow:] 
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Capital Formation and the "Contract with America" 

Tesiimon> before the Commiltee on Ways and Means, U.S. House of Representatives 
by 

Alan J. Auerbach 

Robert D. Burch Professor of Tax Policy and Public Finance 
University of California, Berkeley 

January 24, 1995 


Mr. Chairman and Members of the Committee: 

1 appreciate the opportunity lo give my views of the efiecls of the "Contract with 
America" on saving and investment. My discussion will be limited to Titles I and 11 of H.R. 9, 
the Job Creation and Wage Enhancement Act, which contain proposals lo reduce and index the 
capital gains tax and increase the value of depreciation allowances on business fixed investment. 
Let me begin by summarizing my conclusions. 

1 . By providing both a 50 percent exclusion for long-term gains and inflation indexing, 
the capital gains reform would sharply reduce the tax burden on capital gains. The combined 
impact could easily exceed that of a 60 percent exclusion of gains without indexing. 

2 The capital gains reform would cost the Treasury tax revenue in the long run. Taking 
"dynamic" considerations of growth into account would increase this revenue loss: because of 
large windfalls to existing capital, the reform would encourage current consumption rather than 
saving. 

3. The proposed Neutral Cost Recovery System (NCRS) offers the equivalent of 
immediate expensing of the cost of investment in machinery and equipment. Compared lo the 
current system, NCRS provides the additional incentive to invest that would be provided by an 
investment lax credit ranging from about 2.4 percent for three-year property lo about 8.3 percent 
for ten-year property. 

4. Despite the large lax reduction it provides, NCRS Is designed in a way Dial masks its 
large revenue costs. Like the capital gains reform, it promises shorl-run revenue gains due lo 
liming. The long-run losses, however, are a better measure of budgetary impact and should be 
used as a basis for evaluating the proposals. 

5. The NCRS scheme does not eliminate the distortions associated with the taxation of 
investment income. Different assets will face different effective lax rates, and debt-financed 
capital purchases arc likely to face quite negative tax rates, making NCRS property a tax shelter 
for other capital income. 

6 From a macroeconomic pcrspeciivc. it is a particularly inappropriuic lime to introduce 
the large ins esimcnt incentive embodied in NCRS. Business fixed investment is booming and 
the economy as a whole is operating near its capacity. Added stimulus to investment is likely to 
exacerbate supply constraints and inflationary pressures. 

In short, neither scheme offers a painless reduction In capital income taxation. In an 
economy witli a terribly low national saving rate, fiscal policy that is out of balance, and 
production that is operating near capacity, this package is likely to work in the wrong direction 
on all three counts: to reduce national saving, worsen the budget deficit and stimulate production 
demand. 

Let me turn now to a detailed discussion olThc proposals. 

Capital Gams Provisions 

I he capital gams lax provisions of H.R. 9 would introduce a 50 percent exclusion 
of capital gains and also provide for the prospective indexing of asset bases for inflation 
occurring after December 31,1 994 Like the exclusion, indexing acts to reduce the portion of 
nominal capital gains subject to tax. Tlius, the two provisions together will exclude more than 50 
percent of gains from tax. For example, for an asset held for ten years, yielding a total return of 9 
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percent annually, and an inflation rate of 3 percent, 63 percent of gains would be excluded from 
the tax base. 3 hi.s exceeds the 60 percent exclusion rale that existed betw-cen 1 978 and 1 986. At 
the higher rates of inflation experienced in the late 1970s and early 1980s, the exclusion rate 
would be even higher because the indexing provision would be more valuable. 

There are several arguments offered for reducing capital gains taxes or indexing them in 
this manner, but as I will explain, I find them generally unconvincing. 

Revenue Effects 

A capital gains tax reduction would lessen the distortion of the ’iock-in" effect that 
discourages investors from realizing their capital gains As a result, it would lead to more 
frequent turnover of capital assets and hence more capital gains being taxed Some argue that the 
increased tax base would more than offset the reduced tax rate, leading to increased revenue. 
Unfortunately, there is little empirical support for this argument While there is convincing 
evidence that investors lime their capital gains realization to take advantage of lower tax rates - 
as they did at the end of 1 986 to avoid the impending tax increase — there is no evidence that 
realizations increase permanently by enough to raise revenues in the long run Indeed, as I have 
illustrated in previous research, such a long-run increase in realizations would require an 
implausible speeding up of transactions and reduction in assets passed through estates.' The 
most recent studies of investor behavior confirm that, while realizations are extremely sensitive 
to temporary tax rate variations, they are far less responsive to more permanent ones -■ not nearly 
respon.sive enough to raise revenues.^ Hence, capital gams tax cuts do cost lax revenue, and must 
produce other social benefits to offset the revenue loss. 

Increased Capital Formation 

Proponents argue that capital gains tax reductions will lead to more capital formation and, 
as a result, generate further revenue gains. However, while reductions in capital gains taxes (or 
other taxes on capital income) lower the cost of capital, thereby encouraging investment, they 
affect saving in a second way as well By raising the after-tax income of households, capital 
gains tax reductions encourage consumption. Saving will increase only if the first effect 
outweighs the former. Unfortunately, the impact on the incentive to save and invest will be 
relatively small, and a retroactive capital gains tax reduction, as is being proposed, provides large 
windfalls to the owners of existing assets. Such windfalls will have a much more powerful 
effect in the opposite direction •• to increase consumption and reduce saving. 

For corporate investment, there are several factors that attenuate the effect of a capital 
gains tax reduction. First, as capital gains even now receive favorable tax treatment (they are 
taxed only upon realization at a maximum of 28 percent and are not taxed if transferred through 
an estate), the effect of the rate reduction would be muted. Given my past estimates of the 
advantages of deferral and basis step-up at deaih\ the current 28 percent maximum rate translates 
into an effective rate of about 10 percent. Based on the same assumption, the combination of 
indexing and the 50 percent exclusion might reduce this to just over 5 percent, yielding a roughly 
5 percentage point reduction the effective tax rate on capital. Capital gains taxes primarily affect 
the cost of equity-financed investment, to the extent that equity returns are received in the form 
of capital gains and are received by taxable investors. Asa rough estimate, if 1) half of all 
finance is through equity, 2) half of all equity returns are in the form of capital gains, and 3) half 
of this equity is held by taxable investors, then the drop in the effective lax rate falls by seven- 
eighths, to about .6 percentage points. For a real, before-lax rale of return of 6 percent, this is 
like an increase of 4 basis points in the rale of return to saving. 


'Alan J. Auerbach, "Capital Gains Taxation and Tax Reform," National Tax Journal 42, 
September 1989, pp. 391-401. 

^Leonard E. Burman and William C. Randolph, "Measuring Permanent Responses to Capital- 
Gains Tax Changes in Panel Data," American Economic Review 84, September 1994, pp.794-809. 

^Alan J. Auerbach, ''Capital Gains Taxation and Tax Reform," Op. Cit. 
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By contrast to this very small increase in the incentive to save, offering investors a 
retroactive tax cut on prior appreciation of existing assets bestows a very large windfall that will 
increase consumption. To a first approximation, the size of this windfall equals the reduction in 
the effective capital gains rate, again about 5 percentage points, times the total current value of 
unrealized gains held by taxable mveslors. The extra consumption this windfall generates likely 
will more than offset the small reduction in consumer spending induced by the rise in the after- 
tax rate of return 

Thus, a.s currently structured, the capital gains tax reform would almost surely increase 
consumption and reduce saving. This unfavorable outcome could be mitigated somewhat by 
reducing the windfall to existing assets One change in this direction would be to require sale or 
constructive realization of existing assets in order to qualify for indexing. This change would 
have the additional benefit of increasing realizations and tax revenues. An even more direct 
measure would be to limit the capital gains exclusion to newly acquired assets or those 
constructively realized. 


Promoting yeniiirc Capital Investment 

An argument often made for reductions in capital gains taxes is litat they are needed to 
promote investment in risky enterprises and new businesses that yield much of their return in the 
form of capital gains. However, a provision targeted precisely toward this objective is already in 
force: the Revenue Reconciliation Act of 1993 permits an exclusion for newly issued equity in 
small businesses. Thus, the venture capital argument does not apply to the current changes. 

Insulating Gains from Inflation 

The tax system generally measures income on a nominal basis, ignoring the fact that 
some returns merely compensate asset owners for a decline in the real value of their asseis due to 
inflation. This distorts the measurement of income and raises the effective tax rate on asset 
returns While a capital gains exclusion has sometimes been justified to compensate for this 
overtaxation, this is not the best way to alleviate the distortion of nominal taxation. Indeed, the 
current proposal includes the most straightforward approach, indexing of asset bases, so the 50 
percent exclusion cannot also be justified by the need to compensate for inflation. 

'A.Tiile basis indexing is the right way to protect capital gains from inflation, there is no 
reason lo single out this one form of capital income when indexing. Since capital gains already 
receive favorable lax treatment, the inflation tax weighs less heavy on them than on the return to 
ftjlly taxed capital income such as payments on interest-bearing assets. Failure to index interest 
not only leaves out an important class of assets, but also keeps in place the benefits that inflation 
provides to interest deductions. Given that borrowers arc likely to be in higher tax brackets than 
lenders, this means that, under the indexing provisions, borrowing to invest in capital assets will 
actually be encouraged by higher inflation. While indexing is desirable, I see no justification for 
limiting it to capiul gains, particularly when capital gains are already tax-favored and about to 
become more so. Indexing depreciation allowances, as would be done under the Neutral Cost 
Recovery System, is another step in the right direction, but does not address the mismatch in the 
treatment of interest deductions and capital gains. 

The Neutral Cost Recovery System 

As just noted, the Neutral Cost Recovery' System would index the bases of assets for 
purposes of calculating depreciation allowances. Assets currently written off over three, five, 
seven or ten years using the 200 percent declining balance method would also effectively receive 
interest, at the rale of 3.5 percent, on any undepreciated basis, while having allowances shifted to 
the 1 50 percent declining balance method. For this group of asseis, the new scheme would be 
approximately equivalent to immediate, first-year expensing of the entire cost of investment.* 


*The equivalence is based on the assumption that the real discount rate is 3.5 percent. If the 
appropriate rate is lower, the scheme is more generous than expensing. If the appropriate rate is 
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At an inflation rate of 3 percent and a real discount rate of 3.5 percent. NCRS gives investors 
facing ihe corporate tax rate a benefit equivalent to an investment lax credit ranging from a 2.4 
percent (with a 50 percent basis adjustment, as during the period 1 982-86) for three-year property 
to 8.3 percent for ten-year property. 

The Timing of NCRS Deductions 

Since both expensing and investment tax credits are familiar concepts in the tax code, 
then why does NCRS lake the form it does, rather than simply expanding the scope of existing 
expensing provisions or reintroducing the investment tax credit? There can be only one answer: 
timing. By shifting from 200 percent declining balance to 150 percent declining balance and 
then grossing up deductions for inflation and interest, NCRS greatly increases the present value 
of allowances while shifting them into the future. 

Figure I illustrates this. It shows the annual deductions for a dollar of investment in ten- 
year property under existing law and NCRS, assuming a 3 percent inflation rate, During the First 
three years, deductions are actually higher under current law. Combine this project with projects 
starting in years 2, 3. 4 and 5, and you could well raise revenue in each of the first five years -- 
the relevant budget window. You would almost certainly raise revenue in the five years 
combined. Indeed, all the provisions of NCRS taken together, including those affecting other 
assets, have been estimated by the Treasury io raise revenue during the period 1995-2000.^ 

Thus, this new system of depreciation would be very costly in terms of revenue. From 
the perspective of responsible budget policy, we should be prepared to make the same offsetting 
budget adjustments in terms of added revenue or reduced spending a.s we would to finance a 
system of investment (ax credits ranging from 2.4 to 8.3 percent. 

Ironically, this backloading of incentives may actually make the policy less effective, By 
offering businesses the equivalent of expensing but only providing payments over time, the 
government is giving firms an lOU. To the extent that businesses face restrictions in credit 
markets, it would make more sease for the government to borrow the cash needed to provide 
immediate payment of the fOU. rather than forcing cash-constrained firms to borrow until the 
lOU is paid off. Even with its current budget problems, the federal government faces less 
difficulty raising funds than many businesses do This i.s one reason why. in the past, proposed 
investment incentives have cither taken the form of an investment credit, as in President Clinton's 
original 1 993 package, or accelerated depreciation, as in President Bush’s 1 992 proposal for a 1 5 
percent investment lax allowance. 

/s NCRS neutral? 

If lax neutrality moans equal treatment of different assets, then NCRS fails by giving 
more generous treatment to machinery and equipment than other assets. If neutrality means a 
zero tax rate on investmem income, then NCRS fails again, even for machinery and equipment, 
While expensing or its equivalent imposes no net tax on the returns to investment, there are 
additional provisions that may impose positive or negative taxes on the same returns, For 
example, as already mentioned, debt-financed investments will still provide full, nonindexed 
interest deductions. As long as interest is received by those in a lower bracket than the borrower, 
the combined tax on borrower and lender will be negative. Combined with the zero tax on asset 
returns produced by NCRS, the result is a net negative tax rate on debt-financed investment in 
NCRS property. While lower capital income tax rates may make sense, negative tax rates are 
hard to justify and produce distortions of their own, including new tax shelter opportunities. 


higher, than expensing is more attractive. 

’Statement of Assistant Treasury Secretary Leslie B. Samuels before the Committee on Ways and 
Means, January 10, 1995. Table 1 
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NCRS and the Macroeconomy 

In the past, investment incentives were introduced as a way of stimulating investment and 
economic activity out of recession. This type of countercyclical policy is hard to practice 
because it often comes too late and may even exacerbate investment fluctuations by leading 
investors to hold off investing during a recession as they await yet another investment incentive. 
However, from the perspective of countercyclical policy, it is difficult to imagine a worse time 
than the present lor Uie introduction of investment incentives. 

With an unemployment rate of 5.4 percent, the economy may well be operaiiiig at a 
capacity above that sustainable at a stable inflation rale. Business flxed investment is growing 
briskly; it grew in real tern>s by 12.6 percent between the tliird quarters of 1992 and 1993, and by 
another 13.7 percent between the third quarters of 1993 and 1994. For machinery and 
equipment, the growth rates over (he same two years were 17.6 percent and 1 7.3 percent An 
added stimulus for equipment purchases, particularly one not sufficiently balanced by offsetting 
deficit reductions, would pusli further against capacity constraints in capital-goods-producing 
industries and the economy as a whole, adding considerable fuel to preseni inflationary 
pressures. 

The United Stales needs more national saving. However, with aggregate demand already 
strong, a belter way to meet this objective is by reducing consumption — by government as well 
as households — rather than trying to increase investment A serious deficit reduction policy is 
the most direct way to accomplish Ihis objective. 


Figure 1 

Depreciation; 10- Year Property 
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Mr. Herger. Thank you very much, Mr. Auerbach. 

I am just curious, you had somewhat of a different type of seeing 
the results of our policy than what perhaps several other members 
of the panel would agree with. Is there anyone who would disagree 
with Mr. Auerbach who would like to comment on the panel? 

Mr. Huard. The rest of us here are all at something of a dis- 
advantage, none of us are economists. I think you obviously have 
a difference of opinion. Most of you were here for the prior panel, 
and I think you really have to decide on the issue of things like 
capital gains tax cuts whether it is the right thing to do, whether 
it makes economic sense. 

I have been testifying before this committee for nearly 15 years, 
and the only thing I could say with confidence when econometric 
estimates are thrown around, and this is going to lose $x billion 
and this is going to raise $y billion, is that you know for certainty 
that those estimates are going to be wrong, and they are going to 
be wrong by billions of dollars. About all they can tell you that is 
helpful is orders of magnitude and trend lines, but the actual num- 
bers themselves imply a precision which, frankly, doesn’t exist. 

Mr. Merger. Thank you very much. 

Mr. Kleckner, I would just like to comment on your comments, 
being from an agricultural area myself, I thank you very much for 
your testimony, and specifically I would like to ask you if you could 
explain to our committee concerning the increase of maximum ex- 
emption for special use from $750,000 to $1.5 million. 

My colleague, Mr. Thomas, has legislation that would do that, 
and I have introduced legislation that would help index land, spe- 
cial use land, particularly for agriculture. And we see so often in 
our communities where so many of our farms have been out away 
from the cities at one time, but as the urban area grows we find 
ourselves that the urban areas now encroach where it is right on 
top of us but yet our land is valued for what it might be for indus- 
trial use perhaps or for building homes on rather than the family 
farm, and I wish — would you mind commenting a little bit more on 
how important these two aspects of indexing and raising the spe- 
cial use from $750,000 to $1.5 million — I believe you mentioned $2 
million in your recommendation — would be to the family farmer? 

Mr. Kleckner. Yes, thank you, Mr. Chairman. It is extremely 
important, and you are surely right, that many people were in the 
country years ago but now the city is moving out. Land valuations 
have skyrocketed for the new potential use as compared to the use 
for agriculture that they are now valued at. 

We would prefer that there be no exclusion at all, that it be en- 
tirely valued at agricultural use. However, we will certainly sup- 
port the raising from $750,000 to $1.5 million or whatever the pro- 
posal might be revised to be. 

We think your proposal to index it is extremely important, also. 
I think indexing in this whole area, this area as well as capital 
gains, is a key to the future. We will support increasing the exemp- 
tion up to the $1.5 million. If there is a maximum at $1.5 million, 
it should definitely be indexed. 

It seems to me the government loses nothing in the end. There 
may be a bit of delay, but in the end if that land is converted to 
houses, as you mentioned, taxes will be paid on it at that time. 
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Let’s take a $1 million piece of property for farming valued at $5 
million, raising the exclusion from $750,000 to $1.5 million, while 
very helpful still might cause that person to have to sell the farm 
and get out of farming. So whatever it can be raised to will be of 
great benefit. 

The three-quarters of a million to a million and a half would be 
extremely helpful. I would hope that the committee would look at 
even going further than that. But at all costs, your proposal to 
index needs to be in there. 

Mr. Merger. Thank you very much. Mr. Levin will inquire. 

Mr. Levin. Thank you very much. 

Let me ask those of you, other than Professor Auerbach, who 
favor these proposals, do you favor them if in the end they are not 
part of a deficit neutral package? Do any of you favor that or is 
your position conditioned on over 5 years, it would be 10 in the 
Senate and I think the 10-year standard would be discussed here, 
there would have to be no negative impact on reduction of the defi- 
cit? 

Mr. Huard. Well, the NAM has consistently taken the position 
that any tax cuts adopted as a part of the Contract should be fi- 
nanced fully with spending cuts. We don’t think you should be 
playing shell games and financing them with offsetting tax cuts on 
somebody else. That is basically not going to do anything for eco- 
nomic growth, but we do think if you fully finance any spending 
cuts adopted as part of the Contract with offsetting spending cuts 
you will get very positive benefits and that is the way you ought 
to do it. 

Mr. Lane. We would agree with that at NAEA. I think that the 
purpose of our support for all the initiatives in the business aspect 
of this bill are going to support a growth in the economy and 
growth in the profitability of businesses and if that is offset by an 
increase in the deficit of the government, it just cancels it out, so 
we would like to see the economy expand, at the same time govern- 
ment revenues will expand, but it would have to be coupled with 
spending reductions so we don’t wind up in a negative position 5 
or 10 years out. 

Mr. Levin. And you don’t outline cuts in your testimony, not that 
you are before the Appropriations Committees. I was a little bit 
concerned about the response that you can never be sure of pre- 
dictions, economic predictions. I take it we have to have some rea- 
sonable estimation of the likely effect on revenues of any tax cuts. 

Mr. Huard. Well, I think that is correct. My comment was in- 
tended to convey the fact that frequently these numbers are tossed 
around with what appears to be a marked sense of precision and 
certitude, and I just think they ought to be taken occasionally with 
a grain of salt. 

Mr. Levin. Occasionally? The problem is this morning Allen 
Sinai, who I don’t think has an ax to grind, estimated the revenue 
losses for the next 5 years at, I think, $183 or $193 billion. The es- 
timate of the Treasury Department is $205 billion for 5 years; for 
10 years, the estimate of the Treasury Department is $725 billion, 
which is a considerable chunk of change. 
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Let me ask Professor Auerbach, what do you see as the economic 
reasons, in a capital gains proposal, to include a change in rate for 
existing assets? 

Mr. Auerbach. Well, I think the only justification from an eco- 
nomic perspective would be that you would generate so much addi- 
tional unlocking of capital gains that the revenue gains from the 
reduced distortion would essentially pay for itself. 

I don’t think that is true. I also think that there is an additional 
issue. People talk about capital gains tax cuts as a savings incen- 
tive. The capital gains tax certainly is a tax on capital income. If 
we are talking about the prospective capital gains tax that people 
are going to pay, then to a certain extent that will weigh on their 
decision to save. But I fail to understand how telling people who 
have appreciated assets that those assets are now worth more, be- 
cause of a tax reduction, will increase national saving. It is certain 
to increase consumption. Revenue estimates may differ, and indeed 
economic estimates may differ, but I don’t think there is very much 
controversy over the statement that people who are wealthier will 
consume more. 

Mr. Levin. My time is up. Thank you. 

Mr. Merger, ^ank you. Mr. Shaw will inquire. 

Mr. Shaw. Thank you, Mr. Chairman. 

Mr. Atkinson, I particularly enjoyed listening to your remarks, 
how it impacts on municipal borrowing. In my own State of Florida 
almost $8 billion a year is financed in long-term bonds. This has 
become very important for the building of bridg^es, roadways, wa- 
terways, sewer sanitation plants, all types of things that we want 
to encourage to be built and taken care of at the local level. 

You speak of some complications and restrictions in regard to the 
exchange of those particular bonds. Could you be specific in your 
recommendations as to what changes should be made, and also 
comment particularly on those provisions that were contained in 
the 1993 tax bill? 

Mr. Atkinson. OK. Actually, prior to the tax change in 1993, all 
market discount bonds were treated in a uniform fashion. Bonds 
that trade below par — using 100 as par — a bond trading at 90, the 
market discount — or the difference between 90 and 100 was treated 
as a capital gain. The market was very efficient in how those bonds 
traded. 

The change in the 1993 Reconciliation Act created another func- 
tion because that discount now can be treated, depending on a cou- 
ple factors in a rule, as capital gains, as ordinary income, or it can 
be treated as both in the same bond. You basically have investors 
looking for tax-exempt income, not for ordinary income. If they 
were, they would be investing in some other vehicle, taxable bonds, 
stocks, real estate, or some other investment. So what has hap- 
pened is that people are avoiding bonds that have ordinary income 
as a result of the rule. In addition, some mutual funds which are 
large institutional investors, as well as trust departments, and in- 
deed even individuals, are not as concerned about the credit quality 
of the bond or its yield, but rather whether or not it will be taxed 
as ordinary income as opposed to tax-exempt income. As a result, 
market liquidity has changed rather significantly. If you look at the 
blue list, a publication used in the industry that lists all the bonds 
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owned and for sale, you will see that a majority of those bonds are 
discount bonds. That is a reflection of the fact that people aren’t 
that interested in those bonds. 

I think that the change we propose is a very simple change. It 
would go back to the pre-1993 level when we had the gain on the 
sale of discount bonds treated as capital gains. 

As I said, I think the revenue impact on the Treasury is very 
minimal. I think the impact on the market, as a positive factor, 
would be immediate and reasonably dramatic. 

Mr. Shaw. Do you know the revenue figures on that? 

Mr. Atkinson. I don’t have the revenue numbers. As I recall. 
Congressman Cardin asked for an estimate last year from the Joint 
Taxation Committee and I don’t know if that was ever done. Intu- 
itively, I would think it is small, and far out in the distance. 

Mr. Shaw. Have the restrictions, do you feel impaired the ability 
of municipalities to get favorable interest rates from their cus- 
tomers? 

Mr. Atkinson. It is an iterative process. New bond issues are al- 
ways priced based upon yields in the secondary market. So as sec- 
ondary market prices get cheaper and cheaper with higher yields, 
when a local government borrows anew, it will have to pay a high- 
er rate. So new treatment of market discount will have an impact. 
It hasn’t had an impact yet but we have only had 1 year to deal 
with this. 

Mr. Shaw. So you feel whatever revenue we give up would be 
more than compensated by decreased expenditures for interest by 
municipalities. 

Mr. Atkinson. I think your savings cost is optimum when there 
is the most market liquidity and the most market participants. 
Anything that reduces either liquidity or investors has a tendency 
to raise rates over the course of time. 

Mr. Shaw. And therefore make it more expensive for municipal 
governments to 

Mr. Atkinson. Yes. 

Mr. Shaw. Thank you, Mr. Chairman. 

Mr. Herger. Thank you. Mr. Hancock will inquire. 

Mr. Hancock. Thank you, Mr. Chairman. 

Mr. Auerbach, the last paragraph in your statement would indi- 
cate to me that you are not very well impressed with the idea of 
a capital gains tax reduction. Am I correct? 

Mr. Auerbach. Good reading, yes. 

Mr. Hancock. I guess we can ignore the rest of your testimony 
then, can’t we? I think it is pretty much a general consensus that 
capital gains, at least among most of the people in the private sec- 
tor and the business community, is a way to generate economic ac- 
tivity; to let people benefit from the risk that they take. 

The situation that Mr. Atkinson was talking about, the change 
that gave the authority to the Secretary of Treasury last year to 
determine what is capital gains when it comes to bonds, there was 
a lot of resistance to that. When did we get to the idea that you 
make an investment, you make a profit on it and it takes over 6 
months that that is not a capital gains? 

Where did that theory come from? Can you tell me? 
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Mr. Atkinson was addressing that issue especially on municipal 
bonds. 

Mr. Atkinson. I am not sure where the theory came from, but 
it is important. While I don’t have the legislative history, I believe 
the capital gains treatment on the market discount has been out 
there and well established and results in a very effective market- 
place. But the change that took place in 1993 has made that a very 
difficult marketplace and probably has had more unintended con- 
sequences than anybody thought about in 1993. 

Mr. Hancock. Actually, it was a major change in the way people 
calculated their tax, especially with the new rates, an effective rate 
of 39 percent on the individual compared to 28 percent. 

Mr. Atkinson. Exactly. In 1993 interest rates were quite low, 
the long Treasury bond was as low as 5.75 percent, and you didn’t 
have a wealth of bonds trading at a discount. But the change in 
the marketplace in 1994 going along with much higher rates with 
the long 'Treasury bonds at 8 percent, resulted in large percentages 
of the marketplace now trading at a discount. 

So perhaps in 1993 no one was thinking about it as much, but 
currently over 50 percent of the market is trading in at a discount 
and it has been a major impediment to the overall marketplace. 

Mr. Hancock. What about possibilities of some capital losses on 
municipals? We have a situation that the public is interested in 
now. What is the tax treatment going to be on that? 

Mr. Atkinson. With the new rules, an investor may lose the abil- 
ity to offset gains with losses, so it is a worse situation than existed 
in the past. Indeed 1994 is a good example where many large mu- 
tual funds have had negative returns on their funds but they have 
had to pass through to the investors an actual tax bill for ordinary 
income which certainly was not intended nor desired. 

Mr. Hancock. In fact there are a lot of individuals right now, es- 
pecially this year, that either know the value of their mutual fund 
investment is going down or having to pay income tax on capital 
gains that was declared to them during the year even though if 
they liquidated they would be able to take a loss. I don’t think the 
tax structure was designed to create a problem when there wasn’t 
a profit but that is what we ended up accomplishing. 

That is why we have to get back to capital gains where that is 
simple. You make an investment, if you hold it 6 months or longer 
and you make a profit, that is a capital gain, doesn’t matter wheth- 
er it is a piece of real estate, a stock or bond or anything else. 

Thank you, Mr. Chairman. 

Mr. Herger. Mr. Rangel. 

Mr. Rangel. Mr. Sinclaire, I assume the Chamber has looked 
over the entire Contract With America, and after analyzing it, you 
don’t see this as any threat to increasing the deficit? 

Mr. Sinclaire. The Chamber has examined the Contract. We 
have focused on the business provisions of it. The Chamber, as I 
am sure you are aware, has called for a balanced budget amend- 
ment. Our members feel that that is the second most important 
item. Based upon a survey we did, the most important is unfunded 
mandates. 
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We sent a letter out to every Member, sent one to you last week 
I believe, and in the overall context we see that the provisions will 
open up the economy and the incentives will expand the economy. 

Mr. Rangel. Mr. Sinclaire, are you satisfied after reading the 
Contract that it will not be a negative impact on the deficit? I know 
you are here to testify about the taxes and I support the tax cuts 
too, but after all, businesspeople look at the entire economy. 

All I am asking is that the package as is, and after reviewing 
how it is going to be balanced, are you satisfied it would not have 
a negative impact on the economy? I assume the answer would be 
yes because you wouldn’t be advocating these things if it did. 

Mr. Sinclaire. The short answer is yes. It will expand the econ- 
omy in the long run. 

Mr. Rangel. In your testimony you talked about this creating 
plants and equipment, efficiency and competition, productivity and 
high-paying jobs. Are you satisfied that in this country we are pro- 
ducing the type of labor market that our industries will need in 
order to truly be competitive and effective and having the tech- 
nology and the training for these high-paying jobs? 

Mr. S1NCI.AIRE. We have a base for it, but by getting some of 
these provisions, we feel we will expand that base. One of the items 
we would like more done on is the research and experimentation 
credit. 

Mr. Rangel. Now, I am talking about the labor force, not the 
technology. God knows America is out front in leadership with 
that, improving our capabilities even more every day, but I am ask- 
ing as relates to those people that have to have these high skills, 
are you satisfied that our labor market has kept up with the tech- 
nology or is that an issue for your organization at all? 

Mr. Sinclaire. We feel they work hand-in-hand. As the economy 
expands, as these new technologies develop, the people will be 
trained. 

Mr. Rangei.. When we talk about the global economy, you are fa- 
miliar, we have 1 million people in jail, we have 1 million waiting 
to go to jail, we have people that are drags on society, they are on 
welfare, they are making children, they are unemployable. All of 
this is a part of the economy just like you say with plant and 
equipment. 

If you make an investment in plant and equipment, you expect 
to be more competitive, more productive and it will pay off. I as- 
sume that is how you reach the fact that it is neutral as relates 
to the deficit, and I would assume the Chamber would feel the 
same about educating and training the work force, it is important 
so that they too can be competitive against the European common 
market — you do, don’t you? 

Mr. Sinclaire. We believe it is a combination. We can’t seg- 
regate and have the training and have the investment. Both will 
work together. 

Mr. Rangel. Exactly. So you are clear on the investment part 
here with the tax provisions? 

Mr. Sinclaire. That is a fair statement, yes. 

Mr. Rangel. I am asking, what are your thoughts about what we 
should be doing as relates to the training of the individuals so we 
have the economic incentives and the te^nology and the research 
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and development and then we have the work force, because you 
know low-skill jobs are gone with what is left of GATT and 
NAFTA. 

So the people are here and there is a gap, an increase in high 
school dropouts — what would the U.S. Chamber of Commerce rec- 
ommend so that we will have a bird with two wings, one with in- 
vestment for equipment and research and the other in a labor mar- 
ket that understands what to do? 

I imderstand. I have no further questions. 

Mr. Herger. Thank you, Mr. Rangel. 

Mr. Camp. 

Mr. Camp. Thank you, Mr. Chairman. 

Mr. Kleckner, thank you for being here today and for your testi- 
mony. As a Michigan Member representing a district that has agri- 
culture as its number one industry, it is refreshing for me to hear 
a witness come and testify about the views of our agricultural com- 
munity, especially on tax issues. 

Last week I was pleased to introduce a farmer from the Fourth 
District of Michigan and he did an excellent job of sharing his con- 
cerns and the concerns of the American family farmer, and you fur- 
ther elaborated on some of his points that he brought up and I ap- 
preciate that. 

I want to draw attention to the taxing situation that you men- 
tioned involving the IRS and the possmle taxation of associate 
member dues. I want you to know that I and my colleague on this 
committee, Mr. Payne of Vir^nia, intend to reintroduce the Tax 
Fairness for Agriculture Act within the next week. Our bill will en- 
sure that farm organizations are not unfairly taxed as the IRS ap- 
pears to be determined to do at this point. I can assure you of our 
commitment to bring this issue before the Committee on Ways and 
Means and to resolve the matter. 

In your statement, you talk about the importance of a tax deduc- 
tion for health insurance premiums paid by the self-employed, and 
that is a critical matter, and it is a critical issue of importance to 
the Fourth District and to farmers in that area and one that I con- 
tinue to hear about as I go home. 

If you could tell us, in your view, what have been the results of 
the delay by ConCTess to address the renewal or a permanent ex- 
tension of the health care deduction, premium deduction on the ag- 
riculture industry, and is it one of the most helpful things Congress 
can do to help increase health care coverage for farmers? 

Mr. Kleckner. Thank you, Mr. Camp. No question it is causing 
great consternation and concern in the country. As you all know, 
business can deduct 100 percent of the health care costs for their 
employees. In fact, many farm spouses have gone to work mainly 
to get health insurance, because on the farm as private 
businesspeople, private entrepreneurs, they have to pay their own 
with no deduction at all. It had been 25 percent — which is grossly 
unfair. It ought to be 100 percent as business has, but the 25 per- 
cent has been helpful. 

I am sure it is true in Michigan, as it is in my State, farmers 
are paying anywhere from $3,000 or $4,000 at the minimum for 
just their family, up to $10,000 to $14,000 to get somewhere in the 
80 percent coverage. It is costing that much. Health insurance is 
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one of the largest expenses that farmers have to pay today, equal 
to seed and fertilizer and chemicals and the other production as- 
pects of farming. No health insurance expenses are deductible as 
a business expense. 

The 25 percent, please hurry and get that done and made retro- 
active. For many farmers March 1 is when they pay their taxes, 
not April 15, the tax day that many people think about. So time 
is of the essence. If it can be done at any time, even up to April 
15, we will file an amended return but it is costly and time con- 
suming. But the long-term goal ought to be 100 percent simply for 
fairness reasons to put us at the same level as the rest of the coun- 
try. 

Mr. Lane. Mr. Chairman, could I comment as well. Speaking as 
a tax preparer, the fact that that first expired in July and then was 
brought back in and extended to December for that year caused 
thousands of self-employed people to go to additional expense after 
they had filed their return to do an amended return just to get a 
deduction they should have been entitled to in the first place. Now 
we are going to go into this year without having the ability to de- 
duct it at all. 

So I would urge you to do it in time for the farmers to get it in 
by March 31 and for the rest of the world to do it by April 15 be- 
cause the additional cost it imposes upon small business is incred- 
ible because you have to redo the entire tax return. 

Mr. Herger. I want to thank the testimony of Mr. Kleckner and 
Mr. Lane. Those of us who represent agricultural areas, the farm- 
er, independent employer have been getting a raw deal for years, 
have not been treated as the corporations or the large businesses 
who have been able to deduct this health insurance for years. So 
we appreciate your testimony. 

Mr. English will inquire. 

Mr. English. Thank you for appearing here today. I was unfor- 
tunately unable to attend a portion of this hearing, but I have re- 
viewed your testimony and I appreciate the opportunity to question 
you. Specifically, Mr. Sinclaire and Mr. Huard, earlier in the first 
panel we heard some agreement on the notion that investment in 
equipment is currently the single most important factor in stimu- 
lating economic growth and development in this country. 

Do you concur with that? 

Mr. Sinclaire. I can concur to the extent that it is a major fac- 
tor. Not being an economist, I am not sure if it is the first factor, 
but it is up there as a very high factor. 

Mr. Huard. I would agree, generally. Again, it is — I guess the 
term “most significant” is one that people doing econometric analy- 
ses might quibble with. Certainly it is extremely important and, 
from the standpoint of the National Association of Manufacturers, 
we view improving the climate for investment in new plant and 
equipment to be one of our top priorities in terms of tax policy. 

Mr. English. In terms of your — I should say in terms of the posi- 
tion of your membership, those that are internationally competi- 
tive, those that are involved in exports, to what extent are they put 
at a competitive disadvantage with exporters from other countries 
competing in international markets by the Tax Code? 
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Is this a common complaint among your membership? Do you 
have anecdotal evidence to support that? 

Mr. Huard. That is not only a common complaint; it is a wide- 
spread complaint. It goes well beyond — I am glad you used the 
words by the Tax Code, because it goes well beyond having inad- 
equate depreciation systems. It extends to a whole range of issues, 
particularly the taxation of foreign source income, the fact that for 
revenue scrounging purposes, ever since the mideighties, we have 
been building fences around the availability of the foreign tax cred- 
it, which is a simple device intended to eliminate double taxation. 
But in order to squeeze more juice out of the lemon, we penalize 
multinational U.S. firms doing business overseas and that have 
overseas operations by constantly chipping away at the availability 
of the foreign tax credit. 

This has been a wonderful development if you are a tax account- 
ant or tax lawyer because nobody understands the foreign source 
income provisions of the code anymore so everybody pays three con- 
sultants to figure that out. But from the standpoint of the tax- 
payers, it has been an unrelieved disaster. 

Mr. SiNCLAiRE. There are particular areas of the code which are 
detrimental in the foreign area such as the AMT. The steel indus- 
try which has been down, it has foreign competition, it has a prob- 
lem modernizing and it cannot take advantage of the tax incen- 
tives. By being taxed under AMT, they cannot use the tax incen- 
tives, the various investment credits that are allowed. They are 
down to start with. 

We are beating them a second time, they have to pay a tax, and 
they can’t take the incentives. They can’t modernize, so they are at 
an extreme disadvantage. This also applies to startup companies. 
They also cannot take advantage of the various aspects of the code, 
the advantages, the incentives, because of the AMT, and that af- 
fects our international trading aspects, it does not give them a level 
playingfield with our international competitors. 

Mr. English. Thank you. Mr. Kleckner, I particularly enjoyed 
reading your testimony because I think you vividly brought out a 
lot of the concerns of agricultural people in my district in regards 
to the capital gains tax. 

I would like to address Mr. Sinclaire and Mr. Huard with regard 
to the capital gains tax. I know that a large portion of business 
starts are capitalized by individuals, individuals who are going out 
into the credit market perhaps based on their own credit but are 
frequently using their own assets to start a business. 

We have had a lot of discussion here today about what impact 
the capital gains tax would have on the economy. I wonder if you 
can quantify again, anecdotally, or from discussions with your 
membership, to what extent the capital gains tax is a substantial 
deterrent for business starts by entrepreneurs who are trying to 
use their own resources, who are selling an asset to come up with 
the capital to launch a business? 

Mr. Sinclaire. I think the problem is not just their own assets; 
they have to look for money a lot of times from other sources and 
also their own money, "rhe question is: Is it more profitable? Do 
they have an incentive to invest in this business? Should they take 
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that money and invest it for 30 years or should they put it into a 
Treasury bond which is now in the area of 8 percent? 

They do to get something beyond that 8 percent. They could lose 
everything they put into it, so there has to be that incentive not 
just in the rate of return, there has to be a built-in advantage such 
as a capital gain, the reward for the risk taken. 

Mr. Huard. I think the major impediment is the lock-in effect. 
I am not a trained economist and I haven’t run this over a bunch 
of models but, to the extent that I talk to entrepreneurs, a major 
obstacle to converting assets to other uses is the fact that they are 
not willing to pay the capital gains tax. 

If you are talking about perhaps liquidating a piece of land that 
has been in the family for years, they are afraid to sell it because 
you will pay more taxes than you have made because basically your 
gains are all inflationary and all paper and the government will 
confiscate your money so you just sit on it and don’t sell it. 

Mr. English. I have other questions but I know we are running 
late. Thank you very much. 

Mr. Lane. One problem of the hangover of this S&L debacle is 
that it is still very difficult for a small business startup to get any 
kind of financing, and so they have to go to other sources. The 
thing that impedes capital formation for small businesses is this 
capital gains tax. People have the asset locked up and are not will- 
ing to use it. I think if there is a change and if those assets become 
unlocked, it will be easier to finance startups. 

Mr. Kleckner. Going back to your previous question concerning 
international competitiveness, agriculture is an international mar- 
ket today. A capital gains tax rate at 28 percent ties up capital, 
keeping farms from modernizing as father and grandfather hang on 
because they don’t want to pay the 28 percent on the inflation in- 
crease. Over a period of a generation or two generations, farms be- 
come uncompetitive with our competitors in many countries of the 
world that have a zero capital gains tax rate or much lower than 
our 28 percent route. 

Even our friends, social service happy neighbors to the north, 
have a maximum capital gains tax rate of 17.5 percent. I know of 
no other nation that has a capital gains rate as high as the United 
States and I think that is absurd. 

Mr. Herger. Thank you. 

Mr. Payne. 

Mr. Payne. I want to thank you, Mr. Kleckner, for coming and 
speaking on behalf of the farmers of America and I look forward 
to working with you and with Mr. Camp on ensuring that the un- 
fair treatment of associate membership dues is solved through leg- 
islation, not only for your organization, but for organizations like 
yours throughout the country. Thank you for the testimony. 

I have one question having to do with neutral cost recovery. It 
will take a minute to get there because I need to put it in perspec- 
tive. 

This week we will be voting on the balanced budget amendment 
and likely will pass that amendment from all indications. That will 
mean, according to the CBO, if we pass it and the Senate passes 
it and the States ratify it, that by 2002, in order to balance the 
budget, we will have to find $1.2 trillion. Having a balanced budget 
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is an objective I think many of us share but it will be very difficult 
to achieve. 

Treasury has come and testified, and Dr. Sinai’s numbers seemed 
to be somewhat similar, that by the year 2002, the tax items in the 
Contract will add $0.4 trillion to the $1.2 trillion. So now we are 
looking at $1.6 trillion that we will have to find between now and 
the year 2002 in order to find our way to a balanced budget. Most 
people seem to agree that that is the order of magnitude of those 
numbers. 

As I look at these proposals that we are considering today, I see 
that in the 5-year period the neutral cost recovery shows positive 
figures but, beyond that, as you move to the year 2002 and beyond, 
it seems almost to explode in terms of its cost to the Treasury. Con- 
sequently the numbers of things that we may have to do and deci- 
sions we may have to make to make up for the revenue that may 
be lost to the Treasury increase as well. 

I understand and have voted for in the past capital gains tax re- 
ductions. Various people differ about the unlocking effect and how 
much money that may bring into the Treasury, but certainly I 
think there is a good case to be made about what reduced capital 
gains taxes can do in terms of generating positive economic activ- 
ity. 

My question is: As we move through this process and as we have 
to make decisions that are tradeoffs between our budget and pro- 
viding incentives to creating more economic activity, it certainly 
seems that neutral cost recovery is one that we might need to look 
at very closely to see if this provision is a sensible one on the list. 

I would like any of you to comment on this particular proposal, 
neutral cost recovery, and tell me where you would put it in terms 
of the order of priority of things that need to be considered by this 
committee. 

Mr. Huard. My inclination would be to put it fairly low on the 
order of priority. As Dr. Auerbach has pointed out, there are some 
problems with it. In connection with the availability of interest de- 
ductions, you could actually get negative tax rates. I think the goal 
of adequate capital recovery, at least from the standpoint of the 
NAM, ought to be expensing. But you can’t get there from here in 
the context of the current system and you probably have to look at 
overall tax reform, because expensing, for instance, will work rea- 
sonably well in a system where you don’t get a deduction for inter- 
est paid or dividends paid and the recipient of interest or dividends 
doesn’t include them in income. 

Under the current system where a business taxpayer gets an un- 
limited interest deduction and you combine that with something 
like accelerated recovei^ of any kind, you do get some distortions 
that are probably not desirable. 

Mr. SiNCLAlRE. I can’t indicate where on the list it would fall. 
For a long time the Chamber has supported a neutral cost recovery 
system with the point of view of getting the true cost back to the 
investor or the business. 

Looking at the neutral cost recovery system and speaking with 
various members, they have raised some issues. Where everybody 
comes down on it, we are not sure yet. Everybody is optimistically 
cautious about it. One problem is, immediate is, it costs a business 
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if they elect it. Right now they can take 200 percent depreciation, 
they will have to go back to the 150 percent rate, and the first 5 
years will get less of an advantage or a lower tax deduction be- 
cause of that. 

Another concern that I hear is, if you look at the history of con- 
gressional action, the word is that this may not be around when 
it will come into effect to help them. It is going to cost them imme- 
diately, will not give them an incentive immediately, and over the 
long term they are worried about congressional action. 

Mr. Herger. Mr. Christensen will inquire. 

Mr. Christensen. Mr. Kleckner, I want you to know that as a 
fellow Farm Bureau member, I look forward to working with col- 
leagues on both sides of the aisle to make sure we get equity back 
to the farmer on the 25-percent deduction for health care and even- 
tually get that up to 100 percent. 

Mr. Auerbach, I wanted to ask you, what did you do prior to your 
service at the University of California Berkeley? 

Mr. Auerbach. I was a professor of economics and law at the 
University of Pennsylvania. 

Mr. Christensen. Prior to that? 

Mr. Auerbach. I was at the University of Pennsylvania for 11 
years. For 1 year during that time, in 1992, I was Deputy Chief 
of Staff of the Joint Tax Committee. I took a leave of absence from 
the University of Pennsylvania. 

Mr. Christensen. Have you ever been in the private sector? 

Mr. Auerbach. Briefly after getting out of college before grad- 
uate school. 

Mr. Christensen. I support a capital gains tax reduction. Is 
there any reason why we couldn’t restore the 25-percent deduction 
to self-employed farmers and move it up to 100 percent? Should 
they be treated any differently than corporations? 

Mr. Auerbach. You are asking me for an opinion far afield from 
the current subject. I personally think that it is inequitable. There 
are many, many problems with the current treatment of health 
care and this is one of them. 

Mr. Christensen. Mr. Atkinson, you mentioned that the new tax 
treatment might make it more expensive for local municipalities to 
raise capital; is that right? 

Mr. Atkinson. Correct. 

Mr. Christensen. What other changes to the code could we 
make to potentially help local governments raise more investment? 

Mr. Atkinson. First, if you repeal the market discount rule, 
which rolls it back to 1993, that affects this topic. In a wider con- 
text, the tax reform bill of 1986 limited rather dramatically what 
uses tax-exempt bonds can be applied to. I know you have a lot of 
other things to focus on, but 8 or 9 years after the 1986 Tax Re- 
form bill might be time to look at some of the areas that were 
eliminated or restricted for tax-exempt municipal bonds. That 
would help some of the localities, especially if the Congress plans 
to shift a lot of projects back to the State and local governments. 
I think a reexamination of the 1986 act is something whose time 
has come. 

Mr. Christensen. I want to thank this panel, Mr. Chairman. 
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Mr. Merger. I want to thank each of our panel members for out- 
standing testimony. We will at this time recess for 10 minutes, at 
which time we will resume with our final panel. 

Thank you. 

[Recess.] 

Mr. Merger. The Ways and Means Committee will reconvene 
and if our final panel, Mr. Miatt, Ms. Kerrigan — we will resume. 

Ms. Kerrigan, would you like to begin? 

STATEMENT OF KAREN KERRIGAN, PRESIDENT, SMALL 
BUSINESS SURVIVAL COMMITTEE 

Ms. Kerrigan. Thank you, Mr. Chairman, and members of the 
committee. I would like to thank all of you today for inviting the 
Small Business Survival Committee to testify, giving us the oppor- 
tunity on the important issues of the savings and investment provi- 
sions in the Contract With America. 

We would also like to congratulate the committee on your leader- 
ship for holding hearings on ways that we can further unleash en- 
trepreneurship in America to sustain and encourage long-term 
growth and economic opportunity. 

The Small Business Survival Committee is a 40,000-member 
nonprofit, nonpartisan advocacy organization. Our membership is 
as diverse as the small business sector itself, from home-based 
businesses to small manufacturers to traditional mom and pop en- 
terprises to 1995 entrepreneurs. It represents a wide variety of dif- 
ferent types of small businesses in America. 

Unfortunately, when we asked a lot of our members, and of 
course many small businesses across the country what their most 
daunting obstacles are in running their business, they cite their 
major problems as being government imposed; namely higher 
taxes, burdensome regulations or both. 

Not surprisingly, more and more Americans, especially small 
businessowners, are viewing the government as an opponent rather 
than a partner in their pursuit of the American dream. If there is 
anything in America that represents the attainment of the Amer- 
ican dream, indeed it is owning and operating your own business. 
So rather than punish investment entrepreneurship and savings in 
America, the Federal Government needs to encourage entrepre- 
neurship, risk taking and savings. 

These components are the foundation for a dynamic opportunity 
economy. The Contract With America provisions begin to chip away 
at these government imposed roadblocks that are locking up our 
true entrepreneurial capacity. 

While my written testimony expands on all the elements in the 
Contract With America which we believe will be helpful to entre- 
preneurship, I will focus on a few items which zero in on encourag- 
ing private sector investment as well as increased savings. Beyond 
the twin burdens of taxes and regulations which small lousinesses 
cite as being their major obstacles, most entrepreneurs seeking to 
start up or expand an enterprise will tell you of another major ob- 
stacle and that is raising capital. 

The risky nature of such ventures scares off bank lending offi- 
cers; therefore, venture capital, whether raised from family and 
friends or from professional investors, remains a critical source of 
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funding for entrepreneurial enterprises. The current nonindexed 
Federal tax rate of 28 percent on capital gains remains a formida- 
ble obstacle to economic expansion, especially considering the risky 
nature of investing and starting and operating a business. 

The capital gains tax is a direct levy on investment and entrepre- 
neurship, a direct tax on wealth creation. By taking the first step 
in the Contract With America and indexing and reducing the cap- 
ital gains tax rate. Congress and the administration would greatly 
strengthen incentives for investment in entrepreneurship, boosting 
economic growth and activity. Investment in small entrepreneurial 
ventures carry significant risk. High risk ventures must at least 
present the opportunity for rewards. The U.S. Tax Code, especially 
in its treatment of capital gains, should not impede risk taking and 
therefore economic CTOwth. 

As was mentioned in previous panels, if you look at internation- 
ally where we stand on the capital gains tax front, we are not com- 
petitive internationally. In the new and continually expanding 
global economy, it is imperative that the United States be competi- 
tive with other nations as it relates to capital gains. 

The current nonindexed capital gains tax rate is not competitive 
internationally. The fiercest competitors of the United States have 
zero or lower capital gains rates than the United States. While our 
organization fully supports eliminating the capital gains tax, the 
Contract With America proposal which, combined with indexation, 
reduces the top capital gains tax rate to 19.8 percent could be the 
most progrowth step taken by the new Congress. 

Other components in the Contract we also support. We think 
they will be very critical for small business and entrepreneurial 
growth. 

The clarification of the home office deduction recognizes the 
changing nature, the tremendous shift in workplace preferences 
and needs. 

Increasing the estate tax exemption from $600,000 to $750,000 
only begins to help families who wish to pass on a family-owned 
enterprise. The U.S. Tax Code should not penalize families who 
want to do this. 

The expensing provision for small businesses in the Contract en- 
courages investment in entrepreneurial ventures, and the Amer- 
ican dream savings account provision encourages increased sav- 
ings, which provides needed capital for investment in small busi- 
ness and the future of America. 

All the previous mentioned are good steps to help prime the 
pump for small business growth. 

I will close and thank the committee for inviting the Small Busi- 
ness Survival Committee. We look forward to working with you on 
these and other issues to help encourage investment and savings 
and keeping America’s entrepreneurial spirit alive. 

[The prepared statement and attachment follow:] 



147 


Testimony Before the United States House of Representatives 
Committee on Ways and Means 
Karen Kerrigan, President 

Small Business Survival Committee 

January 24, 1995 

Savings and Investment Provisions in the Contract With America 


Chairman Archer, I would like to thank the Ways and Means Committee for inviting the 
Small Business Survival Committee to testify before you today on the future of small business in 
America, and how the new Congress and the Administration can begin to further unleash 
investment and entrepreneurship in America to sustain long term economic growth and 
opportunity. 

The Smalt Business Survival Committee (SBSC) is a 40,000-member nonpartisan, 
nonprofit advocacy organization fighting against the growing burden of taxation and regulation 
on American small business and individuals. Members of SBSC represent a diversity of small 
businesses and enterprises across America. From home-based businesses, to traditional "mom 
and pop" businesses, to small manufacturers, to 1995 entrepreneurs and others - SBSC's 
membership is as diverse as the small business sector itself. 

If there is anything in America that represents attainment of the American Dream, it is 
owning your own business. Unfortunately, most small business owners and entrepreneurs cite 
their most daunting day-to-day obstacles of running their business as government-imposed -• 
namely, taxes and regulations. We hear little about traditional business-related hurdles regarding 
sales, marketing, motivating employees, or topics that also require tremendous time and 
resources from the owner. Government has become the main obstacle to small business 
prosperity, and not surprisingly more and more Americans do not view their government as 
protector of our great free enterprise system. 

Beyond the twin burdens of taxes and regulations which are slowly strangling 
productive entrepreneurial activity, the United States non-indexed capital gains tax creates 
another impediment for entrepreneurs wishing to start-up or expand an enterprise. The federal 
government needs to encourage, not punish, private-sector investment. 
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Eliminating Capital Gains Taxes: 

Lifeblood for an Entrepreneurial Economy 

Most entrepreneurs seeking to start up or expand an enterprise will tell you of a major 
obstacle — raising capital. Encouragement for private-sector investment in small business needs 
to be enhanced. White SBSC fully supports eliminating the capital gains tax, the Contract With 
America proposal which, combined with indexation, reduces the top capital gains tax rate to 
19.8 percent, could be the most pro-growth step taken by the new Congress. 

There is no more important economic task than investing both sweat and capital in new 
ideas, innovations, and enterprises. Yet the risky nature of such ventures scares off bank lending 
officers. Therefore, venture capital, whether raised from one's family and friends or from 
professional investors, remains a critical source of funding for entrepreneurial enterprises. 

The capital gains tax is a direct levy on investment and entrepreneurship. Investment, and 
entrepreneurship are the lifeblood of a vibrant economy and remain the engines of economic 
growth and job creation. The current, non-indexed federal tax rate of 28 percent on capital gains 
remains a formidable obstacle to economic expansion, especially considering the risky nature of 
investing, and starting and operating a business. 

The potential benefils of reducing and indexing the capital gains tax are clear. Venture 
capital investment was on the rise as the U.S. capital gains tax rate declined up to 1 986; followed 
by a dramatic downturn as the rate was hiked 40 percent in 1987, from 20 percent to 28 percent. 
Since the 1986 Tax Reform Act raised the capital gains tax rate by 40 percent, venture capital 
investment has nose-dived, and federal capital gains lax revenues have consistently run well 
below government expectations. In fact, according to CATO economist Steve Moore, 1991 
revenue realizations (most recent available) equaled $108 billion versus a Iate-I980's 
Congressional Budget Office prediction of $269 billion and a Joint Economic Committee 
prediction of $285 billion. 

How the U.S. Stacks Up Internationally - In the new global economy, it is imperative 
that the United States be competitive with other nation’s on the capital gains front - the U.S. 
needs to be a haven and magnet for capital. The current non-indexed capital gains tax rate is not 
competitive internationally. Belgium, Germany, Hong Kong the Netherlands all have a zero rate 
on long-term capital gains, Canada, France. Italy and Sweden have lower capital gains than the 
U.S., with Japan's rate equalling 1 percent of sales price or 20 percent of net capital gain. Even 
the two nation's with higher nominal rates than the United States - Australia and the United 
Kingdom — allow for capital gains to be indexed for inflation. Hence, the U.S. real capital gains 
tax rale often will exceed the rate in Australia and the U.K., depending on U.S. inflation. 

Given the critical and risky nature of investment and entrepreneurship, and the 
importance of maintaining a competitive environment in a global economy, capital gains should 
be excluded altogether. A zero capital gains lax rale would ensure that entrepreneurial risk 
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taking, so crucial to economic growth, would not be impeded by the US. federal tax code. The 
steps taken in the Contract With America to reduce and index the capital gains tax rate is a good 
start. 


Indexation — The nominal rate of federal taxation is 28 pereent. However, when 
inflation is factored into the capital gains equation the real capital gains tax rate rises 
substantially. 

The lack of indexation creates additional disincentives for investment and 
entrepreneurship, restraining small-business growth and job creation. In fact, some individuals 
can wind up paying taxes on real capital losses. That is, after factoring inflation into the 
equation, a nominal profit on a transaction can turn out to be a real loss, yet the investor still pays 
taxes on the nominal gains. Real rates of capital gains taxation represent severe impediments to 
keeping America's economy vibrant and growing. 


Figure 1 below offers an example of how inflation can impact capital gains tax rates. 
Listed below are the real capital gains tax rates from 1977 through 1993 on three-year 
investments yielding a total nominal return of 30 percent. (It is assumed that the investment is 
closed out at the end of the stated year, for example, the 1985 real capital gains tax rate to an 
investment made at the beginning of 1983 and sold at the end of 1985.) 


The Small Business Survival Committee 

Figure I: Real Capilal Gains Tax Rate on Three- Year Investments 
Yielding a Nominal Return of 30 Percent 



Nominal Capital 

Real Capital 

Year 

Gains Tax Rale- 

Gains TaxRate 

1977 

35% 

191% 

1978 

28 

114 

1979 

28 

175 

1980 

28 

494 

1981 

20 

Tax on a Real Loss 

1982 

20 

286 

1983 

20 

71 

1984 

20 

41 

1985 

20 

34 

1986 

20 

54 

1987 

28 

42 

1988 

33 

48 

1989 

28 

47 

1990 

28 

50 

1991 

28 

50 

1992 

28 

45 

1993 

28 

40 


• Source: The Amcncan Council for Capiul Fonnaiicwi 


A 28 percent capital gains lax rate acts as a considerable disincentive to investment, while 
real rates ranging from 40 percent to 494 percent to even paying taxes on a real capital loss, 
amount to economic suicide. Indexation would eliminate inflation as a factor in capital gains 
determination — equalizing state and real capital gains tax rates. The lower real rate would 
reduce uncertainty, and generate investment, economic growth, and job creation. 
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Who Benefits? Opponents who engage in class warfare rhetoric to dismiss lowering and 
eliminating capital gains tax rates are employing tactics which the American public, quite 
frankly, is sick of hearing. "Soak-the-rich" schemes and "fair-share" arguments will continue to 
backfire on those who feel they can defeat the issue on these divisive grounds. Not only does 
reducing/eliminating the capital gains tax make sense, but capital gains tend to be spread across a 
wider income spectrum than many believe. Based on 1992 federal income tax returns, 56 percent 
of returns claiming capital gains were from incomes of $50,000 or less, including the capital 
gain. Fully, 83 percent of returns with capital gains were from total incomes of less than 
$ 100 , 000 . 

Wages and Interest vs. Capital Gains - In addition to false assumptions about the 
identification of capital gains just with the wealthy, opponents of cutting or eliminating capital 
gains taxes often argue that no reason exists for differing tax treatments between capital gains 
and, for example, wage or interest income. 

In fact, there is a distinct difference between wage or even interest income and capital 
gains — risk. Capital gains come from growlh and appreciation of investments, which tend to 
carry greater risks than those associated with earning wages or even interest. In particular, 
investments in small, entrepreneurial ventures carry significant risk. As already noted, high-risk 
ventures must at least present the opportunity for rewards. 

Conclusion on Capital Gains — Small business is the engine of economic growth and 
job creation. In order to undertake and/or expand a small business, one needs capital. Without 
adequate capital, new ideas and businesses either never make it to the marketplace or they die a 
premature death. With such deaths go products, services and jobs. By taking the first step in the 
Contract With America, and indexing and reducing the capital gains tax rate. Congress and the 
Administration would greatly strengthen incentives for investment and entrepreneurship - 
boosting economic growth and activity. 

History shows that class w’arfare does not make for good economic policy. In fact, during 
the 1980's, while tax rates declined, upper-income individuals paid a greater share of total 
income taxes, as the benefits of tax shelters declined and the rewards for working, saving and 
investment rose. In this environment, from 1980 to 1989, 18 million jobs were created. 

The 1986 Tax Reform Act made positive strides by reducing personal and corporate tax 
rates, but went awry by trying to "pay" for these reductions with an increase in the capital gains 
tax rate. Indeed, the economy paid a price for this capital gains tax hike in the form of reduced 
venture capital investment. 

The time has come to unleash entrepreneurial capitalism by first reducing and indexing, 
and then eliminating the capital gains tax. 
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Entrepreneurial Incentives in the Contract With America 

As noted extensively in addressing the importance of reducing, eliminating and indexing 
the capital gains tax, individuals respond to tax and savings ineentives having a profound impact 
on robust and sustained economic growth. Policy makers need also to look a the changing nature 
of the economy. Home-based businesses, for example, are booming. Clarifying the deduction 
for home-offices recognizes our changing work force while reducing questions regarding who 
qualifies and who does not. 

Increasing the estate tax exemption from $600,000 to $750,000 helps small businesses 
pass on a family-owned enterprise to the next generation — the U.S. tax code should not penalize 
families for wanting to keep a business in the family. 

The small business expensing provision in the Contract encourages investment by 
allowing small businesses to deduct the first $25,000 in equipment and inventory. All of the 
above are good steps to help "prime the pump" for small business growth. 

The U.S. tax code needs to encourage savings in America — increased savings provides 
more capital for investment in small businesses and the future of America. The American Dream 
Savings Account provision in the Contract permits individuals to contribute up to $2,000 into a 
special savings account. Promoting savings in America will strengthen our country's economic 
base and encourage savings. 

Small business, and the entrepreneurial spirit that drives America, continues to be a 
constant in our economy - past, present and future. The U.S. government, whose job it is to 
protect and preserve America's free enterprise system, has unfortunately become a foe of the 
private sector. Reforming the tax system so businesses and individuals make decisions on 
economic merit rather than tax law is an essential component of free enterprise. 

The Small Business Survival Committee salutes the 104th Congress and the Ways and 
Means Committee for its leadership in not only determining how the government can further 
encourage savings and investment, but also for beginning to look at America's tax system in its 
entirety and how the government can efficiently and fairly collect taxes from its citizens without 
eroding individual freedom, or America's free enterprise system. 
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Mr. Herger. Thank you very much, Ms. Kerrigan. 

Mr. Hiatt. 

STATEMENT OF J. DREW HIATT, EXECUTIVE VICE PRESIDENT, 

DIRECTOR OF GOVERNMENT AFFAIRS, NATIONAL BUSINESS 

OWNERS ASSOCIATION 

Mr. Hiatt. Thank you, Mr. Chairman, and members of the com- 
mittee. My name is Drew Hiatt, executive vice president and direc- 
tor of government affairs for the National Business Owners Asso- 
ciation. We appreciate very much the opportunity to appear before 
the committee and to present our views on the tax and business 
incentives that are contained in the Job Creation and Wage En- 
hancement Act, particularly as they affect American small business 
men and women. 

Our members support these changes in the belief that they can 
and will set the stage for a new American era of expanded eco- 
nomic growth, opportunity, and prosperity. Small businessowners 
can lead this new era if their representatives on this committee 
and in the Congress at large will give them the chance. 

As the powerhouse of our economy, small businesses know how 
to lead. America’s nearly 22 million small businessowners generate 
about 40 percent of our GNP, provide more than half our goods and 
services, and employ 6 in 10 Americans. Over the last 5 years, they 
have created all of our net new jobs and they continue to help our 
economy go and grow. 

We encourage you as members of this committee and the Con- 
gress at large to enact the policies necessary for the small business 
community to create the economic growth that America needs. Un- 
less this committee and this Congress remove the roadblocks and 
reform the policies that hold back small businesses, they will never 
achieve their true economic potential and all Americans will suffer 
the consequences — in lost opportunity, lost growth, and lost jobs. 

It is true that small businessowners are succeeding in spite of 
these restrictive policies, but they are succeeding against the odds 
and obstacles because of their determination, hard work and tenac- 
ity. If ConCTess removes the obstacles, there is no limit to what 
they can achieve. 

We believe there is a historic opportunity now to abandon these 
limiting policies. The goal should be to create an economic climate 
in this country that is conducive to investment. It is investment 
that fosters economic growth, prosperity and job creation. 

Judging from the way in which revenues from investors and in- 
vestments are taxed in this country, investment may not be as high 
a priority as some believe or declare it to be. Our Tax Code pun- 
ishes, not rewards the very thing and people — risk taking and risk 
takers — that Congp-ess professes to support. This undermines and 
even destroys the investment businesses seek to make and nurture. 
Even worse, it punishes the entrepreneurial risk takers who would 
launch new ventures or expand new businesses and thereby denies 
hundreds of thousands of other Americans jobs, opportunities, and 
wages. 

Investment fuels productivity, economic growth, and job creation. 
Maintaining high taxes or increasing taxes on investment does not. 
Congress needs to examine whether the sole goal of U.S. tax policy 
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is to raise revenue to finance government services and programs or 
whether an equally valid objective of tax policy should be to en- 
courage investment. 

This policy debate must focus on whether it is better to raise 
more revenue to support an inefficient, wasteful, bloated govern- 
ment that consumes wealth or to encourage investment by allowing 
those who create our wealth to keep more of what they earn to in- 
vest. We believe that a dollar left in the hands of entrepreneurs 
can do more good than one sent to Washington and consumed with 
little or no result. 

A new direction in tax policy is needed to ensure that American 
businesses, particularly entrepreneurial small businesses, will be 
free to create the growth in jobs our Nation needs. We need an 
investment-driven tax policy, and one that will promote investment 
by lowering taxes on profits and creating more capital formation 
and increased investment. 

Disincentives for savings and investment that are ingrained in 
our current Tax Code must be replaced with incentives for savings 
and investment. This will put our Nation on a path of growth and 
economic security in the years ahead. The current tax treatment of 
capital gains, for example, is an obstacle to the formation of addi- 
tional capital entrepreneurs need for investment in jobs and 
growth. 

High capital gains tax rates discourage venture capital and risky 
investments and harm small firms and new enterprises. These in- 
vestments are critical to our Nation’s CTOwth and economic success. 
A lower capital gains tax rate would help channel more capital to 
new and growing small entrepreneurial companies — the Nation’s 
leading source of economic growth and job creation. 

Of all the negative effects of taxing capital, perhaps none is more 
pernicious or harmful than that of inflation. The current tax treat- 
ment of capital gains is discriminatory and confiscatory since taxes 
are paid on inflated and illusory, not real and actual gains. Infla- 
tion erodes gains. 

Capital gains in our view must be indexed for inflation to halt 
the taxation of gains based solely on exaggerated values. Many 
charge that cutting the capital gains rate will disproportionately 
benefit taxpayers in higher income brackets. Underlying much of 
the opposition to reducing the capital gains tax is a false belief 
about our economy: That is, if one individual wins, the other must 
lose. 

Investors who save and invest their income and plow it into pro- 
ductive investments not only help themselves but also countless 
more who share in the benefits from the initial investment. The di- 
rect benefits of investments include economic growth, increased 
productivity, new jobs, higher wages, and improved living stand- 
ards, to say nothing of additional revenues that government real- 
izes. 

To paraphrase President Kennedy, “A rising tide of investment 
lifts all boats.” The National Business Owners Association supports 
the neutral cost recovery provisions contained in H.R. 9. This will 
help businessowners recover the full value of an investment in new 
machinery, equipment or technology over the useful life of an asset. 
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Moreover, this change recognizes the importance of capital to small 
business and its ability to invest for future growth. 

We also support the proposal to increase the expensing amount 
for small businesses. This will also fuel investment and job cre- 
ation. 

We also believe it is important to restore the home office deduc- 
tion that was restricted by the U.S. Supreme Court decision in 
Commissioner v. Soliman when the Court denied certain deduc- 
tions and imposed two additional tests for determining eligibility 
for deductions. The Soliman decision, in our view, penalizes many 
small businessowners because they choose their homes as their 
business location rather than a storefront, office building, or indus- 
trial park. 

Mr. Merger. Mr. Hiatt, if you could conclude your comments. 

Mr. Hiatt. Thank you, Mr. Chairman, and members of this com- 
mittee. 

We believe that the Contract With America and its tax and busi- 
ness investment incentives will go a long way to create a new era 
of economic growth for this Nation and its citizens, and we are in 
support of those provisions and believe that they will accomplish 
those worthy goals. 

[The prepared statement follows:] 
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Statement of 
Mr. J. Drew Hutt 
Executive Vice President 
Director of Government Affairs 
National Business Owners Association 
On 

The Job Creation and Wage Enhancement Act 
Before 

The Committee on Ways and Means 
U.S. House of Representatives 
January 24, 1995 


Mr. Chairman, Mr. Gibbons, and Members of ihe Commitiee, my name is J. Drew Hiatt, and I am 
Executtve Vice President and Director of Government Affairs for the National Business Owners 
Association. We appreciate very much the opportunity to present our views on the tax and business 
investment incentives contained in the Job Creation and Wage Enhancement Act of 1 995 (H.R. 9). 
particularly as they affect American small business men and women. 

The National Business Owners Association represents nearly 5,000 small business owners, and 
has an active and rapidly expanding membership. Its philosophy is based on the belief that a vibrant and 
robust private sector and a strong and competitive free enterprise economy are essential to create and 
increase economic growth, opportunity, jobs, and prosperity for all Americans. NBOA vigorously 
represents the interests of its members before Congress as well as federal, state, and local government. It 
also works to influence and enact national policies that promote economic growth and entrepreneurship. 

As part of its efforts to advocate and adopt beneficial laws and regulations, NBOA consistently 
communicates the concerns and legislative priorities of business owners to lawmakers, government 
officials, the public, and the media. 

We commend you, Mr. Chairman, for your leadership in convening this hearing today to examine 
how changes to the tax code proposed in Ihe Job Creation and Wage Enhancement Act will create a more 
favorable economic and entrepreneurial climate. Your support of this legislation underscores your 
longstanding commitment to promoting and enacting sound fiscal and tax policies -- workable policies 
that are based on common sense and the common good. We gratefully recognize your commitment. As a 
strong advocate for small business, you understand the daunting challenges that confront entrepreneurs, 
especially the financial consequences that taxes impose on hard*working small business owners. We 
appreciate your efforts as well as the understanding and concern you have shown for them over the years 
as demonstrated most recently by your introduction of H.R. 9. Our members support the tax and 
investment provisions of the Job Creation and Wage Enhancement Act in the belief that they can and will 
set the stage for a new American era of expanded economic growth, opportunity, and prosperity. 

Small business owners will lead this new era •• if their represenutives on this Committee and in 
Congress will give them the chance. As the powerhouse of the economy, small businesses know how to 
lead. America's nearly 22 million small business owners generate about 40 percent of our gross national 
product and provide more than half our goods and services. Small business is the nation's leading 
employer. Today, six in 10 Americans lake home a paycheck from a small firm. 

Small business is not only the nation's leading employer, it is also the major provider of new jobs. 
Over the last five years, small firms have created nine of 10 net new jobs. In fact, according to the U.S. 
Small Business Administration, they are expected to create more than three-quarters of the 43 million new 
jobs needed over the next 25 years. 

We encourage you, as members of this Committee, and the Congress at large to enact the policies 
necessary for small business to create the economic growth America needs. Unless this Committee and 
this Congress remove the roadblocks and reform the policies that hold back small businesses, they will 
never achieve their economic potential and ail Americans will suffer the consequences — in lost 
opportunity, lost growth, and lost jobs. It is true that small business owners are succeeding in spite of 
these restrictive policies. But they are succeeding against the odds and obstacles because of their 
determination, hard work, and tenacity. If Congress removes the obstacles, there is no limit to what they 
can achieve. We believe there is a historic opportunity now to abandon these limiting policies. 

Lawmakers of both parties should work together to lay the groundwork that will help create the new 
American era of economic growth. 
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What's Wrong with Our Tax Policy? 

On average, the U.S. economy invests 15-20 percent of its income in a given year. Is it enough? 
Our goal should be to create an economic climate in this country that is conducive to investment. It is 
investment that fosters economic growth, prosperity, job creation, and wage growth. We say that we are 
serious about and committed to investment. We say this is one of our highest national priorities, one our 
highest public policy goals -- but is it really? Judging from the way in which revenues from investors and 
investments are ta.Ked in this country, investment may not be as high a priority as some in Congress 
believe or declare it to be. Our tax code punishes, not rewards, the very thing and the very people - risk- 
taking and risk-takers - that Congress professes to support. At best, it is a logical Inconsistency and, at 
worst, a glaring contradiction to say that Congress, as a whole, encourages investment as a matter of 
public policy and national priority. It is an economic contradiction for some lawmakers to say they 
support investment in business startup, expansions, in jobs, and economic growth and then to enact tax 
policies that discourage investment by levying higher — and some might argue excessive — taxes on 
investment. This inconsistent practice undermines and even destroys the investment businesses seek to 
make and nurture. Even worse, it punishes the handful of entrepreneurial risk takers who would launch 
new ventures or expand businesses, and thereby denies hundreds of thousands of other Americans jobs, 
opportunities, and wages. 

Investment fuels productivity , economic growth, and job creation. Maintaining high taxes or 
increasing taxes on investment docs not. Congress needs to exaniine whether the sole goal of U.S. tax 
policy is to raise revenue to finance government services and programs or whether an equally valid 
objective of tax policy should be to encourage investment. This policy debate must focus on whether it is 
better to raise more revenue to support an inefTicient, wasteful, bloated government that consumes wealth 
or to encourage more investment by allowing those who create our wealth to keep more of what they cam 
to invest. We believe that a dollar lefr in the hands of entrepreneurs can do more good than one that is 
sent to Washington and consumed with little result. 

Savings and Investment: Keys to Productivity', Economic Growth, and Job Creation 

Increased investment benefits the economy. But the United Stales has not always followed this 
formula for economic growth. In fact, the U.S has devoted a smaller percentage of its gross national 
product to investment than almost any other industrial nation. Over the last three decades, Japan has 
invested 3 1 percent of its output and boosted productivity growth by more than five percent per year. 
Germany and France have earmarked slightly more than 20 percent of their output for investment, 
achieving annual productivity growth of more than three percent. In contrast, the United Slates has 
invested about 1 8 percent of its output and increased productivity growth just a little more than one 
percent. 

W'hy has U.S, investment been so low'* The answer is high capital costs. Savings provide funds 
needed for investment, and are an important source for investment capital. The problem has been that 
Americans do not save as much as many foreigners do. Consequently, our national rate of savings is one 
of the lowest worldwide 

An international survey conducted by the American Council for Capital Formation Center found 
with regard to personal saving incentives that (he United States ranks among the lowest on a list of twelve 
countries The U S. capital gains (ax fa(e on long-ierm gains on portfolio securities ts higher than that of 
all other countries except Australia and the United Kingdom and even these countries index the cost basis 
of an asset for inflation. Four of the twelve nations tax interest income at rates below the U.S. maximum 
rale. I'otal income taxes (individual plus corporate) on dividends are lower in most countries than the 
United States because most other countries have some form of dividend tax relief. With respect to 
individual retirement account deductions, these were found to be more generous in five of the twelve 
countries than they are in the United Slates. The study also found that half of the twelve countries allow 
deductions or tax credits for life insurance premiums, while (he United States does not. And individual 
social security contributions to government-sponsored plans are deductible in most of the twelve 
countries, while they are not in the United Slates. 

In view of weak U.S. savings incentives, it is no wonder that the U.S. personal savings rale, 
which averaged nearly 7 percent of disposable income over the 1975-1991 period, is far below that of our 
major competitors. The study found that Japan, for example, had a personal savings rate for this period of 
1 7.3 percent; Germany’s rate was 12.7 percent, Canada's was 12.5 percent. The increase in personal 
savings rate is important in promoting U.S. economic growth and providing funds for investment. 

In recent years, private savings have been diverted away from investments and used to finance 
public deficits and government spending. This has also contributed to higher capital costs. The resulting 
problem is that less money is available for investment or, where it is available, its cost is prohibitive. 

Today, the great debate focuses on the best way to encourage investment. The best strategy for 
boosting investment would appear to be to create incentives for private investors. Cutting the tax on 
capital gains is one example of an incentive that would work. Reducing the tax will encourage investors 
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to buy stocks of companies that retain earnings. This will lower the firms' cost of capital, while providing 
incentives for saving. Investment income that is taxed encourages consumption at the expense of savings. 
What we need is to promote investment and savings for the long haul. This is the key to productivity, job 
creation, and economic growth. 

Investing for the short-term is short-sighted. Entrepreneurs need to invest today for the future. 
They need "patient" capital, long-term capital. Because entrepreneurs need "patient" capital, it is critical 
to eliminate the obstacles that often discourage investment for the long haul. Business owners and 
aspiring entrepreneurs must have capital in adequate supply to grow companies and launch new ventures. 
Congress' goal should be to create a highly favorable investment climate that will enhance and accelerate 
economic growth, business expansion, and job creation on an unprecedented scale. 

Due to realities of a global economy, it is necessary to encourage higher levels of investment and 
spending in the LI.S. economy. American businesses and workers will continue to compete for customers 
against major competitors in Japan and Europe as well as in the strong and emerging economies of the 
developing nations. Increased investment generates more productivity, which is the cornerstone of true 
economic wealth. Throughout our history, we have led the world because of our willingness to invest in 
new ideas, new opportunities, and people. This has helped us create the world's largest and richest 
economy. We will always reap the reward of investment today, but the United States must continue to be 
a nation that saves and invests for the future if it is to continue to be the world's economic leader 
tomorrow. 

A New Direction for U.S. Tax Policy: Toward A More Investraeul-Driven Policy and Economic 
Growth 


A new direction in U.S. tax policy is needed to ensure that American businesses, particularly 
entrepreneurial small businesses, will be free to create the growth and jobs our nation needs. Maintaining 
and or levying higher taxes on investors and investment arc contrary to the national objective of long-term 
economic growth and employment. That is why we need an investment-driven tax policy, one that will 
promote investment by lowering taxes on profits and creating more capital formation and increased 
investment. 

Small business owners are leading the nation in economic growth and job creation. Yet, the tax 
code offers very little help in the form of deductions and write-offs that would assist small business 
owners in creating more jobs and growth through investment. It is important to remove additional 
disincentives to investment. A new direction in U.S. tax policy would recognize that the sole purpose of 
tax policy is not only to fund government services and programs, which is merely a collection of 
revenues, but that an equally important priority is to encourage promote investment that will contribute to 
economic growth, job creation, and prosperity for all Americans. 

We must encourage Americans to save more to promote capital formation for investment and 
growth in Jobs. We must remove the disincentives for savings that lead to consumption of income and 
instead provide incentives for Americans to save more of their income. Ideas such as American dreams 
savings accounts, as proposed in the Contract with America, take a step in the right direction toward 
creating an environment in this country that will encourage savings. Unless Americans begin to save 
more, American businesses will continue to pay the price for the high cost of capital and this price will be 
reflected in lower levels of productivity, less economic growth, and fewer jobs for all Americans. 
Lowering the capital gains tax rate and adjusting gains for inflation would help increase investment. This 
would create large pools of capital for companies — both start-ups and existing companies — to tap for 
economic growth. It would also create a tremendous potential for enormous economic expansion, for 
risk-taking, and for new technological development, which is what we need to become more competitive 
with foreign countries. Congress needs to remove the obstacles, the barriers in the tax code which make 
it more attractive to consume income rather than to save and invest it. 

We need to provide additional incentives for entrepreneurs to invest in their businesses and to 
recover the full and real cost of their investments. At present, small business owners who invest in their 
companies are unable to recover the full cost of their investments in depreciable property because 
inflation erodes the present value of their investments and the time value of money is not accounted for in 
current write-offs. It is important to remove this obstacle to increase investment. 

Disincentives for savings and investment that are ingrained in our current tax code must be 
replaced with incentives for savings and investment. This will put our nation on a path of growth and 
economic security in the years ahead. 

THE JOB CREATION AND WAGE ENHANCEMENT ACT 
Cutting Capital Gains and Indexing Them for Inflation 

The House Republican Contract with America includes three capital gains incentive provisions: 

( 1 ) a 50 percent capital gains deduction, (2) indexation of capital gains for inflation, and (3) allowing 
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homeowners who sell their homes at a loss to deduct that capital loss. The SO percent capital gains 
deduction and the home sale capital toss provision would apply lo sales on or after January U 199S. The 
capital assets indexation would apply to inflation (and sales of assets) after December 31. 1994. 

Fifty Percent Capital Gains Deduction 

The bill would allow taxpayers — both individual and corporate -- to exclude one-half of capital 
gains from income tax, with the effect of cutting the capital gains tax rate to one-half the rate of ordinary 
income, which currently is capped at a rate of 28 percent. The new effective capital gains tax rates would 
be 7.5 percent, 1 4 percent, 1 5.5 percent, 1 8 percent, and 19.8 percent for individuals, depending upon the 
individual's tax bracket. Corporations would be subject to a top effective tax rate of 17.5 percent. The 
measure would not change the l-year holding period requirement for long-term capital gains. 

The 50 percent capital gains deduction would be taken against gross income. This change would 
ensure that the excluded half of the capital gain would not increase Adjusted Gross Income (AGI). 

Because capital gains are currently included in AGI, many taxpayers must forfeit personal exemptions 
and itemized deductions if they are above certain income thresholds. This change would have the effect 
of reducing the effective tax rate on capital gains by easing the impact of the personal exemption phaseout 
and the limitation on itemized deductions. 

The capital gams deduction would not be a preference under the Alternative Minimum Tax 
(AMT). Therefore, the 50 percent deduction would be excluded from the AMT. This exclusion helps 
taxpayers avoid another lax rate on capital gains. 

The bill would also reinstate the pre-tax Reform Act of 1986 rule for capital losses: only one-half 
of net long-term capital losses, to the extent that they exceed net short-term capital gains, would be 
deductible. 

Capital Gains Indexation 

The bill would halt the practice of taxing individuals and corporations on inflated capital gains. 
Under current law, taxpayers must pay capital gains taxes on the difference between an asset's sales price 
and its basis (the asset's original purchase price, adjusted for depreciation and other items), although the 
increase in value may be the result of inflation and not real gain. The measure calls for increasing the 
basis of most capital assets to account for inflation after 1994. Taxpayers would be taxed only on real, 
not illusory, gains 

Loss on the Sale of a Home 

Under (ho bill, taxpayers who sell their principal residence at a loss may deduct that as a capital 
loss. Current law does not allow homeowners who sell their homes at a loss to take this deduction. 

Why a Cut in Capital Gains Is Needed and Why Gains Should be Indexed 

Capital is the lifeblood of enterprise and economic growth, yet too often risk-takers - energetic 
entrepreneurs with promising ideas and practical dreams - encounter obstacles in obtaining the capital 
they need to launch a new venture. Even well-established business owners - with strong track records 
and profitable companies - can run up against the same problem when seeking additional sources of 
financing to expand their operations. Our nation's future success depends on entrepreneurs and small 
business owners who can help fuel our growth and drive our economy. They create our jobs and 
contribute to our growth and prosperity. But without the capital to start and expand businesses, they 
cannot succeed and ultimately we all will pay a price for their lack of success. It is time that Congress 
address the need for increased capital availability within the context of efforts to encourage increased 
business formation and expansion through investment. The current lax treatment of capital gains is an 
obstacle to (he formation of additional capital that entrepreneurs must have access to for investment in 
growth and jobs. 

The Effects ofTaxing Capital Gains 

Reduced Savings and Its Effect on Capital Formation and Investment 

Subjecting capital gains to taxation penalizes those who save and invest, forcing them to pay tax 
not once but twice on the same income. From the standpoint of tax fairness and equity, the capital gains 
tax is punitive and discriminatory. High tax rates on capital gains lend to discourage savings because 
they lower the after-tax rale of return on savings. Such rates can distort individual decisions about 
savings. Faced with a choice between saving income — with a lower rate of return later — or spending it 
now, many Americans elect to consume income now rather than defer future consumption through 
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savings. Since savings is essential for capital formation, the individual preference for current 
consumption as compared to saving for future consumption stymies capital formation. Reduced 
availability of capital equates to lower levels of investment in business startup, plant and equipment as 
well as in labor, with the consequence that productivity suffers and workers’ wages can drop. 

Decreased Risk-taking and Investment 

High capital gains tax rates discourage venture-capital and risky investments and harm small 
firms and new enterprises. These investments are critical to our nation’s growth and economic success. 
Over the last several years, entrepreneurial small companies have contributed to and accounted for much 
of the economy's growth and job creation. Growing and emei^ing new companies need steady infusions 
of risk capital to nurture, support, and sustain expansion. Entrepreneurs and small business owners need 
investors to buy stock and to invest in their companies. But investors will only commit their capital to 
such investments if they can be assured of a fair and reasonable return on their investment. 

The taxation of capital gains acts as a significant drawback to riskier investments in new startup 
companies or those undertaking expansion. A lower capital gains tax rate would help channel more 
capital into new and growing small entrepreneurial companies — the nation's leading source of economic 
growth and job creation. This, in turn, would create a tremendous potential for increased economic 
expansion, encourage risk-tak ing on a larger scale, spur innovation, boost productivity, and add more 
Americans to company payrolls. 

The Threat to U.S. Competitiveness 

Higher capital gains tax rates undermine U.S. industrial competitiveness and threaten to challenge 
our longstanding role as the undisputed economic leader of the world. Capital is the key ingredient of 
investment and investment fuels growth and expansion; however, when capital costs too much, 
investment declines and productivity and economic growth suffer. Higher capital gains rates tend to 
discourage savings and investment, raising the cost of available capital. The effect of higher capital costs 
•> either because of reduced supply or increased demand - means lower levels of investment in plant and 
equipment, technology, and labor. As a result, goods and services that are produced under this scenario 
cost more to produce. These costs must be reflected in higher consumer prices, making products less 
price competitive in the marketplace. 

The United Slates already faces significant competitive challenges around the globe. In many 
cases, our competitors benefit from more favorable tax treatment of capital gains and savings, combined 
with lower labor, raw materials, and overhead costs as well as reduced regulatory and paperwork burdens. 
This strengthens their advantages and increases their opportunities in the marketplace. Congress needs to 
stimulate investments in technology, plants and equipment, and people to maintain our technological 
superiority, boost productivity, and increase our global competitiveness. That is why a lower capital 
gains lax rate is needed to reduce the cost of capital and to increase its availability. 

Locking in Investors and Investments 

Investors who contemplate selling assets or changing their investments understand the effect 
capital gains taxation has on anticipated profits from asset sales. They must weigh whether the expected 
return from a sale of an asset will result in a desired profit after the capital gains tax has been levied. 

When it is clear that the profit is less than expected, investors will generally forego or postpone the sale of 
an asset. This phenomenon of investors holding onto assets because the expected net return derived from 
the sale of an asset after the payment of capital gains ia.\ is less than desired is known as the "lock-in" 
effect. 

Taxing capital gains often saddles investors with assets they do not want but cannot afford to 
liquidate because of the undue financial consequences of such a decision. This can cause capital to idle in 
non-productive assets. Moreover, the lock-in effect deters the redeployment of capital to more useful and 
productive investments. Since the lock-in effect caused by higher capital gains taxation can distort and 
influence behavior, many investors seek out investments that will minimize tax liability. In such cases, 
tax avoidance becomes a major strategy in considering investments rather than pursuing investments that 
make good economic sense and. while riskier than others, also provide higher rates of return. 

Lowering capital gains taxes vvould unlock a huge amount of wealth in homes, land, farms, 
stocks, bonds, and other assets; free investors to pursue new investments; and increased realizations of 
capital gains would generate new revenues. 

Innation 

Of all the negative effects of taxing capital, perhaps none is more pernicious or harmful than that 
of inflation. The current tax treatment of capital gains is discriminatory and confiscatory, since taxes are 
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paid on inflated and illusory, not real and actual, gains. Inflation erodes gains. Under current law, capital 
gains taxes are applied to nominal gains, which are gains that are not adjusted for inflation. This means 
that the effective tax rate on real capital gains is actually higher than the current prescribed legal rate. 

Since the appreciation in value of most assets, particularly those held for longer periods, is attributable to 
inflation, taxing nominal gains destroys the wealth of entrepreneurs, individuals, and families. 

Capital gains must be indexed for inflation to halt the taxation of gains based solely on 
exaggerated values. This would help investors who currently avoid selling their capital assets to take 
advantage of higher risk investments -• the chief source of ectuiomic growth. Further, it would allow 
investors to buy assets based on their true merits without regard to the effect of inflation on future returns 
or planning sales of assets based on artiftcial holding periods. Indexing capital gains for inflation also 
would help small business owners who want to sell assets to create or expand a business or sell their 
company. 

In Defense of a Capital Gains Tax Cut: Answering the Critics 

Critics of reducing the rate of capital gains have attacked the proposal on many fronts. 

Argument: A Capital Gains Tax Cut Only Helps the Rich 

Many charge that cutting the capital gains rate will disproportionately benefit taxpayers in higher 
income brackets. They contend that at least half of the direct benefits of a cut in capital gains will go to 
the top two percent of taxpayers nationwide. Opponents are concerned that this will result in a windfall to 
America's richest individuals and corporations at a time when there is a growing disparity between the 
country’s poor and rich. 

Underlying much of the opposition to reducing the capita] gains tax is a false belief about our 
economy: that is, if one individual wins, the other must lose. Investors who save and invest their income 
and plough it into productive investments not only help themselves, but also countless more who share in 
the benefits frxim the initial investment. The direct benefits of investments include economic growth, 
increased productivity, new jobs, higher wages, and improved living standards, to say nothing of 
additional revenues that government realizes. Thus, investments produce a strong multiplier effect within 
the economy, helping investors and those who are beneficiaries of their investments. To paraphrase 
President Kennedy, 'a rising tide of investment lifts all boats.' But when higher capital gains (axes punish 
investors by devouring the value of their investments or diluting them through the taxation of inflated 
gains, they respond by saving and investing less. Ultimately, their reluctance ~ or refusal - to save and 
invest hurts the economy and everyone in it. 

If Congress wants to create more jobs, expand the economy, improve income and wage 
opportunities, it must encourage more investment. To foster greater investment. Congress must first 
remove the disincentives to savings and investment •• for rich, middle-class, and lower middle-class 
investors alike. Individuals respond positively to investment incentives but they react negatively and 
predictably to investment barriers such as higher capital gains rates. Congress must create incentives for 
risk-taking, job creation, and expansion, and lowering the capital gains rate is a first step. This reform 
would help all income classes because it would Improve the economy’s performance and growth 
potential. It is a tenet of sound economic policy that economic growth increases when the cost of 
activities that foster it are lowered. 

Critics of lowering the capital gains tax deride it as a boon to rich taxpayers. They labor under a 
false assumption; namely, that not all those who pay capital gains taxes are rich. Low- and middle- 
income taxpayers bear a significant share of the cost as well. The reality is that many Americans with 
limited incomes have investments in stock, rental properties, and small businesses. They face the capital 
gains tax when they sell such assets. Michael Schuyler, Ph.D., of the Institute for Research on the 
Economics of Taxation, found that; 

" Most distributional tables purporting to show who pays the capital gains lax overstate the wealth 
of people with capital gains because they include in a taxpayer's income the entire capital gain in the year 
in which the person realizes the gain. Since gains are typically realized irregularly, people tend to have 
unusually high incomes in the years when they realize their gains. A better measure of income is found by 
averaging the gains over several years' before adding them to income. And these corrected tables indeed 
show that the middle-class forks over a significantly higher share of the capital gains tax than is usually 
acknowledged. In addition, as politicians in Washington have sought higher taxes to finance more 
government spending, they have frequently found it convenient to redefine "wealthy" at lower and lower 
income levels." 


Cut The Capital Gains Tax To Help All Income Classes 
IRET Byline. September 22, 1 989 No. 79 
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A high capital gams tax rate should not be used to extract more taxes from income earners in the 
fop tax brackets any more than it should be used to punish those who are lower and middle-class income 
brackets. Lovvcring the ta.x on capita! gains has the potential to help Americans in all income classes by 
sparking greater growth in the economy. 

Argument: A Capital Gains Tax Cut Will Break the Treasury and Increase the Defici t 

Opponents of a lower capital gains tax rate maintain that reducing the rate could cause the budget 
deficit to rise unless Congress offsets the tax cut with spending cuts. They say that Congress must find 
the cuts or risk further iiiierest rate hikes from the Federal Reserve. Opponents also argue that a cut 
would kill prospects for improved economic growth that Republicans say they want to stimulate. The 
Congressional Joint Committee on Taxation estimates that the Republicans’ proposed capital gains tax cut 
would cost $56 billion in lost lax revenue over the next five years. After that, it predicts, the cost of a 
capital gains tax cut would nse. mostly due to proposed adjustments in future capital gains to offset 
inflation. Opponents point out that Congress cannot dismiss the fact that the $160 billion deficit will 
begin rising again ne.xi year, and that the costs of the capital gains tax cut would add to that cost without 
offsetting spending cuts 

Republicans have vowed to cut spending to make room for the cuts they propose. The capital 
gains tax cut will not be a revenue loser as critics contend; in fact, it could prove to be a net revenue 
gainer. Mr. Gary Robbins, President of Fiscal Associates Inc, a leading proponent of dynamic 
estimating, predicts that the capital gains tax cut would produce $126 billion in new revenues by fostering 
widespread economic growth. We believe this could result in a windfall to the U.S. Treasury. A lower 
capital gains rate could boost lax revenues by encouraging investors to realize their gains sooner. A cut 
would encourage investors to liquidate assets and put their money into productive investments to such a 
degree that the cost of a capital gains tax cut would pay for itself in higher tax revenues later. 

Critics say that is an unproven economic hypothesis. Yet, Warren T, Brookes, a respected 
journalist and economist, recounts in his book, The Economy in Mind, that the opposite is true; 

"When the top marginal lax rate on capital gains was 46% (1946-63), or nearly double Mellon's 
maximum range of 25%. the taxes paid on capital gains steadily declined from 1961 through 1963. Then, 
as a result of the Kennedy across-the-board tax cut of 1963-64, the top marginal tax rate on capital gains 
was reduced from 46% to 35% - a cut of 24%. The revenues from this lax steadily rose, by 25% in 1964 
and 27% in 1 965. By 1 968 they had nearly tripled in constant dollars, at a substantially lower marginal 
lax rate. 

Unfortunately, this growih in capital gains and investment was hit hard, first by a surtax in 1968- 
69, and then by an increase on capital gains put through by Senator Edward M. Kennedy in 1969, which 
had the effect of raising die (op marginal tax on capital gains to its highest level in U .S history, 49% in 
1 970. The results were immediately destructive. Tax revenues from capital gams plummeted, and over 
the next eight years remained consistently at a level nearly $1.5 billion lower than they were in 1968. 

Within a year of this tax Increase, the entire equity capital market for small companies (which 
account for over 80% of all new jobs and 65% of new inventions) fell apart; and it continued to 
disintegrate over the next eight years. In 1969, before the lax hike, there were nearly 700 new stock 
offerings by small companies, with a total 1980 value of nearly S3 billion. But by 1977 this equity 
market had shriveled to only 1 3 offerings and less than $55 million — a compound annual decrease of 
nearly 40%, the worst collapse in equity sales in modem U.S. history. 

For all intents and purposes. Senator Kennedy's innocent little tax hike had virtually killed off the 
small-business equity market and countless thousands, even millions, of Jobs along with it." 

The Economy in Mind, pp. 59-61 

Later in the same chapter, Brookes describes the effort involved in trying to reverse the increase 
on capital gains. 

"It was perhaps the best illustration of the Laffer Curve in action — so good, in fact, that a young 
Republican congressman, the late William Steiger of Wisconsin, decided in 1977 to try to convince an 
overwhelmingly Democratic Congress to repeal this massive mistake {sic; Senator Edward Kennedy's 
bill to raise capital gains] by showing his colleagues that as much as half of the new equity capital for the 
nation's fast-growing high-technology industries was, by now, coming from overseas rather than from our 
own equity markets. 

The dramatic fall, both in capital-gains tax revenues and in equity-investment, convinced the 
Congress to turn down President Carter’s own surprising plan to increase the capital-gains tax rate still 
further (to 52.5%) and instead to adopt Congressman Steiger's amendmenL which cut the rate from the 
49% level down to 28% - a 43% tax reduction. 

The Carter administration, in an unsuccessful attempt to block this bold move, had warned that 
the Steiger Amendment could reduce Treasury revenues by more than $2 billion during the first year. 
Instead, the Steiger cut actually rari-er/ capital-gains tax revenues modestly in 1979, the first year 
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following Ihe 43% reduction, as the number of new equity offerings suddenly jumped from 20 per year to 
8 1 in 1979. Then, during 1980. a recession year, 237 companies offered slock to the public for the first 
time (the greatest number since 1972) and sold $1.4 billion in shares — a huge increase from the 81 new 
companies that had sold $506 million in 1979.” 

The Economy in Mind, pp. 6 1 -62. 

NDOA Position on Cutting Cap:tal Gains and Indexation 

The National Business Owners Association strongly supports the capital gains tax cut and 
indexation provisions contained in Job Creation and Wage Bnhancemenl Act as introduced and as 
originally proposed in the Contract with America. We asked our members in a survey whether they 
would favor a capital gams tax cut. Respondents overwhelmingly expressed support for legislation to 
reduce the rate of taxation on capital gains. NBOA believes that the capital gams relief incentives 
included in the bill will create a climate that will encourage investment; promote increased growth in the 
economy, jobs and wages, and strengthen U.S. competili\eness 

Neutral Cost Recovery 

The House Republican Contract with America includes a "neutral cost recovery" proposal. This 
proposal would increase depreciation deductions to approach the economic equivalent of expensing. 
Currently, the tax code does not allow businesses to recover fully (on an economic basis) the cost of 
investments in depreciable business property. The proposal would increase depreciation deductions to 
account for inflation and the lime value of money. The neutral cost recovery provisions would generally 
apply to properly placed in serv-ice after December 31, 1994. 

Current taw prohibits company owners from faking an immediate wrife-ofT for the investments 
they make in depreciable assets such as plant, equipment, and other assets. Consequently, they must 
spread (he write-offs over longer periods. This practice hurts small business owners in several ways. It 
reduces the real present value of the write-offs since they do not account and compensate for the twin 
effects of inflation and the time value of money. By not allowing business owners to factor in the costs of 
inflation and time value of money and to adjust their write-offs on depreciable property to reflect these 
costs, business owners are unable to recover the full costs of their investments. 

Under the neutral cost recovery proposed in the Job Creation and Wage Enhancement Act. 
businesses would be allowed to recoup the cost of their investments. The plan would allow companies to 
adjust (heir depreciation write-offs yearly by applying a 3 5 percent discount rate and the rate of inflation. 
This would make the write-off amount equal to the full purchase price of an asset. 

NBOA Position on Neutral Cost Recovery 

The National Business Owners Association strongly supports the neutral cost recovery provisions 
contained in H.R. 9. This bill will give business owners and entrepreneurs a powerful new investment 
incentive, allowing them to recover the full value of an investment in new machinery, equipment or 
technology over the useful life of an asset. Moreover, these changes recognize the importance of capital 
to small business and its ability to invest for future growth. We believe further that this provision will 
exert a positive influence on investment and wages as it seeks to correct an inequity in the current ta.x 
code that harms small business. These changes will also help promote rapid economic growth by 
spurring increased investment. We believe that such growth will fuel business startup and expansion as 
well as spark new job creation. 

Increasing the Expensing Level for Small Business 

The House Republican Contract with America also proposes an increase in the amount of 
property that a small business can "expense" or deduct in the year of purchase. Current law allows a 
small business (a business purchasing $200,000 or less of eligible property) to take an immediate 
deduction on the first $1 7,500 of property it acquires. Remaining property is generally subject to regular 
depreciation rules. The proposal would allow small businesses to fully deduct an additional $7,500 from 
each year's earnings for purchases of equipment and inventory up to $25,000, compared with $17,500 
now. The provision would be in effect for taxable years beginning after December 31, 1995. 

Expanded write-offs for investments in plants and equipment for small business are needed to 
ensure that small firms have access to capital to invest in growth and expansion. Entrepreneurs need to 
invest today for the future, and that long-term investment must be nurtured. Yet, the present tax treatment 
of investments in plant and equipment has not favored long-term investment as it should nor favored the 
investments of small business men and women who are driving our nation's growth. 
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NBOA Position on increasing Expensing for Small Businesses 

The National Business Owners Association strongly favors the proposal to increase expensing 
amount for small businesses as contained in the Job Creation and Wage Enhancement Act. This 
legislation provides an important investment incentives for small business owners, while enabling them to 
recover more of the cost of their investments. This, in turn, will increase the availability of additional 
capital for future investment. 

Clarifying the Home Office Deduction 

H.R. 9 would clarify the home office deduction by making two changes. First, an office in the 
home would qualify as a principal place of business if the office is the location where the taxpayer's 
essential administrative or management activities are conducted on a regular basis by the taxpayer and the 
office is necessary because the taxpayer has no other place to perform those activities. Second, 
qualifying home office expenses would also include those allocable to the storage of product samples. 

The changes to the home office deduction generally would be effective for taxable years beginning after 
1995. 

The home office deduction was restricted by a 1993 U.S. Supreme Court decision in 
Commissioner v. Soliman, when the court denied certain deductions and imposed two additional tests for 
determining eligibility for deductions. To qualify now, a business owner must: meet clients or customers 
in the home office; and second, earn the firm's revenue there as well. The Sohman decision penalizes 
many small business owners because they choose their homes as their business location rather than a 
store front, office building, or industrial park. This ruling fails to recognize the fundamental realities of 
American business today, including its changing nature; how, when, and where business is conducted; as 
well as the needs of entrepreneurs who are leading our economy. 

The bill would restore the deduction for home office expenses to pre- Soliman law. Taxpayers 
would not be required to meet the criteria determined by the Court. Rather, the bill allows a home office 
to meet the definition of a principal place of business if it is the location where essentia! administrative or 
management activities are conducted on a regular and systematic basis by the taxpayer. To avoid 
potential abuses, the bill would require that taxpayers have no other location for the performance of the 
administrative or management activities of the business. 

The home may be the best incubator for fledgling businesses that are struggling to survive and 
succeed. Few new small business owners, if any, can afford the luxury of rented office space. That is 
because a major problem facing new enterprises is cash flow. Many entrepreneurs launch new firms on a 
shoestring budget, enduring long hours, limited resources, and lean or no profits before they become 
successful, For these business owners, the home office deduction can boost the chances that the company 
they have started and worked hard to build will be a success. That is why the loss of the deduction 
represents a major blow to those whose success often hangs in the balance and hinges on taking 
advantage of every break that can keep the company financially afloat and growing. 

The Soliman decision ignores the changing face and needs of business. The advent of advanced 
and ever-improving computer and telecommunications technology has empowered millions to work from 
their homes. Entrepreneurs are no longer tied to an office or to a store front. Now, thanks to technology, 
they can work from their homes. Technology has changed the way we think, communicate, work, and do 
business - and where we do these things. New technologies arc revolutionizing business and helping us 
to realize huge improvements in productivity and service. As technology becomes cheaper due to 
innovation, more Americans can afford to work for themselves and from their homes. U.S. tax policy 
should not discriminate against home businesses because a taxpayer chooses to operate a business out of 
the home. 

NBOA Position on Clarifying the Home Office Deduction 

The National Business Owners Association strongly supports efforts to restore the home office 
deduction. Restoring the home office expense deduction could affect between 20 and 40 million 
Americans who work from their homes- 

Increasing tbe Estate Tax Exemption 

The Contract with America would raise the estate and gift tax exemption equivalent to $750,000. 
The current $600,000 exemption has not been increased in several years and has been eroded by inflation. 
The increase in the exemption would be phased-in. fhe exemption would be $700,000 for estates of 
persons dying, or for gifts made, in 1996. The exemption would be $725,000 in 1997 and $750,000 in 
1998 or later. The $750,000 exemption amount would be indexed for inflation, 
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Estate taxes are hurting family-owned businesses, especially smaller firms. Funds that could be 
retained in a business to invest in growth and create jobs are going to pay taxes on the assets of the 
deceased owner or the owner who desires to exit his or her firm and hand over control to the next 
generation. The accounting firm of Arthur Andersen estimates that the transfer taxes on business assets 
above the current $600,000 exemption range fron» 38 percent to 60 percent, depending on amount. 
Surviving family members frequently must sell part of the company to pay the estate taxes. According to 
Mr. Drew Mendoza, program director of the Family Business Center at Loyola University-Chicago, 
meeting this tax burden forces many family businesses into sale or foreclosure. A survey found that nine 
of 1 0 family successors' businesses failed shortly after the original owner’s death, due lo the difficulty of 
paying estate taxes. Seventy percent of all family businesses will not succeed to the second generation 
and only 13 percent will make it to the third generation. 

According to a recent research study conducted for Massachusetts Mutual Life Insurance 
Company, 57 percent of owners say they intend to pass on their ownership positions to a close relative. 
This represents an eight percent drop-off from the 1993 study, when 65 percent of those surveyed said 
they intended to keep the business in the family. It is an alarming statistic, and points to a possible 
disturbing nationwide trend: we are losing family-owned businesses. Higher estate taxes may be the 
culprit or only a single factor contributing to the decline of America's family-owned businesses. These 
firms are important lo our nation’s economy. It is estimated that there are 10 to 12 million family-owned 
businesses nationwide. These companies may account for as much as half our gross national product and 
60 percent of all wages paid. 

With all the daunting challenges and obstacles already facing small business owners, the tax 
code should not add to tlie burden of family business owners by making it more difficult for them to keep 
their companies in family hands. We need to preserve family businesses by removing obstacles -- such as 
higlier estate taxes — that threaten their prospects for continued survival and success. 

The last estate tax reform occurred in 1981. when the high inflation of the 1970s forced Congress 
to alter the existing law The tax rale was reduced from 70 percent to 50 percent, the tax exemption was 
raised from $200,000 to SSOO.ODO, and further taxes were deferred on the portion of the estate the spouse 
inherited, These changes were only adequate for a short lime. Small business owners say they have not 
kept pace with the state of the economy and they need to be overhauled again. 

NQOA Position on Raising the Current Estate and Gift Tax Exemption 

The National Businc.ss Owners Association strongly supports raising the current estate and gift 
tax exemption to $750,000 and adjusting it for inflation Tliis change will help ease the burden of estate 
taxes for many small business owners, keep family firms financially stable, and preserve them for 
generations to come. 

CONCLUSION 

We appreciate this opportunity to offer our views on the tax and investment incentives contained 
in the Job Creation and Wage Enhancement Act. These incentives will set the stage for a new American 
era of economic growth led by small business owners. The real growth in all major economies worldwide 
is coming from smaller, more entrepreneurial companies. That is especially true of the LI.S economy. 

Tlie importance of entrepreneurs and small business owners to the economy cannot be underestimated. 
They drive the American economy, fueling its growih. adding new jobs, and crealing wealth. 

Congress must hdp unleash the entrepreneurial spirit to spur economic growih and encourage 
individuals with promising ideas and the courage to take risks to start and expand businesses. Too often 
government creates obstacles to growth -- as it has with disincentives for savings and investment. Small 
business ow-ners deserve policies that promote economic growth -- policies that reward, not punish, risk- 
taking and hard w'ork. The tax and investment incentives in the Contract with America are a bold and 
promising step in the right direction 

Mr. Chairman, w-c look forward to working with you and the Members of this Committee over 
the coming months to develop and enact the policies that will help America's nearly 22 million small 
business owners bring about a new American era of economic growih and prosperity 
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Mr. Herger. Thank you both for your comments. 

I noted in your testimony, Ms. Kerrigan, that you did mention 
the importance of raising the estate tax exemption. In our Contract 
With America, it is raised from $600,000 to $750,000. I might note 
that statistically only 23 percent of family farms or businesses are 
able to be passed on from the parents to the children and less than 
10 percent onto the third generation. 

I might maybe direct my question to you, Mr. Hiatt. Do you feel 
that this is a concern among the small businessowners? 

Mr. Hiatt. Yes, sir, it is. Let me tell you why we believe it is 
especially important that we raise the exemption. It was raised 
from $200,000 to $600,000 and that gave some relief but not 
enough because of inflation and other things that have eroded that 
kind of wealth. 

It is also important to note that a study has found that when 
small businessowners pass on their companies to their children, 
that because of estate taxes, 9 out of 10 of those businesses fail. 
It is also disturbing to note that many small businessowners are 
choosing not to pass on their businesses to keep them in family 
hands, and we think it is very important to preserve family-owned 
businesses. We encourage this committee to look at perhaps even 
raising the current threshold beyond the $750,000 limit that is pro- 
posed in the Contract. 

Mr. Herger. Thank you. 

Mr. English will inquire. 

Mr. English. Thank you. 

I noticed, Ms. Kerrigan, in your testimony that you would like 
to see us address the issue of raising the threshold for expensing 
of equipment for small business. Now, I know from my experience 
in my district, we have a lot of small manufacturers who are inter- 
nationally competitive who are having to invest more or less con- 
stantly in new plants and equipment to stay competitive. 

As you have polled your membership, where is this in their order 
of priorities, and do you think there is a long-term objective here 
of raising that threshold beyond even the $25,000? 

Ms. i5:rrigan. Indeed. Our membership clearly supports the 
issue of small business expensing and concurrently increasing that 
level to $25,000. But unfortunately, in today’s marketplace, $25,000 
does not buy that much, especially if you are talking about a small 
or larger than small or sw a small manufacturer or medium-sized 
business. Certainly one of the alternatives that we would support 
is perhaps a phase-in to a $100,000 expensing limit. We do see a 
need to increase that. 

Mr. English. Very good. As we have reviewed some of these pro- 
posals, obviously one of the ones that has attracted the most atten- 
tion is the proposed cut in the capital gains tax, and you have of- 
fered in your testimony, I think, the most onpoint comments on the 
correlation between capital gains taxes and business starts. 

Have you found that many of the small businesspeople starting 
up have to use their own resources and are deterred from finding 
the capital from selling assets by the existence of a capital gains 
tax much higher than you find in other countries? 

Ms. Kerrigan. Absolutely. If you look at where the United 
States stacks up internationally, we are not close to even our fierc- 
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est competitors. Many of our competitors have zero or lower rates. 
Even those that have higher nominal rates, Australia and the Unit- 
ed Kingdom, at least index for capital gains and, therefore, our 
rate, depending on U.S. inflation, could be much higher than Aus- 
tralia and the United Kingdom. 

The question remains, I guess, in terms of where small busi- 
nesses go to seek startup capital. Since they are — since bank lend- 
ing officials are scared off by such risky ventures, they do seek out 
venture capitalists, friends and families, and those folks have to 
make the determination beyond the risk of the business, are they 
going to sell off current assets and receive — ^you obviously have to 
pay some high capital gains tax rate on that asset versus what the 
return will & on investing in a business, and this is very difficult 
for any investor to do, even if it is a family or a friend of that per- 
son that is seeking that startup capital. 

Mr. English. You had mentioned that in other countries capital 
gains are indexed to inflation for tax purposes. There has been an 
argument here today by a number of the panelists that indexing 
capital gains to inflation would be a serious reduction in tax sim- 
plicity. 

Now, many of your members, I would imagine, do their own tax 
returns. Is this a cause of concern for you? 

Ms. Kerrigan. If it was indexed to inflation? 

Mr. English. Yes. 

Ms. Kerrigan. I think this would be a positive cause for concern 
as opposed to — if you look at the U.S. Tax Code and what small 
businesses have to do to comply with, the Tax Code is absolutely 
a mess. I mean, there is no doubt about it, and we are definitely 
for making complying less complicated, less costly. I mean, if you 
are adding a whole series of changes to the Tax Code, then that 
might make a big difference, but I don’t see this as being one of 
those major concerns. 

Mr. English. So your membership would not be concerned about 
the tax simplicity argument against changing the capital gains tax? 

Ms. Kerrigan. No. 

Mr. English. Finally, distributional issue, if I could just ask this 
last question, Mr. Chairman, let me get a quick answer from you. 

There has been a lot of criticism of cutting the capital gains tax 
as providing tax cuts for the rich. Obviously you represent a grass- 
roots constituency of individuals who are not affluent, who are very 
concerned about this issue. Would you care to comment on the eq- 
uity side of this issue? 

Ms. Kerrigan. Even if reduction in capital gains did benefit the 
rich exclusively, which it does not, it doesn’t mean that everyone 
else loses if you reduce the capital gains tax rate. But, you know, 
it is spread across a wider income spectrum than I think is re- 
ported by the media and those that oppose reducing or eliminating 
the capital gains. 

In 1992, 56 percent of those reporting a capital gain had incomes 
of $50,000 or less, including the gain; 83 percent of those reporting 
a capital gain had incomes of $100,000 or less, including the gain. 
So I think there has been a misrepresentation of who will benefit 
and who will not. 
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But, you know, our position is and I think most of our small 
business members is that class warfare does not make for good eco- 
nomic policy, and so that is not a problem, you know, with our 
membership. And most of our small business members, I would 
say, make in the $30,000 to $50,000 and $60,000 range. They are 
not rich. 

Mr. English. Thank you very much. 

Thank you, Mr. Chairman. 

Mr. Herger. Thank you very much. 

Mr. McCrery will inquire. 

Mr. McCrery. Thank you, Mr. Chairman, and thank both of our 
witnesses for coming and bearing with us today through a long se- 
ries of testimony. 

Both of your testimonies were excellent, I thought, particularly 
bringing home the value of some of these tax proposals to small 
business. Ms. Kerrigan, you have talked particularly about the im- 
portance of expensing to small businesses, and I certainly agree 
with your analysis. 

There is one thing that I want to mention and get your thought 
on that I am aware of, particularly because I have an automobile 
manufacturing plant in my district, but I am also aware of it be- 
cause a number of small businesspeople who depend on an auto- 
mobile for their livelihood basically complain that they cannot ex- 
pense the cost of that automobile. They can expense a tape recorder 
or a fax machine or, you know, all kinds of things like that, but 
if they don’t need those things, but they have to have a car to do 
their business, whether it is a plumber that has to have a truck 
to drive to do his jobs or a door-to-door salesman that needs to 
have a car to keep his samples in, you know, they find that their 
primary business investment, as far as a depreciable asset is con- 
cerned, is an automobile, and yet they can’t deduct it as they would 
be able to deduct other purchases of business equipment. 

Would you comment on that? And do you think that is something 
for us, for this committee to look at as we change the rules with 
respect to depreciation and expensing? 

Ms. Kerrigan. Oh, indeed I do. I think that a vehicle should be 
a part of small business expensing. And a little known fact is that 
they are not, so mobile entrepreneurs, those people who use vehi- 
cles to transport themselves, their products, their goods, their serv- 
ices on a daily basis are not allowed to significantly expense what 
sometimes is their largest capital acquisition, and this occurs large- 
ly because of the luxury depreciation cap which, you know, blo^s 
this type of expensing. So I think it would be very important for 
the committee to make, if they can, that tax change to make vehi- 
cles part of small business expensing. 

Mr. Hiatt. Mr. Chairman, could I respond to that? 

I have driven from Shreveport all the way down to New Orleans. 
We have a lot of members in your district, and that is about a 6- 
hour drive depending on traffic. We have a lot of members in that 
area who do business in Baton Rouge and New Orleans on a daily 
basis, and their personal automobile is also used for business. 

This is an absolutely essential component of their business and 
of their work, and we think that that would probably be a good pro- 
posal to look at. I think there is a potential here for abuse, but I 
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think that can be looked at and any abuses can be mitigated 
against in the long run. 

Mr. McCrery. Thank you. Also, on the question of the estate 
taxes, both of you have mentioned estate taxes and how that is a 
problem for small businesses, particularly closely held, family- 
owned small businesses where the heirs find that they have to sell 
their business in order to pay the estate taxes and therefore the 
business is gone, the employees who worked for the business don’t 
have jobs, and that is a tremendous problem. 

You have both said that the increase from $600,000 to $750,000 
is a nice step in the right direction. Do you think that this commit- 
tee should consider going further with respect to lessening the bur- 
den on heirs of owners of small businesses? 

Ms. Kerrigan. From our perspective, we think the increase is 
important, and we support it, and perhaps it may cover the infla- 
tion costs over the past 15 years, but we still see that even with 
this increase that many of these family-owned businesses that pass 
on the business to the next generation will probably, even with this 
increase, have to sell part of the family business to cover the costs 
of the estate tax bills. 

And what this does is punishes capital accumulation and hard 
work, and the hard work of a lifetime of a family, so we would like 
to see it increase beyond the $750,000 range. I think the American 
Farm Bureau even, their proposal puts it up to $2 million, so an 
increase beyond $750,000 is indeed important. 

Mr. McCrery. What about eliminating it? 

Mr. Hiatt. Eliminating it? 

Mr. McCrery. Eliminating it, what about that? What do you 
think about that for small businesses? 

Mr. Hiatt. We could certainly support that. 

Ms. Kerrigan. We will support that, capital gains, a few other 
things. 

Mr. Hiatt. What is interesting on that very point is that a sur- 
vey found that 70 percent of all family businesses will not succeed 
to the second generation and only 13 percent will make it to the 
third, and another survey found that 9 of 10 family successor busi- 
nesses failed shortly after the original owner’s death due to the dif- 
ficulty of paying estate taxes. 

So what we see is that family-owned businesses in this country 
are an endangered species, and if we believe that it is important 
to preserve the tradition of family-owned businesses that really 
helped build this country, then we certainly need to remove the ob- 
stacles to keep them in family hands. 

Mr. McCrery. Thank you very much. 

Mr. Herger. Thank you veiy much, and thank you, Mr. 
McCrery, for some good questions. 

Mr. Collins will inquire. 

Mr. Collins. Thank you, Mr. Chairman. 

I don’t really have any questions because I fully support every- 
thing these representatives of small business have discussed. I 
would just like to say, though, that I am a small businessperson, 
I still have a small business, in fact I employ about 35 people. I 
consider one of the greatest stumbling blocks or competitors of my 
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business is the U.S. Government. The Federal tax policy along with 
regulations pose significant barriers. 

Often I feel like we are victims of the judicial system because of 
tort and tort actions against us as small businesspeople. We are 
employers and we are entrepreneurs, and I see the government 
using us as collectors of taxes. We do the best job for them in col- 
lecting and paying into the system, and then all too often I think 
we are the targets of many of those inspectors for regulatory agen- 
cies because they know that with being small, we don’t have a lot 
of the personnel around and a lot of the wherewithal to pay for the 
personnel to cross every “t” and dot every “i” for us as far as our 
operations, especially in the area of OSHA. So I think we are often 
abused in that area. 

Despite all those stumbling blocks we as small businesspeople, 
employ the majority of the people in this country. But as a small 
businessowner and one who often visits with many small busi- 
nesses when I am back in Georgia, a common thread of thought is 
it just isn’t worth it anymore. I am sure that you find this senti- 
ment among the people you represent. 

But, again, we appreciate you being here. We appreciate you rep- 
resenting the small businesses of this country and the backbone of 
our employment. Thank you. 

And thank you, Mr. Chairman. 

Mr. Herger. Thank you, Mr. Collins. 

Mr. Houghton will inquire. 

Mr. Houghton. Hi. I am sorry I am late. I appreciate your being 
willing to take my inquiry. 

This session has concentrated on investment and savings and 
there has been an awful lot of talk about how do you chum things 
and how do you get benefits into usable hands so that increased 
investment could take place. There has also been passing ref- 
erences about savings, but very few concrete examples of how sav- 
ings can increase. 

The IRAs are a possibility, but it is not a sure thing, capital 
gains appear not to give any savings increase whatsoever. As far 
as the investment tax credit, I am not sure that is going to do the 
job because you can take money from overseas and bring it in rath- 
er than stimulate the savings itself. 

Now our savings rate, if I understand it, is something like the 
1 percent range of GDP as contrasted to, I don’t know what it is 
in Japan, 10 to 15 percent or in Germany maybe half that or some- 
thing like that. But if the savings rate is critical to everything, in- 
cluding investment, how do we get it up because there is no specific 
program I see on the shelf that is going to generate the savings we 
need. 

If we have, for example, a gross domestic product of, let’s say, 
$6.8 or $7 trillion, whatever it is, and you want to get it up part 
way to what Japan is, you have got to produce another $650 to 
$700 billion in savings. I don’t see that coming along. I don’t see 
that anything we have been talking about helps that process. 

How do you comment on that? 

Mr. Hiatt. Well, I think that is the $64 million question. We 
think, first of all, what is important is tax policy, and this commit- 
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tee is expert in this regard. You can certainly influence behavior 
by the incentives or the lack of incentives that you put in the code. 

We have seen disincentives in the code for savings investment. 
We think it is very important overall, and we didn’t mention this 
in the testimony, we think that one of the most important contribu- 
tions that this committee can make to savings and to overall eco- 
nomic growth would be an income tax cut that would, as we have 
seen before, helped basically jump start our economy. Several years 
ago such a cut created millions oi jobs. 

Mr. Houghton. If I could just interrupt a minute. You do have 
the option to take that money and spend it rather than save it. 
There isn’t the incentive, when you cut a tax, that it will go into 
a savings account. 

Mr. Hiatt. Yes, sir, and that is my point. We don’t know exactly 
how consumers would use that. I think a great number of them, 
if they could, would probably put that into IRAs and to other in- 
vestment vehicles, savings vehicles that we have. 

I do agree with you overall that we probably have a low rate of 
savings in this country for several reasons. Number one is the dis- 
incentives that are in the code, but also because we have a huge 
public debt and a huge budget deficit that is attracting vast 
amounts of capital and diverting it away from savings, and we are 
funding this budget spending, this deficit spending that is eating 
up private savings in this countiy. 

So I think the answer is we just can’t deal with creating incen- 
tives for savings, we also have to deal with some of these other 
structural problems like the deficit, and also government spending 
overall and why it is diverting huge amounts of private savings, 
and if that is really the direction we need to go in. 

I don’t really know what we should do in terms of savings incen- 
tives. I like the IRA, the increased IRA provisions that are being 
discussed. I don’t have a firm answer. 

Mr. Houghton. If I could interrupt just 1 minute, I would like 
to yield to Mr. Collins of Georgia, but before I do, I would just like 
to say this, that here we are trying, through the Tax Code, to help 
investment and savings, and I don’t see us doing that as far as sav- 
ings is concerned. 

Mr. Hiatt. I would agree with you. 

Mr. Houghton. You are a citizen, you both are citizens, as we 
are. How can you help us sink through this process. Business 
doesn’t save, they either pay out to their stockholders or they put 
it into some sort of a capital investment. Lower income people don’t 
save, so it is the middle cut, and they are not able to handle this 
thing. 

I yield to Mr. Collins. 

Ms. Kerrigan. I would just like to make one remark. 

I think some continuity in the Tax Code, and if indeed IRAs be- 
come part of this package, I mean, is that going to be a short-term 
thing or 4 or 5 years down the road are IRAs going to be stripped 
away? So ifyou take away sort of consistency and continuity in the 
entire Tax Code, then people are apt to say, well, gee, I will spend 
it, you know, because I don’t know, you know, what tomorrow is 

f oing to bring. So I think there has to be some consistency in the 
ax Code on the Federal Government’s part. 
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Mr. Houghton. Thank you. 

I^eld to Mr. Collins. 

Mr. Herger. I yield time to Mr. Collins. 

Mr. Collins. Thank you, Mr. Chairman, and thank the gen- 
tleman for yielding. 

I just wanted to inject this thought. The purpose of tax reform 
or tax reduction and the purpose of the Contract With America is 
to leave more money in the cash flow of the private sector to stimu- 
late the economy. Wien you do that, you are going to increase the 
bottom line of a number of small businesses as well as large busi- 
nesses in this country. 

When you increase the bottom lines or increase the cash flow you 
increase savings and investment. In my little business, if I have a 
few bucks left at the end of the weekly cash flow, some of those 
funds go into money market accounts. TTiey are put away for when 
I have to withdraw to make some type of tax deposit or some type 
of note payment on a large note or even equipment notes. But 
those are funds that go into a money market savings account. 

Also, a large number of businesses have pension programs or 
have 401(k) plans. They have something set aside for the employ- 
ees whereby they contribute to and the employee contributes to. If 
the company’s bottom line is better, they make better contribu- 
tions. This is a small savings that will significantly increase the 
savings accounts across the country. Those are just a couple things 
I wanted to inject as an owner and operator of a small business 
today. 

I tnank the gentleman for yielding. 

Mr. Herger. Thank you very much, Mr. Collins. 

I want to thank both our witnesses on our final panel, Ms. 
Kerrigan, Mr. Hiatt. As representatives of small business, I believe 
that you have represented them well. It never ceases to amaze, I 
might say, those of us who do have small business backgrounds of 
how we nave examples of small businesspeople not being able to 
expense out their transportation, not being able to deduct their 
health insurance on themselves at a time when we are trying to 
encourage them to have health insurance. This is only a couple 
items. But, again, I do thank you very much. 

And with that, this committee stands adjourned. Thank you very 
much. We are adjourned until 10 a.m. tomorrow. 

[Whereupon, at 4:05 p.m., the hearing was adjourned, to recon- 
vene at 10 a.m., Wednesday, January 25, 1995.] 




TAX PROVISIONS IN THE CONTRACT WITH 
AMERICA DESIGNED TO ENCOURAGE 
SAVINGS AND INVESTMENT 


WEDNESDAY, JANUARY 25, 1995 

House of Representatives, 
Committee on Ways and Means, 

Washington, D.C. 

The committee met, pursuant to call, at 10:03 a.m., in room 
1100, Longworth House Office Building, Hon. Bill Archer (chair- 
man of the committee) presiding. 

Chairman Archer. Today we will continue our hearings in con- 
sideration of the savings and investment provisions of the Contract 
With America. Yesterday, we heard from witnesses on the need to 
make the Tax Code less hostile to people who want to save and in- 
vest, and today’s hearing is going to be devoted specifically to cap- 
ital gains. 

The capital gains tax cut in the Contract consists of a 50-percent 
deduction on all capital gains, the indexation of the basis of assets 
for inflation, and a capital loss deduction on the sale of a home. It 
is interesting that over the years the Tax Code has levied a tax on 
homeowners who sell their homes for a gain, but refuses to let 
them take any sort of a tax loss if the home is sold at a loss. 

This is sort of emblematic of what has happened too often with 
the Federal Government, and that is heads the government wins, 
and tails the taxpayer loses. We want to change that. I have looked 
forward for a number of years to chairing a hearing of this sort be- 
cause throughout my congressional career, I have taken a lead role 
in attempting to get capital gains taxed at a lower rate. 

And I have spent years in refining the proposal that is before the 
committee today, particularly that of the indexing of the basis for 
inflation. I support a capital gains tax cut because I believe it will 
create jobs and more opportunities for working Americans. 

Lower capital gains taxes means more capital is available to an 
entrepreneur who wants to start a business, to a businessman or 
businesswoman who wants to expand and hire more workers, to a 
corporation that wants to modernize its equipment to make its em- 
ployees more productive so that they can be paid higher wages. 

We have heard a lot about the so-called fairness issue. And I 
think we should talk about fairness. What is fair about taxing peo- 
ple on gains that are strictly due to inflation so that in the end 
they have less real money in their pockets than they did when they 
bought the capital asset? What is fair about having a lower rate 
for capital gains recognized by those in the higher tax brackets, but 
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not for those that are in the 15 and 28 percent bracket? And, what 
is fair about a system in which you can be taxed when you sell 
your home with a gain, but never can deduct the loss? What is fair 
about a tax that punishes people who sacrifice and forgo consump- 
tion, pay the income tax on their income, take the net and invest 
it, save it, and then get punished by being taxed on the apprecia- 
tion and value of those savings? And what is fair about a tax sys- 
tem that gets in the way of people who want to go out and create 
jobs? 

I am confident that this committee will cut the capital gains tax 
rate this year. As a result, we will not only help people to keep and 
save the money that they make, we will also help America’s work- 
ers find more high-paying jobs thanks to the entrepreneurs and 
businesses that will be able to get increased access to capital nec- 
essary for growth. 

The only way that we can increase the aggregate real wages of 
Americans is to have higher productivity, and the only way we can 
have higher productivity is to continue to advance in the purchase 
of tools and technology to increase the output of every worker. And 
that is why capital savings are necessary in our society. 

Those who criticize this vital tax provision would pluck the feath- 
ers off the goose that lays the golden egg. Cutting capital gains 
helps average Americans to get ahead and to stay ahead. Today’s 
witnesses have been in the economic trenches and they know how 
hard it is to start a business and to keep it going. They know the 
uncertainty of making an investment and not being able to know 
for years whether they have been successful. 

A tax code that doesn’t reward entrepreneurs and long-term in- 
vestors is a tax code that must be changed, so I look forward to 
the testimony today. Charlie, are you going to make the statement? 

I recognize my colleague, Mr. Rangel for the statement for the 
minority. 

Mr. Rangel. Thank you, Mr. Chairman. I think this is an area 
that we have a bipartisan concern. You will agree that we have to 
concentrate on savings rather than consumption. We have to make 
certain that American investors are able to be competitive with for- 
eign investors. 

We also have to not rely on foreign sources of capital and to be 
more independent if we are really going to be leaders in the global 
competition. There is a serious question as to how do we score the 
reduction in capital gains taxes, whether we are talking about 
static- or whether we are talking about a dynamic-type of scoring. 

The question is not what we can accomplish because of the num- 
ber of our votes, it is what is going to be considered by the financial 
market as to whether we are cooking the books, whether we have 
a reliable position as it relates to the revenue question and, of 
course, as all of us have said. Republicans and Democrats, and it 
was emphasized by the President last night, we must know how we 
are going to pay for each and every tax — every revenue loss, rather, 
before we move on and do the things that all of us want to do. 

And so I would like to say publicly, Mr. Chairman, that I have 
just been interviewed by a national newspaper and they asked how 
were we getting along with you, and .T said that this is probably 
the most nonpartisan committee historically that we have on the 
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Hill, that we have enjoyed a mutual respect over the years and, 
notwithstanding the difference of political opinion we may have, 
that we look forward to working with these matters as other mat- 
ters in a very cooperative way. 

Thank you, Mr. Chairman. 

Chairman Archer. I thank the gentleman for his statement and 
certainly that feeling is shared. 

Any members who wish to make an opening statement in writing 
may submit it for the record without objection. 

[The opening statement of Mr. Ramstad follows:] 


Opening Statement of Hon. Jim Ramstad 

Mr. Chairman, as we hear from today’s distinguished witnesses, it is important 
to keep in mind how reducing the capital gains tax rate and indexing it to inflation 
will help all Americans. 

As a recent Reader’s Digest article pointed out, “In a nation built on the premise 
that today’s poor man can ne tomorrow’s rich one, a high capital gains tax is neither 
good politics nor good economics.” The article went on to quote highly respected 
econonust Gary Robbins, who explained that the capital gains tax affects the size 
of the income pie, regardless of how it is divided. 

We’ve heard about how the current high capital gains tax rate deters individuals 
from selling less productive assets in order to invest in others. However, some tax- 
payers are forced to sell because they face certain circumstances — job loss, divorce, 
the birth of a child — and cannot wait for a lower rate. 'These are not wealthy fami- 
lies, but they are being punished by the Federal Government for saving and invest- 
ing. 

As we hear from our witnesses, I hope we will all steer clear of the class-warfare 
rhetoric that has too often surfaced in recent months. 'This is a real problem, affect- 
ing real people, who have worked and saved to improve their lives. We owe it to 
them to take this important step to get our nation back on the right economic track. 

Mr. Chairman, thank you for assembling such a distinguished panel. I look for- 
ward to their testimony. 

Chairman ARCHER. Our first two witnesses today are a biparti- 
san panel of our own colleagues, both from the west coast, and we 
are pleased to have you with us today, and Hon. Ken Calvert from 
California is our first witness and we would be pleased to hear 
your testimony. The rules of the committee are that we ask that 
you keep your oral testimony to 5 minutes or less, and you will 
have permission to submit an entire written statement into the 
record in full without objection. 

Congressman Calvert. 

STATEMENT OF HON. KEN CALVERT, A REPRESENTATIVE IN 
CONGRESS FROM 'THE STA'TE OF CALIFORNIA 

Mr. Calvert. Thank you, Mr. Chairman. And thank you for 
holding these hearings on the Contract With America and for ^v- 
ing me the opportunity to testify today on the provisions regarding 
the capital gains tax. I know you will hear from many people, so 
I will keep my remarks brief and ask that my statement be entered 
into the record. 

In the past couple of weeks, we have heard from many taxpayers’ 
rights groups, economists, think tanks, and businesses all advocat- 
ing a reduction and indexation of the capital gains tax. They have 
given you the numbers and statistics supporting this, so I will re- 
frain from repeating this data, other than to add my voice as one 
who knows that reducing the capital gains rate will spur economic 
growth, create jobs, and improve our ^obal competitiveness. 
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I am not an economist or statistician theorizing on the merits of 
particular economic models. Before coming to Congress, I owned 
and operated my own businesses. My father was a small business- 
man who owned and operated his own restaurants. Our businesses 
prospered when the capital gains rate was lowered in the seventies 
and the eighties because it gave us an incentive to invest and ex- 
pand our businesses. It encouraged expansion and growth. 

Mr. Chairman, reducing the capital gains rate and indexing it to 
the rate of inflation is not just a campaign promise, it is just plain 
common sense. This is not just a tax break for the rich, this is 
much needed relief for the middle class small businessowners of 
America. 

The constituents of my district, the 43d in California, are not 
rich billionaires who are trying to take advantage of the govern- 
ment. They are hard-working folks trying to achieve a bit of the 
American dream. They support our efforts to reduce the capital 
gains rate. They write and call my office and tell me to keep my 
promise on the Contract. 

Last weekend, as most weekends, I went home to Riverside 
County and a constituent came up to me telling me how difficult 
it was to expand his business and that if Congress would fix the 
capital gains rate, it sure would help. A retired woman from my 
hometown wrote me to explain when she had been working and 
saved, she bought five acres of land. This property could be devel- 
oped, jobs could be created, though she does need the money and 
realizes her property could be put to good use, she won’t sell be- 
cause of the current rate on capital gains. 

One man from Mira Loma wrote me telling me his kids have 
moved out of the house, he would like to sell it and move into a 
smaller one, but because he is not 55 yet, he won’t sell his house 
for fear of being taxed to death. That is just not right and it just 
doesn’t make sense. 

I am sure you have heard many other stories and these are just 
a few examples of what my constituents and yours, I am sure, are 
telling you. And it is their voice I want to share with you today. 
We have a historic opportunity to help these folks and I appreciate 
your tireless efforts, Mr. Chairman, in seeing that we succeed in 
these efforts. 

Again, thank you very much for letting me testify- 

Chairman Archer. Thank you, Congressman Calvert. 

Our next witness is Hon. Ron Wyden from Oregon. Congressman 
Wyden, we would be pleased to hear your testimony. 

STATEMENT OF HON. RON WYDEN, A REPRESENTATIVE IN 
CONGRESS FROM THE STATE OF OREGON 

Mr. Wyden. Thank you very much, Mr. Chairman. I thank you 
for this opportunity. Maybe I can spare you the filibuster this 
morning, and I would ask unanimous consent that my statement 
be put into the record. 

Chairman Archer. Without objection. 

Mr. Wyden. Mr. Chairman, I was one of the Democrats who 
voted for your capital gains proposal last time out. And I have been 
a strong supporter of it for many years. 
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But I think that this Congress we have a different kind of chal- 
lenge and that is to see if we can come up with an approach to ad- 
dressing this capital gains issue that could bring my friend from 
New York, Charlie Rangel, and you as the leaders of the Ways and 
Means Committee together on a unified basis, and I think I have 
a proposal that moves us in that kind of ballpark, and let me just 
say for 1 minute why I think it is so important. 

You know the mythology on this issue is essentially Republicans 
are supposed to be for a capital gains tax cut and Democrats are 
supposed to be against it, even tnough Jack Kennedy was essen- 
tially the first major proponent of a capital gains tax cut. There is 
this notion that the major recipients of a capital gains tax cut are 
Ivan Boesky or Michael Milken or something like that, but what 
a lot of us are seeing in our districts is it is essentially the premier 
growth issue for small businesses, for retired people who may have 
a duplex in their backyard and want to sell it and finance their re- 
tirement. 

I have union workers in my State who work in a mill during the 
day and have a Christmas tree farm on the side, and they want 
to be able to get capital gains treatment for that Christmas tree 
farm so they can finance their youngster’s college education. But 
we are up against this kind of mythology, and I would like to sug- 
gest a way that we could possibly bring the parties together and 
get my friend, Charlie, and yourself and people like me and other 
Republicans together on this. 

I think we ought to look at treating capital gains like we do 
home ownership in our country. What we have said is that home 
ownership is special and that means that if Bill Archer sells his 
home in Texas and takes those proceeds and rolls them over into 
another home purchase, we will say the taxman will not cometh. 
You will not be taxed because we value home ownership. 

I think we ought to look at the same sort of thing with respect 
to capital gains. If somebody owns a business in America and sells 
that business and is willing to take a portion of those proceeds and 
roll them over into another job-producing investment, so that Char- 
lie could see in New York if somebody sells a business and takes 
a portion of those proceeds and brings them back to the community 
in another job-producing kind of investment, for that, we should 
say there should be no capital gains tax cut. 

I think that something like that will allow us to incent the pri- 
vate sector, as you have wanted to do for so many years, and at 
the same time meet the kind of litmus test that many of my col- 
leagues on the Democratic side of the aisle legitimately are con- 
cerned about. They want to see reinvestment. They want to see the 
private market recycle investment and earnings into job-producing 
sectors, and the bill that I have introduced has been cosponsored 
by one of your members — Congressman Matsui of California, Con- 
gressman Spratt of South Carmina has been for it as well — I think 
would be a beginning to try to bring the parties together on this 
issue, get something that the President would actually sign rather 
than continue this polarization on the capital gains issue, possibly 
get a veto. 

One last point, and I see my light is on. We are very pleased that 
Congresswoman Dunn from the Northwest has joined your commit- 
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tee. She and I are cochairs of what is known as the Forestry 2000 
Task Force. We are particularly interested in working with you on 
some CTowth-oriented incentives that will address the need for sus- 
tainame growth on private timberlands, very important jobs- 
producing issue. My statement goes into that as well and I thank 
you for the chance to come. 

[The prepared statement follows:] 
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Statement of the Honorable Ron Wyden 
U.S. House of Representatives 

Testimony before the Committee on Ways and Means 
January 25, 1995 


Mr. Chairman, thank you for the opportunity to appear before the committee this 
morning. 

Today, I want to talk about the Entrq>reneurship Promotion Act, legislation I have 
introduced to provide targeted capital gains tax relief U> boost small, fast growing, job creating 
companies. 

These companies will be cniciai components of sustained job creation in the 1990’s. 
Small firms have consistently led America's technological charge, creating new technologies and 
products and high wage, high skill jobs. In my home state of Oregon, perhaps the most 
predominantly small business state in the country, 98 % of the businesses employ fewer than 1 00 
workers, and the state projects that fully 70% of tfie state’s job creation in the 1990s will come 
from those small firms. 

My legislation will create a tax rollover, similar to the one available to homeowners, to 
enable an investor who sold his or her stake in a qualified small business to reinvest the money 
in another qualified small business and defer paying taxes on the capital gain. 

With this bill, investors will have an incentive to keep their money in the productive 
sector of the economy, rather than simply cashing out their investment. Moreover, the bill 
would target the Incentive at investments in firms with less than $20 million in annual sales - 
those companies with the fewest financing alternatives and therefore most in need of venture 
funds. 


At some point, nearly every small business faces a crisis in finding the capital necessary 
to finance continued growth. Nearly every company gels caught in the awkward position of 
being too large to be financed internally, but not yet large enough to tap the public capital 
markets or adequate bank financing. Capital is the lifeblood of every small company, and 
without sufficient capital, an otherwise healthy small company with a great product line will be 
doomed to wither away. 

In Oregon, for example, with its fast growing software, computer, environmental, 
biotech, wood products and other industries, numerous companies that could be global 
competitors and create thousands of jobs are at risk, simply for want of sufficient capital to fund 
early growth. 

Let me share with the Committee a recent Oregon example. One firm, after three years 
and $8 million in start up funding, ran out of money just as it sought government approval for 
its product. According to the CEO, "No one else in the world had a comparable product, and 
the market was there." Thus, with no capital available, this Oregon firm went from potentially 
being a $40 million company to zero. I hear similar stories at home in my District on a regular 
basis. And I am sure. Members of this Committee have also heard this tale of lost potential, 
lost innovation and lost jobs. 

It is imperative to pump more funds into the venture capital pipeline and to direct more 
of those funds to the companies that really need them. The Entrepreneurship Promotion Act 
is designed to do that by creating a tax incentive to get more investors involved — and keep them 
involved - in starting and growing job-creating small businesses. 
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There is no doubt that adequate venture capital is key to job creationT According to a 
Coopers and Lybrand survey, venture backed firms created more jobs and invested a greater 
portion of equity in research and development than the Fortune 500 companies of America 
between 1988 and 1992. 

• Venture backed firms expanded their workforces by 19 percent a year, on average, 
while the Fortune 500 cut their woridbrces by .08 percent. 

• 55 percent of the positions created by venture backed firms were skilled jobs, nearly 
four times the 14 percent formed in the U.S. economy overall. 

• Venture backed firms invested $14,000 per employee on research and development, 
double the per employee expenditure of the Fortune 500 firms. 

• Venture backed firms also invested more than twice as much of their revenues in 
plant and equipment than the Fortune 500 companies. 

Venture capital has been instrumental in the development of leading edge technologies 
in this country. Microsoft, Intel, Genentech, Apple, Digital Equipment, Federal Express and 
Lotus Development all relied on venture capital financing. Today, the founders of these firms 
are some of America’s premier venture capitalists! 

My legislation is not about the search for the next Microsoft. The Entrepreneurial 
Promotion Act is about the other thousands of small developing firms in this country who make 
everything from paper bags to the newest computer games. 

Mr. Chairman, there is precedent for my legislation. Specifically, the precedent is a 
small provision with the Omnibus Budget Reconciliation Act of 1993 allowing investors to 
rollover capital gains on the sale of stocks and bonds into Specialized Small Business Investment 
Companies or SSBIC’s. My rollover proposal is similar in principle but less regulatory 
burdensome. Further, it will offer capital gains tax referral to a broader spectrum of businesses 
in the early stages of start up, development and production. 

The Entrepreneurial Promotion Act will provide significant relief to those small 
businesses with good products and good management but are starving to death for lack of 
capital. 


On a final note, I would urge that the Committee, in considering its broader capital gains 
proposal, ensure that we have a formula that encourages better forest management and more 
private timber production. At the moment, we have a tax code that does neither. 

In Oregon, for example, we have some 22,000 small woodlot owners growing trees on 
approximately 3.5 million acres of woodland. This resource is quickly becoming the backbone 
of our timber resource in the slate. Thousands of mill jobs will depend on whether these lands 
stay in limber production. Unfortunately, because we have removed the capital gains differential 
and other adjustments for inflation on an investment that takes 50 to 75 years to mature, these 
lands are being converted to other uses. The timber resource is being lost, forever. As a co- 
chairman of the Congressional Forestry 2000 Task Force -- an organization representing 150 of 
our colleagues -- this loss of resource in both the Northwest and the Southeast, and the tax code 
which encourages it, has for several congresses been our number one target for tax reform. We 
must remove unreasonable disincentives for critical, very long term investments like growing 
trees. I note that this position is supported not only by the industry, but also by all of the major 
environmental organizations, including the AudolK>n Society and the Sierra Club. 

Mr. Chairman, I know the committee is taking a hard look at these issues. I do believe 
that your proposal for a 50 percent exclusion addresses the legitimate complaints of these timber 
growers very effectively. 

Capital gains tax policy has been caught ia fearsome partisan debate for many years. I 
believe it is time to move beyond old divisions and 1 stand ready to work with the Committee 
to craft job creating legislation that is good for small business, good for investors and good for 
the federal government. 


Thank you. 
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Chairman Archer. My compliments to both of you for your testi- 
mony today. 

Following up, Congressman Wyden, on what you just suggested, 
I have rolled this around in my own mind about whether we should 
eliminate any tax on a capital transaction if the money is rein- 
vested in another capital asset. And I believe that there are a lot 
of constructive, positive results that could come from that. 

Have you given any consideration, though, because I have 
thought a lot about this, to the complexity that would be involved 
in maintaining the records over a lifetime for each small sale of 
stock or mutual fund and a conversion into another capital asset? 

I know that many of us have done it on our homes, but the sale 
of a home is probably going to occur maybe a couple of times in 
a lifetime and it is really not a very easy process. I know because 
I do my own tax return, and I know what it means to have to pre- 
pare the form that is necessary to keep up with the IRS in order 
to be able to trace the transactions during a lifetime when you con- 
vert from one home to another. And I just wonder if you have given 
any thought to that, whether that is practical. 

Mr. Wyden. I have, Mr. Chairman, and what I would say is I 
think that we can do this frankly in a less burdensome way than 
some similar approaches that are already on the books. For exam- 
ple, as you know, the Budget Act of 1993 essentially applied this 
principle to what is known as SBICs, the small business invest- 
ment companies. 

The bill that I have introduced with Mr. Matsui, I think, involves 
less bureaucracy than what we have already got on the books right 
now. What we are essentially saying is, look, you have 18 months 
to roll it over. You have to be able to show that it gets to job- 
producing activity. 

We obviously would want to work with you all. You all are the 
experts, but we have consulted the Service, and I think that we 
could produce something in this area that would be less burden- 
some from a re^Iatory standpoint than some of the stuff that we 
have on the books right now. I think your committee has also done 
this in the real estate area as well. 

Chairman Archer. I don’t know if you paid any attention to the 
testimony that the committee has already received, but we had two 
outstanding and nationally recognized economists before our com- 
mittee, and I asked them the question of whether there was a 
study as to what percent of capital transactions ended up being re- 
invested in other capital assets. 'They said they didn’t know of a de- 
finitive study, but that they expected that it would be between 95 
and 99 percent of all of the sales of capital assets. I am just won- 
dering if that percentage is already not so high that we don’t have 
to go into this question of exempting on rollover because the prac- 
tical results are that almost every transaction does get rolled over. 

Mr. Wyden. I guess I am a little skeptical of those figures. I 
haven’t seen the study because we have so many of our constitu- 
ents pushing us for this incentive in the first place. In other words, 
if things were so good right now, that people were just automati- 
cally rolling things over, I kind of question why we would have ev- 
erybody pushing us to get this incentive in the first place. 
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So I question whether that incentive is there. But what I think 
we really want to do is try to target something like this to the kind 
of job-producing agenda so that we can stand up at townhall meet- 
ings in our district. Charlie Rangel can in Harlem. I can on the 
west coast and say that when Congp-ess looked at incenting the pri- 
vate marketplace, particularly the business sector, that we were 
showing that what we cared about most was reinvestment and re- 
cycling the winnings from a successful business, and I think we 
need to really target this in that kind of fashion. 

Chairman Archer. Thank you. 

Are there any other questions by members of the panel for these 
two witnesses? 

Mr. Rangel. Mr. Chairman. 

Chairman Archer. Mr. Rangel. 

Mr. Rangel. Let me thank both of the witnesses, our colleagues 
for their contribution and Ron for your effort to bring us closer to- 
gether. 

I really have no problem with targeting the Tax Code so that we 
can encourage investments and create new jobs and jobs, as you 
said, that we can actually see. I think it was Rev. Jesse Jackson 
that said that the tide doesn’t raise all boats if yours is stuck on 
the bottom. And I know that it takes time for these type of invest- 
ments to create the incentives for people to come and the jobs will 
be coming. 

It is just difficult for me to believe when I see the schools are 
not producing, the kids are on the street, the hope and dreams are 
not there, and there is no reason for them to be there, and then 
they fall into this despondency of drugs and babies and violence 
and crime, and, I, for the life of me, can’t see how you can provide 
incentives for people to invest in this environment. 

However, as Chairman Archer noted, I have no problem if you 
showed the same commitment of investing in human and intellec- 
tual capacity to be able to meet the challenges of the future, then 
I think that this is a marriage that we can move forward on. But 
it is a disgrace, as Speaker Gingrich says, when a kid can’t read 
his diploma, when children are attending more funerals than grad- 
uations, and all I am saying is that this is a good bridge, but we 
have to think of ways to invest in people to make them strong 
enough to cross that bridge as all Americans can. 

And you have made a CTeat contribution in terms of the economic 
incentives, and the Speaker can join with me and others in seeing 
how we can get a return on our investment in people so that entre- 
preneurs will know that our labor force is just as good and indeed 
we hope better than any abroad, we are home free. And I want to 
thank you for your contribution. 

Mr. Wyden. Well said. 

Chairman Archer. Mr. Bunning. 

Mr. Bunning. Thank you, Mr. Chairman. I would just like to put 
something into the record so that there is no misunderstanding 
about who generally files capital gains tax returns. 

It is my understanding that nearly 50 percent of all returns are 
filed by taxpayers with less than $40,000 adjusted gross income. 
And nearly 60 percent of capital gains tax returns are filed by tax- 
payers with less than $50,000 adjusted gross income. 
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May I ask the two Members if that figure would put those re- 
turns, in your opinion, in the middle-income taxpayer range? Do 
you consider $40,000 adjusted gross income or a $50,000 adjusted 
gross income middle-income people in the United States? 

Mr. Calvert. Well, that is easy. Yes. I would say in California, 
in Southern California, $75,000 family income or less would be in 
the middle-income bracket. 

Mr. Bunning. I am not talking about average because now we 
know if we put in average income, we come down and we get an 
awful lot of people who are below that average, but I am talking 
about middle income, the workers of the day. Ron? 

Mr. Wyden. Jim, what I remember from the last time we went 
through this and, as I say, I was one of the Democrats who voted 
for Bill Archer’s proposal, is that you can debate the figure whether 
it is $40,000 or $50,000 or $60,000, but the fact is there is an ex- 
traordinarily large number of Americans who are middle income, 
they are retired, they are small businesses, they are entrepreneurs 
trying to start a biotech company who would benefit from this. 

I think we should face the fact that most Americans do not be- 
lieve that, however. There is this perception in America that the 
capital gains issue will help, you know, somebody who is clipping 
coupons and working out of a highrise building in Manhattan and 
will not, you know, essentially be a benefit to the kind of people 
that you are talking about. I think it is mythology. 

I think we have to deal with it, and one of the ways I think that 
we could deal with it is that if we could establish this tight connec- 
tion between getting the capital gains tax break and in some fash- 
ion plowing it back to reinvestment, I think we can start chipping 
away at the mythology that I think you and I would agree on. 

Mr. Bunning. There is also a very strong statistical basis that 
people that are claiming a capital gain on their return will only 
claim it one time. In other words, they are going to be rich for 1 
year. Someone who has a capital asset or has a family business or 
has a home, that is, someone under 55 that has a home and sells 
a home with a capital gain will be rich for 1 year. 

Do you in your research on capital gains find that necessarily to 
be true or not to be true? Ken? 

Mr. Calvert. Well, in my experience with capital gains from a 
business perspective, if I sold a restaurant, as was mentioned ear- 
lier, more than likely somewhere down the road, I ended up buying 
another restaurant or if I sold a property and ended up buying an- 
other property, I think it is true that most people who invest con- 
tinue to invest and grow and expand and hire folks along the way, 
and I think that is the important thing that we need to bring out 
here, that 95, 99 percent of the money is already reinvested, and 
to make the system more complex by having a dual capital gains 
rate. One based upon selling a business and transferring it to an- 
other business and it is going to just make the tax system more 
complex than it already is. 

I think people out in the country want a system that they can 
understand, and I think that the tax proposal that is being brought 
forward to the committee is something that I think everyone can 
understand. 
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Mr. Bunning. Joint Tax has done a study that says that gen- 
erally in a 5-year period, nearly 44 percent of tax returns claim a 
capital gain during a 5-year period only. One time. 

And I think if we update that study up until 1994, I think that 
would still be true because of the reluctance of people to claim a 
capital gain unless they are over 55 who sell homes. Thank you for 
your testimony. I deeply appreciate it. 

Chairman Archer. Ms. Dunn. 

Ms. Dunn. Thank you, Mr. Chairman. And welcome, gentlemen. 
Mr. Wyden, I would like to take advantage of your backCTOund by 
asking you to focus us on the disincentives that exist right now in 
the Tax Code and what the effect of these disincentives would be 
unless we make changes on the critical long-term investments, like 
the timber industry. 

Mr. Wyden. Well, I would say that who Mr. Bunning essentially 
described are people who are sitting on their investments, which is 
really the great detriment to the American economy. What we have 
is a lot of people, particularly in forestry, that we would like to 
keep in that sector from generation to generation, but a lot of them 
are seeing that they can’t make it any longer. They don’t have 
those investment incentives, so instead of staying out there in the 
timber sector, particularly looking at managing their lands for the 
long term in a sustainable kind of fashion, they might say, well, 
let’s just have a quickie sale here. 

We will do it once and sell it to somebody who is going to put 
up a shopping center, and I think that if we really want to have 
families that are willing to make a long-term commitment to stay- 
ing in forestry and particularly private forestry, we are going to 
have to incent them with some of the ideas that you have been 
talking about. Our staffs have been talking about the question of 
making sure there is expensing so that people who work on these 
private lands can get a writeoff when they are generating these 
business expenses and the capital gains tax cut. 

I think if we don’t have these kinds of incentives, we are going 
to see a lot of families say this game isn’t worth the trouble and 
pack it in. We are going to lose the opportunity for sustainable 
growth in private forestry. I would also like to point out to our col- 
leagues that the environmental community has been overwhelm- 
ingly in support of the kinds of things that we have been tiying to 
do in terms of the capital gains incentive and expensing. 

Ms. Dunn. Thank you very much. Thank you, Mr. Chairman. 

Chairman ARCHER. Mr. Collins. 

Mr. Collins. Thank you, Mr. Chairman. I want to refer to the 
gentleman from New York, Mr. Rangel’s, comments. I have heard 
him make these statements and ask these questions a number of 
times because of his intense concern for the inner city. 

I have expressed that I have a real concern for inner city, too, 
probably coming from a little different perspective. The gentleman 
from New York, I am sure, he is concerned about constituents. I, 
too, am concerned about constituency, a number of constituencies 
in the inner city for those Members who represent inner cities are 
on some type of government subsidy. The constituency that I rep- 
resent in the Third District of Georgia are the taxpayers who are 
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paying into the coffers that help subsidize those constituencies who 
are trapped in welfare. 

We have a consensus among most Members of Congress that cap- 
ital gains reduction would be beneficial in stimulating the economy 
and creating iobs. On behalf of the interests of Mr. Rangel and my- 
self, I would like to see us focus on those inner-city areas. Perhaps 
zeroing out the capital gains tax in those areas as an incentive, es- 
pecially for small business that would employ a number even up 
to 100 or 150, 200 people, encouraging those manufacturers, or en- 
trepreneurs to go to those areas and invest. 

I appreciate both of you being here. Mr. Wyden, you made a com- 
ment and I wonder if this is a declaration. You said, “I and other 
Republicans.” Was that a declaration of coming across the aisle or 
was that just a figure of speech? 

Mr. Wyden. Absolutely not. I think what I want to say is Demo- 
crats and Republicans have an opportunity to work together and 
there has been so much mythology around this issue. Mr. Running 
talks about all the small investors that are in this. I think if we 
go at this thing carefully, we could come across with something 
that Charlie Rangel and you could both go along with that would 
produce that kind of inner-city investment that people could actu- 
ally see and would employ our constituents. 

Mr. Collins. Well, I think you are exactly right. This does cross 
all lines. I was very concerned a couple of months ago when I heard 
our President make a comment about low-skill, low-income jobs 
when we were talking and discussing the trade issue. The trade 
issue threatened a lot of low-income jobs, and he indicated we 
shouldn’t worry about that because we are going to lose those jobs 
anyway. 


I don’t share that thought. I don’t think we need to lose one job 
to any other nation. We have the wherewithal here in this country 
to encourage investment in all areas of this country, including the 
inner city. I think we should put our shoulder to the wheel and 
push for that type of investment with those types of jobs to help 
people get out of the trap that we have so gallantly put them into. 

Thanks again. 

Chairman Archer. Mr. Levin. 


Mr. Levin. Thank you, Mr. Chairman. I don’t think the fairness 
issue, if one wants to call it that, is the only issue and it may not 
even be a major issue. I think there are issues of fiscal responsibil- 
ity, the impact of any proposed cut on the deficit and issues of 
growth, whether a proposed tex cut will truly promote growth. 

And let me say on the first point, as we look at the capital gains 
tax proposal, we have to look at its projected impact on the deficit. 
The Republican staff suggest it will be a $56 billion loss over 5 
years, the Treasury estimate is over $180 billion over 10 years. 

And in terms of growth, I think we have to look at a variety of 
economists, and there are many both so-called conservative ana so- 
called liberal economists who urge that a capital gains cut will not 
promote growth. We have to look at those views in part because in 
effective tax terms, capital gains already are taxed at a consider- 
ably lower rate than others. 

But I want to say a word and my friend, Mr. Banning, maybe 
you would listen in on this because there has been some discussion 
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about the impact on fairness, the impact on the progressivity of the 
code, and let me just cite a few statistics, and this isn’t mythology, 
just a few facts. 

According to the 1991 Internal Revenue Service returns, 65 per- 
cent of the dollars realized in capital gains go to families making 
$100,000 or more. Those were just the facts in 1991. Sixty-five per- 
cent went to families making $100,000 or more. And also in terms 
of the realization for those who report every year or frequently, 
here are the facts from the Joint Committee on Taxation: 

Sixty percent of the realizations from 1979 to 1983 went to fami- 
lies with incomes of $75,000 or more who reported capital gains 3, 
4, or 5 years out of 5. It is true that a substantial portion of tax- 
payers reporting capital gains reported them only 1 year out of 5, 
43.7 percent. But in terms of the realizations, those who report 1 
out of 5 get a relatively small amount of the actual realizations. 
And I repeat, 60.7 percent from 1979 to 1983 who realized gains, 
realized them 3, 4, or 5 years out of 5, and these were families who 
had incomes of $75,000 or more and the largest bulk of that went 
to families with incomes greater than $200,000. 

Now, I am not saying that this is the only issue. I think there 
are issues other than fairness, issues of the fiscal impact, fiscal in- 
tegrity, and also of the impact on growth. But isn’t it fair to say 
that it is mythology that there is an uneven impact of capital gains 
realizations in terms of income? There is an income distribution as- 
pect to this that we need to consider in addition to the impact on 
the deficit and growth. 

If I could see a very major impact on CTOwth, and no negative 
impact on the deficit, then I think it would pay to have an impact, 
a negative impact on progressivitv. But let’s not deny the facts here 
that there is an uneven impact by income group. I would be glad 
to yield to my colleague. 

Chairman Archer. The gentleman’s time is expired. We have got 
a very, very long day today. We have got more panels, more wit- 
nesses than we have had, so I am going to invoke the rule precisely 
on the time or we will never get throu^ today. 

Mr. Ensign. 

Mr. Ensign. Thank you, Mr. Chairman. Mr. Levin mentioned 
that capital gains are taxed at a lower rate and there is a differen- 
tial when you look at it on the surface, but when you look at infla- 
tion over time in most capitals held, you know, for long periods of 
time, if you just keep up with inflation, I mean it can be up to an 
80 percent tax on capital gains. So Mr. Levin’s comments that 
there is already a differential in favor of capital gains, I think is 
fairly erroneous. 

I wanted to mention this concept about somebody benefiting 
more than another, and that gets into this whole class warfare that 
we need to get away from. We need to quit talking about what is 
going to benefit the rich and the poor. I mean, if there is 60 percent 
that are getting a benefit above a certain income, that means there 
is 40 percent getting it below, and that means everybody is benefit- 
ing. 

And the other thing we have to look at is capital gains because 
it creates jobs. I mean everybody benefits from creating jobs. Poli- 
cies, in my opinion, and I would like to get your comments on it. 
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that are going to benefit Americans are going to be win-win situa- 
tions similar to what American management is doing now instead 
of having labor against management. We know we can have poli- 
cies in management that benefit labor and management. 

I think that we as representatives of the people of America have 
to look at policies that are going to benefit the rich, the poor, the 
young and the old, and get away from this idea of class warfare. 

Mr. Calvert. I think something that is important to bring out 
is that a capital gains tax, whatever that tax may be, is on top of 
what regular tax a normal individual will pay, so typically those 
who pay capital gains taxes pay more than anyone else generally 
in total tax paid out. 

A person who makes $200,000 a year in California is paying over 
50 percent of their income — of their income in tax, and then they 
pay a tax on their capital gains also. So there is a tremendous 
amount of tax being paid by those individuals who are taking up 
the burden of employing people and creating growth in the econ- 
omy. 

Mr. Wyden. If I could respond because I think you are hitting 
the number one issue to actually getting this resolved. What you 
saw between Sandy and Jim is what has kept this issue from being 
resolved over the years. Sandy takes the statistics that have been 
produced in a number of reports that talk about, you know, 
wealthy people benefiting. 

Jim takes the statistics that talk about the number of middle- 
class people that benefit. I happen to believe that Jim’s numbers 
are better than Sandy’s, but I don’t think that is the way we ought 
to approach it. 

I think what we ought to say is let’s break out of both of those 
molds and say that the capital gains incentive should be targeted 
on reinvestment. Let us make a special effort to incent those people 
who sell a business and reinvest so that we plow those dollars back 
into the community and get out of this old mold of just duelling 
kinds of statistics. 

Mr. Ensign. To follow up on that, I may not have followed it 
properly. You mentioned in your testimony about a percentage 
being reinvested. Is that the percentage that would avoid capital 
gains or do you have a percentage in your bill? 

Mr. Wyden. In my legislation we talk about the deferral apply- 
ing to the portion of investment that represents new money in 
these qualified small businesses. But I am obviously prepared to 
work with all of you. 

I think more than anything what I would like to see this Con- 
gress do is break that mold that you saw between the debate with 
Sandy and Jim and say we are going to incent the private sector. 
It is important, but we are going to tie it in some way to reinvest- 
ment so that our constituents can see that it goes to create jobs. 

Mr. Ensign. You know I applaud your efforts for the reinvest- 
ment. I share Chairman Archer’s feelings about that. Being a small 
business, and specifically a veterinarian building a new animal 
hospital and later selling one. It would be nice to have that for re- 
investment. 
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I like the idea of the reinvestment, but if we can do it in a way 
that isn’t going to make the Tax Code even that much more com- 
plex, I think it is a CTeat idea. 

Thank you, Mr. Chairman. 

ChaiTTnan Archer. If there are no further questions? Thank you 
very much, gentlemen. I appreciate your testimony. 

The next panel will take their seats at the witness table. Robert 
Johnson, James Mann, George Hatsopoulos, Mr. Hoak, and Mr. 
Schler. 

I assume you gentlemen are aware of the operating procedure of 
the committee, which is that we ask you to keep your oral testi- 
mony to 5 minutes or less. Your entire written statement without 
objection will be inserted into the record. We are delighted to have 
you with us today and our first witness will be Robert Johnson, 
chairman and president, chief executive officer of Black Entertain- 
ment Television. Mr. Johnson, welcome to the committee. You may 
proceed. 

STATEMENT OF ROBERT L. JOHNSON, FOUNDER AND CHIEF 
EXECUTDTE OFFICER, BET HOLDINGS, INC. 

Mr. Robert Johnson. Thank you. Mr. Chairman, members of 
the House Ways and Means Committee, my name is Bob Johnson. 
I am the founder and chief executive officer of BET Holdings. 

BET Holdings’ principal business is the operations of the Black 
Entertainment Television Cable Network, a basic cable program- 
ming service that reaches 40 million cable households. In 1991, 
BET Holdings became the first black-owned company to be publicly 
traded on the New York Stock Exchange. From an initial invest- 
ment of $500,000 in 1980, BET Holdings celebrates its 15th anni- 
versaiy with a market capitalization of approximately $330 million 
and annual revenues in excess of $100 million. 

I am pleased to have the opportunity to share my views on the 
question of should there be a significant change in our capital gains 
tax policy and the current capital gains tax rate. My response to 
both questions is absolutely yes. ^^en John Malone at TCI and 
Jerry Levin at Time Warner invested in the idea of BE'T, the fur- 
thest thing from their minds was what would be the return on that 
investment. 

In fact, when John put his first $500,000 in BET, I asked what 
business advice could he give me. His simple but to the point reply 
was, “Bob, keep your revenues up and your costs down.” I followed 
Dr. Malone’s advice and added a lot of hard work, not because I 
was dreaming about what the return on my sweat equity would be, 
but because both John and I firmly believed then and still do that 
if you work hard and take risks, you ought to reap the full and just 
reward of your efforts and initiatives. 

Members of the committee, as an entrepreneur, I believe that our 
tax policy should encourage rather than discourage the creation 
and accumulation of wealth. A policy that taxes entrepreneurial 
gain at 28 percent, in my opinion, discourages wealth generation 
by hindering wealth utilization that can create additional economic 
opportunity and income redistribution. As a minority entrepreneur, 
I see the creation and accumulation of wealth as the critical compo- 
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nent to the social and economic betterment of African-American so- 
ciety. 

Let me share with you an alarming statistic. If you were to com- 
pare today the net worth at liquidation of the average white Amer- 
ican household and the average black American household, you 
would discover a tenfold disparity in net worth, with whites at 
about $30,000 and blacks at about $3,000. 

The primary reason for this gap is the lack of home ownership 
and accumulated savings among most black families. I submit that 
if you never own your own home, it is unlikely you will attain the 
basics of wealth building in this society and consequently you will 
never be able to pass the benefit of that to your children. 

We must break this cycle. Yes, we need more better paying jobs, 
equal opportunity for employment advancement, and a commit- 
ment to individual initiative and responsibility. However, in my 
opinion, what we need more of is a fundamental belief among black 
Americans that we can generate wealth and accumulate wealth by 
combining our human and intellectual capital with available finan- 
cial capital. 

By changing and targeting our capital gains tax policy to make 
locked-up capital available to stimulate wealth creation, I am con- 
vinced we can make that belief an economic reality. 

Following are my recommendations for targeting our capital 
gains tax policy; Target reduction to those individuals or companies 
that invest, either equity including stock purchase or debt in com- 
panies that are headquartered in economically depressed areas or 
areas designated as enterprise zones; target a reduction in capital 
gains to individuals or corporations that invest $25,000 in small or 
startup businesses. For example, when BET went public, I person- 
ally sold $6 million in stock and paid about $2 million in capital 
gains because I had no basis in the stock. During that same period 
of increased visibility, I was asked to invest various amounts in a 
number of startup companies that didn’t qualify for bank loans. 

If I had been able to reduce my capital gains tax by say 50 per- 
cent, I would have had $1 million to invest in debt or equity in 
startup businesses, and I believe I could have made a difference in 
up-and-coming entrepreneurs like myself seeking $75,000 or 
$100,000 to help launch their businesses. 

Another point, target a capital gains tax reduction to anyone that 
provides a downpayment in the form of second trust financing for 
first-time home buyers. We have a number of people who work at 
BET who are able to pay the mortgage note on a home. In fact, 
they are paying it now for apartments, but they don’t have the ac- 
cumulated savings or the families don’t have the savings to help 
them get that initial downpayment. If you could target the capital 
gains tax in such a way that people could use their money to put — 
to help young people buy their first home, I am convinced that 
many people would take advantage of this. And if this particular 
tax advantage became institutionalized by the participation of 
banks and mutual funds, you could see a great deal of money flow- 
ing to help black Americans obtain their first home. 
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I believe as a minority businessman and entrepreneur, I can use 
my wealth to stimulate the economy in my community, create new 
opportunities for individuals left out of the system far better than 
any government handout or subsidy. 

In short and in conclusion, let the people who make the money 
have a direct voice in how their money is to be spent. 

Thank you. 

[The prepared statement follows:] 
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TESTIMONY OF ROBERT L. JOHNSON 
BET HOLDINGS, INC. 

Mr. Chairman, Members of the House Ways and Means 
Committee, my name is Robert Johnson. I am the Founder and Chief 
Executive Officer of BET Holdings, Inc. 

BET Holdings' principal business is the operations of the Black 
Entertainment Television Cable Network, a basic cable programming 
service that reaches 40 million households with a mix of music, 
entertainment, news and public affairs programming targeted to the 
viewing interest of black cable subscribers. BET also owns two 
magazines with a combined circulation of 250,000. 

In 1991 , BET Holdings became the first black-owned company to 
be publicly traded on the New York Stock Exchange. From an initial 
investment of $500,000 in 1980, BET Holdings celebrates its 15th 
Anniversary with a market capitalization of approximately $330 million 
and annual revenues in excess of $100 million. I have 55 percent voting 
control and own 41 percent of the shares of BET. Approximately 25 
percent of BET is owned by the public and BET's two original investors, 
TCI and Time Warner own 18 percent and 15 percent, respectively. 

I am pleased to have the opportunity to share my views on the 
question of should there be a significant change in our capital gains tax 
policy and the current capital gains tax rate. My response to both 
questions is absolutely yes. 

When John Malone at TCI and Jerry Levin at Time Warner 
invested in the idea of BET, the furthest thing from their minds was what 
would be their return on investment. In fact, when John wrote me the 
first check for $500,000, 1 asked him what business advice could he give 
me to protect his investment. His simple, but to the point reply, was 
"Bob, keep your revenues up and your costs down." 1 followed Dr. 
Malone's advice and added a lot of hard work; not because I was 
dreaming about what the return on my sweat equity would be, but 
because both John and 1 firmly believed then and still do that if you 
work hard and take risks, you ought to reap the full and just reward of 
your efforts and initiatives. 

Members of The Committee, as an entrepreneur, I believe that our 
tax policy should encourage rather than discourage the creation and 
accumulation of wealth. It is widely quoted that African Americans 
comprise 12 percent of the U. S. population but have less than 1 percent 
of the personal net worth of our country. A policy that taxes 
entrepreneurial gain at 28 percent, in my opinion, discourages wealth 
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generation by hindering wealth utilization that can create additional 
economic opportimity and income redistribution. As a minority 
entrepreneur, I see the creation and accumulation of wealth as the critical 
component to the social and economic betterment of the African 
American society. 

Let me share with you an alarming statistic. If you were to 
compare today the net worth at liquidation of the average white 
American household and the average black American household, you 
would discover a 10-fold disparity in net worth with whites at about 
$30,000 and blacks at about $3,000. The primary reason for this huge 
gap is the lack of home ownership and accumulated savings among 
most black families. I submit if you never own your home, it is unlikely 
you will attain the basics of wealth building in this society and 
consequently you will never be able to distribute that benefit to your 
children. The end result of this failure to reach even the first rung of the 
American dream -- home ownership ~ is having a devastating impact on 
the black family structure. 

Let me explain. No home ownership, no home ownership 
deduction on income taxes and no savings on earned income. No home 
ownership, no ability to borrow against the equity for an education for 
your children. No education, no job. No quality employment, 
particularly for black males, a decline in the quality of black family 
structure, A decline in family structure, no family value system to 
prevent crime, teenage pregnancy, dependency and ultimately 
institutionalized poverty. 

We must break this cycle. Yes we need more and better paying 
jobs, equal opportunity for employment and advancement, and a 
commitment to individual initiative and responsibility. However, in my 
opinion, what we need more is a fitndamental belief among black 
Americans that we can generate wealth and accumulate wealth by 
combining our human and intellectual capital with available financial 
capital. Our country has been successful due to a large dose of 
capitalism. What better way to put capital in the hands of successful 
entrepreneurs than to leave it in their hands? Why "filter" such capital 
through the U. S. income tax system and then through the largest and 
most complicated budget process in file world to stimulate investment? 
What better way to encourage savings than to minimize and target 
capital gains taxation? For example, a graduated capital gains tax, say at 
0 percent for the first $1 million then phased up to 50 percent of the top 
income tax rate would encourage investment by the vast majority of our 



193 


"small" businesses in America. By changing and targeting our capital 
gains tax policy to make locked-up capital available to stimulate wealth 
creation, 1 am convinced that we make that belief an economic reality. 

The following are my recommendations for targeting our capital 
gains tax policy: 

( 1 ) T arget a reduction in the Capital Gains Tax to those 
individuals or companies that invest, either equity 
including stock purchase or debt in companies that are 
headquartered in economically depressed areas or areas 
designated as enterprise zones. The reduction in capital gains 
rate could vary according to the length of time the investment 
is in place and according to the amount of investment. The 
theory behind this proposal is that companies headquartered 
in economically disadvantaged areas could be made more 
attractive to investors due to the change in capital gains tax 
that will yield a higher return possibility despite the higher 
risk profile of these businesses, if that were indeed the case 
because of the location or the type of business. Start-up 
businesses or minority firms in these areas with limited 
access to capital could attract more venture capital. As 
capital moves into these companies, they would be able to 
create more jobs, increase economic opportunities and social 
stabilization as they choose to remain in these 
neighborhoods, primarily inner cities, to take advantage of 
this new tax policy. 

(2) Target a reduction in capital gains to individuals or 
corporations that invest over $25,000 in small or 
start-up businesses. For example, when BET went public, I 
personally sold $6 million in stock and paid about $2 million 
in capital gains tax since I had no basis in the stock. During 
that same period of increased visibility, I was asked to invest 
various amounts in a number of start-up companies that didn't 
qualify for bank loans. If I had been able to reduce my 
capital gains tax, by say 50 percent, provided I invested the 
difference in the form of debt or equity in those businesses, I 
believe I could have made a difference to up-and-coming 
entrepreneurs seeking $75 or $150 thousand to help launch 
their businesses. The capital gains tax on my return, if any, 
on those investments should be nominal. 
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(3) Target a capital gains tax reduction to anyone that provides a 
down payment in the form of second trust financing for 
first-time homebuyers. The interest paid on the down 
payment would not be taxed, however, any gain to the 
investor as a result of the property's appreeiation at the time 
of sale would be taxed at a nominal capital gains rate. 

Under this proposal, I believe many young black Americans 
who can afford to pay a sizable mortgage but have no 
accumulated savings for a down payment could gain access 
to initial financing for their first home. I am convinced that 
high-net worth individuals would take advantage of this 
targeted tax policy to help their family and friends acquire a 
home particularly as the program became institutionalized by 
the participation of banks and mutual funds. This is tax 
policy and social policy at its best. 

My purpose in proposing these three ideas is to argue for an 
enlightened tax policy that can stimulate wealth creation while 
encouraging wealth redistribution with limited government and 
bureaucratic intervention. 

I believe that as a minority businessman and an entrepreneur, I can 
use my wealth to stimulate the economy in my community, create new 
opportunities for individuals left out of the system far better than any 
government hand-out or subsidy. In short, let the people who make the 
money have a direct voice in how their money is to be spent. 

In conclusion, a restructuring in the capital gains tax need not be a 
tax gift to the wealthy or a stimulant to further wealth concentration 
among the few. It can be and should be a clear statement to all 
Americans that honorable efforts at wealth generation should be 
rewarded and that appropriate tax incentives for savings and wealth 
accumulation will continue to make our economic system the envy of 
the world. A tax policy that encourages wealth generation and 
distributes widely the economic results of that behavior deserves full 
consideration by The House Ways and Means Committee and the 
Congress. 
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Chairman Archer. Thank you, Mr. Johnson. 

Our next witness is James Mann, chairman and chief executive 
officer of SunGard Data Systems, Wayne, Pa. 

Mr. Mann you may proceed. 

STATEMENT OF JAMES L. MANN, CHAIRMAN, PRESIDENT, AND 

CHIEF EXECUTIVE OFFICER, SUNGARD DATA SYSTEMS INC., 

WAYNE, PA. 

Mr. Mann. Thank you, Mr. Chairman and members of the com- 
mittee. My name is James Mann. I am chairman and chief execu- 
tive officer of SunGard Data Systems, Wayne, Pa. I am honored 
that you have asked me here to testify today. 

In a recent issue of Fortune magazine, I was quoted on the mer- 
its of reducing the capital gains tax rate. And I said, “It is good 
for the economy, good for my business, and good for me.” 

Let me explain what I meant. Prior to 1983, SunGard was a divi- 
sion of Sun Oil Co. At that time, it had annual sales of $30 million 
and was losing money. Sun decided that SunGard was a wasteful 
diversion of its corporate energies and put it up for sale. Sun found 
no corporate buyers. So in January 1983, Sun sold the compa^ to 
an investment group of venture capital firms. I joined SunGard 
then as president and chief operating officer and received a small 
equity position. 

Today, 12 years later, SunGard is among the top 25 information 
services organizations in the United States. We are the world lead- 
er in the field of investment management software. Last year our 
sales reached $440 million, 15 times greater than before the ven- 
ture investment. We employ 2,400 men and women, a sixfold in- 
crease since 1983. Our average compensation per employee exceeds 
$50,000. 

We are a $40 million positive contributor to the Nation’s current 
account. We wouldn’t exist but for the tax differential on capital 
gains that existed in 1983. 

In 1983, SunGard wasn’t an auspicious place to invest any 
money. SunGard’s growth prospects are very difficult to discern. 
Without venture capital investors, the parent company. Sun, would 
have simply closed the business and laid off its employees. 

Now, even with interested venture capital investors, SunGard 
wouldn’t have been an attractive investment had there not been an 
abundance of venture capital funds available. A more limited quan- 
tity of available investment funds would have compelled venture 
investors to seek opportunities with higher intrinsic growth poten- 
tial and lower risk. It was the abundance of venture capital that 
allowed a surplus for the capital infusion that fueled our subse- 
quent growth. 

It is my belief that in 1983 had tax on capital gains been higher, 
SunGard as an independent, high-wage company would never have 
seen the light of day. 

Now, I don’t think SunGard’s story is unique. We all know how 
important entrepreneurial growth firms have been to the American 
economy in the creation of jobs, national wealth, and long-tenn 
growth. But that future role is far from assured. Our current Tax 
Code falls hard on savings and investment, which are the keys to 
growth. 



196 


Little wonder that our savings and investment rate is very low 
compared to the rest of the world. Eliminating or significantly re- 
ducing the tax on capital gains is the best immediate way I know 
of to &gin to address our savings and investment predicament and 
to release resources to cultivate a new generation of entrepreneur- 
ial firms. 

Many critics of lowering the capital gains tax rate worry that 
such a reform wouldn’t be fair. Mv response is that fairness is ulti- 
mately a function of individual responsibility and opportunity 
which is in turn a function of economic growth. 

I know the phrase, “a rising tide lifts all boats,” sounds hack- 
neyed, still I have yet a better way of framing the fairness issue. 
If our economy doesn’t sustain growth, if it didn’t create high- 
paying jobs through the initiative of entrepreneurs, fairness is a 
goal forever beyond our reach. 

Members of both political parties know this. A capital gains tax 
rate reduction is a prominent part of the Contract With America 
and the 1992 Democratic Party platform asserted that an expand- 
ing entrepreneurial economy is the most important family policy, 
urban policy, labor policy, and minority policy America can have. 

I agree and, as an entrepreneur who has enjoyed some success, 
I can tell this committee that a lower tax rate on capital gains is 
a great way to begin to realize that bipartisan vision of a growing 
entrepreneurial American economy that is productive, creates good 
jobs, and maintains and improves our standard of living. 

Thank you. 

[The prepared statement follows:] 



197 


TESTIMONY OF JAMES L. MANN 
CHAIRMAN AND CHIEF EXECUTIVE OFFICER 
SUNGARD DATA SYSTEMS INCORPORATED 
BEFORE THE COMMITTEE ON MAYS AND MEANS 
U,S. HOUSE OF REPRESENTATIVES 
JANUARY 25. 1995 


Mr. Chairman and members of the Conmlttee. my name is Jim Mann. I am Chairman 
and Chief Executive Officer of SunGard Data Systems, headquartered in Wayne, 
Pennsylvania. I am a member of the American Business Conference, an 
association of growth companies. I also serve as Chairman of the Information 
Technology Association of America, a trade association representing five 
thousand companies in the information technology industry. 

I congratulate you for holding this hearing and I am pleased and honored that 
you have asked me to testify here today. 

In a recent issue of FORTUNE magazine, I was quoted on the subject of capital 
gains taxation and, specifically, on the merits of reducing the tax rate on 
capital gains. In regard to reducing the capital gains tax, I said, "It's good 
for the economy, good for my business, and good for me." In my remarks, I 
would like to explain to you what I mean. 

Let me begin by telling you about my company. 

Prior to 1983, SunGard was a division of the Sun Oil Company. At that time, it 
had annual sales of about $30 million, it employed about 400 people, and it was 
losing money. Sun decided that SunGard was a wasteful diversion of corporate 
resources and energies and put it up for sale. 

Sun found no corporate buyers. So, In January 1983, Sun sold SunGard to an 
investment group of venture capital firms. I joined SunGard as President and 
Chief Operating Officer and was granted a small equity position in the company. 

Today, twelve years later, SunGard is among the top 25 information services 
organizations in the United States. We are a world leader in the field of 
investment management software and services. 

Last year, our revenues reached $440 million (fifteen times greater than before 
the venture investment) with an operating income of about $70 million. We 
employ 2,400 men and women (a sixfold increase over 1983 employment levels) 
with an average compensation per employee of over $50,000. 

SunGard has offices in principal cities in this country and in the world's 
major financial centers including London, Tokyo, Paris, Frankfurt, Stockholm, 
and Sydney. Approximately $40 million of our revenue comes from overseas 
sources making us a positive contributor to the nation's current account. 

SunGard could not have done what it has done without talented and creative 
employees. But even with the right men and women, we would have never gotten 
off the ground without the then-existing tax differential on capital gains. 

Keep in mind that in 1983, SunGard was not a likely place to put your money. 

Our growth prospects were difficult to discern. No company facing 
quarter-to-quarter performance pressures wanted to buy an underperforming 
division. Without venture capital investors, the parent company, Sun, would 
have simply closed the business. 

Even with interested venture capital investors, SunGard would not have been an 
attractive investment had there not been an abundance of venture capital 
investment funds available. A more limited quantity of available investment 
funds would have steered venture investors to opportunities with higher 
intrinsic growth potential and lower risk. The abundance of venture capital at 
that time allowed patient investors to find SunGard and provide it with the 
capital infusion that fueled our subsequent growth. 
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That is why I can say that SunGard owes its existence to the comparatively 
favorable taxation of capital gains that prevailed in 1983 and made our company 
a desirable investment. It's impossible to prove a negative, but it is my 
belief that in 1983, had the tax on capital gains been higher, SunGard as an 
independent, high-wage company would never have seen the light of day. 

There's nothing unique about the SunGard story; we all know how important 
entrepreneurial growth firms have been for the American economy in the creation 
of jobs, national wealth, and long-term growth. And we also know the crucial 
role that the entrepreneurial sector must play in the future. 

But that future role is far from assured. Our current tax code falls hard on 
saving and investment which are the keys to growth. No wonder that our saving 
and investment rate is very low compared to the rest of the world. Eliminating 
or significantly reducing the tax on capital gains is the best iimediate way I 
know of to begin to address our saving and investment predicament and thereby 
release resources to cultivate a new generation of entrepreneurial firms. 

I of course know that many critics of lowering the capital gains tax rate worry 
that such a reform would not be fair. My response is that in the United States 
fairness is ultimately a function of individual opportunity which is, in turn, 
a function of economic growth. I suppose the phrase “a rising tide lifts all 
boats" is a bit of a bromide. Still, I have yet to find a better way of 
framing the fairness issue. If this economy does not enjoy sustained growth, 
if it does not create high-paying jobs through the initiative of entrepreneurs, 
fairness will be a goal forever beyond our reach. 

To their credit, I believe members of both political parties know this. 
Obviously, reduction of the tax rate on capital gains is part of the Contract 
with America. 

But it is also important to note that the 1992 Democratic Party platform 
asserts that an "expanding, entrepreneurial economy... is the most important 
family policy, urban policy, labor policy, minority policy and foreign policy 
America can have." 

I agree, and as an entrepreneur who has enjoyed some success, I can te11 this 
Committee that lowering the tax rate on capital gains is a good way to begin to 
realize the bipartisan vision of a growing, entrepreneurial American economy 
that is productive, creates good jobs, and maintains and improves our standard 
of living. 


Thank you. 
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Chairman Archer. Thank you, Mr. Mann. 

I am particularly pleased to welcome to the committee today a 
gentleman from my own home community of Houston, Tex., Mr. 
Hoak, who is the chairman of the Heritage Media Corp. We are de- 
lighted to have you here with us and to have a little hometown fla- 
vor from Texas, so you may proceed. 

STATEMENT OF JAMES M. HOAK, CHAIRMAN, HERITAGE 

MEDIA CORP., AND VICE CHAIRMAN, AMERICAN BUSINESS 

CONFERENCE, HOUSTON, TEX. 

Mr. Hoak. Thank you, Mr. Chairman. Nty name is Jim Hoak, 
and I am the chairman of Heritage Media Corp. I am also a vice 
chairman of the American Business Conference, a coalition of 
midsize growth companies. I would first like to thank you, Mr. 
Chairman, for holding this hearing and for the opportunity to tes- 
tify before the committee. 

I am speaking to you today as an entrepreneur who has started 
several companies over the last 25 years. I founded Heritage Com- 
munications in 1971 in Des Moines, Iowa with no employees and 
$1 million of risk capital. We sold Heritage Communications in 
1987 for $1.6 billion. At that time, we had nearly 5,000 employees 
and were one of the largest companies in Iowa. 

In 1987, I founded Heritage Media Corp. in Texas with equity of 
$5 million. All our equity is worth nearly $500 million and we have 
over 2,000 full-time employees and 15,000 part-time employees. 
During this same period of time, I have been part of the founding 
of several other firms, most of which have been substantial job and 
capital creators. 

I can tell you without qualification that the driving financial in- 
centive for creating these companies has been capital gains, and 
the tax on these capital gains has been very important in balancing 
the immediate risks of these ventures versus the longer term po- 
tential rewards. 

I am currently starting another new company, an investment 
banking/merchant banking firm to support and encourage the de- 
velopment of entrepreneurial companies in Texas. 

Let me tell you what you think about when you start a business. 
Your first thought is you have to be crazy, and all of your friends 
and family in relatively risk-free jobs tell you so. You then have to 
convince yourself that you really have got the answer and can’t fail, 
despite the clear evidence that most new firms do fail. Is it worth 
it? You bet. Is it automatic? Far from it. 

But it is important enough that enough Americans make this de- 
cision and take this risk in a way that ensures the continued 
growth of our economy and its ability to create jobs. Lowering the 
tax on the gains from long-term investments does change the arith- 
metic of decisions entrepreneurs make. 

The current capital gains tax structure stagnates capital and 
hinders business growth. I have experienced several situations 
where a seller of a business avoids the high current capital gains 
rates by retaining his company and changing his strategy for milk- 
ing the business rather than growing it. And I have seen many ex- 
amples where the high rates make the cost of new growth capital 
too expensive for the entrepreneur to obtain. 
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I would like to also comment favorably upon the proposal for in- 
dexing capital gains. By itself, capital gains indexation might not 
be enough to stimulate investment, but it can and should be done, 
and I wish it had been done in 1978 when Chairman Archer first 
proposed it. 

One of the strengths of the American society has been the fluid- 
ity between classes and income levels which is why I hate to hear 
a lot of the talk about which class benefits and all. Most Americans 
believe that they can improve themselves and their family’s eco- 
nomic position. 

The preferential capital gains tax is not a benefit only for the 
rich. It also benefits those people who seek the American dream. 
It benefits those people who are willing to take a risk for a reward. 
It benefits those people who create jobs and thereby benefit many 
others while they benefit themselves. 

In the final analysis, I think that the debate about the capital 
gains tax is not a debate about the short term. The debate is about 
the future of our economic system. It is about the next generation 
of entrepreneurs. 

I have been one of the fortunate people. I have created several 
companies over the last 25 years. I have definitely benefited myself 
and a capital gains differential has been kind to me, but I know 
that in pursuing my dreams, I have helped many others realize 
their dreams as well. 

This is the context in which I view the current debate over cap- 
ital gains: Simply put, do we want young Americans to have oppor- 
tunities to become successful entrepreneurs and create new jobs? If 
so, we must provide them with sufficient financial incentive to un- 
dertake the risk and efforts starting a company demands. 

Most of our trading partners, competitors have a more favorable 
treatment of capital gains than do we. We owe the next generation 
of Americans no less, an economic environment in which initiative 
can flourish. I don’t believe that young Americans today are much 
different than their counterparts such as me of three decades ago. 
Many still dream of starting their own business or expanding exist- 
ing ones. 

Our obligation is to nurture their ambitions beyond the taxing 
stage. One necessary action is the congressional enactment of a 
meaningful capital gains differential. It worked for me and the 
many other entrepreneurs of my generation and it can work again. 

Thank you very much. 

[The prepared statement follows:] 
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TESTIMONY OF JAMES M. HOAK 
CHAIRMAN. HERITAGE MEDIA CORPORATION 
BEFORE THE COMMITTEE ON WAYS AND MEANS 
U.S. HOUSE OF REPRESENTATIVES 
JANUARY 25. 1995 


My name Is Jim Hoak. I'm chairman of Heritage Media Corporation 
with headquarters in Dallas, Texas. I am a Vice Chairman of the 
American Business Conference, a coalition of mid-size growth 
companies. I would first like to thank you, Mr. Chairman, for 
holding this hearing and for the opportunity to testify before 
this Committee. 

I am speaking to you today as an entrepreneur who has started 
several companies over the last twenty-five years. I founded 
Heritage Communications in 1971 in Des Moines, Iowa with no 
employees and $1 million of risk capital. We sold Heritage 
Communications in 1987 for $1.6 billion. At that time we had 
nearly 5,000 employees and were one of the largest companies in 
Iowa. In 1987, I founded Heritage Media Corporation in Dallas 
with equity of $5 million. Today our equity is worth nearly $500 
million and we have over 2 , 000- full-time employees and 15,000 
part-time employees. During this same period of time, I have 
been part of the' founding of several other firms, most of which 
have been substantial job and capital creators. 

I can tell you without qualification that the driving financial 
incentive for creating these companies has been capital gains, 
and the tax on these capital gains has been very important in 
balancing the immediate risks of these ventures versus the 
longer-term potential rewards. I am currently starting another 
new company — an investment banking/merchant banking firm to 
support and encourage the development of entrepreneurial 
companies in North Texas. 

Let me tell you what you think about when you start a business. 
Your first thought is that you have to be crazy, and all of your 
friends and family in relatively risk-free jobs tell you so. You 
then have to convince yourself that you really have got the 
answer and can't fail, despite the clear evidence that most new 
firms do fail. You find yourself betting everything on your 
venture, and usually come close to losing everything. There were 
times in both of my successful start-ups when we were within days 
of going under. 

Is it worth it — you bet! Is it automatic — far from it! 

But it is important that enough Americans make this decision and 
take this risk so as to ensure the continued growth of our 
economy and its ability to create jobs. Lowering the tax on the 
gains from long-term investments does change the arithmetic of 
the decisions entrepreneurs make. 

Obviously, I believe that a capital gains differential is crucial 
to the economic future of companies like mine and to our economy. 
I believe that the 50% capital gains deduction which has been 
proposed would be very beneficial. 

I have experienced several situations where a seller of a 
business avoids the high, current capital gains rates by 
retaining his company, and changing his strategy to milking the 
business rather than growing it. And I have seen many examples 
where the high rates make the cost of new growth capital too 
expensive for the entrepreneur to obtain. 
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X know that the Committee is seeking a package that will be 
deficit neutral, and I can tell you from a businessman's 
perspective that the induced growth, and incentives to save and 
invest, resulting from a capital gains tax cut will stimulate 
revenues over time and can lead to revenue neutrality. As 
Congressman Jim Jones said a couple of years ago, "We can enact a 
tax cut on capital gains that does not cut government revenues 
but does spur economic growth. We can do it, because we did it 
before -- in 1978." 

I would like to also comment favorably upon the proposal for 
indexing capital gains. By itself, capital gains indexation 
might not be enough to stimulate investment. But it can and 
should be done, and I wish it had been done in 1978 when Chairman 
Archer first proposed it. 

Indexation of capital gains is absolutely fair when compared with 
the rest of our tax structure. Harvard professor Martin 
Feldstein gives an example. An investor who bought a stock in 
1973 for $10,000 and held it for 20 years while it earned 7.4% a 
year would have its value grow to $42,019. If he sold it, the 
28% capital gains tax bill on the nominal $32,019 profit would 
be $8,965. But adjusting for inflation, the investor has 
actually realized only a $9,474 gain. In short, the capital 
gains tax consumes all but $509 of the investor's real 
profits -- a 95% tax! Is there any question as to why 
investment capital in our country is stunted, and long term, 
patient investing is scorned. 

One of the strengths of American society has been the fluidity 
between classes and income levels. Unlike Great Britain with its 
stratified class system, most Americans believe that they can 
improve themselves and their families' economic position. The 
wealthy in this country have no guarantee that they will be so in 
the future. However, without incentives to invest, human nature 
says to the upper income levels to take the easy course — do 
nothing and stagnate capital. This is a prescription for a 
declining economic system. On the flip-side, most of the people 
currently at the lower income levels feel they have the potential 
to achieve some wealth, and many do so over time. Certainly, 
the data show that movement among income groups is very strong in 
this country. 

The preferential capital gains tax is not a benefit only for the 
rich. It also benefits those people who have the American Dream. 
It benefits those people who are willing to take a risk for a 
reward. It benefits those people who create jobs and thereby 
benefits many others while they benefit themselves. 

In the final analysis, I think that the debate about the capital 
gains tax is not a debate about the short-term. It is not about 
income redistribution in the next few years. It is not even 
about the currant budget. The debate is about the future of our 
economic system. It is about the next generation of 
entrepreneurs . 

I have been one of the fortunate people. I have created several 
companies over the last twenty-five years. I have definitely 
benefited myself and a capital gains differential has been kind 
to me. But I know that in pursuing my dreams, I have helped many 
others realize their dreams as well. 

This is the context in which I view the current debate over 
capital gains. Simply put, do we want young Americans to have 
opportunities to become successful entrepreneurs and create new 
jobs? If so, we must provide them with sufficient financial 
incentive to undertake the risk and effort starting a company 
demands . 
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Throughout most of this century, such financial incentives have 
been available. Most of our trading partners/ competitors have 
more favorable treatment of capital gains than do we. We owe the 
next generation of Americans no less: an economic environment in 
which initiative can flourish. 

Where are the entrepreneurs today who will build the job-creating 
companies for the next twenty to thirty years? What are they 
thinking about when they face the tough decision to leave their 
comfortable jobs and take on the risks and uncertainty of a new 
venture? 

I don't believe that young Americans today are much different 
than their counterparts such as me of three decades ago. Many 
still dream of starting their own business or expanding existing 
ones. Our obligation is to nurture their ambitions beyond the 
talking stage. One necessary action is the Congressional 
enactment of a meaningful capital gains differential. It worked 
for me and the many other entrepreneurs of my generation. It can 
work again. 
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Chairman Archer. Thank you, Mr. Hoak. 

Our next witness is Dr. Hatsopoulos, chairman of the board and 
president of Thermo Electron Corp. in Waltham, Mass. 

Welcome. You may proceed. Doctor. 

STATEMENT OF GEORGE N. HATSOPOULOS, PHT)., CHAIRMAN 

OF THE BOARD AND PRESIDENT, THERMO ELECTRON 

CORP., AND COCHAIRMAN, AMERICAN BUSINESS CON- 
FERENCE, WALTHAM, MASS. 

Mr. Hatsopoulos. Mr. Chairman, I would like to thank you and 
your committee for inviting me. If you may recall, 2 or 3 years ago, 
you and I each gave a paper at a conference sponsored by the 
Council of Capital Formation, and I am delighted to be here in 
front of this committee to testify on capital gains, which I really be- 
lieve has a great impact on the future of both my company and the 
future of the United States. 

I would like to take these things in this order. First, about our 
company. Our company is one of the few companies that did not 
suffer from our past recession. In fact, throughout the recession we 
witnessed in the early nineties, we continued to grow in employ- 
ment and sales. We never downsized anything. And our profits 
have been going up. In fact, this year we are completing a 10th 
year of record employment, sales, and earnings. 

I would like to tell you how we managed to accomplish that. Ten 
years ago, the company adopted a very unusual strategy which has 
been written up in many magazines, in the Wall Street Journal 
and other journals. That strategy is the creation of new techno- 
logically oriented enterprises as being an important element of con- 
ducting our business. Not only do we try to grow our businesses 
and make them prosper, but also part of our assignment is creating 
new businesses. In fact, once we create a new business and reach 
a certain stage, we sell a minority interest to the public and retain 
majority control. 

Actually, the parent does not sell any part of its holdings, we let 
the subsidiary dilute the parent somewhat by raising their own 
capital in the capital markets. 

Currently, we have 10 subsidiaries that are publicly traded. We 
have never sold one share of them. They sold shares to the market 
to raise capital for their own growth. This has been essentially the 
secret of continuing to ctow through bad or good economic times. 

We have made a study internally to see how much of our tech- 
nologies, what fraction of our technologies, have we commercialized 
in the last 10 years. We arrived at the conclusion that only about 
half of what we could have done in that time did we actually com- 
mercialize. If we had done all of them, we would now have over 20 
publicly traded companies instead of 10. 

The reason for the difference is very simple. In order to commer- 
cialize businesses, you need to invest at high risk. Once the busi- 
ness gets going, the risk declines, but initially the risk is very high 
and in order to attract capital which involves a high risk, you have 
to pay a premium. 

If we had the capital gains tax treatment that exists currently 
in both Germany and Japan, we estimate that over the last 10 
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years we would have been able to commercialize a little more than 
twice as many businesses as we actually did. 

Mr. Chairman, I would now like to turn to some macroeconomic 
issues because I have been a student of that field. In fact, the day 
that you presented your paper, I presented a paper on macro- 
economic elements of the capital gains. 

This country has created an enormous number of jobs over the 
last 20 years — in the tens of millions. In fact, there is no other 
country that even comes close to the ability of this country to cre- 
ate jobs. The problem we have had, however, is that we have cre- 
ated jobs that are not as high in value as those created in the past. 
As a result, our wages on average have stagnated. 

This is exactly the issue that I tried to study in my spare time 
as an amateur economist. My conclusion is that we lost high value- 
added jobs to Germany and primarily to Japan because they have 
the ability to commercialize technology by taking more risks than 
we can. The source of that ability to take more risks is their tax 
system. If a Japanese person invests in government securities that 
are safe, they pay a tax of 50 percent. 

If, on the other hand, they invest in a company that is growing, 
as many Japanese companies are, and there is an appreciation of 
their stock — generally they are not seeking dividends, but apprecia- 
tion of the stock — the capital gains tax is more like 5 percent. Actu- 
ally, in Germany it is zero. Hence, there are great incentives to 
make risky investments in new ventures. 

The future prosperity and standard of living of the American peo- 
ple depends on our ability to create new industries. Industries that 
were prominent in the past have often declined because too many 
countries can now perform these jobs. Therefore, since we have an 
open world trade, there is no way that we can compete in such in- 
dustries unless we pay our people low wages. 

The only way we can pay our people high wages is to go into 
businesses where we have an advantage and that advantage is only 
created by taking risks. In order to take risks — to have capital 
available for risks — we need to equalize the burden by lowering our 
cost of capital. I am not talking only about venture capital, I am 
talking about corporations such as ours, or even General Electric, 
to avail themselves of capital so that they can take high risk and 
create new enterprises. 

[The prepared statement follows:] 



206 


TESTIMONY OF GEORGE N. HATSOPOULOS 
THEROMO ELECTRON CORPORATION 


My name is George N. Hatsopoulos I am President and Chairman of the Board of Thermo Electron 
Corporation and also Co-Chairman of the American Business Conference 

1 would like to thank the Committee for holding this timely hearing on the important topic of capital 
gains taxation because it not only affects our businesses but, more significantly, the economic future of 
our country 1 personally appreciate the opportunity to appear and to speak before you today on this 
subject 

Over the years, I have written frequently on topics in macroeconomics I have concerned myself with 
issues relating to changing patterns in American savings and consumption, the cost and patience of 
capital, and the fiscal and budgetary roots of the decline in our long-term rate of economic growth 

1 could easily demonstrate theoretically why Congress should reduce the tax on capita! gains on equity 
investments But the debate over capital gains will not turn on theory A tax cut on capital gains will 
happen only if a sufficient number of legislators understand in real-world terms why entrepreneurs like 
me support a differential tax. So 1 would first like to frame my views from the perspective of our 
company, Thermo Electron 

In 1 994, we completed our tenth year of record employment, sales, and profits What set us aside 
from other companies is the fact that this record performance persisted throughout the recession of 
1991 ap/l 1992, 

We attribute our success to the commercialization of new technologies based on ideas generated by 
our ongoing work in energy, the environment, and biotechnology We identify major needs that 
surface in the economy and ask ourselves if we can address those needs through the appropriate 
application of one or another of our technologies 

If so, we create a new public subsidiary to put our ideas into action Thermo Electron typically holds 
a controlling stake in the new venture and provides it with technical, managerial, and financial 
expertise 

Thus far, we have created twelve subsidiaries that are world leaders in businesses as diverse as the 
manufacture of environmental monitoring and analytical instruments, artificial hearts, cogeneration and 
alternative-fuel power plants, soil-remediation equipment, recycling equipment, and systems to detect 
explosives, drugs, and carcinogens By spinning out our most promising new ideas into public 
subsidiaries, we have been able to preserve entrepreneurial discipline even as Thermo Electron itself 
has grown to the 309th spot in the Fortune 500 list 

However, we have not done as well as we might have Changes in tax policy, beginning in 1986, have 
made it impossible for Thermo Electron to fully commercialize all the technologies it possesses These 
tax changes have effectively made the taxation of income from equity investments double that of the 
taxation of returns from debt-financed instruments 

Before 1 986, interest income was taxed as ordinary income while capital gains were subject to a 
differential tax. Thus, before 1986, interest income was subject to a marginal rate of about 50 percent 
for the top income brackets while capital gains were taxed at 20 percent 
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Tax reform in 1986 changed that. It eliminated the capital gains differential and lowered the personal 
tax rates. The result: capital gains and interest income were taxed at the same rate — 28 percent. 

It is true that the Budget Reconciliation Act of 1993 created a differential in a perverse way by raising 
personal tax rates on income other than capital gains However, the benefit created by the differential 
created was almost totally offset by the harm resulting from increased marginal tax rates 

Consider these developments from a corporate point of view. When a corporation issues debt, it can 
write off its interest payments. On the other hand, equity is taxed twice: first on corporate income, 
then either on dividend income or, for those companies that retain their earnings to grow, on capital 
gains By taxing capital gains at the investor level, we have, at the corporate level, raised the cost of 
equity relative to the cost of debt. Investors demand a higher price for their equity investments 
because equity income is taxed twice and capital gains receive no significant tax relief 

At Thermo Electron, we have no choice but to rely on equity to finance the commercialization of our 
technologies We cannot underwrite ideas with debt — there is no collateral to balance the risk 

If, by some sort of magic. Thermo Electron were operating under the capital gains taxes that prevailed 
in this country in 1979, we would have generated twice the number of ventures And finally, if 
Thermo Electron operated with the capital gains treatment currently afforded to investors in our 
Japanese and German competitors, we could have enacted three limes the number of new ventures. 

The fact is. Thermo Electron possesses more commercially promising ideas than we can finance under 
the prevailing tax code. My friends in Europe know this. They often tell me that the United States is 
second to none in entrepreneurial and technical expertise. They wonder why our government 
discourages that expertise. 

1 have never found a good answer to their question 

Let me now turn to macroeconomics issues. In the last 20 years, this country created an enormous 
number of new jobs No other country even comes close to us in this respect The problem we have 
is that over this period, the jobs we have created are lower value-added jobs while the number of high 
value-added jobs has declined Many of the high-paying jobs we lost were in manufacturing But we 
should not think that the only way to redress the situation is to recover the manufacturing jobs we 
used to have. That is not possible in the internationally competitive world we live in because there are 
too many people around the world that have learned how to perform these jobs And many of these 
people are paid less than our people. On the other hand, to recapture such jobs by setting up trade 
barriers will deprive our consumers of lower priced products to the detriment of our national standard 
of living. 

There is only one way to create high-paying jobs: we must create new high value-added industries 
Our more advanced competitors, Japan and Germany, know that and focus on it. The United States 
can do even better because the entrepreneurial and technological talent that exist in this country is 
unparalleled. 
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1 strongly believe that what the country needs to regain its preeminence in high-paying jobs are two 
things: first, an adequate amount of national saving; and second, a strong financial incentive for 
business to undertake new ventures in spite of risks. 

Currently, U S national savings has fallen to less than two (2) percent of Gross Domestic Product 
(GDP) compared with more than eight (8) percent in the 1960s In the long run, our current level of 
saving is not sufficient to maintain the standard of living of the American people, let alone increase it 
Many have the impression that the sole culprit for the dramatic decline in national saving is the federal 
"disaving", i e , the budget deficit This is not so The federal deficit accounts for only 40 percent of 
the decline The remaining 60 percent is almost evenly split between the decline in personal saving and 
the decline in corporate saving. 

It is clear to almost everyone that a direct way to increase national saving is to reduce the budget 
deficit What is not so clear is how to increase private saving. Nevertheless, economics must play an 
important role L'nder the present tax code, income used for consumption is taxed once Income 
saved and invested in a noncorporate asset is also taxed on inflationary gains Finally, income saved 
and invested in corporate assets is subject not only to inflationary gains, but also to corporate taxes 
Such a triple taxation affects both personal willingness to save, and corporate willingness to save and 
invest in new businesses 

Japanese corporations reinvest earnings at twice the rate of U S companies because, by virtue of the 
prevailing capital gains differential, their slock value appreciation is taxed at a lower rate. This 
practice provides incentive to these corporations to undertake the commercialization of many new 
products, some of which are invented in the United States 

The ultimate way to redress the disincentives in our tax system to save and to create new industries is 
to drastically restructure the U S tax code and to provide total deferral of taxes until an asset is 
withdrawn from the national saving pool and consumed This is the treatment that would prevail 
under the Nunn-Domenici tax reform or the flat tax proposal of Congressman Armey The 
implementation of such a fundamental reform, however, will take several years, not only because of 
the needed public debate, but also because of economic necessities 

It is not prudent for us to wait for this to happen Proposals under current examination by this 
Committee can and should be viewed as a necessary and consistent first step towards the achievement 
of broader tax reform The capital gains initiative proposed by Chairman Archer provides an excellent 
case-in-point It eliminates the tax on unreal gains resulting from inflation More importantly, it 
encourages the creation of new businesses both by persons and by corporations. Thermo Electron and 
all of the members of the American Business Conference strongly support Mr. Archer's initiative 
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Chairman Archer. Doctor, thank you very, very much and per- 
haps you can explore and develop your excellent ideas as we go into 
the inquiry part in a few minutes. 

For the introduction of our last witness, I would recognize my 
colleague, Charlie Rangel. 

Mr. Rangel. Mr. Chairman, thank you for allowing me to intro- 
duce Michael Schler, who is the former chair of the tax section of 
the New York State Bar Association. 

This committee has had a reputation of being the welfare com- 
mittee for accountants, CPAs, and lawyers. Ana your testimony is 
going to be interesting because you are asking us to seek popular 
solutions that people may want as related to capital gains taxes 
and to avoid complexities that could increase fees, but also increase 
problems. So I thank you, Mr. Chairman. 

Chairman Archer. Mr. Schler, I would point out that these 
lights in the center of the witness table will be green, yellow, and 
red. And when the light turns red it means your 5 minutes is up. 
We hope that you can keep your oral presentation within that 5- 
minute limit, and you may proceed. 

STATEMENT OF MICHAEL L. SCHLER, FORMER CHAIR, TAX 
SECTION, NEW YORK STATE BAR ASSOCIATION 

Mr. Schler. Thank you, Mr. Chairman and ConCTessman Ran- 
gel. My name is Michael Schler. I am here on behalf of the tax sec- 
tion of the New York State Bar Association. I was the chair of the 
tax section until my term expired yesterday, and I continue to be 
a member of our executive committee. 

The tax section is dedicated to furthering the public interest in 
a fair and equitable tax system and to the development of sound 
tax policy. I am also a tax partner in the New York law firm of 
Cravath, Swaine & Moore and have practiced tax law for over 20 
years. 

We are very grateful for the opportunity to present our views 
today. I should say we take no position on the 50 percent capital 
gains deduction. That raises policy issues beyond our particular ex- 
pertise as tax lawyers. However, with all due respect, we strongly 
oppose three provisions of H.R. 9: Capital gains indexing, indexing 
depreciation deductions, and the imposition of new procedural re- 
quirements for the issuance of tax regulations. I would like to brief- 
ly summarize our views which are expressed in much more detail 
as an attachment to my statement. 

I should also add that we are a completely nonpartisan group. 
Our executive committee has members of all political persuasions 
and, as far as 1 know, the views I am expressing are essentially 
unanimous among all our members. 

First on capital gains indexing. We recognize the theoretical cor- 
rectness of indexing capital gains to take account of inflation. How- 
ever, we believe there are two fundamental problems with index- 
ing. The first is complexity. The indexing provisions of the bill on 
their face add only a few simple paragraphs to the code. However, 
we believe that in the real world indexing will vastly increase the 
complexity of the tax system for everyone, including individuals, 
businesses of all sizes, and the IRS. Activities that are relatively 
simple today will involve massive calculations under indexing; Buy- 
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ing and improving a home, buying and selling stock or an interest 
in a mutual fund or investing in an IRA. 

Also, if a State chooses not to allow indexing for revenue reasons, 
and it will certainly be costly to the States, everyone in that State 
will be required to keep two sets of books, one taking into account 
indexing and the other not taking into account indexing. Individual 
taxpayers are likely to be dumfounded at the prospects of two sets 
of books. 

The other major problem we have with indexing is that we be- 
lieve it will inevitably result in the return of the tax shelter days 
of the eighties. Every experienced tax lawyer who reads the index- 
ing provisions of the bill immediately dreams up a half dozen ways 
to beat the system and create a tax shelter that eliminates tax on 
unrelated income. 

Some of the most obvious opportunities arise from the fact that 
assets are indexed while liabilities are not. As a result, totally arti- 
ficial tax deductions can be created with little or no out-of-pocket 
cost by borrowing and using the proceeds to buy an indexed asset. 

Also, there would be many ways besides borrowing to create a 
tax shelter out of indexing. Just keep in mind the world of financial 
products is extraordinarily creative and very motivated to develop 
tax-favored investments. 

I should emphasize that when you set up a system where tax- 
payers can get back exactly the amount of cash they put up and 
get a capital loss, or get back more than they put up and not be 
taxed, you are really opening up the floodgates for creative tax 
planning. 

In yesterday’s article in the New York Times there were some 
people quoted as saying that the passive loss rules that were 
passed in 1986 would prevent a lot of tax shelter abuses from aris- 
ing as a result of indexing. I don’t think that is correct because the 
passive loss rules don’t deal with investment activity. They only 
deal with real estate and other business activity, so I think any tax 
shelter opportunities that would exist would mostly still exist de- 
spite the passive loss rules. 

I would like to turn now briefly to indexing depreciation deduc- 
tions under the neutral cost recovery provision of the bill. We un- 
derstand that the effect of that provision is that, on a present value 
basis, there would be no tax on a reasonable rate of return from 
the use of equipment. That is another way of saying that qualified 
equipment is treated like a municipal bond, although the equip- 
ment has a much higher tax-free yield. 

Also, if you borrow money to buy a municipal bond, the interest 
is not tax deductible. If you borrow money to buy equipment, the 
profit is tax exempt and the interest is deductible. As a result, we 
force an enormous boon in tax shelters. Assistant Secretary Sam- 
uels talked in his testimony about deducting the cost of equipment. 
He was opposed to the whole provision, but I think even he was 
much too kind to it when he said that the immediate deduction was 
like a consumption tax. With a consumption tax, you can deduct 
the cost of your equipment, but if you borrow to buy equipment, 
you cannot deduct — ^you do not get a net deduction, which you do 
under this bill. 
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Finally, H.R. 9 imposes new procedural requirements before a 
Federal agency can issue regulations. We oppose those require- 
ments because we believe taxpayers need more regulations rather 
than fewer. H.R. 9 also requires tax regulations to be easily read- 
able, written in a reasonably simple and understandable manner, 
not contain double negatives, confusing cross references and so on. 

I don’t think there is anyone anywhere who thinks the Internal 
Revenue Code meets those requirements, and we think the bill is 
an example of Congress imposing rules on other people and ex- 
empting itself from the same rules. It is completely unreasonable 
to expect that tax regulations can be made simple as long as the 
code is almost incomprehensible. 

Thank you very much. 

[The prepared statement and an attachment follow. Additional 
attachments are being retained in the committee files.] 
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HEARINGS ON H.R. 9 BEFORE THE 
HOUSE WATS AND MEANS COMMITTEE 
JANUARY 25, 1995 


STATEMENT BT MICHAEL L. SCHLER ON BEHALF OF 
THE TAX SECTION OF THE NEW YORK STATE BAR ASSOCIATION 


My name is Michael Schler. I am here on behalf of 
the Tax Section of the New York State Bar Association. I 
was the Chair of the Tax Section until my term expired 
yesterday, and I continue to be a member of our Executive 
Committee. The Tax Section is dedicated to furthering the 
public interest in a fair and equitable tax system and to 
the development of sound tax policy. I am a tax partner at 
the New York law firm of Cravath, Swaine & Moore and have 
practiced tax law for over 20 years. I am accompanied by 
Harold Handler, a tax partner at the firm of Simpson Thacher 
& Bartlett. He has practiced tax law even longer and is 
primarily responsible for our work on indexing. 

We are very grateful for the opportunity to 
present our views today. We strongly oppose three 
provisions of H.R. 9: capital gains indexing, indexing 
depreciation deductions, and the imposition of new 
procedural requirements for the issuance of tax regulations. 
I would like to briefly summarize our reasons. 

First, capital gains indexing. We recognize the 
theoretical correctness of indexing capital gains to take 
account of inflation. However, we believe there are two 
fundamental problems with indexing. 

The first problem is complexity. The indexing 
provisions of H.R. 9 on their face add only a few simple 
paragraphs to the Internal Revenue Code. However, we 
believe that in the real world indexing will vastly increase 
the complexity of the tax system for everyone. This 
includes individuals, businesses of all sizes, and the IRS. 
Activities that are relatively simple today will involve 
massive calculations under indexing — buying and improving a 
home, selling the family car (yes, the car is an indexed 
asset), buying and selling stock or an interest in a mutual 
fund, investing in an IRA. Also, if a state chooses not to 
allow indexing for revenue reasons, everyone in that state 
will be required to keep two sets of books. Individual 
taxpayers are likely to be dumbfounded at this prospect. 

The other major problem we have with indexing is 
that it will inevitably result in the return of the tax 
shelter days of the 1980's. Every experienced tax lawyer 
who reads the indexing provisions of H.R. 9 immediately 
dreams up a half dozen ways to "beat the system" and create 
a tax shelter that eliminates tax on unrelated income. Some 
of the most obvious opportunities arise from the fact that 
assets are indexed while liabilities are not. As a result, 
totally artificial tax deductions can be created with little 
or no out-of-pocket investment, by borrowing and using the 
proceeds to buy an indexed asset. Also, there would be many 
ways besides borrowing to create a tax shelter out of 
indexing. Just keep in mind that the world of financial 
products is extraordinarily creative, and very motivated to 
develop tax favored investments. 
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I would like to turn briefly now to indexing 
depreciation deductions. We understand that the effect of 
this provision is that, on a present value basis, there will 
be no tax on a reasonable rate of return from the use of 
equipment. This is another way of saying that qualified 
equipment is treated like a municipal bond, although the 
equipment has a much higher tax-free yield. Also, if you 
borrow money to buy a municipal bond, the interest is not 
tax deductible. If you borrow money to buy equipment, the 
profit will be tax-exempt and the interest will be 
deductible. As a result, we foresee an enormous boom in tax 
shelters . 


Finally, H.R. 9 imposes new procedural 
requirements before a federal agency can issue regulations. 
We strongly oppose the application of these requirements to 
tax regulations. The requirements are so burdensome that 
the issuance of regulations may come to a grinding halt. 
Taxpayers need tax regulations to be able to plan their 
affairs. The biggest complaint among taxpayers is there are 
too few regulations, not that there are too many. 

H.R. 9 would also require that tax regulations be 
"easily readable", "written in a reasonably simple and 
understandable manner", and not contain any "double 
negatives, confusing cross references, convoluted phrasing" 
and so on. I do not believe there is anyone anywhere who 
thinks that the Internal Revenue Code itself meets any one 
of these requirements. H.R. 9 is an example of Congress 
imposing rules on other people and exempting itself from the 
same rules. It is completely unreasonable to expect that 
tax regulations can be made simple as long as the Code is 
almost incomprehensible. 

That completes my prepared statement. I would be 
happy to answer any questions. 
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HEARINGS ON H.R. 9 BEFORE THE 
HOUSE HATS AND HEARS COMMITTEE 
JANUARY 25, 1995 


SUPPLEMENTAL STATEMENT BI MICHAEL L. SCHLER ON BEHALF 
OF THE TAX SECTION OF THE REH TORK STATE BAR ASSOCIATION 

FEBRUARY 7, 1995 


This statement supplements my statement at the 
January 25, 1995 hearing concerning capital gains indexing. 
It responds to the statement and testimony by Dr. Norman 
Ture, who was a later witness on the same day. Dr. Ture 
asserts that indexing assets but not liabilities provides 
the theoretically correct results, and calls "without merit" 
the earlier testimony by Assistant Secretary Samuels that 
indexing assets but not liabilities leads to tax arbitrage 
and tax shelter opportunities. This assertion by Dr. Ture 
is in effect an assertion that our prior statement is also 
incorrect . 


For the reasons stated below, we believe that Mr. 
Samuels' testimony is correct and that Dr. Ture is not. 
Moreover, Dr. Ture's error appears to be a simple 
mathematical error. We do not believe this issue is an 
abstract economic or philosophical issue upon which there 
can be differences of opinion, any more than there can be 
any differences as to the sum of 2 plus 2. 

We begin, as does Dr. Ture, with the example given 
by Mr. Samuels. Taxpayer T purchases land in year 1 for 
$100,000, giving a $20,000 cash down payment and borrowing 
$80,000. The land is sold several years later (assume in 
year 5), after there has been 30% inflation, for $130,000. 
Thus, the entire $30,000 of nominal profit represents an 
inflationary increase in the value of the property. T takes 
the $130,000 sale proceeds, pays off the $80,000 debt, and 
is left with $50,000. 

Mr. Samuels points out that T started with 
$20,000, and to make T whole for 30% inflation it would take 
an additional 30% of $20,000, or $6,000, of nominal profit 
for a total cash proceeds (after debt repayment) of $26,000. 
That is, $26,000 in year 5 has the same value that $20,000 
had in year 1. To the extent T receives more than $26,000 
of cash in year 5, the extra cash is real profit that should 
be subject to tax. However, even though T receives $50,000 
in cash, with basis indexation T has no tax liability on the 
sale because the tax basis of the asset has grown to 
$130,000. Thus, $24,000 of real economic profit has escaped 
tax . 


Dr. Ture's written response to Mr. Samuels' 
example asserts the following: 



215 


Notice, however, that in terms of constant 
Durchasino-Dower dollars, the S50.000 in cash TTI 
has left over after paving off the mortgage 
indebtedness is only S20.000. exactly the amount 
of TT'sl original cash investment . If [T] were 
subject to tax on the $24,000 of gain allocated by 
Samuels to the mortgage component of the 
investment, as Samuels suggests, [T] would net 
only $17,280. The tax would subject [T] to a net 
loss of $2,720 on the original investment. In 
fact, the arbitraging that Samuels asserts would 
result from indexing the basis of the asset but 
not the debt protects [T] from having to pay tax 
on a zero gain. The Treasury's complaint is 
without merit, (emphasis added) 

The problem with Dr. Ture's analysis is the simple 
mathematical error in the first sentence. After 30% 
inflation, $20,000 will grow to $26,000, or alternatively 
$38,461 will grow to $50,000. In no event will 30% 
inflation turn $20,000 into $50,000. We believe it is 
indisputable that T has a true economic profit of $24,000 
and should pay tax accordingly. We note that this profit is 
in year 5 dollars, which matches the fact that the tax on 
the profit would also be paid in year 5 dollars. 

We would point out that the $24,000 of real 
economic profit that has escaped tax arises from the fact 
that the entire $100,000 tax basis of the asset is indexed 
for inflation, but no portion of the $80,000 liability is 
indexed. There are at least two ways of reaching the 
theoretically correct economic and tax results. 

First, indexing could be limited to T's net 
investment of $20,000. This would result in an increased 
tax basis in the property of 30% of $20,000, or $6,000. The 
total tax basis would be $100,000 plus $6,000, or $106,000, 
and a sale for $130,000 would give rise to the economically 
correct taxable gain of $24,000. 

Alternatively, the entire $100,000 investment as 
well as the $80,000 liability could be indexed. Under this 
approach, T would have no gain on the property (because the 
total sale proceeds of $130,000 in year 5 dollars has the 
same value as $100,000 in year 1 dollars). However, T would 
have an economic profit on repayment of the debt, because 
the year 5 dollars used by T to repay the $80,000 debt are 
worth less than the year 1 dollars originally borrowed by T. 
Given 30% inflation, the $80,000 year 1 dollars have the 
same value as $104,000 year 5 dollars (130% of $80,000 being 
$104,000). Since T is only required to repay $80,000 in 
year 5 dollars, T has an economic profit of $24,000 in year 
5 dollars and should pay tax accordingly. 
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Chairman Archer. Mr. Schler, I can associate myself with the 
very last sentence since I do my own tax return, believe me. We 
have got a virtually arcane and impossible Tax Code in this coun- 
try. 

I appreciate the input of all of you. I would like to ask a question 
and direct it to each of you, if you would reply in turn. Assume that 
we are going to have a capital gains tax provision, we already have 
one in the current law where it is different than ordinary income 
and we have a 1-year holding period. 

Is the l-year holding period the optimum holding period or would 
you suggest a different holding period? You may start. Doctor. And 
then we will work to your right. 

Mr. Hatsopoulos. I believe that an ideal scheme would be to 
have a tax rate that does depend on a holding period and it esca- 
lates as the holding goes up. The problem with that is complexity. 
But there is a problem with the United States right now because 
a lot of corporations forgo especially risky long-term investments 
because their stockholders are pushing them to report earnings, 
and if you have a capital gains schedule where the longer you hold 
the lower the tax you can have the investors focus in on what the 
company would do, not in the next quarter, but what it would do 
5 years from now. The only offsetting disadvantage of that is com- 
plexity. 

Chairman Archer. Well, I understand that there are some who 
believe that we should have a sliding scale tax based on the length 
of the holding period, and perhaps that ought to enter into the dis- 
cussion today, but, as you pointed out, it is complex. 

In addition, we have had witnesses testify over the years that it 
creates cliffs and it affects the actual decisionmaking as to the tim- 
ing for the sale of an asset and although I can understand there 
are advantages, there are disadvantages, but if you had to pick a 
holding period without a sliding scale, and have that in the law, 
should it be 1 year, 2 years, 3 years, 4 years, 5 years in order to 
qualify for a capital gains? 

Mr. Hatsopoulxds. I would say 2 years, Mr. Chairman. 

Chairman Archer. Two years. 

Mr. Mann. 

Mr. Mann. My focus is on venture capital because that is how 
SunGard was started and I believe a 1-year holding period is ap- 
propriate because no venture investment tends to mature before 
that. 

However, I have seen some mature within 2 years, so I think 
that would be a bit long, and I think the sliding scale adds com- 
plexity which is undesirable — 1 year would be my opinion. 

Chairman Archer. Mr. Hoak. 

Mr. Hoak. I would say that the 1 year is fine. I think that the 
2 years does get a bit long, but I think that would be OK as well. 
I do think on the sliding scale, I think a lot of that can be taken 
care of through the indexation with all due respect to our last 
speaker. 

I think that can be handled from a complexity standpoint and I 
think that there needs to be for long-term investment for the 20- 
year investment in my company, for example, that there needs to 
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be indexation for that. I think for the typical capital gains, 1 or 2 
years. 

Chairman Archer. Mr. Johnson. 

Mr. Robert Johnson. I would argue for a 1- to 2-year kind of 
holding period. I would also suggest that there might be other 
things that you might do. For example, what was critical to BETs 
success was not only having the investment like TCI and Time 
Warner but having the chief executive in the case of TCI serving 
on the board. That added a bona fide kind of commitment of that 
company to BET’s growth and development. 

To the extent that you can incent companies not only to invest 
but to take some active role in management, at least from a board 
oversight level, could also contribute to a likelihood of companies 
succeeding from capital investment. 

Chairman Archer. Thank you. 

Mr. Schler. 

Mr. Schler. I think a sliding scale makes things more com- 
plicated, but I have no particular view as a tax lawyer on what the 
right period would be. 

Chairman Archer. So you are not of an opinion relative as to 
whether it ought to be 1, 2, 3, 4 or 5 years. 

Mr. Schler. That is correct. 

Chairman Archer. OK. Thank you very much. 

Mr. Rangel. 

Mr. Rangel. Thank you, Mr. Chairman. Mr. Schler, I had no 
idea what it was like to lose the majority here until I saw all of 
our staff gone. So I am going to hope that you and I can get to- 
gether with the New York Bar Association so that I can get the 
benefit of your legal research in trying to perfect the Tax Code, and 
Mr. Hatsopoulos, I don’t think anyone challenges your testimony. 
We know that we are going to have to change our way of doing 
business if we are going to enter this global economy. We know 
that things that we nave been doing well, other people know how 
to do it just as well at a lower price. 

ViTiat I don’t understand and I expect Mr. Johnson to respond to 
this, too, that even if we were successful in providing the tax incen- 
tives for people to take more risks, accumulate the savings to make 
these investments so that America can continue to be in the leader- 
ship, what are we doing to prepare our work force to be partners 
with management in moving forward to meet these challenges? 
And I am not just talking about inner city. 

Mr. Johnson is in a very high-tech business. It changes every 
day. And I know that we are doing enough research and develop- 
ment in the private sector, but we have universities doing pure re- 
search that could be converted so that our schooling system instead 
of just talking about degrees, can pump up the type of men and 
women that could assist in meeting these challenges. 

Do we ever hear economists or people like you. Doctor, talking 
about this marriage between investment and intellectual abilities? 

Mr. Hatsopoulos. Mr. Rangel, I couldn’t agree with you more. 
The issue of training people and bringing our work force up to 
snuff is the other side of the equation. On the other hand, let me 
say that currently even though we are nowhere satisfactorily train- 
ing people for the jobs of tomorrow, currently we do have people 
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that are trained, and they cannot find the high wage and high 
value-added jobs that they could find 5 years ago. 

Mr. Rangel. Well let me say this, Doctor, that with all of this 
targeting that Mr. Johnson is talking about, it is hard for me to 
believe, Mr. Johnson, that no matter what incentives you give peo- 
ple to invest in certmn targeted areas, that if that community is 
not prepared to meet the intellectual challenges of the labor mar- 
ket that is necessary, no incentive is going to cause them to put 
their money there, no matter what returns are there. 

Mr. Robert Johnson. Mr. Rangel, you are absolutely correct 
that capital flow is where the best return is going to be regardless, 
and you could do artificial things to increase the return and I think 
a capital gains tax lower for investments in high risk areas, can 
help the return and therefore make that area more attractive to 
capital. 

Mr. Rangel. What I am saying, Mr. Johnson, is to lower the risk 
in those areas so that they are not looking at a high risk area. I 
mean, if you listen to Treasury and listen to our government talk 
today as to why we have to ^arantee a $40 billion loan to Mexico, 
it is exciting. We have to do this. Because these people have to 
learn higher technology in order to produce better products to in- 
crease their health, their environment, and their ability to perform 
so they can become consumers and continue to be one of the major 
trading partners of the United States, to increase our exports and 
therefore our revenues so that we can continue to be a leader. 

Now, why can’t they do that with communities in the United 
States? 

Mr. Robert Johnson. I think, Mr. Rangel, you are absolutely 
right. Our company just built a $20 million corporate headquarters 
in Northeast Washington, D.C., one of the most difficult neighbor- 
hoods in the District to say the least. And we believe that if we had 
more capital investment in Black Entertainment Television in the 
high-tech world of programming, we can train and employ people 
to work in this technology. 

And with the upcoming information superhighway that is going 
to demand a great deal of trained workers, you could see more op- 
portunities flowing to people in this area as well as higher skills 
and higher paying jobs. I think the Tax Code, if used to target com- 
panies that engage in training for higher skilled jobs, can stimulate 
capital flow and jobs. 

Mr. Rangel. I have been fortunate to have a substantial part of 
my congressional district be designated as an empowerment zone 
where we hope to be able to bring a marriage between the business 
and the schools so we are not tmking just about diplomas and de- 
grees but we are talking about job opportunities. 

I hope that you would share your thoughts with us as we now 
find a half a dozen cities that will try to see whether government 
can do a better job in meeting the needs of the private sector. So 
I will be sending you a message on that. 

Mr. Robert Johnson. I would be delighted. 

Mr. Rangel. Thank you, Mr. Chairman. 

Chairman Archer. Mr. Running. 

Mr. Running. Thank you. I would like to follow up with the 
panel on some of things that Mr. Rangel has talked about. 
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Les Samuels, the tax policy person for the Treasury, Assistant 
Secretary for Tax Policy, criticized the provisions of the Contract 
as not being sufficiently targeted. 

I would like to ask the panel, in general, who do you think 
should be making the investment decisions for targeting where you 
invest? The Federal Government or the individual corporations or 
individuals who are making the investments? In other words, if we 
are not — if we are not sufficiently targeted, in the Contract, who 
should be making that decision? 

Mr. Robert Johnson. I take the position that the entrepreneur, 
the person who has put him or herself at risk in raising capital and 
turning that into a business should make that decision. There is 
no doubt about it. 

When I was starting BET, on any given day, I had my home and 
everything I owned mortgaged to the future of this business. And 
I didn’t know from day to day back in the eighties when interest 
rates were around 14 and 15 percent and cable was in its infancy 
whether or not this thing would succeed or not. Well, fortunately 
it did. 

I think coming through that crucible, I think I can sit back and 
look at business ideas, look at entrepreneurs, see if they have with- 
in themselves the instinct and the gut to go the distance in a very 
tough kind of an enterprise, that of startup businesses. Clearly I 
think I can do that better than any government bureaucrat or any 
government policy. I have done it with my business. We are doing 
it with other businesses. 

Mr. Hoak. Mr. Bunning, I agree with that and I would add one 
thing more. One problem with the very specifically targeted provi- 
sions is that there is not enough faith in the business community 
that it will stay targeted. That is a problem with a lot of things 
that have been put in the past, if it is a 5-year window or what- 
ever, and business doesn’t feel it can count on the Tax Code re- 
maining stable for 5 years and, therefore, when they are very spe- 
cifically targeted, it may not produce much because we can’t rely 
necessarily on staying there. So, therefore, I encourage you to have 
it be broad as it now is. 

Mr. Bunning. Thank you. 

Mr. Mann. 

Mr. Mann. Yes. It seems to me that most everyone can a^ee 
that investors and businessmen probably will make wiser choices 
on the investment of funds. Therefore, the thing that will cause 
those funds to be spread throughout the economy is a greater abun- 
dance of investment funds which would be provided by the differen- 
tial and lower rate of capital gains taxation. 

As I said in my opening remarks, SunGard was not a promising 
looking investment when the investment was made. But there was 
an abundance of investment funds and consequently there was 
some left over for us. 

Mr. ScHLER. I would like to point out that the indexing provi- 
sions target specific kinds of assets. Only stock and tangible assets 
are indexed, intangible are not. That itself could create economic 
inefficiencies. The neutral cost recovery deduction itself gives much 
better tax benefits to tangible assets with a depreciable life of 10 
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years or less, so that is not really a neutral system in terms of dif- 
ferent kinds of investments that taxpayers could make. 

Mr. Bumming. Quickly, can you tell me what steps we should 
take to increase the saving rate in this country? Quick. 

Mr. Hoak. It is hard to be quick about it. 

Mr. Bumnimg. I know it is hard to answer quickly but I only 
have 5 minutes. 

Mr. Hatsopoulos. Cut the Federal deficit. Every dollar you cut 
from the Federal deficit increases national saving by one dollar. 

Mr. Bummimg. We have every intention of doing that. 

Mr. Robert Johmsom. I think you put a consumption tax in 
place rather than taxes on income. 

Mr. Bumming. OK. Anyone else? 

Mr. Mann. Consumption tax. 

Mr. ScHLER. I am just a tax lawyer not an economist. 

Mr. Bunning. ok Thank you. 

Mr. Houghton [presiding]. Thank you. 

Now Mr. Ramstad. 

Mr. Ramstad. Thank you, Mr. Chairman. 

I want to thank all the witnesses for being here today. I want 
to tell you, Mr. Hoak, that you gave one of the most brilliant, 
poignant and articulate defenses of cutting capital gains that I 
have ever heard when you said that capital gains are about the 
next generation of entrepreneurs and that fulfilling my dreams en- 
ables many others to fulfill theirs as well. 

It reminded me of a recent experience when I first ran for Con- 
gress. I was actually in the least affluent part of my district, talk- 
ing about a number of subjects to a high school group. Afterward, 
one of the students came up to me and said he wanted to help on 
the campaign. And I asked him why, what was it I said that at- 
tracted him to the campaign. And he said, “I like what you said 
about capital gains.” 

I was a little bit surprised, coming from a 17-year-old high school 
student. And I asked him, “Do you have any capital gains?” And 
he said, “No, not now, Mr. Ramstad, but some day I hope to.” And 
that is the kind of inspiration, that is the kind of incentive that we 
have to return to the Tax Code, and to our mindset nationally. 

I would like to ask one question of Mr. Schler. I was struck by 
a couple of remarks you made. I am sure you agree with virtually 
everyone that fairness should properly be an element of the code. 
Do you really think it is fair for individuals who have saved and 
invested aftertax income in capital assets to pay taxes on the infla- 
tionary gain of that asset over the years? 

Mr. Schler. Well, as I said, as a theoretical matter, we believe 
they should not. But, historically the reason for a reduced overall 
rate on capital gains, like the 50-percent deduction, has been that 
you are entitled to a lower rate because part of the gain is infla- 
tionary and so, to some extent, there is an overlap in the benefits 
you are getting if you reduce the rate and also index for inflation. 

Mr. Ra^tad. Well, I know we could go back and forth on this. 
I hope the will of the committee is somevmat different. 

Let me ask you another question. Did I hear you say there are 
too few IRS regulations, not too many? 
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Mr. ScHLER. That is correct. Every taxpayer group that I know 
of thinks there should be more IRS regulations and they should 
come out quicker. The biggest problem is uncertainty in having this 
very complicated Tax Code. 

Mr. Ramstad. Excuse me for interrupting. Who said that? 

Mr. SCHLER. We have TEI, the Tax Executives Institute, and the 
American Bar Association. As far as I know every taxpayer group 
has asked for more regulations rather than fewer. There was also 
a GAO report in the last few weeks that did a survey of taxpayers 
and came to the same conclusion. 

The problem is that Congress enacts these very complicated stat- 
utes and generally delegates all the hard areas to the IRS to solve 
by regulation, and then taxpayers are faced with this enormous un- 
certainty. They just don’t know how to do their transactions be- 
cause they don’t know what the tax rules are, and they beg the IRS 
to put out rules. 

It doesn’t matter so much how they come out, just so people 
know what the rules are. The burden of uncertainty is really a 
drag on the economy and I believe pretty much all taxpayer groups 
believe the same way. 

Mr. Ramstad. Let me ask the entrepreneurs, any of the entre- 
preneurs on the panel to respond to that. 

Mr. Hatsopoulos. Obviously the tax rules are so complex that 
in fact corporations spend a lot of resources in dealing with the Tax 
Code. There is no question about it. Those resources could be better 
spent developing products or selling those products. 

Mr. Ramstad. I see the yellow light coming on. Let me ask the 
four, with all respect, the four entrepreneurs to Mr. Schler’s left, 
certainly not ideologically speaking, but if there is any of you who 
agree that IRS regulations are too few in number. 

Mr. Robert Johnson. Let me try to point out what I think Mr. 
Schler is saying. For example, we deliver our programming signal 
by a satellite transponder. The transponder is located 22,000 miles 
in the sky above the equator. Now, where is it taxed? Is it taxed 
in the jurisdiction where the company is headquartered? Is it taxed 
in all of the areas where we deliver the signal? Where do we pay 
the — how do we handle that asset? 

It is when you don’t have rules — I think what he is saying — that 
he would rather — ^best of all worlds from an entrepreneurial stand- 
point would have probably been no tax, but since you are not going 
to get to that world, the best would be, from any business point, 
certainty is always better than uncertainty. And I think what he 
is saying out of frustration, we want certainty since we can’t have 
a flat no tax base. 

Mr. Ramstad. Don’t give up on that yet. I see my time is up. 

Thank you, Mr. Chairman. 

Mr. Houghton. Mr. Stark. 

Mr. Stark. Thank you, Mr. Chairman. 

I find the testimony interesting. I guess I might have been an en- 
trepreneur many years ago, but I can’t remember, it was so long 
ago. But I want to test your memory a little bit. Mr. Johnson, BET 
was organized when? 

Mr. Robert Johnson. 1980. January 25, 1980. 
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Mr. Stark. 1980. OK. And Mr. Hoak, you had a major trans- 
action sometime around 1987. You sold a company in Iowa? 

Mr. Hoak. Yes. Started in 1971, 1970, and sold in 1987. 

Mr. Stark. So you started in 1970. Nineteen-seventy-one was 
when you first dipped into the entrepreneurial waters? 

Mr. Hoak. That is correct. 

Mr. Stark. And Mr. Mann, when did you emerge on the scene 
as an entrepreneur. 

Mr. Mann. Well, I emerged more than once. This time in 1983, 
when SunGard was foimded by the investment group. 

Mr. Stark. But you had been an entrepreneur before that. 

Mr. Mann. Yes, that is correct. 

Mr. Stark. When was your first startup? 

Mr. Mann. It is very embarrassing to make me admit this in a 
public forum, but it was 1966 or 1967. 

Mr. Stark. OK Now I guess I am going to ask you what the 
marginal capital gains rate was in 1968, let’s say? 

Mr. Mann. I don’t remember what it was in 1968. I remember 
what it was, however, in 1983. It was 20 percent. 

Mr. Hoak. I remember 

Mr. Stark. I will tell you it was 26.9 percent. Mr. Hoak, do you 
remember? 

Mr. Hoak. I do remember. I have to admit I went back and 
checked it before this hearing, but the interesting thing then 
was 

Mr. Stark. What was the rate? 

Mr. Hoak Thirty percent. 

Mr. Stark. You were a little hi^. Maybe only 28. 

Mr. Hoak. But there was a 40 percent differential at that time. 

Mr. Stark. Mr. Johnson, do you remember what yours was? 

Mr. Robert Johnson. No, I didn’t focus on that. 

Mr. Stark. It was about 28 percent. 

My point is, and I didn’t remember either, that I started in 1961 
when it was higher than any of you guys can imagine. With the 
California marginal rate added in it was probably 47 percent. You 
guys couldn’t pay that much tax if you paid it twice now. 

Now, what I am suggesting is that for an entrepreneur and 
somebody who is going to start up a business and get going, the 
last thing you think about is what you are going to pay 5 or 1 or 
10 years in the future in capital gains. 

Gentlemen, the point is, when you got an idea or a chance to get 
off on your own, you do it. Mr. Johnson, I know that you had an 
opportunity that was created by a whole confluence of 
happenstances and you would have grabbed that chance, I am sure, 
if the capital gains rate had been 60 percent, because it was a 
great business that was just waiting to get started. I don’t know 
as much about how all of you did. 

So while one of the problems that we have is if we are going to 
drop it under Mr. Archer’s proposal to 18 percent, sure that is 10 
percent less than you might pay on the margin today, that is going 
to cost the government at some point in time some money. There 
is a debate as to how much it will be and I am just wondering if 
it is going to really stop people. I always think that entrepreneurs 
are bom, not made; and I have a hunch that we are going to see 
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entrepreneurs continue regardless of what we do with the capital 
gains tax. 

I don’t mean to pinch you into a comer on this, but are there 
other areas, and I have a hunch there are efforts in terms of regu- 
lation, having nothing to do with the Tax Code, that would keep 
you from going into a business more than future taxes. 

Go ahead, Mr. Johnson, I am sorry. 

Mr. Robert Johnson. Let me respond to that. I stated clearly 
in my testimony that the furthest thing from my mind and the fur- 
thest thing from the investors’ minds was what was going to be the 
return on the equity. It was really this was a great idea and it was 
an exciting thing to do. 

But having said that, when you get to the point where you do 
have a return and you look back on what you have accomplished, 
why shouldn’t you have the full benefit and fruits of that hard 
work? 

Mr. Stark. I am with you. When I sold my business and came 
to ConCTess, I told you I paid 47.5 percent, and if Mr. Archer will 
make this tax retroactive to 1973, I will be right there with him. 

Mr. Robert Johnson. I paid 28 percent in Federal and 10 per- 
cent in the District of Columbia, so I am at 38 percent, so I under- 
stand that. The point I am making, though, is with the difference 
I would have under Mr. Archer’s proposal, I believe that instead of 
being 1 BET, there might be 2 or 3 or 4 or 5 other kinds of compa- 
nies employing 450 people like I do, because I think I can better 
deploy the dollars than the $2 million I sent to the D.C. govern- 
ment, and to the Federal Government. I don’t know what they did 
with it, but I do know that there are a lot of guys out there right 
now looking to me to put $200,000 or $300,000 in their business. 

Mr. Stark. If the Chair will indulge me for a final comment, and 
I understand exactly what you are saying, but I think you would 
find as we look at the availability of venture capital, particularly 
from the venture capital funds and there have been lean years and 
there have been some years when there has been $5 of venture 
capital for eveiw decent startup available. And I don’t think that 
has had any relationship to the capital gains tax. That has a rela- 
tion as to whether the major pension funds have been intrigued by 
diversifying into capital gains. Though when they haven’t, I think 
that in this case you have to make sure that you will get a bigger 
pool of venture capital by cutting the capital gains tax, and I am 
not sure that the panel has made that or that we have the eco- 
nomic information to make it. 

Thank you, Mr. Chairman. 

Mr. Houghton. Thank you. 

Mr. Zimmer. 

Mr. Zimmer. Thank you, Mr. Chairman. 

I just would like to respond to Mr. Stark. He may be one of those 
venture capitalists or those entrepreneurs, rather, who was born 
rather than made, but in my experience as an attorney working on 
venture capital matters with a large corporation which could have 
invested its money in any number of activities, the amount of the 
return on a capital investment that you get to keep has a lot to do 
with how you invest your money. And I think it is just a matter 
of rationality. 
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I want to point out that much of what I know about tax law and 
tax shelters I learned at Mr. Schler’s law firm. I was an associate 
at Cravath, Swaine & Moore, and I have a great respect for the ca- 
pabilities of its tax department. I spent a lot of time doing tax shel- 
ter work, leverage leasing of every asset known to man and some 
that I didn’t know existea until I worked on the papers. 

But I do disaCTee with your conclusions as to the desirability of 
indexation. You have told Mr. Ramstad, Mr. Schler, that in the ab- 
stract, it is not fair to impose a tax on a gain that reflects solely 
the impact of inflation. 

Let me ask you whether you think it is appropriate, it is a legiti- 
mate feature of the Tax Code to deduct the cost of interest bor- 
rowed to purchase an asset. 

Mr. Schler. Well, if the interest is paid on a loan to purchase 
an investment asset, yes, because that goes into your calculation of 
your net income. If the interest is for a personal asset, it is not de- 
ductible now unless it is mortgage interest and I think it probably 
should not be. 

Let me just add one other thing. The entire Tax Code is really 
a tradeoff between what is theoretically accurate and what is ad- 
ministrable. And if we want to be theoretically accurate, every time 
somebody buys some foreign currency travelers checks and goes to 
Europe and cashes them, they are going to have gain or loss be- 
cause the currency rates have changed in the meantime. 

You just can’t administer a system that is accurate to every last 
penny. You have to have some overall simplifications in order to 
have an administrable system. And the more you get into things 
like indexing, even though we all admit it is theoretically accurate, 
the more unadministrable the whole code just becomes. 

Mr. Zimmer. Well, you just conceded that at least interest in- 
curred for investment is a le^timate tax deduction and, previously, 
you conceded that it is not fiiir to tax a gain that is solely the re- 
sult of inflation, but you are attacking the combination of those two 
factors as some kind of unjust enrichment of the investor, an un- 
justified tax shelter. 

How do you explain that? 

Mr. Schler. Let me give you an example. Let’s say you use $100 
to buy an asset and sell it for $110, and that is because of 10 per- 
cent inflation. Since you end up with exactly the same value of 
cash that you started with since $110, after 2 years, say, is worth 
exactly the same as the $100 that you started with, as a theoretical 
matter, I would aCTee you should not be taxed on that gain because 
you end up with the same net worth you started with. 

On the other hand, if you borrow $100 to buy an asset, you 
haven’t laid out any money at all. Assume you sell the asset after 
the same 2 years for $110 and use the $110 to pay off your loan, 
$100 of principal and $10 of interest. You start with no cash and 
you end with no cash, and you get to index the basis of the asset 
for inflation. In this transaction, there was absolutely no out-of- 

f >ocket to you at the bemnning and no cash at the end. Neverthe- 
ess, you get — ^you would get a nigher tax basis in the asset. 

If there is 10 percent inflation in that period, you would have a 
tax basis of $110, you would have no gain when you sold the asset. 
You also get a $10 interest deduction, and so you end up with a 
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net tax benefit which would shelter other unrelated investment in- 
come that you have. I don’t know of any theoretical justification for 
a tax benefit from a transaction that you broke even on. 

Mr. Zimmer. I would like to pursue that further but the yellow 
light is on. I have one quick question. 

Do you believe it would enhance the simplicity of the Tax Code 
to reduce the capital gains rate to zero? 

Mr. ScHLER. It would enhance it even more to eliminate the in- 
come tax altogether. 

Mr. Zimmer. Could you answer my question. 

Mr. ScHLER. But the answer to your question, I suppose, no, it 
would not because you would have all the same distinctions people 
used to have to make on distinguishing capital gains from ordinary 
income. 

Mr. Zimmer. We already do, don’t we, because of the differential? 

Mr. ScHLER. The greater the difference in rates, the more pres- 
sure there is and the more tax shelters. Also, the further you re- 
duce the rate, the bigger the tax shelter you get from the interest 
deduction from the borrowing to buy the asset that gives rise to the 
reduced tax on the sale. So the lower the capital gains rate, the 
more you are going to allow taxpayers to keep a lot of interest de- 
ductions, allowing people to shelter more and more other income on 
one of these leveraged transactions. 

Mr. Zimmer. Thank you. 

Mr. Houghton. Mr. Johnson will inquire. 

Mr. Johnson of Texas. No questions, Mr. Chairman. 

Mr. Houghton. Ms. Dunn. 

Ms. Dunn. No questions. 

Mr. Houghton. Mr. Collins. 

Mr. Collins. No questions. 

Mr. Houghton. Mr. Portman, do you have any? 

Mr. Portman. Thank you, Mr. Chairman. 

Just briefly, I don’t want to lose this opportunity to talk to people 
who in the real world are entrepreneurs, and I am sorry my former 
entrepreneur colleague has left because I really wanted to give you 
a chance, the four of you, to respond to his question which took 
practically his entire time. So if you could think back to the point 
he was making with regard to what is the incentive to invest in 
a startup enterprise, I would appreciate your response to that. 

Also, I would like you to be thinking about a question that I 
have. If you had a choice between indexing and a reduction of, say, 
50 percent in the capital gains rate on the one hand and then a 
third option which would be reducing individual rates overall and 
perhaps corporate rates, how would you gauge those? 

First, respond to Mr. Stark’s statement. 

Mr. Hoak. Responding to Mr. Stark’s statement first, I think 
that he is wrong in his conclusion. I think it is possible or it is like- 
ly that entrepreneurs on average would still be^n businesses, but 
we are dealing at the margin and I think that it is the extra invest- 
ments, as Bob talked about, that can create a larger savings and 
larger capital formation group in this country. 

Also, he is looking only at the entrepreneur. He is forgetting that 
the outside capital sources, and I can say absolutely that in the 
late seventies when the capital gains rate went down, capital was 
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much easier to attract to my company. Therefore, we had a tremen- 
dous growth spurt because of that. So the outside investors, as was 
indicated over here, do absolutely look at the aftertax return and 
maybe the entrepreneur plows forward because of a dream in some 
cases but not all. 

As far as your choice, if I can just quickly, I would take the cut 
in the capital gains rate and the indexation. Even though I would 
dearly love to see also a reduction in the individual rates, I think 
it is important for capital formation in this country that we have 
a large differential. And the reduction in 1984 bringing everything 
down to 28 percent, while attractive in some ways, I think did hurt 
capital formation in the country. 

Mr. PORTMAN. Thank you. 

Mr. Mann. 

Mr. Mann. Yes. I think there will always be entrepreneurs, but 
common sense kind of tells me that there will be more, the more 
incentive there is for entrepreneurship. And also, Congressman 
Stark’s analysis didn’t take into account that sometimes an entre- 
preneur is unable to start a business with his own money. He 
needs outside sources of money which sometimes comes from 
friends, relatives. 

But in today’s complex world, it comes in large part from profes- 
sional venture investors, and professional venture investors are 
certainly motivated by the advantage that the tax reduction on cap- 
ital gains gives to a venture investment compared to the other 
forms of investment that they could make. And in that case, I 
think, also, it makes sense that the more venture funds available 
to entrepreneurs, the more they are going to invest and the greater 
the rewards for venture investments, the more funds will be avail- 
able. 

Mr. PORTMAN. Dr. Hatsopoulos. 

Mr. Hatsopoulos. Well, I am a little disturbed with the course 
this discussion is taking for the following reason. People in America 
feel that the main source for new business creation, which is very 
important to maintain our high standard of living, is new startups. 

Now, there is no question it is an important source, but virtually 
none of the businesses that start with technology in Japan and by 
which Japan competes with this country, were new startups. They 
were businesses started within major corporations. 

The problem in America is that there is a tremendous ability of 
U.S. corporations to start new businesses, to go in new directions 
the way Yamaha does, the way Sony does, the way many of the 
other Japanese companies do. F^ew of them do. Why? Has anybody 
asked the question why all the enormous resources and capital that 
exists in U.S. companies don’t go into creating new businesses? 

Why do we have to sell them to the Japanese? I have studied 
this issue for 10 years. The answer is that there is tremendous 
pressure for American companies to produce results now. 

In our company we have invested in a major enterprise that took 
us 26 years, that is an artificial heart, we just came out with it. 
I don’t think there is another major corporation that would ever 
come close to this because the investment in R&D and intangible 
investments, which is what that takes, are not capitalized, they are 
expensed. And, therefore, nobody notices it, the stockholders don’t 



227 


notice it. This is a major problem we have and nobody talks about 
it. 

Mr. PoRTMAN. Dr. Hatsopoulos, you had made the point pre- 
viously that the capital gains differential will assist in a longer 
term investment strategy by businesses. Is that your view? 

Mr. Hatsopoulos. Let me give you — if I may. 

Mr. PoRTMAN. Mr. Johnson. 

Mr. Robert Johnson. I didn’t get to the earlier question. 

Mr. Houghton. Can you make it quickly. 

Mr. Hatsopoulos. I would like to point out that the Japanese 
corporations pay less than a half of their earnings — the fraction of 
earnings that we pay in America. These are nationally available 
data. The reason is that their investors don’t want dividends. They 
want their companies to reinvest their earnings to get growth so 
that the leverage that you get in Japan is in a completely different 
fashion than wbat we have been discussing right here and that is 
a major source of growth that is completely dismissed in this coun- 
try- 

Mr. PORTMAN. Mr. Johnson. 

Mr. Robert Johnson. To Congressman Stark’s point, I think the 
one thing he forgot is that capital doesn’t flow to every segment of 
this society on an equal basis, and the biggest problem for minority 
startups and entrepreneurs is lack of available capital, access to 
capital. So you need the kinds of incentives, the kinds of targets 
that I talked about to get capital to flow. 

An inducement j^ou can give by reducing the amount of capital 
gains on whatever investment you might make in these businesses 
is going to be helpful to encourage the flow of capital. 

Mr. Houghton. Thank you very much, Mr. Johnson. 

Mr. English. 

Mr. English. Thank you, Mr. Chairman. 

Mr. Schler, I enjoyed your testimony. It was a powerful green- 
eyeshade sort of a presentation which, as a former municipal inter- 
nal auditor, appealed to me on kind of a primal level. 

Mr. Schler. I will take what I can get. 

Mr. English. I was curious, thou^, yesterday we heard testi- 
mony from a number of people representing small business organi- 
zations to whom I posed the question: Was the question of tax com- 
plexity a serious argument for them and for their membership 
against indexing capital gains? And these are generally people who 
would prefer to do their own tax returns, who don’t like account- 
ants, who hate lawyers. 

And I wonder, in view of the fact that they strongly feel that cap- 
ital gains should still be indexed, even if it makes the business of 
filling out a tax return more complicated, is the loss of tax simplic- 
ity really more important than the incentive effect and the 
unlocking effect of a capital gains cut and indexing capital gains? 

Mr. Schler. Well, I cannot speak to the incentive or unlocking 
effects because that is really an economic question rather than a 
technical tax question. 

Mr. English. Sure. 

Mr. Schler. But I really do think that indexing will be more 
complicated than people may realize in theory. It only takes up a 
few pages of the bill and people might think that indexing — any- 
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thing you can add in 2 pages to the code can’t add too much to the 
tax return, but it is really not true. 

If somebody buys an interest in a mutual fund and holds it for 
10 years, there are going to be 40 calculations for indexing. If you 
buy stock, and invest in a dividend reinvestment plan, every time 
there is a dividend that gets reinvested, you get a new holding pe- 
riod. 

Every time you make a gift, the recipient of the gift today has 
to know the tax basis, the original cost, of the property that was 
gifted. Under indexing they are going to have to know what the 
orimnal purchase date was to the calendar quarter. And it is a 
really — ^it is a very all-pervasive kind of change in the rules that 
people are used to. I am really not sure people would support in- 
dexing if they sat down and realized on a line-by-line basis on the 
tax return just what it is going to do. 

Mr. English. OK. I guess the point being, that the ultimate 
users of the tax system, the taxpayers, if they are supportive of 
slightly more tax complexity under these circumstances, maybe 
that ought to be the overriding concern. But let me follow up, you 
made a similar argument against the neutral cost recovery system 
in that it would add to the complexity. 

At the same time, we have heard testimony, again on previous 

f >anels, that investment in plant and equipment is a critical cata- 
yst to economic growth and development particularly with small, 
internationally competitive manufacturing firms that make up a 
good bit of the emplo)mient base in places like my district and that 
perhaps this sort of investment, specifically in equipment, is the 
biggest factor in economic growth and development right now in 
our economy. 

I wonder if you find the Nickles system troublesome from a com- 
plexity standpoint. Can you suggest some tax incentives for capital 
investment that would be acceptable from your standpoint. I no- 
ticed in your testimony you didn’t really get into that. 

Mr. ScHLER. As I said before, we are tax lawyers and we really 
have not studied alternatives. I do think that system is very com- 
plicated because it is an elective system and because it has lower 
depreciation in the early years than people are entitled to today. 
You get all the benefits in the later years. 

If you are going to sell your equipment within a few years, you 
are better off not neing under the new system as you get faster de- 
preciation under the current rules. So every time you buy a piece 
of equipment, you have to make an election as to which system you 
want to be under. To do that, you have to figure out how long you 
think you are going to hold the equipment. And if you are wrong, 
you end up worse off than if you had made the other election. I 
think that itself is going to add vast complexity into the system. 

Mr. English. I understand that. I guess my concern is, the cur- 
rent tax law is biased against that sort of capital investment. I 
think we need, accordingly, to change that law and hopefully do it 
with some conformance with the general concerns and principles 
you have raised. 

I don’t have a lot of time left, but I would like to throw to the 
panel, generally, we have heard a lot of criticism of the capital 
gains tax cut. We have heard from the standpoint of the equity. We 
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have heard from a number of people in yesterday’s panels about 
the king for a day effect, a lot of the middle-class taxpayers are a 
one time only payer of capital gains. 

But I wonder if there isn’t a substantial middle-class stake in a 
capital gains tax in terms of the growth and opportunities that 
arise. And, you know, I would be happy to have Dr. Hatsopoulos 
respond. 

My time has expired, but respond briefly. 

Mr. Hatsopoulos. Mr. English, your question was whether there 
is a middle-class 

Mr. English. Whether working families, whether American 
workers don’t have a stake in the economic CTOwth and opportunity 
that is going to arise from the unlocking of this and reinvestment 
of this capital. 

Mr. Hatsopoulos. They probably are going to have a direct — not 
only indirect, but direct benefit. First of all, a lot of people that are 
making between, say, $45,000 and $90,000 have stock options. 
These people do. All of our employees have a stock purchase plan. 
They all avail themselves of that stock purchase plan. The stock 
th^ buy, they have to hold for 1 year. And they do that. 

Eighty-five percent of our employees are in our stock purchase 
plan, and some of them earn less than $45,000. Maybe $30,000. 
Some of the assistants — my Secretary — are participating. I know. 
My secretary has consistently. So I think that there are a lot of in- 
dividuals that would be very supportive of a lower capital gains 
tax. 

Let me tell you, in my own company 

Chairman Archer [presiding]. Tlie gentleman’s time has expired. 

Mr. English. Thank you, Mr. Chairman. 

Chairman Archer. I believe that all of the panelists have been 
questioned at this point. Gentlemen, you have made a great con- 
tribution by coming and giving us your testimony and responding 
to questions. We are very grateful to you. We wish you Godspeed. 

We are prepared to hear the testimony of our next panel. I want 
to welcome each of you to the committee. As I mentioned to the 
previous panels, the rules of the committee are that we would like 
for you to limit your oral testimony to the committee to 5 minutes 
or less. The red light will come on at the time 5 minutes is up. You 
will be permitted to submit your entire written statement into the 
record without objection. 

Our first witness this morning is James Morgan, president-elect 
of the National Venture Capital Association. We are pleased to 
have you and you may proceed. 

STATEMENT OF JAMES F. MORGAN, PRESIDENT-ELECT, 

NATIONAL VENTURE CAPITAL ASSOCIATION, AND 

PRESIDENT, MORGAN, HOLLAND VENTURES, INC., BOSTON, 

MASS. 

Mr. Morgan. Thank you, Mr. Chairman. It is a great pleasure 
to be with you this morning, although I have to confess that is a 
tough panel to follow. You nave had some very interesting testi- 
mony. I have been reflecting, it is 28 years almost to the day that 
my favorite professor asked me to join him in the venture capital 
with a company called American Research and Development, and 
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when Fortune magazine did a cover story on what General Derorio 
did, they called it a dream factoiy. And much of what you have 
been dealing with this morning, much of the testimony you have 
heard, has that dreamlike aspect to it. Venture capitalist entre- 
preneurs teaming together to build great corporations are really 
nothing more than the fulfilling of the American dream, the dream 
that Americans have to create wealth for their families, for risk 
takers, so that the family can take its role as the major social body 
in this country, take care of its elderly, educate its children. 

I might also point out that a great deal of wealth that is created 
in this process goes into philanthropy. And as we have all been 
watching the unfolding events in Washin^n the last few months, 
we recognize that the role of private philanthropy is going to be- 
come more and more important as the government just can’t take 
care of these social programs where I am from in Boston, the major 
universities, hospitals, inner-city education programs, inner-city 
parochial schools, museums, the arts. 

These are very, very heavily supported by the successful entre- 
preneurial activities that take place in the high-tech regions in 
Boston. The entrepreneurs don’t seek subsidies or handouts from 
the government, really just a chance to build these dreams into re- 
alities and to build net worth to build wealth. 

In the materials that have been distributed, you will have a 
great deal of information, statistical information regarding the role 
of patient capital. We have distributed to you the Fifth Annual 
Venture Capital Economic Impact Study which documents the jobs 
creation, the tax base growth, exports. Basically it tells the story 
of the gazelles of the American economic scene, the companies that 
move quickly. They spot and seize opportunities and as a result 
create the jobs, the tax base, exports, quality of life. 

It also documents that in recent years, and I see no reason why 
this trend shouldn’t continue, maybe even accelerate, there is an 
increasing level of capital needed to launch the truly major cor- 
porations that are going to be the international competitive compa- 
nies of tomorrow. It just simply takes more money. 

You have got to get to market faster. You have got to build a 
local company faster. Product life cycles are shortened so the slow 
growth scenario that was very much a part of building a venture- 
backed company when I joined the industry 28 years ago just 
doesn’t work today. If you follow a flow growth path, chances are 
that somebody will knock you off before you have a chance to build 
an interesting company. 

There has been a decline in sources in a relative manner of cap- 
ital for building companies. We look at the buildup of capital in 
this country, take for example the equity mutual funds. 'ITiey have 
grown at a staggering rate so that now they are four times as large 
as they were 10 years ago or so, whereas venture capital has re- 
mained relatively constant in absolute dollars, a fairly small pool 
of capital but with the mutual funds and other sectors of capital 
markets growing very rapidly. 

So the suggestion that venture capital is alive, well, and healthy 
is not statistically accurate because the percentage of capital being 
allocated by our capital markets has fully been declining. There are 
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a smaller number of companies that have been supported and cor- 
porations are far less active. 

Very importantly, and not too widely mentioned so far today, is 
the role of the individual, angel investor as we call them. Very 
many of the companies that we start get their initial launching 
from angel investors. The written testimony of the National Ven- 
ture Capital Association, as I mentioned, provided statistics. You 
will hear from some more entrepreneurs later on in the panel. 

I would like to make one comment about the motivation of found- 
ers. There was some suggestion that foimders don’t examine the 
possible payoff from the fruits of their hard work. I have been in- 
volved with entrepreneurs all my life and I would reject that point. 
First of all, I think, by the way, today’s generation of company 
founders are far more sophisticated. 

Those spreadsheets and analytical techniques are available now 
that really weren’t available 20 or 30 years ago. Sure, an entre- 
preneur will not be deterred, but it is just not fair if he realizes 
at the end of the day that a great portion of his winnings for which 
he risked so much are going to be taxed away. There is a breaking 
of a social contract there and it also takes place with employees 
who benefit from stock options. 

Those stock options as options are not useful. 'The stock doesn’t 
buy a house. They eventually have to sell that holding and it is on 
the sale that it finally dawns on them that the tax man is there 
taking a great deal of the bite out of their profit, this profit that 
they risked and worked hard for, and I think that is a little bit be- 
hind some of the concerns that you see in the country now about 
what is happening in Washin^n. 

I think that the vitality of the growth sector has never been more 
critical, and what we as a National Venture Capital Association are 
recommending is sweeping tax changes to relocate the allocation of 
capital back to those who are closest to the opportunities and prob- 
lems of society. I think that is really at the core of the opportuni- 
ties of society which, as I understand it, both parties are attempt- 
ing to build. And I appreciate the chance to comment. 

[The prepared statement and attachment follow;] 
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TESTIMONY OF JAMES F. MORGAN 
NATIONAL VENTURE CAPITAL ASSOCIATION 

The National Venture Capital Association (NVCA) is an association of nearly 200 
professional venture capital organizations located throughout the United States. It was organized 
in 1973 to foster a broader understanding of the importance of venture capital to the vitality of 
the U.S. economy. Its aHlIiate, the American Entrepreneurs for Economic Growth^is composed 
of nearly 8,000 emerging growth companies which employ over one million Americans. 

Mr. Chairman, the NVCA appreciates the opportunity to present its views on the U.S. 
economy and proposals ” to encourage Americans to increase savings and investment". In light 
of the current adverse investment climate for growing businesses, particularly for high technology 
companies, we are convinced that enactment of a significant reduction in the tax on capital gains 
could go further to promote economic opportunity and growth, international competitiveness, as 
well as increase savings and investment, than any other single legislative change. 

As active participants in the entrepreneurial process for over 25 years, NVCA hopes to 
shed light on what is happening to our country's emerging companies as they struggle to develop 
new technologies and products that enhance our ability to compete in the world marketplace. 

Our interest in this matter is intense because the venture capital industry has been at the 
forefront of creating and growing some of the most successful businesses in America today: 
Apple Computer, Genentech, Sun Microsystems. Federal Express, Intel, Silicon Graphics, 
America OnLine, and Thermo Electron are just a few of our past successes. Venture capitalists 
continue to fund new technologies in critical fields such as medical device, communications, 
environmental, biopharmeceutical, and sofhvare. In fact, in 1994 INC, magazine's list of its 
fastest growing public companies contained S6 venture-backed companies., this at a time when 
venture capital funding still has not reached the heights it did in the 1980'$. 

These important successes sometimes overwhelm the critical importance of many of our 
growing companies to the welfare of this society. Companies in which venture capitalists now 
are helping to grow include those that will give hope to people across virtually the entire 
spectrum of diseases and a^ictions. Other companies are attempting to control hospital costs 
through medical innovations as well as through new software and communications applications. 
This private sector response to issues the government and the American public want solved can 
only move forward if investors are given sufficient motivation to provide funding to these 
businesses for a long period of time. 


PATIENT LONG-TERM EQUITY CAPITAL, i e. VENTURE CAPITAL 
IS ESSENTIAL FOR RAPIDLY GROWING COMPANIES 

Patient, long-term equity capital is the lifeblood of America's entrepreneurs and their 
young growth companies. In such diverse areas as biotechnology, computer sciences and 
environmental sciences, these rapidly growing companies are creating new industries, developing 
new technologies and producing new products. They are the engines which drive America's 
economic growth, and represent in the starkest manner American workers' ticket to economic 
opportunity. However, they also have voracious appetites for patient, long-term equity capital - 
i.e. venture capital. 

The National Venture Capital Association recently conducted its fifth study on the 
economic impact of venture capital on the U.S economy. This research demonstrates strongly 
that young, venture-backed companies generate a significant stream of benefits for America’s 
economy which will be expanded upon infra. However, this research also shows that the jobs, 
technical advancements, exports, and asset growth created by venture-backed companies comet 
with a mounting price tag. U.S. venture-backed companies founded between 1981 and 1985 
needed an average $7 million in venture capital during those first five years to sustain themselves 
and grow. This venture capital financing hurdle jumped to $10 million for growing companies 
founded between 1985 and 1989. Today, America’s star emerging companies, founded between 
1989 and 1993, need an average of $12 million in venture capital by the time they are 5 years 
old to survive and thrive. 
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PROFESSIONAL VENTURE CAPITAL AND INFORMAL INVESTORS ARE 
THE ONLY DOMESTIC SOURCE OF EARLY STAGE, PATIENT LONG-TERM 
CAPITAL FOR AMERICA'S EMERGING GROWTH COMPANIES 

Traditional sources of debt capital are not available to these companies because they lack 
the track record or collateral to back up a loan. Young growth companies absolutely require 
equity and their only significant sources for equity capital are individual and corporate venture 
capital investors and professional venture capitalists. 

Unfortunately, there has been a decline in institutional venture capital financing. The peak 
year for fund raising by the industry was $4.2 billion in 19S7; in 1991 only $1.3 billion was 
raised for pure venture capital financing. 1992 and 1993 saw increased activity of $2.S billion. 
1994 figures, now being compiled, initially show activity for the year in the low $3 billion range 
which is encouraging, but still falls well below ^e figures of tire mid 1980s. 

By comparison, while the venture capital industry has been treading water, money 
continues to flow into the mutual fund industry. In 1987 while institutional venture investors 
raised $4.2 billion, equity, bond and income funds had net sales of $74 billion. In 1993 the 
numbers were $2.5 billion and $280 billion respectively. 

Venture capital's situation also can be seen in the number of small emerging companies 
that were financed with professional venture capital since the ramifications of the 1986 and 1993 
acts were felt. The peak in the number of companies attracting investment again occurred in 
1987 when professional venture investors funded 1,737 new and growing companies. That 
number has declined virtually every year since, so that in 1993 just under 1,000 such businesses 
were funded. Think of the jobs that could have been created had not this decline taken place. 

Finally, corporations, one of the taxpaying entities which fund venture capitalists, have 
decreased their investment in institutional venture capital. New money invested in institutional 
funds by corporations dropped to $200 million in 1993, (excluding direct investments by 
corporations in emerging growth businesses). 

In addition to the decline of institutional investing, there has been a withdrawal of the 
individual or "informal* investor from the long-term, high risk marketplace who, as a result of 
the 1986 and 1993 tax changes, has moved to a shorter-term, more risk-averse profile. These 
"informal" investors are the mothers and fathers, the aunts and uncles, and the doctors and office 
workers, as well as already successful businessmen who typically provide over 90 percent of 
start-up capital in small companies. 

This is of profound importance Professional venture capital firms, such as those 
represented by the NVCA, provide a critical, albeit small, portion of the total capital invested in 
young complies each year. The fact is that the vast majority of the new and growing firms in 
this country are not appropriate investments for professional venture capitalists, or they need less 
capital than professional venture capitalists typically invest. The entrepreneurs who found most 
companies must seek their capital directly and informally from individual investors. 

A 1988 Small Business Administration study found that informal investment "appears to 
be the largest source of external equity capital for small businesses. Nine out of ten investments 
are devoted to small, mostly start-up stage firms with fewer than 20 employees." 

These figures are important because opponents of a lower capital gains tax often contend 
that untaxed institutions, predominately pension funds, play a major role in supplying venture 
capital firms with the capital to invest in emerging companies. However, as demonstrated it is 
the informal investor who puts a major share of dollars into our country's vital small growth 
companies and nearly all of these informal investments come from taxpaying investors. 

This point was made just last month when INC, magazine showcased America's 500 
fastest growing private companies. These companies, which now employ over 47,000 and average 
6 years in age, received all or a portion of their start-up capital from the following sources: 
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personal savings (71%); other family members (27%); friends (12%); other informal venture 
investors (13%); formal venture investors (13%) and other employees or a partner (19%). 

In sum, we need the individual investor because they often are the investors in seed and 
start-up companies which as they begin to germinate become attractive to institutional investors 
who generally invest larger sums. Individual investors also provide liquidity in public securities 
markets, buying equities in growth oriented, small cap companies on their own and through 
company stock purchase plans and stock option plans, discussed infra. Institutional venture 
capitalists and individual investors are thus dependent upon one another and this relationship is 
very sensitive to the vagaries of the tax law. 

RECENT TAX POLICY HAS NOT ENCOURAGED YOUNG GROWTH COMPANIES 
TO REACH THEIR POTENTIAL 

To be sure, small and emerging businesses always will have problems raising capital as 
investing in them entails a high degree of risk. However, government can make the problem less 
onerous and in the process help the Nation. 

Unfortunately, recent tax policy has made capital more expensive for young and emerging 
growth companies. In short, tax changes enacted in 1986 and 1993 hurt America's small business 
community because they rewarded short-term profits over stable, long-term investment. This in 
turn has led to a higher cost of patient, long-term capital and an erosion in America's 
technological and innovative leadership, thus reducing our ability to compete internationally. 

The increase in the cost of capital is especially burdensome to young growth companies 
because: 1) they rely heavily on equity finance rather than debt, 2) they need patient rather than 
short-term capital, and 3) they typically reward their investors with long-term capital gains, while 
mature companies reward their investors with dividends or interest. 

While the Omnibus Budget Reconciliation Act of 1993 and the 1986 Tax Reform Act 
included some provisions which stimulated the U.S. economy, they unfortunately had a negative 
affect on small and young emerging high-growth companies because they penalized long-term 
investors. Recent attempts at "tax reform" have penalized these visionary investors by raising 
the long-term capital gains rate while simultaneously providing a boon for short-term investors. 
Our tax policy, in effect, is channeling funds away from long-term investments which are crucial 
to our economic vitality. In taxing capital gains as ordinary income, Congress in 1986 sent a 
clear signal to individuals and corporations that there was nothing special about long-term 
investments. As a result, patient investment in productive Job-creating enterprises has been 
sacrificed for short-term gains. 

This situation was not helped by the perverse legislative development which occurred 
in 1993. When Congress voted for the Clinton budget package it in affect created something we 
believe is worthwhile: a tax rate differential between capital gains and ordinary income. 
However, this differential was created by raising ordinary tax rales, not lowering capital gains 
rates. If we want Americans to save and invest we have to allow them to keep some money to 
do just that. This won't occur by raising ordinary tax rates thereby creating an artificial 
difTerential which many Americans do not have the resources to take advantage of. 

In addition, while the "targeted capital gains" provision in the budget package was well 
intentioned and supported by NVCA. we viewed it then and now as a first step in the process 
to produce a meaningful, broad-based capital gains reduction. 

In short, the decline in professional venture financing, in combination with the rapid 
withdrawal of the individual and corporate investor from the small company marketplace, has 
created an environment where small companies have virtually lost one of their principal avenues 
for raising new capital This lack of private venture capital in the U.S. is forcing some of 
America's capital intensive young growth companies to look for capital overseas. 



235 


Based on these circumstances, any change made in tax policy must stimulate investment 
in young, growing businesses if you wish to spur the economy, create new jobs, produce goods 
for export and increase consumer confidence. The best way to stimulate the needed investment 
is to create a meaningful differential in the tax system between ordinary and capital gains rates 
which will make it attractive to individuals and corporations to once again give up liquidity and 
security in exchange for long-term appreciation. 


PUBLIC POLICY WHICH ENCOURAGES LONG-TERM INVESTMENT IN 
GROWTH COMPANIES WILL BENEFIT THE ENTIRE NATION 

The National Venture Capital Association recently conducted its fifth study on the 
economic impact of venture capital on the U.S. economy. The results demonstrate the importance 
of venture-backed companies which typically are technology-oriented. Despite their youth, the 
SOO companies in the survey grow jobs incredibly quickly: in year one of existence they averaged 
16 employees while those who are now six years old average 218 employees. The average 
annual job growth rate of these survey companies is an astounding 2S% versus a net loss of 3% 
in Fortune SOO companies between 1989-1993. In sum, venture-backed companies aggressively 
grow jobs for America's workforce. 

Despite these impressive statistics, employees of emerging growth companies take a major 
gamble working in this sector of the economy and should be rewarded for doing so. Today 
millions of working men and women in rapidly growing enterprises receive stock options and 
participate in stock purchase plans. Venture capitalists have learned that employees who are 
treated fairly and have an actual stake in the operation and potential profitability of a company 
can produce incredible results. When these r^ults occur, and th^ by no means certain, we 
believe that employees shpuld not be penalized by being taxed at the identical rate of ordinary 
income and at a rate not indexed for inflation. It simply is not fair and runs counter to America's 
entrepreneurial spirit. 

NVCA's latest research also indicates that venture-backed companies create a greater 
percentage of skilled jobs, and do so more cost effectively. For example, engineers, scientists 
and managers composed 59% of all the jobs produced by our survey companies, while they 
compose less than 15% of the United States labor force. 

Our research also found that venture-backed companies invest more in plant, property and 
equipment as well as research and development than Fortune 500 companies. While Fortune 500 
companies spent on average 7% of their equity on research and development between 1989-93, 
venture-backed survey companies spent 23% or more than three times as much. A copy of the 
NVCA survey is attached for your review. 

Providing entrepreneurial companies with long-term, low-cost capital through a capital 
gains reduction also will sow the seeds for future growth. NVCA's research found that benefits 
to the economy from venture-backed compani^ multiply quickly. The term "international start- 
up" powerfully describes the competitive nature of these young companies. Already, these 
companies averaging only 4.5 years in age have generated $4 million each in export sales from 
1989 to 1993. Between the time the average survey company was one year old, it grew export 
sales an average of 171 percent each year. 

This research, conducted by Coopers & Lybrand and the research firm VentureOne, 
demonstrates strongly that young, venture-backed companies generate a significant stream of 
benefits for America's economy. However, the jobs, technical advancements, exports, and asset 
growth created by venture-backed companies need to be nurtured. America needs a more 
hospitable environment for investment, particularly early-stage investment in small emerging 
growth companies. We need to bring the individual and corporate investor back into this market. 
In doing so America's entrepreneurs will become convinced that long-term capital will be 
available to begin and expand their operations. NVCA believes strongly that an immediate 
reduction in the existing capital gains rate will produce this message and move our Nation's 
economy foreword. 
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About the Survey 


The foundation of Americas 
economic strength has been driven 
by entrepreneurs with vision and 
drive. These visionaries use their 
technical and managerial skills, 
supported by critical financing, to 
build new industries, create new 
companies and jobs, add wealth to 
America's wot^orce, and keep the 
United Slates strong and 
competitive. 

This report, the Fifth Annual 
Economic Impact ofVenturt Capital 
Study, focuses on the venture 
capital link between an 
entrepreneur's vision and the 
resulting effect on America's 
economy. 

Over 1,800 questionnaires were 
sent to young, venture capital- 
backed companies. Tliey were 
asked about their financial activities 
over the past five years. We received 
495 responses (almost 28 percenr) 
from these emerging businesses. 


Because the firsaiHrial daia provided 
by these survey companies is 
generally not publicly available, this 
report delivers valuable ins^r on 
the impact young vcnturc^backed 
companies have on our economy. 
The data was analyzed using 
means, or avenges. In many cases, 
the results are compared to the 
ecortomic impact of the Industrial 
Fortune 500 companies. This 
comparison helps benchmark the 
effect these young companies have 
on job creation, research and 
development, long-term capital 
investment and other critical areas 
of our economy. 

A project of this caliber is oidy 
possible with a dedicated and 
qualified team of players: 

* The Natioftal Venture Capital 
Association (NVCA) sponsored 
the study, providing overall 
guidance artd suppon. 


* VenrurcOne undertook the task 
of surveying the 1 ,8(X) venture- 
backed companies and building 
the database of responses. 

• Coopers & Lybrand L.L.P., 
using VennireOnc's database, 
analyzed the numbers and 
developed this report. 

For a description of the NVCA, 
Coopers & Lybrand L.L.R, and 
VentuirOne Cotporation, or to 
find out how to order more copies 
of this report, please turn to page 
12. An explaiuiion and definition 
of venture capital can be found on 
page 11. 
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Chairman Archer. Thank you, Mr. Morgan. 

Our next witness is Christopher Brody who is the chairman of 
the tax committee of the National Venture Capital Association. 

STATEMENT OF CHRISTOPHER W. BRODY, CHAIRMAN, 

COMMITTEE ON TAXES AND INCENTIVES, NATIONAL 

VENTURE CAPITAL ASSOCIATION; AND PARTNER, 

WARBURG, PINCUS & CO, NEW YORK, N.Y. 

Mr. Brody. Thank you, Mr. Chairman and members of the com- 
mittee. I am also partner 

Chairman Archer. Mr. Brody, if you will indulge me suspending 
for a moment. I would like to recognize my colleague, Charlie Ran- 
gel, to make an introduction and I apologize for overlooking him. 

Mr. Rangel. Both Amo Houghton and I thank you, Mr. Chair- 
man, for an opportunity to acknowle^e the contribution that Mr. 
Brody and his National Venture Capital Association has made in 
creating johs and how necessary it is that we continue to reward 
those who take the risk. 

We also are concerned with a piece of legislation that both Mr. 
Houghton and other members of this panel are supporting that 
would remove some of the impediments of the capital gains incen- 
tives we have provided as relates to the tax treatment of section 
212 and partnership investment expenses, and Mr. Houghton joins 
me in welcoming you to this panel. 

Mr. Brody. Thank you very much. We are very appreciative of 
all of your support. 

Chairman ARCHER. Mr. Brody, you may proceed. 

Mr. Brody. Thank you. 

I am a partner of Warburg, Pincus & Co. and I have been a full- 
time venture capitalist for more than 25 years, during which time 
our firm has provided long-term equity capital to over 200 busi- 
nesses. 

We are oflen asked, “What is venture capital?” I believe it is the 
process of providing both long-term, patient, risk equity capital 
with substantial human resources of the venture capitalist working 
on an ongoing basis with portfolio companies to help them achieve 
their goals. 

Venture capital includes the following three characteristics. One, 
we provide equity capital as long-term investors in partnership 
with management. Second, we are actively involved not only in as- 
sembling and organizing the capital in partnership form and in 
making investments in portfolio companies, but we work extremely 
close with these companies on an ongoing basis sometimes serving 
as chairman of the board or chairman of the management company 
of these companies. Our commitment is very time-intensive. 

Third, we are not investment bankers, we do not take trans- 
action fees, and we are only successful economically if our portfolio 
companies are successful. 

What I would like to do this morning is to describe a specific in- 
vestment. It happens to be one which was very successful because 
most investments do not work out this well either for the investors 
or for the management employees, when they do, the opportunity 
to be able to retain on an aftertax basis the benefit of such success 
is extremely important and the willingness to take some risks is 
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significantly enhanced by the capital gains rates structure in this 
countrjr. 

In mid- 1989, our firm was approached by a husband and wife en- 
trepreneur team who had written a software code which enabled 
the users of the product to prepare their own tax returns on PCs. 
The husband had originally written the product to help himself. 
His friends said it was better than anything else on the market. 
His wife quit her job as a schoolteacher, literally moved the car out 
of the garage and used the garage as a shipping bay as they start- 
ed this company. The name of company is ChipSoft and the prod- 
uct, TurboTax, is the leading product today in the preparation of 
tax returns on PCs. 

When we met these people, ChipSoft was essentially a tax soft- 
ware product. It was not a company. It had outgrown the capability 
of its founders who were stressed out and wished to retire, had no 
business plan or strategies, no business infrastructure, and oper- 
ational problems which were so severe that on my second visit to 
the company the computer which kept track of all operations and 
shipping crashed three times in one morning. 

The commitment that we made to the founders was that we 
would buy a majority stake in the company. The founders retained 
18 percent and another eventually nearly 20 percent was set aside 
for management and all employees. We committed to share respon- 
sibility for management of the company unless a professional CEO 
had been recruited. 

We realized that in the long run, the culture of the company had 
to be changed. The people inside the company were already 
stretched and they would have to be motivated to work incredible 
hours for which cash compensation was not adequate. That was the 
reason why we decided that every employee in the company — ^there 
were 60 full time at the time, today there are 1,200 as I will ex- 
plain — receives stock options. Those options, together with addi- 
tional shares which were subsequently issued to attract and recruit 
additional people to the company, have a value today of $80 mil- 
lion. 

During the 6-month period, before we made our investment, 
three of us from our firm — one of my other partners, myself and 
an associate — conducted a market research survey of the industry, 
drafted a strategic plan for the company, designed a new organiza- 
tion chart, laid out a recruiting plan, and negotiated the structure 
of the investment. 

You may think that this was a lot of work but the pressure really 
started the day after we invested because it was not only their 
company, it was also ours. We set out immediately to recruit a top 
CEO. That took 6 months before we found the right person. In the 
meantime — and we worked with him to recruit six individuals to 
the tax management of the company, most of whom came from 
higher paying safer jobs in large corporations, recruited a world 
class board of directors, helped the company make acquisitions 
with its common shares to acquire other products which it was 
going to need to grow, and ultimately helped the company nego- 
tiate with underwriters for an IPO. 

By mid- 1993, it was clear that the marketplace was consolidating 
and that the functions that we performed would be integrated with 



252 


other functions. We had had a comarketing agreement for years 
with a compatible product which was a personal finance product 
managing a checkbook with a PC. And in the end of 1993, that 
company, which was called Intuit, whose product is Quicken, is the 
leading product in its marketplace, was merged with ChipSofl and 
we had a company doing over $200 million in sales with substan- 
tial growth potential. 

Today the combined companies, both of which were total startups 
in the eighties, are operating a $350 million annual sales rate em- 
ploying 1,200 mil-time employees in operations located on the west 
coast. Midwest, Southwest, and Southern parts of the United 
States, serve 4 million home users as well as thousands of small 
businesses and are now starting to generate significant revenues 
from international exports. 

They are also becoming a significant Federal, State, and local 
taxpayer. We believe the company has also dramatically enhanced 
the productivity of its customers. 

This has obviously been a veiy successful experience for the 
founders, entrepreneurs, the professional management who left 
more secure positions in exchange for an opportunity to grow a 
business and get a capital gains, employees who had stock options, 
a board of directors who did not receive a penny in cash but got 
stock in return for a significant commitment to help the company. 
And of course it has been very successful for the investors. 

The original informal backers, the angels who loaned these peo- 
ple some money their first day, the venture capitalists and our lim- 
ited partners and the shareholders who acquired their interest in 
the IPO and subsequent trading market, without all of whom this, 
could not have happened as it did. What we all have in common 
in varying degrees is that we all took risks because we were moti- 
vated by the potential for capital gains, and because we were suc- 
cessful we were rewarded. 

One final caveat I would like to leave in closing, a 50 percent or 
some other dramatic reduction in capital gains rates would have a 
very salutary effect on the venture capital entrepreneurial process. 
In the past, there has been a sr^gestion and at one point in the 
tax law this has been coupled witn making this a preference item 
if it was an exclusion for AMT purposes. Our calculations indicate 
that would result in no change. 

I would urge the committee in their deliberations on capital 
gains, that they look at capital gains net, that is, after all AMT ap- 
plications, both preference items for exclusions and, as Congress- 
man Rangel referred to, the inability of venture capital firms today 
to deduct their expenses against the capital gains that they gen- 
erate if they are successful. 

I want to thank you very much for giving our industry an oppor- 
tunity to testify at the hearings today and obviously would be very 
happy to answer any questions that you wish. 

[The prepared statement and attachment follow:] 
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TESTIMONY OF CHRISTOPHER W. BRODY, 

ON BEHALF OF THE NATIONAL VENTURE CAPITAL ASSOCIATION, 
BEFORE THE COMMITTEE ON WAYS AND MEANS 
U. S. HOUSE OF REPRESENTATIVES 


Wednesday, January 25, 1995 
Hon. Chairman and Members of the Committee: 


Good morning, my name is Christopher Brody and I very much appreciate the opportunity to 
testify this morning before the Ways and Means Committee with respect to legislation to 
significantly reduce capital gains taxes. 

1 am a member of the Board of Directors of the National Venture Capital Association and 
Chairman of its Committee on Taxes and Incentives. I am a partner of Warburg, Pincus and 
Company, and have been a full-time venture capitalist for more than twenty-five years, during 
which period our firm has provided long term equity capital to over two hundred businesses. 
Our firm has over one hundred employees dedicated to venture capital; over fifty of the 
employees are professionals, twenty-eight of whom are highly experienced partners in the firm. 

We are often asked, "What is venture capital?" In its simplest definition, I believe that it is the 
process of providing both long term, patient, risk equity capital, with the substantial human 
resources of the venture capitalist working on an on-going basis with portfolio companies to help 
them achieve their goals. Venture capital portfolio companies are generally privately held at 
the outset, although, in many instances, the companies to which we provide equity capital can 
be publicly traded. 

Venture capital includes the following characteristics: 

• We provide equity capital as long-term investors, in partnership with management. 
inft icn<)ly transactions, 

• We are actively involved, not only in assembling and organizing the capital in partnership 
form, and in making investments in portfolio companies, but in making a substantial 
commitment in human resources. We work closely with the management team, generally 
at the level of the board of directors and, while usually not involved with management 
on a day-to-day basis, are extremely active in reviewing strategy, key personnel decisions 
with respect to the senior management (personnel assessment, recruiting, and 
compensation), and key financing decisions, as well as identifying other important 
missing resources and helping obtain them. Somebmes we may serve as Chairman of 
the Board or Chairman of the Management Committee of our companies. The venture 
capitalist’s commitment is always time intensive, whether the investment is successful 
or not. 

• We are not investment bankers, we do not take transaction fees, and we are only 
successful economically if our portfolio companies are successful. Generally our capital 
is raised in partnership form, provided by limited partners, in a partnership which will 
make twenty to fifty investments over a four to six year period, providing diversification 
of risk as a result of being done in a portfolio fashion. The investments, when made, 
may be held as long as ten to twelve years (but more generally five to ten years). 

The venture capital process in the United States is the envy of foreign countries, many of whose 
key ministers have often approached us to explain this "great success of venture capital in the 
United States'. The basis of our response is that the development and success of venture capital 
in the United States had been based upon four elements, which are: 

1. The availability of risk funds U> go into the industry, both formal firms and 
informal ("the angels" alluded to in earUer testimony); 
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2. The devdopment of highly experienced professionals (i.e., venture capitalists) 
dedicated to the management of commingled funds (primarily in partnership 
form); 

3. The ability of these portfolio companies to raise capital, not only from venture 
capitalists, but subsequently from public markets to further finance growth, and 
ultimately enable investors to exit profitably; 

4. And last, but certainly not least, the development of the entrepreneur with 
extremely strong incentives for management and employees to build these 
portfolio companies 

Success and low capital gains rates reinforce each of these elements. 

These four elements have developed dramatically over the last two to three decades as venture 
capital has developed in the Unit^ States. What is particularly potent about these four elements 
is that the incentives for each can be most forcibly stimulated bv lower tax rates on capital gains 
than the tax rates on ordinary income such as interest or dividends. The reason for this is that 
from the point of view of the investor of risk capital, there is no interest income (because this 
is equity not debt) and there are generally no dividends (because high growth companies need 
to retain their profits and re-invest them in their businesses in order to finance growth, and 
therefore cannot pay dividends), and from the point of view of entrepreneurs, they may very 
well have left a safer, higher paying job in taking the risk to build the company. But, if 
successful (and for every large success there are many failures), the reward for all involved will 
be capital gains. 

These four elements reinforce each other, and success reinforces success. If you want to 
stimulate this important segment, you must do it with low long term capital gains rates and a 
significant differential to ordinary income tax rates - capital is highly elastic and there is lots 
of competition for places for it to go. 

What I would like to do this morning is to describe a specific investment; it happens to be a 
transaction which, at least to dale, has been very successful. Because most investments do not 
work out this well, either for the investors or for the management and employees, when they 
do, the opportunity to be able to retain (on an after-tax basis) the benefits of such success is 
extremely important, and the willingness to take such risks is significantly enhanced by the 
capital gains rate structure in this country. 

Arutooiy of a Successful Investment 

In mid-1989, our firm was approached by a husband and wife entrepreneur team who had 
written software code which would enable users of the product to prepare their tax returns on 
PC's. The husband had initially written the product in order to prepare his own tax return (he 
had been a programmer at a large company), and had made it available to friends who advised 
him that it was better than anything else on the market. His wife quit her job as a school 
teacher and literally started the shipping dqrartment for the company by opening their garage 
door and recruiting friends to help wrap and package the product for shipping during the peak 
portion of the tax season. The name of the product was Turbo Tax, and the name of the 
company was ChipSofl. 

At the time of our investment, ChipSofl was essentially a tax software product, rather than a 
company . While its product sales were growing rapidly, its product was based upon old 
technology, and ChipSoft had no management or business infrastructure, and had outgrown the 
capabilities of its founders, who were completely stressed out and wished to retire. When we 
arrived, the company had no marketing department, inadequate resources to rapidly update the 
product each year as tax regulations changed, no business plan or strategy and operational 
problems which were so severe, that 1 remember at one of our visits to the company, the 
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computer that kq>t track of all operations and shipping crashed three times in one morning. 

The commitment that we made to the founders was that we would buy a majority stake in the 
company. The founders retained 18% of the company, and another, eventually nearly 20%, 
was set aside for management and employees. We also committed to share responsibility for 
management until we succeeded in recruiting a CEO, as well as to continue to guide the 
company going forward, so that it could transition from essentially being a very successful 
product with great potential, into becoming a professionally managed business with a top flight 
management team. 

The company had been run as a sole proprietorship, by which I mean that other than the two 
founders, no one else owned any stock in the company. We realized that, in order to be 
successful in the long run, the culture of the company had to be changed, and people who were 
already stretched would have to be motivated to work incredible hours, for which incremental 
cash compensation was not available, nor adequate. Accordingly, we decided that every person 
who was in the employ of the company on the day we made our investment (some 60 full-time 
employees, many of whom had lower level jobs) would receive stock options in the new 
company. Today, those options, together with additional shares which were subsequently issued 
to attract and recruit additional people to the company, have an aggregate value of $80 million. 

Between our first meeting with the founders and the date of our investment, we spent six months 
doing due diligence, helping the company and negotiating the transaction. During this six month 
period, before we had even made the invesimeni three of us from our firm (one of my partners, 
an associate, and myself) had already : 

• Conducted a market research survey of the industry (which was at a very early 
stage); 

• Drafted a strategic plan for the company; 

• Recognized that because the company served two very different markets and, 
notwithstanding its excellent common core technology, therefore had to be 
divided into two divisions: one which served the professional tax preparer (a total 
potential market of some 200,(X)0 tax preparers in the United States), and one 
which would serve the very rapidly growing market of people who had personal 
computers in their homes; 

• Designed an organization chart for the future, and laid out a recruiting plan for 
the company; and, 

• Negotiated and structured the investment. 

While one might think that the six months that we worked on this transaction between the time 
we first met the founders, and closed on the investment, was intense, our work, and the pressure 
really started the day after we closed, because now, it was not just their company, but also ours. 


While we immediately set out to recruit a top flight Chief Executive Officer, it was another six 
months before our firm had identified and recruited the individual, a man who had been 
President of a large industrial company. In the meantime, one of my partners ran the company 
with the founder. Because the comply was already in the middle of the tax season, we paid 
a consulting firm to temporarily staff the marketing department, until we could recruit one. 

Over the next three and one half years of our investment (early 1990 to mid-1993), working 
closely with the new CEO, we undertook the following changes: 

* Recruited an additional six key individuals for the top management team, which 
included: division general managers for the two newly creat^ divisions, a vice 
president of marketing, a vice president of finance, a vice president of operations, 
and in order to prepare to become a $100 million business, a chief operating officer, 
who was already COO of a large publishing company. 
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Two of the things that motivated these people, most of whom had left higher paying, 
safer jobs, with larger companies, was the challenge of participating in successfully 
building a rapidly growing smallo' company, and secondly, the eouitv incentives 
thmnah slnclf nptinns. if they were nirrrMfiil. 

• Recruited a world class Board of Directors for the Company, which included the 
former head of operations of a $10 billion computer company, as well as a man who 
had recently retired as president of Microsoft. 

Because the company could not afftnd significant directors’ fees in cash and as an 
incentive for their heavy involvement as memhers of the Board of Directors, none of 
the directors received any cash compensation, but they did receive, or had the 
opportunitv to purchase, stock in the company. These directors have been extremely 
and actively involved in helping the company. 

• Helped the company use its common shares to make two acquisitions: one, a 
company, which, while floundering, had more technologically advanced MAC and 
Windows software products (which were then rewritten and upgraded hy the ChipSoft 
for its customer b^), as well as another, also floundering company, which had 
technology which would enable ChipSoft to offer electronic filing capability to its 
customers. While both of these acquired companies were in financial difficulty, 
ChipSoft could not have purchased them for cash because: (a) it could not pay the 
required purchase price in cash, (b) it wanted the founders of the acquired complies 
to be motivated on an on-going basis, and (c) because the sellers wanted stock in 
order to participate in the upside of the combined companies. 

• In April, 1992, we identifted and negotiated with underwriters for an initial public 
offering, which raised capital to ftnance the further growth of the business. The IPO 
was not an 'exit for the investors*, but served to raise capital to further grow the 
business. 

• By mid 1993, it was clear that the marketplace and product offerings for personal 
finance products in the home would be consolidating, and that it was extremely 
important that a tax product could interface easily with other home finance products 
such as checkbook management. ChipSoft had a marketing partnership for many 
years with a company called intuit, whose personal finance product. Quicken, was 
also a market le^er in its category. (Turbo Tax was the market leader in the 
personal tax market.) It was clear that if these two companies combined, they would 
be able to offer a stronger, and better integrated product line to their customer base, 
as well as enjoy the tenefit of more efficient operations, be able to offer better 
technical support for their customers, as well as having greater resources for future 
product development. Because of the large market values of both companies relative 
to their cash resources, as well as the unconditional requirement of both sides to get 
the full benefit of participation in the combined companies, the merger had to be 
done completely in common stock. Accordingly, at the end of 1993, ChipSoft and 
Intuit combined, creating a company which was doing over $200 million in sales and 
continued to have substantial growih potential. 

The Intuit story is a somewhat similar, and also interesting story. At approximately the same 
time that the founders of ChipSoft were inventing a tax product (the mid 1980’s), a young 
marketing consultant, and some colleagues, set out to design simple-to-use software which would 
enable the users to manage their personal finances, primarily oriented around the checkbook. 
By mid-1993, the company was doing approximately $1(X) million in revenues. Also, like 
ChipSoft, Intuit had been founded with 'informal venture capital', or private savings from 
individuals, and later had benefited from the extensive involvement of two venture capitalists on 
its Board of Directors, and had also gone public through an inibal public offering. 

The Aftemutb 

Today, the combined companies, both of which were total start-ups in the 1980’s, are operating 
at a $350 million annual sales rate, employ 1,200 full-time employees in operations located on 
the west coast, midwest, southwest, and southern part of the United States, serve some 4 
million home users, as well as thousands of small businesses with their accounting software, and 
are now starting to generate significant revenues from international exports of their technology 
as well. This combined company is also going to be a very significant federal, state and local 
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taxpayer. We believe that the company has enhanced the productivity of its customers, both 
individuals preparing their tax returns and managing their other personal financial affairs, as 
well as the many small businesses which are using the product for taxes and accounting. 

Although the amount of work (which can be measured in "man years") required before an 
investment is made is substantial, an even greater commitment of human resources by the 
venture capitalist is required after the investment is made. What has been de.scrihed is a 
successful deal, but 1 think you can imagine that, when companies are not successful, or 

continue to experience significant problems on an on-eoine basis, the venture capitalist’s 

commitment of time is also intensive, hut not as gratifying. 

The purpose in describing this story to you is to convey, by example, that when venture capital 
is successful, it creates jobs, it can develop new products and technology, it generates potentially 
large corporate taxpayers, it enhances international competitiveness, and it can improve the 
quality of life. 

The Potential Effect of Capital Gains Tax Rates on the Process 

This has obviously been a very successful experience for the founders/entrepreneurs, the 
professional management who left secure positions in larger companies, the employees who had 
stock options, the members of the Board who received stock rather than cash compensation for 
their time, and the founders and entrepreneurs of the companies who were merged into ChipSoft 
and Intuit. And, of course, this has also been a very successful investment for the investors: 
the original informal backers, the venture capitalists and their limited partners, and the 
shareholders who acquired their interests in the IPO and subsequent public trading market, 
without all of whom this could not have happened as it did. 

What they all have in common is that, in varying degrees, they all took risks because they were 
motivated bv potential capital gains, and because they were successful, were rewarded. 

While I would like to reiterate for every big success, there are many failures, this type of story 
has happened in the United States in many industries. In the computer hardware industry, Apple 
Computer and Intel Semi-Conductor were both venture capital backed companies, and without 
the PC and the micro-processor chip, ChipSoft and Intuit would never have followed. 

This type of success can happen many times again. And if you want to nurture and encourage 
this venture capital/entrepreneurial advantage which we have in the United States, please 
significantly reduce real capital gains tax rates - this is capital gains rates net of all potential 
adjustments such as AMT, preference items, etc. In doing so, you are focusing on the essential 
economic reward of the entrepreneur and investment risk taker. 

One final caveat which I would like to leave in closing. A 50% or some other dramatic 
reduction in capital gains rates would have a significant and salutary effect on the venture 
capital/entrepreneurial process. In the past, this has, at one point, been coupled with making 
the exclusion a preference item for AMT purposes. We have submitted, as part of our written 
testimony, some calculations which show that if such a notion were to be implemented, it would 
essentially take away any benefit of a reduction in capital gains rates; please bear in mind that 
the entrepreneurs and investment risk takers hope they will be extremely successful, which, if 
they achieve success, will almost, by definition, mean that they will create large capital gains 
which will put them in the AMT. Any AMT adjustment which takes away the advantages of 
a long term capital gains tax rate reduction would eliminate the incentive which you are trying 
to achieve. I know this is not what has been intended. 

Again, I want to thank you for giving our industry an opportunity to testify today at your 
hearings. We also appreciate the recent efforts of Congress in enacting lower capital gains 
rates for qualifying small businesses. Our message today is that a broader approach towards 
capital gains reduction would have an even greater, and more important, impact on the entire 
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vencuie capital/entrepreneurial process. And let me be clear, the tax treatment for an investor 
who invests in one of these companies after it has been successful and gone public is also 
important, because if the tax treatment is favorable, he or she can afford to pay a higher price 
and has a greater incentive to invest, which pulls along the entire valuation train, and provides 
greater incentives and opportunities, for those involved throughout the train, including at the 
beginning. 

I hope we have been able to convey to you what we do, how we are involved with our 
companies, and how important your deliberations, and the outcome of your deliberations, can 
be on the venture capital/entrepreneurial process in this country. If any of you have any 
questions, I would be delighted to answer them now, or later if you wish. Again, thank you 
very much. 



259 


HOW AMT TREATMENT OF 
CAPITAL GAIN AND INVESTMENT EXPENSES 
IS VITAL TO OBTAINING BENEFIT OF CAPITAL GAINS REDUCTION 

At present, individuals who live in high tax states and have substantial capital gain 
income in relation to ordinary income are generally taxed under the alternative minimum tax 
('AMT') instead of the regular tax. This occurs even though the maximum AMT rate and the 
maximum capital gain rate are both 28 percent, because deductions for state and local taxes and 
for investment expenses (i.e., section 212 deductions above the 2 % floor) incurred to produce 
the capital gain are denied for purposes of determining the AMT. 

If Congress reduced the capital gains rate, but made the reduction a preference for AMT 
purposes, the benefit of the reduction would be eliminated for most taxpayers who incur 
significant capital gains. For example, if Congress were to enact a SO percent capital gain 
exclusion, the effect of the exclusion would be to reduce the maximum capital gains rate under 
the regular tax to 19.8 percent (5056 x 39.6). However, if the capital gains exclusion were 
made a preference for AMT purposes, individuals who have significant capital gain income will 
continue to be taxed at the 28 percent rate under the AMT -- receiving no benefit from the 
enactment of the SO percent exclusion. This will be equally true for both small entrepreneurs, 
who receive a one-shot capital gain as the result of the sale of a business, and for venture 
capitalists. 

Furthermore, as illustrated by the following examples, if maldng the exclusion an AMT 
preference is combined with the present law rule denying the deduction for investment expenses, 
venture capitalists who receive capital gain income will be taxed at rates well in excess of the 
top 39.6% rate on ordinary income. (These examples assume the investor has enough ordinary 
income to reach the 39.6% rate.) 

Current law. If an investor has a $1(X),000 capital gain and a $30.(K)0 investment 
expense (in excess of the 2% floor) incurred to produce the gain, the investor will be 
taxed on his $70,000 net gain under the regular tax and (assuming the maximum 28% 
rate applies), will pay $19,6(X) of tax. However, under the AMT, the investor is taxed 
atthe28% rate on the $I(X),(XX) gross gain, and must therefore pay $28,000 of lax. This 
translates to a 40 percent tax on the net gain earned from the investment. 


50% Capital Gains Exclusion as PrefereiKe. If Congress were to enact a 50% capital 
gains exclusion, but make it a preference for AMT purposes, investors with significant 
capital gains would inevitably be subject to lax under the AMT and would thus receive 
no benefit from the reduction in capital gain rates. For example, a taxpayer with a 
$100, (XX) capital gain would receive a $50,000 deduction for regular tax purposes. 
However, the $50,(X)0 would be added back to income for AMT purposes, making the 
investor taxable on the entire $1(X),(XX) gross capital gain at the 28% top AMT rate - 
essentially no change from current law. This consequence would be exacerbated if 
Congress retains the current law treatment denying the deduction of investment expenses 
for AMT purposes, because ~ as shown above ~ the investor will be taxed on gross, 
rather than net, capital gains -- causing investors to bear taxes substantially in excess of 
28% on their net capital gains and defeating Congress’ objective in lowering the 
maximum tegular tax capital gains rate to 19.8 percent. 
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Chairman Archer. Thank you, Mr. Brody. 

Our next witness is Amaury Piedra of NeoCAD in Boulder, Colo. 
We welcome you and you may proceed. 

STATEMENT OF AMAURY PIEDRA, PRESIDENT AND CHIEF 
EXECUTIVE OFFICER, NEOCAD, INC., BOULDER, COLO. 

Mr. Piedra. Thank you, Mr. Chairman, and members of this dis- 
tinguished committee. Good morning. Thank you for the oppor- 
tunity to appear before you today. 

I am Amaury Piedra, president and chief executive officer of 
NeoCAD of Boulder, Colo. I am appearing before you this morning 
in that capacity. NeoCAD develops and markets design automation 
software directed at a certain class of semiconductor electronic 
components. These components are programmed in the field by the 
hardware design engineers who are implementing digital functions 
in computers, telecommunications equipment, instrumentation, in 
fact, across the whole spectrum of electronic systems. 

Founded in November 1990, we already have 60 employees and 
about 40 percent of our revenue comes fi-om outside the United 
States. NeoCAD truly is one of the Nation’s high technology 
startups which will lead American business into the 21st century. 

All NeoCAD employees have stock options, there are no excep- 
tions. From the receptionists and the shipping clerk all the way to 
the chief executive officer. This gives everyone a sense of ownership 
and interest in the future of the company. It creates a healthy 
long-term view inside the enterprise. We expect to continue to grow 
employment at 10 to 15 percent per year over the foreseeable fu- 
ture and to go public in the next 18 months. 

Mr. Chairman, I am here to talk about the capital gains tax pro- 
visions in the proposed Job Creation and Wage Enhancement Act, 
a reduction. A significant reduction in the capital gains tax will 
stimulate the formation and investment of long-term risk capital 
which will result in many benefit streams. 

A significant reduction in the capital gains tax will shift money 
tied in passive investments to new job creating ones. 

I have submitted a written statement to the committee explain- 
ing the many reasons why I am a strong supporter of the capital 
gains tax cut and indexation for inflation. NeoCAD was founded 
with venture capital from Hill & Carmen Ventures, a venture firm 
founded in Boulder and Institutional Venture Partners of Menlo 
Park, Calif., one of the deans of venture capital partnerships. Dur- 
ing the past 4 years, 60 jobs have been created, 60 high-paying jobs 
averaging over $56,000 a year, jobs which did not exist 4 years ago. 

NeoCAD is just one small example in many of risk capital avail- 
ability helping to create jobs. 

Not every potential venture is as fortunate as NeoCAD and gets 
financed particularly by top flight investors. 

That is why I am here today. As an entrepreneur, I have also 
seen the ugly side of a startup business, when money is not avail- 
able to grow. Just before joining my present company I was presi- 
dent and chief executive of Seattle Silicon Corp. in Bellevue, Wash. 

Seattle Silicon was in the business of selling custom chips and 
automation software for chip design. It was an excellent technology 
but, because of insufficient patient risk capital, we had to sell the 
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design automation business to Ichi Electric of Japan. This was a 
devastating experience with lost jobs and lost technology. Now, be- 
cause of lack of capital, a Japanese company owns a great tech- 
nology which we should have been exploiting and exporting. 

Investors have certain criteria which they follow in financing a 
new company. If the tax on the capital gains returns was lower, 
capital would be more patient and more available. Some of our 
brightest potential companies would not have to sell to foreign in- 
vestors who have an eye on the startups’ technologies and intellec- 
tual property portfolios. 

There are no ^arantees, but if the capital gains tax had been 
lower in 1991 when we sold Seattle Silicon, we may have gotten 
additional capital because capital is a lasting response to the sup- 
ply and demand. The capital gains tax is a tax against those trying 
to achieve. Most of these are not rich but want to be. It is a tax 
against risk taking and entrepreneurship. 

Mr. Chairman, long-term risk capital availability is essential to 
economic growth. The lack of it results in ideas not being turned 
into products and services, lost jobs and loss of competitiveness. 
The issue we discuss today is simple. If we want broader participa- 
tion in the economy, and greater growth, we have to create more 
jobs. More employees means more employers. We want more em- 
ployers. We need more risk capital. To make more risk capital 
available, we have to cut the tax on capital gains and index tnose 
gains for inflation. 

Thank you very much for inviting me to share some of my 
thoughts on this most critical issue before the country. 

[The prepared statement follows:] 
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TESTIMONY OF AMAURY PIEDRA 
NeoCAD, INC. 

Mr. Chairman and Members of dtis distinguished committee — good morning. Thank 
you for the opportunity to appear before you today. 

I am Amaury Piedra, President and Chief Executive Officer of NeoCAD of Boulder. 
Colorado. I am appearing before you this morning in that capacity. NeoCAD develops and 
markets design automation sofHvare directed at a certain class of semiconductor electronic 
components. These components are programmed in die Held by the hardware design 
engineers who are implementing digital logic functions in computers, telecommunications 
equipment, instrumentation, in fact, across die whole spectrum of electronic systems. 

Founded in November, 1990, we already have 60 employees and about 40% of our 
revenue comes from outside the United States. NeoCAD truly is one of the nation's high 
technology start-up companies v^ich will lead American business into the 21st century. 

All NeoCAD employees have stock options — no exceptions. This gives everyone a 
sense of ownership and interest in die future of the company. It creates a healthy, long-term 
view in the enterprise. 

We expect to continue to grow employment at 10% per year over the foreseeable 
future and to go public in the next 18 months. 

Mr. Chairman, I am here to talk about the capital gains tax provisions in the proposed 
Job Creation and Wage Enhancement Act. 

A reduction in the capital gains tax will stimulate the formation and investment of 
long-term risk capital which will result in many benefit streams. A significant reduction in 
the capital gains tax will shift money tied in passive investments to new job-creating ones. 

So, Mr. Chairman, I am here to discuss how a capital gains tax cut and indexation for 
inflation will help create jobs, improve our competitiveness in the global market, grow the 
economy and improve our standard of living. 

We all recognize the names; IBM, Boeing, Sears, General Motors. What these 
companies have in common is downsizing. Business conditions are such that the large 
American enterprises will continue to cut jobs. It seems that this will be the reality in 
the American job market in the foreseeable future. In the first half of 1993, a net 255,000 
jobs were identified for elimination in the U.S.. mostly by large U.S. companies. 

Job creation will depend on the small, entrepreneurial emerging growth companies. 
These companies were the job creation engine in the last decade, creating about 1 7 million 
jobs during a time window when large U.S. enterprises eliminated about 4 million jobs. The 
near future augurs for more of the same. 
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The reasons for the corporate downsizing, layoffs and reorganizations are many, but 
one of the key ones is that, by any measure of efficiency and productivity such as innovation 
per R&D dollar, revenue per employee, overhead costs, new products per development dollar, 
dollars to create a job, time to market, etc., small entrepreneurial companies, **the gazelles” of 
American business, compare very favorably with the large enterprises. 


A recent book by John Case {From the Ground Up: The Resurgence of American 
Entrepreneurship) contains the following table. 


FORTUNE 500 EMPLOYMENT HISTORY 


Year 

Employment (millions) 

% OF GNP 

1954 

8 

37 

1959 

9 

40 

1969 

15 

46 

1979 

16 

58 

1989 

12.5 

42 

1991 

11.9 

40 


The table illustrates the emergence of the entrepreneurial growth companies as the 
dominant factor in GNP value, and this, at a time when small farm enterprises are on the 
retreat. 


In spite of the evidence in favor of the entrepreneurial emerging^growth companies, 
our system of taxation continues to favor large companies with physical assets which can be 
used as collateral to obtain debt financing. The service of this debt is, of course, deductible 
as an expense of the enterprise in the income statement. 

If small entrepreneurial companies are to create jobs, we must have capital available 
for these companies to emerge and grow. This capital must be in the form of equity, because 
these small enterprises do not have the hard assets required as collateral by the commercial 
lending institutions. The capital which goes into the creation and growth of these 
entrepreneurial companies must be in the form of long-term equity investments. 

This type of investment represents uninsurable risk — there is no collateral. 

Investments in the emerging growth companies are in people, ideas, innovation, potential 
future intellectual property and potential future products. 

To make sure there is enough long-term risk capital to fuel the jobs engine, we must 
provide incentives to create that capital. A cut in the capital gains tax, creating a significant 
differential from regular income, will create an unprecedented investment climate and boom in 
investments in innovative enterprises which will create an explosion in new jobs. The 
benefits to the economy would be of historic proportions. 



264 


A 1993 study by Gary and Aldona Robbins of the Institute for Policy Innovation 
calculates that only indexing gains for inflation at that time would have created an additional 
550,000 jobs, would add S511 billion to the GDP and increase capital formation by $1.8 
trillion -- all by 1997. 


Reductions in the capital gains tax have always resulted in increased tax revenues to 
government. The following table shows the irrefutable historical data; 


Year 

Coital Gains 

Tax Rate 

Taxes Paid 
(in millions) 

Capital Gains 
Income 

1977 

48% 

$8,104 


1978 

28% 

9.104 


r979 

TW, 

11.^$ 

1 Tax Cut 


25?5 

12.459 


1981 

28% 

12,684 



TW, 

15.^66 

1 Tax Cut 



r51?55 


1984 

20% 

21,800 


1985 

20% 

26,478 


1986 

20% 

49,700 



55?? 


1 Tax Increase 

rm 

i5V. 

J5;953 


1989 

28% 

35,769 


1990 

28% 

27,829 


1991 

28% 

24,505 ♦ 



* Estimate * American Council for Coital Formation 
Source: U S. Treasury Department 

The data presents a clear-cut case for reducing the capital gains tax just from the 
standpoint of tax revenues. Coupled with the employment data, it makes for a powerful 
argument in support of such a tax cut. Every time the tax rate has gone down, investments 
have increased and so have capital gains realizations and taxes on those gains. In contrast, 
the capital gains tax rate was raised to 28% from 20% in 1986 1986 taxes on capital gains 

were very high as people realized gains before the tax increase went into effect in 1987. So, 
1986 was an unusual year, but. If we look at 1985, taxes from capita) gains were higher than 
today. 


There are $7 trillion or more in the U.S. of unrealized capital gains. Of that, $1 
trillion Is real and the balance of $6 trillion is from inflation gains. Private assets 
unencumbered by debt represent about $19 trillion today. The largest element of this money 
is homeowner's equity. By cutting die capital gains tax rate and indexing the gains for 
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inflation, an enormous amount of capital would be freed up from present passive investment 
and become available to fund new and growing companies. The freed up capital would 
reflow into new enterprises. These companies would create jobs and economic prosperity. 
With the potential to borrow against unencumbered assets and invest that money in 
new businesses with the promise of cl^>ital gains under reduced tax rates would result in an 
increase in capital gains tax revenues, a broader taxpayer base and increased productivity and 
competitiveness for U.S. businesses. The tax cut would create an investment boom which 
would push the economy to new levels undreamed of under the present tax structure and 
rates. 


Mr. Chairman, die capital gains tax cut has been attacked by some as “trickle down 
economics*' and a give-away to the rich. This is a didionest representation. 

Let's consider the first accusation ~ “trickle down economics.” First of all, there are 
no capital gains until an investment has been made and people have been hired. If the 
enterprise is successful — and this is far from guaranteed — then there is the possibility of 
ct^}ital gains realizations. The benefits have been realized by those employed before the 
investors can reap any boiefits. So where is the “trickle down*7 

The second characterization of the capital gains tax cut is that it is a give-away to the 
rich. There is no question the rich will benefit. However, so will many others. One of the 
many studies available on the subject we are discussing today showed that 70% of the tax 
returns reporting capital gains in 1990 were for taxpayers with incomes of less than S75,000. 
The exact same group which the most vocal political critics of the capital gains tax reduction 
say they want to help. 

The majority of ciqiital for new ventures comes informal investors rather than from 
professional venture capital. Institutional venture capital represents less than ten percent of 
money for new ventures. According to a study by the Small Business Administration, in 
1988, informal investors supplied businesses with $55.6 billion of capital. This compared to 
$3.7 billion from institutional venture firms. Further, in the highly visible high technology 
arena, a 1990 survey by the American Electronics Association, the National Venture Capital 
Association and Coopers and Lybrand (a public accounting firm) indicates that 54 percent of 
all these firms got their original financing from founders, their families, friends or other 
individuals. Once these companies begin to grow, they become attractive to institutional 
investors who generally invest larger sums. 

The capital gains tax is really a tax not on the rich, but on those who try to make a 
hard fought profit for themselves and their investors. It is a tax on entrepreneurship. 

In addition to the distorted view of the capital gains tax cut given by its critics, there 
is a large element of unfairness in this tax. The main sources of capital gains are inflation 
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and retained earnings. Inflation gains are totally artificial " on paper only, not in real terms. 
The taxation of these artificial gains is not taxing real income. This taxation should not 
happen. 


Retained earnings have been taxed at the company level. Taxing the capital gain from 
this source twice is hardly conducive to encouraging re-investment. 

The existing tax system has forced business owners, homeowners, workers and farmers 
to “lock in” their assets rather than pay high capital gains taxes on mostly artificial gains and 
retained earnings. This prevents the movement of capital from passive to active, job-creating 
investments. In addition, capital continues to be exported to countries such as Germany, 
Holland, the United Kingdom or Japan, where capital gains taxes are much lower than ours or 
non-existent. 

A meaningful reduction in the tax on capital gains can do more to stimulate the 
economy than most of the single tax tweaks more frequently proposed. 

A great opportunity is in front of us to reduce, or even better, eliminate the capital 
gains tax. For the good of the country, we must act against this opportunity-destroying, 
counterproductive tax. 

A cut in the capital gains tax will encourage long-term investment in new ideas and 
growth enterprises as well as create employment. Long-term thinking is something which we 
have long admired in Japan and short-term thinking something for which we are self-critical. 
This proposed tax chaange will improve exports and make our technologies and products 
more competitive in the global market. 

Just as important as cutting the capital gains tax is leaving the tax cut in place. 

We must have a stable, long-term investment infrastructure to ensure ideas will 
become products and services and add value to the economy. 

Most start-ups are high risk for the principals who leave jobs to start their companies. 
In addition, many entrepreneurial companies must attract experienced management to grow. 
These managers are usually in high-paying jobs and one of the few ways in which they are 
attracted to start-ups is through stock options and the potential of capital gains over the long 
term. It is more attractive to these people if they know the taxes on this type of gain are low 
and will remain that way. 

If we are to have greater and broader participation in economic growth and improved 
standard of living and greater economic freedom, we have to have capital. We must create 
the environment for investors to put capital at risk ~ long term. 
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Mr. Chairman, the issue which we discuss today is relatively simple. 

If we want growth, we have to have more employees. If we want more employees, 
we need more employers. If we want more employers, we need more risk capital. To make 
more risk capital available — new capital or reflowing from old, passive investment — we 
have to cut the capital gains tax and index capital gains for inflation. 

Thank you for inviting me to share some of my thoughts on this most critical issue for 
the economic well being of our nation. 



268 


Chairman Archer. Thank you, Mr. Piedra. And thank you also 
for complying precisely with the 5 minutes. The red light came on 
just as you finished, so I am grateful for that. 

Our next witness is John Chapoton, who is a coimsel for the Alli- 
ance for Business Investment. A gentleman who is not unknown to 
this committee, because you have sat out there in a different capac- 
ity before. 

We are pleased to have you as a witness and you may proceed. 

STATEMENT OF JOHN E. CHAPOTON, COUNSEL, ALLIANCE 
FOR BUSINESS INVESTMENT 

Mr. Chapoton. Thank you, Mr. Chairman. It is a pleasure to be 
here. As you said, my name is John Chapoton. I am a partner with 
the law firm of Vinson & Elkins. I am appearing today to give you 
the views of the Alliance for Business Investment in support of the 
reduction of the Federal income tax on capital gains. 

The Alliance for Business Investment is an association of money 
center commercial banking corporations actively engaged in the 
business of providing significant amounts of equity venture capital 
to small- and medium-sized emerging companies. The members of 
the Alliance provide this equity capital through subsidiary corpora- 
tions, either subsidiaries of bank holding companies or SBICs, 
small business investment companies. 

I will be very brief. The most important message I want to con- 
vey today is that corporations as well as individual pension funds 
and other tax-exempt institutions are vital sources of venture cap- 
ital in the market today. 

A December 1994 study by Asset Alternatives, Inc., which is a 
specialized information research firm located in Wellesley, Mass., 
has found that commercial banks now have more than $5 billion 
invested in venture capital and in recent years have provided be- 
tween 6 and 13 percent per year of the total amount of new ven- 
ture capital invested by all professional venture capital firms. 

It is therefore essential that this committee, in providing incen- 
tives for growth in business productivity and the jobs that are cre- 
ated as a consequence, reduce taxes on capital gains from corporate 
investment in the same manner as investment by individuals. And 
the proposal before you, Mr. Chairman, does that. And we strongly 
support it. 

I should add that, in this regard, the treatment is consistent with 
the traditional treatment of capital gains of individuals and cor- 
porations — or at least traditional before 1986, that is — both have 
been given a lower rate of tax. 

The importance of the banking industry in the venture capital 
business is reflected in the success of the companies that begin 
their life in part or totally because of capital provided by banks. I 
list them in my statement. They are companies that you would 
know such as Federal Express, Compaq, James River Paper, Som- 
erset Pharmaceuticals which developed the anti-Parkinson’s drug 
L-Deprenyl, Celestial Seasonings, Gymboree, and many others. 

The important message, again, is that corporations play the 
same important role as individuals in creating these and other 
growth-related industries and making job creation a reality. 
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I think the role of corporations is not as well understood in the 
venture capital area. Banks and other financial institutions do play 
an important role. These include insurance companies and indus- 
trial companies, particularly those involved in high technology in- 
dustries or in the venture capital business. Most larger U.S. banks, 
over 50 banks in this country, have separate venture capital sub- 
sidiaries and the total value of their equity commitment is consid- 
erable. 

In the last 10 years their venture capital investment has grown, 
some tenfold, as I mentioned, to $5 billion, a meaningful portion of 
total venture capital. And the contribution they make exceeds the 
size of their participation because they represent a substantial 
source of venture capital that provides a cushion when other 
sources of venture capital dry up. 

For example, in the periodf 1987 to 1991, there was a substantial 
decline in the amount of new venture capital available in the mar- 
ket. It fell to only $1.4 billion when venture capital fell out of favor 
with pension funds and tax-exempt organizations which had been 
the traditional providers of capital to venture capital firms. But 
bank capital investment actually increased in that year and, in- 
deed, in 1991 accounted for 13 percent of the total investment by 
venture capital. 

I must mention there are bank regulatory restrictions on invest- 
ments by bank subsidiaries in venture capital, but there is still a 
lot of room for CTowth. A very small portion of total bank assets 
is dedicated in this manner, but the results are very favorable and 
they do respond veiy actively, as most investors do, to increased 
rates of return on investment. And of course the way to do that is 
by lowering the capital gains rate. 

I finally mention as a tax policy concern, Mr. Chairman, as you 
know, that investments through corporations are taxed very heav- 
ily in this area. This is certainly no exception. You really have 
three levels of tax on venture capital investments through corpora- 
tions and this acts as a significant disincentive to venture capital 
investment by banks and by other corporations. A reduction in the 
rate of capital gains tax on the corporate venture capital side or on 
the general capital gains side and the venture capital side in par- 
ticular certainly would be appropriate and certainly would remove 
a disincentive to an otherwise economically desirable activity. 

Thank you, Mr. Chairman. 

[The prepared statement follows:] 
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Statement of 
John E. Chapoton 
ON Behalf of the 
Alliance for Business Investment 
Before the 

House Committee on Ways and Means 

January 25, 1995 


Mr. Chairman and Members of the Committee: 

I am pleased to have the opportunity to present the views of the Alliance for Business 
Investment in support of the proposed legislation to reduce Federal taxes on capital gains 
contained in H.R, 9, the "Job Creation and Wage Enhancement Act of 1995." I am the 
Managing Partner of the Washington Office of Vinson and Elkins, L.L.P., a law firm based in 
Houston Texas, and I serve as counsel to the Alliance. 

The Alliance is an association of money-center commercial banking corporations actively 
engaged in the business of providing venture capital to small and medium-sized emerging 
companies through wholly-owned venture capital subsidiaries. The members of the Alliance 
have made major commitments to support new businesses and products by making available 
needed equity venture capital. Banks are in a unique position to provide needed venture capital 
to emerging, growth-oriented companies. 

The importance of the banking industry in the venture capital business is reflected in the 
success of the companies in which they have invested. Some of the better-known companies that 
began life in whole or part with bank venmre capital include Federal Express, Compaq 
Computer, James River Paper, Ethan Allan Interiors, Office Depot, Nextel Communications, 
Morris Air (now part of Southwest Air), Thermoscan, Somerset Pharmaceuticals (developer of 
the anti-Parkinson's drug L-Deprenyl), Staples, Celestial Seasonings, and Gymboree, to name 
just a few. 

The most important message I would like to convey today is that corporations, as well 
as individuals, are a vital source of venture capital. A new smdy of the venture capital market 
by Asset Alternatives, Inc. has found that commercial banks have more than $5 billion invested 
in venmre capital and in recent years have provided between 6 and 13 percent of the total 
amount of new venmre capital invested each year by all venmre capital firms. It is therefore 
essential that this Committee, in providing incentives for further growth in new businesses and 



271 


products “ and the jobs that are created as a consequence - reduce taxes on corporate 
investments in the same manner as on investments by individuals. 

Needless to say, the Alliance strongly supports the current proposal, which does just that. 
The Ejfect of Reducing Taxes on Ccpital Gains 

I will not take the Committee's time reiterating the benefits to the economy of a reduction 
in Federal taxes on capital gains. Others, including a multimde of eminent economists, have 
catalogued these benefits over the years and in these hearings, and the positive effects of such 
changes are well known to the Committee. One of those positive effects is, of course, job 
creation. The Asset Alternatives study just referred to credits bank venture capital invesunents 
with the creation of 80,000 new jobs over the last ten years. 

A reduction in the tax on earnings from savings -- in the manner provided in the 
legislation for capital gains — will clearly increase the incentive to save, and therefore the amount 
saved and invested. An increase in savings and investment will in mm increase the rate of 
economic growth and foster job creation. 

The Importance of Venture Capital 

Venmre capital Js a particularly powerful force for economic growth. The National 
Venmre Capital Association has testified about the importance of venmre capital for emerging 
companies, and their job<reation potential. I would add that, according to a smdy prepared for 
the Small Business Administration, a new job is created for every $17,000 of venmre capital 
invested. It is difficult to believe that there could be any more efficient use of savings for 
growth. We strongly support the proposed reduction in capital gains taxes; it would significantly 
increase the amount of available venture capital. 

The risks involved in venture capital investments are substantial. The recipients of this 
type of capital are frequently companies with little or no operating history and virmally no sales; 
they may never have generated any earnings. All they have is an idea or a product, and a plan 
to exploit it. It should not be surprising that investments in a very large percentage of these 
companies result in losses, frequently total losses. 

We are not talking rww of what may be called "seed" money, the initial capital (usually 
less than $1 million) needed by an entrepreneur at the outset of the enterprise. That initial seed 
capital is usually too small an amount to attract the professional venmre capital investors, 
although professionals occasionally become involved at the start-up level. Instead, we are talking 
about the next stage of investment where venmre capital is needed to bring a new product or idea 
to market or to expand into new markets, and where substantial amounts of capital are generally 
needed. It is at these stages that corporate venture capital investors, along with other instimtional 
investors and venmre capitalists, provide the tKcessary wherewithal to give the new venmre a 
meaninghil chance. 
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We are also talking about cases in which bank venture capital companies help firms that 
have reached maximum potential with their current management or capital to expand and grow. 
They do this in a variety of ways, including the introduction of new capital and financing 
strucmres. 

The Role of Banking Corporations in the Venture Capital Market 

The role of individuals in providing venture capital, either directly or through 
professionally managed funds, is well known. Most of us are also familiar with the important 
role of pension funds and other tax-exempt institutional investors. 

Less familiar, I believe, is the increasingly important role played by corporations. Bank 
affiliates and other financial institutions are actively engaged in the venture capital business. 
Many insurance and industrial companies, particularly those involved in high-technology 
industries, also in the venmre capital business. 

Most of the larger U.S. commercial banks have venmre capital subsidiaries. These are 
nonbank corporations, which do not invest depositor funds, but instead obtain funding from the 
parent bank holding company. In fact, over 50 U.S. commercial banks operate venmre capital 
subsidiaries today. And the total value of their investments in venmre capital is considerable. 
In the last ten years, bank venmre capital portfolios have increased ten-fold in value, to nearly 
$5 billion. This represents a very significant portion of total venmre capital currently invested 
in the United States. 

Moreover, the importance of banks in the venmre capital market exceeds the mere si/e 
of their participation. Banks represent a stable source of venmre capital that has provided a 
cushion during periods when other sources of capital have contracted. Independent venmre 
capital firms must constantly go to the market to seek funds from individual and instimtional 
venmre capital investors. The venmre capital subsidiaries of banks, in contrast, obtain funds 
from their parent banking companies, with their many and diversified sources of funds. This 
enables banks to be more consistent, long-term players and makes them less subject to the 
flucmations in the availability of venmre capital funds. 

For example, the 1987 to 1991 period was marked by a substantial decline in the amount 
of new venmre capital available to the market - to only about $1.4 billion - when venmre 
capital investment fell out of favor with pension funds and other instimtions that provide capital 
to independent venmre capital firms. Bank venmre capital investments, on the other hand, 
acmally increased during this period. In 1991, in fact, venmre capital provided by banks 
accounted for 13 percent of the annual total amount invested by capital venmre firms. 

Bank venmre capital affiliates are in an unusually good position to diversify their 
portfolios and reduce the risk inherent in venmre capital investments. Their portfolios are 
diversified across such industries as manufacmring, services, communications, health care. 
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technology, and retailing, with no industry accounting for more that a quarter of the total. Their 
portfolios are also diversified geographically, with investments in nearly every state and the 
District of Columbia. And bank portfolios include investments in a great number of companies, 
well over 1,300 currently, insulating them from the risk of concentration of their investment in 
only a relatively few businesses, which could experience losses that exceed the norm. 

While the regulatory restrictions on equity investments by bank groups are significant,' 
there is considerable room for expansion of tlnir participation in the venture capital market. 
Banks with vennire capital subsidiaries currently invest, on average, only one-third of one 
percent of total bank group assets in this manner. Banks and other venture-capital investing 
corporations are not different from any other type of potential venture capital investor. They 
respond positively to increased rates of return on investment. Indeed, publicly-held companies 
are particularly sensitive to the rate of return earned on investment capital, as their fmancial 
statements are carefully scrutinized by shareholders and investment advisors. A reduction in the 
rate of tax on their capital gains would increase the rate of return on venture capital investments 
and obviously make these investments more attractive to bank management and bank 
stockholders. 

Tax Policy Concerns 

A reduction in the tax on capital gains is appropriate to compensate for the limitation 
under current law on the deduction for capital losses. Capital losses are currently deductible by 
corporations only to the extent of capital gains. If a corporation with recognized capital losses 
does not have any offsetting capital gains within the five-year carryover period, it loses the 
deduction for the losses entirely. The limitation may thus well result in excessive taxation over 
time, when gains are eventually recognized that cannot be offset by earlier losses, and it is thus 
questionable from an economic standpoint. While its adminisffative purpose in the tax law is 
undersundable, so long as the limitation exists it creates a strong disincentive to making 
relatively risky investments. A reduction in the tax on capital gains is an appropriate mitigation 
of the effect of the limitation. 

The venture capital investments of corporations are also heavily-taxed under current law. 
The return on venture capital invested by corporations is effectively taxed at three levels: (1) 
The earnings of the recipient of the capital are subject to the regular corporate income tax, (2) 
the gains earned by the investing corporation (in our case the bank's venture capital subsidiary) 
are subject to the corporate income tax, and fmally (3) distributions of those gains to individual 
stockholders of the investing corporation or its parent (in our case the bank holding company) 
are once again taxed. This compounding of tax — an effective direct lax rate of 57.75 percent 
on venture capital profits that are ultimately distributed to the investing corporation's 
stockholders - acts as a significant disincentive to venture capital investments by banks and other 


‘ In general, equity ownership in any one corporation is limited to 4.9 percent of the voting stock and 24.9 
percent of total equity. The Small Business Investment Company program eacepis banks from these limitations, but 
only with respect to investments in small corporaUons. 
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corporations. As we have seen, however, banks are in a particularly advantageous position 
economically to provide venture capital to the market. A reduction in the rate of capital gains 
tax on corporate venture capital investments is certainly appropriate and would remove a 
disincentive to an otherwise economically desirable investment activity. 

* « * * « 

In conclusion, the Alliance for Business Investment supports the reduction in tax on 
capital gains as proposed in the Job Creation arkd Wage Enhancement Act of 1995. We urge the 
Committee to bear in mind the contribution made by the investments of banks and other 
corporations, and in particular the important role they play in providing venmre capital to the 
small and medium-sized growth-oriented companies that are at the heart of innovation, economic 
expansion, and job creation. 
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Chairman Archer. Thank you, Mr. Chapoton. 

And our last witness is Dr. Jane Gravelle, Senior Specialist for 
Economic Policy with the Congressional Research Service. 

Dr. Gravelle, you may proceed. 

STATEMENT OF JANE G. GRAVELLE, PHJ)., SENIOR 

SPECIAUST IN ECONOMIC POLICY, CONGRESSIONAL 

RESEARCH SERVICE, LIBRARY OF CONGRESS 

Ms. Gravelle. Thank you, Mr. Chairman, members of the com- 
mittee. I thank you for the opportunity to appear before you today 
to discuss the economic effects of capital gains tax cut proposals. 
My discussion is focused on proposals in the Contract With Amer- 
ica. It addresses the revenue costs and some other issues. 

Given our current concern for the size of the budget deficit, an 
important issue is the potential revenue loss from this capital gains 
tax cut which is currently estimated at around $60 billion over the 
next 5 years. If tax cuts increase the budget deficit and are not oth- 
erwise paid for, the effect will be to reduce the Nation’s savings. 
The consequences for the budget deficit may be markedly different 
from those indicated by the current 5-year revenue estimates. 
There are two reasons I believe that this cost may be larger than 
suggested by current revenue estimates. 

First, the revenue cost of the capital gains tax cut is dependent 
on the size of the realizations response which may be currently 
overestimated. Both the administration and the Joint Committee 
on Taxation include in their revenue estimates the expectation that 
individuals will respond to lower capital gains taxes oy increasing 
realizations of capital gains. This effect lowers the static estimate 
in the budget window by more than 60 percent. 

There have been extensive criticisms of the methodologies of sta- 
tistical studies used to measure this response. In recent years, new 
evidence has been presented that suggests that this response may 
be smaller them that assumed in the past, especially after the first 
few years. In a study that I have prepared, the observation of his- 
torical ratios of realizations to accruals was used to calculate an 
upper limit of this response suggesting a much lower realizations 
response. 

This research was recently corroborated by a new statistical 
study that controlled for certain problems that had occurred in the 
past. This problem was basically that a lot of these studies were 
probably picking up transitory responses rather than permanent 
responses to lower capital gains rates. 

If these new lower measures of realizations response were used, 
the revenue cost would probably double. Second, the revenue loss 
associated with the proposal would likely be much larger beyond 
the 5-year budget window in part because of rapid growth of the 
loss due to indexation. This effect, even using the higher realiza- 
tions response, could eventually more than double the estimates. 
Both effects taken together, the lower realizations response and the 
transition to indexing, could more than triple the revenue costs. 

It is also important to note that we cannot necessarily depend on 
the capital gains tax cut to offset any deficit-induced effects on na- 
tional savings by stimulating private savings. Economic theory 
does not assure that cutting taxes on capital income will increase 
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private savings because of offsetting income and substitution ef- 
fects, and empirical evidence has not clearly supported such a re- 
sponse. 

I would like to quickly summarize some other points made in my 
written testimony. First, that cutting capital gains taxes may im- 
prove the efficiency of economy in some ways but may increase 
other distortions. The overall effects are not clear. 

Currently, capital gains taxes are increased above rates on ordi- 
nary income due to taxation of inflationary gains bilt are reduced 
to defer failure of tax gains and the current tax cap. 

In terms of distribution across the income classes, capital gains 
tax benefits accrue mostly to higher income individuals. For exam- 
ple, previous data presented in 1990 for a 30-percent exclusion in- 
dicated that over half of the benefit would go to the top 1 percent 
of taxpayers and about three-quarters to the top 5 percent. 

Finally, while there is no particular complexity in reintroducing 
an exclusion, inflation indexing is likeW to lead to additional com- 
plexity as will the prospective nature of the change. 

Thank you. 

[The prepared statement follows:] 
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Mr. Chairman and Members of the Committee, I am Jane G. Gravelle, a Senior 
Specialist in Economic Policy in the Congrceeional Research Service of the Library of Congress. 
I would like to thank you for the opportunity to appear before you tod^ to discuss capital 
gains tax cut proposals. discussion is focused on the proposals in the House Republican 
Contract with America, but the analysis, of couree, applies as well to similar Congressional 
proposals. 

1 would like first to discuss the effects of these proposals on the budget deficit, both in 
the short term and in the long run. Secondly, I would like to discuss the economic effects of 
these tax changes on economic efficient, on both horizontal and vertical tax equity, and on 
the complexity of the tax system. 

Given our current concern for the sice of the budget deficit, an important issue is the 
potential revenue loss fi*om thia capital tax cut, eurrentty estimated at around $60 billion 

over the next five years. If tax cuts increase the budget deficit and are not otherwise paid for, 
the effect will be to reduce the nation's savings. The consequences for the budget deficit may 
be markedly different from those indicated ly the current five year revenue estimates. 

There are two reasons to believe that this cost may be larger than suggested by current 
revenue estimates. First, the revenue cost of the capital gains tax cut is dependent on the size 
of the realizations response, which m^r be currentty overes t imated. Second, the revenue loss 
associated with the propo sa l will likely be much larger b^rond the 5>year budget window, in 
part because of the rapid growth of tlw loss due to prospective indexation. 

As you know, there has been considerable disagreement over the past few years over 
the revenue consequences of a capital gains tax cut. Both the Administration and the Joint 
Committee on Taxation (JCT) include in their revenue estimates certain behavioral responses. 
The most important of these responses, by for, is the oqMctation that individuals will respond 
to lower capital gains taxes by increasing realizations of capital gains. These increased 
realizations of coital gains will then produce additional taxable gains and additional revenue 
which will offoet the static revenue loas. (The static revenue loss is the loss arising from the 
lower tax rate assuming there is no bebavionJ change.) If estimates tised in the peust by the 
Joint Committee on Taxation are retained, this projected increase in realizations will be 
substantial and will lower the static estimate in the budget window by more than sixty percent. 

There has bsen a substantial body of empirical research on the realizations response, 
which has yielded a wide range of estimates. In particular, studies that estimated the 
relationsbipe between realizations and tax rates across different taxpa 3 rerB (micitKlata studies) 
often yielded extremely large responses. This empirical research is, for a variety of reasons, 
veiy difficult to perform, and all of the studies have been subject to a variety of criticisms. In 
1990, as you may recall, there was an extensive public debate about the magnitude of these 
empirical estimates and the merits of the alternative research methodologies employed ~ an 
issue which was never Ailly resolved.* 


* These issues were discussed in a variety of different articles at that time. See, for 
example, Gerald E. Auten, Laonard E. Bunnan and l^lliam C. Randolph, Estimation and 
Interpretation of Genital Gains Realizations Behavior, National Tax Journal, September 1989, 



278 


Id recent years, I believe that new evidence has been presented that suggests that this 
response may be smaller than that assumed in the past, especially alter the Arst few years. 
First, because of the wide variation in estimates based on statistical analysis, I prepared an 
alternative method of assessing the likely size of the realizations response.^ This analysis is 
based on a relatively simple observation >- in the long run, realizations cannot exceed accruals. 
That is, realizations would equal accruals over a long period of time (year after year) only if 
individuals sold all assets alter holding them leas than a year. Indeed, one would never expect 
that all gains would be constantly realized, even in the ahsence of taxM and other transaction 
costs. The observation of historical ratios of realizations to accruals can be used to measure 
the upper limit of the realizations response and to suggest a likely size of that response. This 
analysis suggested a lower, perhaps much lower, permanent realizations response than that 
measured in most statistical studies. Basically, this type of approach provides a "reality check” 
on statistical estimates. 

This approach suggests that the very large realizations responses found in most 
microdata studies lead to implausible estimates of changes in realizations responses, and 
suggests that the results found in these studies probably reflect transitory rather than 
permanent realizations responses. 

A recent statistical study, which used a new approach to control for transitory effects 
that had long plagued microdata statistical studies, also found much smaller realizations 
responses, results which are more plausible in li^t of these historical measures of realizations 
and accruals.* If the Andings in these recent studies are correct, the revenue estimates could 
be twice as large as they would be based on prior year assumptions.^ 

Secondly, the prospective indexing feature of the capital gains tax cut proposal is a 
provision that costs little in the Ave year budget horizon because it applies only to newly 
purchased assets. (Indeed, it is possible that such a provision raises revenue initially, as it 
induces sales in order to qualify for inflation indexing.) The loss from indexing grows rapidly, 
however. Prospective indexing allows indexing for inflation only for assets purchased after a 
given date. After one year, therefore, the reduction in taxable gain would be one year's worth 
of inflation for assets sold after one year. In the second year, the reduction would be one 
year's inflation for assets sold after one year, plus two years of inflation for assets sold after 
two years, and so forth. 

On a static basis, this provision mig^t eventually increase the revenue cost as estimated 
in the budget window by about fifty percent after it takes full effect. If, however, the 
realizations response used in the past by the Joint Committee on Taxation is assumed to be 
correct, this provision could more than double the revenue loss because it would apply to a 
much expanded base. Both of these effects taken together •• a smaller realizations response 
than that used in the past and the transition to AiIl indexing •• could more than triple the 
eventual cost of the proposed capital gains tax cuts.* 

If the cost is much larger than budget projections, either the revision will decrease 
national savings throu jh a higher budget deAcit or require larger offsetting changes elsewhere 
to maintain budget deAcit neutrality. 


pp. 363-374; Can a Capital Gains Tax Pay for Itself? by Jane G. Gravelle, Congressional 
Research Service Report 90-161, March 23, 1990; Gerald E. Auten and Joseph Cordes, Cutting 
Capital Gains Taxes, Journal of Economic Perspectives, Winter, 1991, pp. 181-192. 

^ See Limits to Capital Gains Feedback Effects, by Jane G. Gravelle, Congressional 
Research Service Report 91-260, March 16, 1991. 

* Burman, Leonard E. and William C. Randolph, Measuring the Permanent Responses to 
Capital Gains Tax Cuts in Panel Data, American Economic Review, September, 1994, pp. 794- 
809. More recent surveys of the literature cover this more recent research; see (George R. 
Zodrow, Elconomic Analyses of Capital Gains Taxation: Realizations, Revenues, EfAciency and 
Equity, In Tax Law Review, Vol. 48, No, 3, 1993, pp. 419-627; Jane (J. Gravelle, The Economic 
Effects of Taxing Capital Income, Cambridge, I^T Press, 1994, p. 143-161. 

* This calculation assumed a coefAcient of 3.6 for prior revenue estimating assumptions 
and a coefficient of 1 for a revised estimate, using a semi-log estimating function and assuming 
the reduction in tax rates is 46 percent. 

* This estimate assumes that inflation indexing is roughly equivalent to another Afty 
percent exclusion. See Jane G. Gravelle, Estimating Long Run Revenue Effects of Tax Law 
Changes, Eastern Economic Journal, Vol. 19, Fall, 1993 for a discussion of the time path of 
revenue losses from prospective indexing of capital gains. 
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It is also important to note that we cannot necessarily depend on the capital gains tax 
cut to offset deficit-induced effects on national savings stimulating private savings. 
Economic theory does not assure that cutting taxes on capital income will increase private 
savings because of offsetting income and substitution effects. Althou^ an increase in the rate 
of return will cause some greater preference for future consumption and the savings to 
accomplish it, an increase in the rate of return will also enable the attainment of a fixed or 
even hi^er level of future accumulations with less savings. Or, to make this point another 
way, if you were saving far a fixed target, an increase in the interest rate would reduce savings. 

Because of this theoretical ambi^ty, it is ne c e s sar y to turn to empirical research to 
determine whether private savings will increase, and empirical evidence would be necessary in 
any case to determine the magnitude of azQr effect. While it is very difficult to perform this 
analysis, this hody of research suggests that sffeets of hi^ier rates of return on saving have 
small effects on savings behavior and, in some studies, negative effects.* That is, it is possible 
that cutting capital gains taxea will reduce savings. 

I would also Uks to briefly other issues that the conunittee mi^t wish to 

consider regarding the p r opos ed exclusion and inflation indexing. These issues include 
efficiency, equity, snd sioqiUeity. 


Efficiency Issues 

An argument for reducing the csfiital gains tax made by economists is based on the 
distortions that the tax produces, including the iock-in effect, and the contribution of capital 
gains taxation of corporats stock to dis to rtions that disfavor corporate equity investments, and 
the general effect of reducing the taxation of capital. How significant these distortions are 
found to be depends, of course, on ffie magnitude of empirical measures of realisations 
responses and investment allocation (portfolio reeponsee). Hie distortion arising from lock-in 
could be significant aa a fraction of revenue. At the same time, the proposed tax reductions 
could magnify other distortions, sudi as the choice of dividend payout ratio and distortions of 
other taxes if they are used to replace the revenue. Notably, the reduction extends to 
noncorporate inveatmenta (primarily sale of real estate) aa well. Some economista also are 
concerned about the poasibUity of low capital gains tax rates pliying a role in tax sheltering 
and avoidance activities. Unfortunately, the role of lower coital gains taxes in increasing or 
decreasing economic efifieienqr remains unclear. 

Inflation indexing is probaMy le« likely to reduce the lock-in effect than an exclusion. 
The lock-in effect is moet eerious for those assets that have been held a substantial period of 
time, but these assets will receive a smaller exclusion from indexing than short lived assets. 
For example, if a corporate stock is iqp^yeriating at a three percent annual rate and there is 
a three percent inflation, itMbmng fiv an asaet held one year will result in an exclusion of 49 
percent of gain, while inAmng for an aaset held 20 years will result in an exclusion of 36 
percent of the gain.^ 

Arguments are sometimes made that the capital gains tax has an important 
influence on risk-taking; ent re p reneurship, and the availability of venture capital, and hence 
productivity growth. While such a rdatiooahip may exist, tbsre is little empirical evidence of 
a link between the oqiital gsins tax rate and productivity growth. Alao, much of formal 
venture capital offering is not suldect to capital gains taxation,* and the vast migority of 
capital gains accrue on real estate or sales stock of long established corporations. As you 
know, a current tax benefit already exists for gains on new stock issues of small business 
corporations. 


* For a summaiy of this literature, see Jane G, Gravelle, The ESconomic Effects of Taxing 
Capital Income, Cambridge, BCass., BOT Prwes, 19^ p. 27. 

The value of an asset costing one dcdlar bsU for me year is 1.03 timee 1.03 and the gain 
without indexing would he amount, mimis 1, or .0609. If the asset is indexed, the gains 
will be 1.0609 minus 1.03 (the latter number the basis increased by inflation), or .0309. The 
gain is reduced by 49 p er ce n t. For the oseet held for twenty years, the gain is 1.03** times 
1.03**, minus 1; the gun with indering subtracts 1.03** and the re^t is an exclusion of 36 
percent. 

* See James Poteiba, Venture C^dtol and Cental Gains Tasatio^ in Tax Polity and the 
Econony, vol. 3, ed. Lawrence Su mm ers, National Bureau of Economic Research, BifTT Press, 

Ounbridge, 1969. 
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Finally, there is no correct way to provide for an inflation adjustment for capital gain 
on the sale of depreciable property, when tax depreciation itself is not reflective of economic 
depreciation. 


Equity Issues 

An important argument for indexing capital gains is that gains include those arising 
solely from general price changes in the economy. These gains do not constitute real income 
and it may be argued that it is unfair to tax them. At the same time, capital gains income 
benefits from other aspects of the tax law, including the ability to defer taxation of income and 
the ability of avoid taxation entirely on assets held until death. Higher income individuals also 
benefit from the current 28 percent cap. In addition, the taxpayer has the advantage of control 
over the realization of gain, so that be can choose to realize offsetting losses. 

Whether, on average, these benefits outweigh the penalties imposed by taxing 
inflationary gains depends on average holding periods and inflation rates. Currently, it is 
likely that the average effective tax rate on capital gains is lower than the statutory rate for 
corporate stock where such effective tax rates can be calculated. This effect varies across 
individuals and assets, depending on the holding period and the real appreciation rate. The 
combination of the flfly percent exclusion and inflation indexing will lead to effective tax rates 
well below the statutory rate. 

Vertical distribution effects of the capital gains tax cut may also be of interest to the 
Committee. A capital gains tax cut will primarily benefit hi^er income individuals. When a 
thirty percent tax cut was proposed in 1990, the Treasury department estimated that 54 
percent of the benefit would have gone to those with incomes over $200,000, a group 
constituting about one percent of the population.* About 74 percent would have gone to the 
top five percent earning over $100,000. 


Simplicity 

While, the addition of more tax preferences for capital gains is likely to induce greater 
efforts to convert ordinary income into capital gains, there is no inherent complication in 
actually computing capital gains with an exclusion, liie proposal from prospective inflation 
indexing would, however, be more complicated. Unlike an exclusion, an inflation adjustment 
requires a separate adjustment for each vintage of assets. Also, since only assets purchased 
after a given effective ^te would be eligible for indexation, further complications would occur, 
since eligible assets would have to be purchased after a given date. 


* Classification was based on five year averages in order to mitigate the problem that 

individuals would appear in the hi^er group because of realization of a large gain in one year. 
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Chairman Archer. Thank you, Dr. Gravelle. You have opened 
the door for some interesting colloquy. 

When you say capital gains are not taxed at death, is it not true 
that the capital gains included in the market value of every asset 
are taxed at the nighest percentage rate of any tax in our system, 
55 percent? 

Ms. Gravelle. You are talking about estate tax? 

Chairman Archer. Yes. Is it not true that the market value of 
the assets receive a 55 percent tax, including the capital gains, the 
appreciation during a lifetime? 

Ms. Gravelle. 'Giat is right. 

Chairman Archer. They are taxed in a big way at the time of 
death? 

Ms. Gravb:lle. That is correct. Although there are a lot of exclu- 
sions, a lot of exclusions from the estate. 

Chairman Archer. But when you talk about what I personally 
disagree with as to the distribution tables about who gets the bene- 
fit from capital gains, if in fact it is the top 1 percent, as you say, 
then they are the ones who are going to pay the estate taxes, big 
time. 

Ms. Gravelle. Well, if they have Mr. Chapoton for a lawyer 

Chairman Archer. But in order to involve more of our panel in 
this discussion, Mr. Chapoton, do you have any disaCTeement with 
the analysis that Dr. Gravelle has just presented to the committee? 

Mr. Chapoton. Well, I do have several points of disagreement. 

I think that she would aCTee that lowering the capital gains rate 
is positive for savings and investment and her fundamental point 
is that, in the process, you increase the deficit by a greater amount 
than you will offset it with the positive effect of a capital gains cut, 
and I think it is a valid point. 

You know it, this committee understands it, that you do need to 
cut spending when you do this. The other, of course, question that 
she also raises is how much the capital gains cut will reduce reve- 
nues if at all. And that is a many, many factored question which 
has been discussed at lenrth before this committee. 

But I think that is remly the significant question here. I think 
everybody would agree that lowering capital gains rates is positive 
for the economy and positive for savings and investment. 

Chairman Archer. In the current environment you have the 
President, Newt Gingrich, A1 Gore, and a majority of both the Sen- 
ate and House of Representatives committed toward getting to a 
balanced budget. Irrespective of how they say it, they want to get 
there. It seems to me that the argument that if you don’t tax cap- 
ital gains that you are increasing the deficit, and therefore you are 
offsetting one type of savings with another, is not valid. It merely 
means that another area of consumption will be squeezed in order 
to get to that balanced budget. 

So it seems to me, in the current environment, that is not a valid 
empirical argument. But let me test out something on all five of 
you because I have tried to approach things from a basic common 
sense standpoint. What are the sources of capital? 

We all know we have to have capital to increase productivity in 
order to increase real earnings or standards of living. I think evety- 
body would agree with that. You have to have savings that are in- 
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vested if you want to increase productivity. Now, where can that 
capital come from? Where do those savings come from? 

Well, government can tax the production of people and instead 
of spending it on consumption-type items, which we do in this 
country today with the proceeds from our taxes, the government 
can build the factories, buy the tools, and provide the jobs. That is 
one source of capital. You are all nodding. That has been tried in 
the Soviet Union. It has been tried in Western Europe and they 
have all moved away from it because it doesn’t work. So let’s put 
that one off the table for the United States of America. 

The second source of capital will depend on the savings of for- 
eigners who have a higher savings rate and who are permitted to 
keep their savings when they have a capital transaction instead of 
having it taken away from them by government. Those foreigners 
then can come in and they can build the factories, and they can 
buy the tools, and they can provide the jobs so that we can increase 
our productivity. 

Most Americans that I talk to don’t much like that, but we have 
become dependent on more and more of that as a source of provid- 
ing the tools of production in this countiy. 

The disadvantage, besides that Americans don’t like it, is that we 
then have a mortgage on our productivity for all time for dividends 
and interest that have to be taken overseas. 


The third way of savings and capital investment is that Ameri- 
cans have to forgo consumption, and they have to provide the sav- 
ings to increase productivity. And I am a firm believer that we 
have got to stop talking about the rich against the poor or the cor- 
porations against the individual. We must protect savings wherever 
we find them because savings are what we lack in this country. 

If, in fact, higher income people are where the greatest savings 
are, then we should gladly be prepared to protect and encourage 
that because every worker’s personal standard of living, family real 
earned income, can increase by our productivity. To me this is very, 
very basic. 


Is there any one of you that disagrees with that? 

Ms. Gravelle. I just would like to remind you that at least the 
point that I made in my testimony is that we can’t be certain that 
cutting these taxes will increase savings — ^private savings. We can’t 
be certain of that. Our theory tells us that we don’t know for sure, 
and if we look at the evidence on this issue we don’t find the evi- 


dence. 


Chairman Archer. You are leading me to my next basic point. 
It seems to me that the nucleus of existing domestic savings in the 
United States is just as important as new savings that we can at- 
tract. Every one of those dollars of savings is available to be em- 
ployed to increase productivity. 

And I don’t think you need to be in an ivoiy tower with a theory 
to understand that whenever you sell a business that has 10 ma- 
chines and the government t^es 2 of those machines and sells 
them and puts the money in the Treasury to be spent on consump- 
tion, that you have got less capital employed in tne domestic mar- 
ketplace. And that is precisely what happens with a capital gains 
tax. Every time you have a transaction, a part of capital savings 
that is already out there is vacuumed up by the giant vacuum 
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cleaner, brought into the Treasury and disbursed on consumption 
items for the most part. 

Obviously, building roads and infrastructure is not a consump- 
tion item. Do you disagree with that? You can talk about theory 
but isn’t that the practical reality of what exists? 

Ms. Gravelle. Basically, what I am trying to say is that when 
we try to look for evidence on whether changing tax rates or chang- 
ing the rates of return — any of these things that change the return 
to investors — we do not find that clear evidence that aggregate sav- 
ings goes up. In the case where somebody is selling machines, the 
machines are still there. It depends on what people do with all of 
their savings when they are faced with a tax. 

Chairman Archer. You are going back to half the equation 
which is incentive for new savings. I am also talking about existing 
capital savings. 

Ms. Gravelle. Existing capital can’t be destroyed. Physical cap- 
ital is still there. 

Chairman Archer. It is. If every time you have a transaction the 
government takes 20 percent of that, 28 percent if you have a zero 
basis, there is 20 to 28 percent less in the marketplace than there 
was before, and that is converted to consumption. 

Ms. Gravelle. The point is that it is not clear that that is what 
happens. 

Chairman Archer. But it has to be. You are talking about 
whether there is an incentive for new capital. And you can theorize 
on that. These gjentlemen would disagree with you. But relative to 
existing capital it can’t be a theory. It has to be a reality. You are 
converting capital savings to consumption. There is no way it could 
be otherwise. 

I am wondering if you gentlemen would agree that the existing 
nucleus of capital savings can be just as important as new savings. 
And let me predicate that by saying, since you are venture capital- 
ists, many of you, that someone has to save to put the venture cap- 
ital in there. Cannot venture capital just as easily come out of the 
existing savings pool as well as from potentially some incentive for 
new savings? 

Mr. PlEDRA. Mr. Chairman, if I may, I would like to address two 
of the issues. 

One is the one you just mentioned, which indeed it is. If we can 
free up locked-in capital and move it to job creating capital invest- 
ments, it would be a tremendous boon to the economy, no doubt 
about it. 

But we are also ignoring a hard fact as to the results of capital 
gains tax reductions. And that is hard historical data, not future 
analysis, not theoretical analysis, but historical data indicates that 
every time we cut capital gains, tax investments go up and so do 
collections on realized capital gains. I think we are ignoring that 
hard fact, not hypotheses. 

Chairman Archer. Let me say maybe some of the theoreticians 
are ignoring it. I am not. 

Mr. Brody. I am not an economist. I just go based on what I see 
in real life. 

I describe an example of a company where the founders, the new 
management, the entrepreneurs as a group, made in excess of $100 
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million. They come to me, and they say we don’t want to pay cap- 
ital gains. If we sell our shares we don’t participate in the upside 
of the company, and there is a big toll tax when we go home. 

Many of these people are now experienced and very successful 
entrepreneurs, and if their capital was unlocked not only would you 
get their capital going to other situations, you would get their expe- 
rience and talents hmping other people, which would have a multi- 
plier effect. 

I agree if there were a reduction in the capital gains rate it 
would liberate capital and the productivity and multiplier effect. 
You would have a big impact stimulating productivity and new jobs 
going forward. 

Mr. Morgan. Mr. Chairman, again living through these things 

E erhaps makes a bigger impact on you than looking at the num- 
ers. 

I have lived through the ups and downs of the capital gains rate 
in this country. When I started my company, my own firm in 1981, 
a third of the capital came from families, repositories of wealth, 
usually industrially successful families who were willing to take 
the risks, the illiquidity, and, frankly, a little bit of the vicarious 
enjoyment of participating in creating new ventures and taking the 
risks that are associated. 

Come 1986, that source of capital just about dried up because 
these families may or may not have had good investment advisors, 
but they all had good tax advisors, and the tax advisors quickly 
pointed out to them that risk and illiquidity, along with a tax on 
the winnings, just didn’t compute to being a sensmle investment. 

That also affects the angel investors, people that make a little bit 
of money. And in the Boston area they are called the breakfast 
club, and these successful entrepreneurs get around in the morning 
at breakfast and decide whether or not they are going to give a lit- 
tle bit of money to somebody else to start a company. But they do 
pay attention to the tax rates, and if the tax rates permit them to 
keep a good hunk of their winnings they will take those kinds of 
risks. 

Chairman Archer. Thank you very much for that input. You are 
real people out there realizing the decisions that people make in a 
real world, and we are very grateful to have your input. 

Mr. Collins will inquire. 

Mr. Collins. Thank you, Mr. Chairman. 

Mr. Chairman, I like your example of the vacuum cleaner. Ms. 
Gravelle, do you have a vacuum cleaner? 

Ms. Gravelle. I sure do. 

Mr. Collins. What happens when you turn it on? 

Ms. Gravelle. Hopefully, it sucks up the dirt from my rug. 

Mr. Collins. It also makes a loud noise. I despise the one that 
my wife has. But that sucking is heard by a lot of people who own 
assets that they would probably sell or would like to sell, but they 
feel locked in because they hear that noise. 

A couple of years ago I was in a small TV rental shop in Georgia. 
The area was not much bigger than this area here — ^not this room. 
When I walked in, the lady immediately, knowing who I am, spoke 
to me about taxes. She said, you know, I have a small piece of 
property at the edge of town that I could have sold three times, but 
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I won’t sell it because I don’t want to turn over so much of my gain 
on it to the government. That was that sucking sound that she 
could hear. 

How long have you been with Congressional Research? 

Ms. Gravelle. Twenty-five years. 

Mr. Collins. What did you do prior to that? 

Ms. Gravelle. That is my only job except for going to Treasury 
and teaching and other things. 

Mr. Collins. That was pretty evident by your comments. 

Mr. Brody, you mentioned the alternative minimum tax. I would 
like you to go a little deeper with that because the alternative min- 
imum tax is a thorn in my side, too. 

Mr. Brody. There are two potential issues as it relates to the 
capital gains rate that might ultimately deliver it and the stimula- 
tive impact it would have on venture capital. 

At one time, when we had an exclusion against capital gains, the 
exclusion was a preference item for alternative minimum tax, 
which basically meant you got the exclusion from your capital gain 
which reduced the amount of capital gain you had. But then you 
took that exclusion you got and you put it back into your tax return 
and paid taxes on that as well. 

Effectively, when you were done you did not achieve the capital 
gains rate that was originally advertised. And if you had a full ex- 
clusion, which is a full preference — ^AMT is 28 percent and capital 
gains rates are 28 percent today at the top bracket — you basically 
made zero change in reduction. 

From the point of view of a venture capital firm, our business is 
very expense-intensive. We have 110 employees in our firm, over 
half of whom are professionals. We invest in 10 new companies a 
year and spend a great deal of time working with those companies, 
nelping them achieve their objectives. Those expenses are not de- 
ductible if you are in the AMT. And the result is the expenses we 
incur to create the capital gains — just as a manufacturer creates 
expenses to incur revenue — are not deductible. 

So if there is an advertised capital gains rate, if we look at what 
our capital gains is net of the cost to generate those gains, depend- 
ing on what our expense level is to the level of capital gains in a 
given year, we can end up with an effective tax rate on capital 
gains that can be even more than the 39.9 percent that we have 
in current law. 

So that if the objective of the committee and the intent of reduc- 
tion of capital gains is to stimulate venture capital, as Jim Morgan 
said, our industry has treaded water since 1987. 'The amount of 
new capital coming into our industry has been stagnant. During 
that same period the mutual fund industry has multiplied four 
times. 

If you want to stimulate venture capital, if you want to create 
more venture capital firms that can be receptacles for all forms of 
capital, tax exempt and otherwise, the signal that ought to be given 
to the industry is that whatever capital gains rate comes out of this 
committee as advertised and is ultimately approved is the rate 
that, in fact, we pay when we are done filing our taxes. 

Mr. Collins. 'Thank you. I would like to see a repeal of alter- 
native minimum tax altogether. 
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Chairman ARCHER. Gentlemen — ^and lady, I forgot to ask each of 
you what your preferred holding period would be assuming you are 
not going to have different holding periods with different rates. I 
don’t want to get into that issue. If we have one holding period 
should that holding period be 1 year, 2 years, 3 years, 4 years or 
5 years? 

Mr. Morgan. I understand you want a number, but it is a politi- 
cal judgment. The ideal would be that as we take our companies 
from illiquid, long-term investments, which is what a venture cap- 
ital investment is, we are mimtiting them into the public markets 
where there is liquidity and vmere a holding penod would interfere 
with the smooth functioning of that market. But that is the pro- 
gression of our train, if you will. 

So the deal would be that at each step along that train there 
would be the most efficient capital market and that would imply 
no holding period for the purpose of calculating capital gains treat- 
ment. 

In the absence of anything else I guess 1 year is probably as good 
as any. 

Mr. Brody. I agree. 

There was a comment made by a witness that one of the dis- 
advantages of our system is pressure on public companies for quar- 
terly earnings per share performance. I think it impacts their abil- 
ity to make long-term judgments. I think if you had a holding pe- 
riod of 1 year you would discourage people who are trading and 
churning in stocks and encouraging people to at least take a longer 
term view in the companies they invest in, and that would have a 
salutaiy impact. 

Chairman Archer. So you think the 1 year that is in our pro- 
posal is the best holding period? 

Mr. Brody. I think it would be sufficient. 

Mr. Piedra. One year, Mr. Chairman. From the employee side, 
these stock options that emplovees hold in the compemies are usu- 
ally over 4 or 5 years, so they have been working hard for that pe- 
riod of time and the shorter the holding period the better. 

Mr. Chapoton. I agree. I think 1 year. It was 6 months for many 
years. 'There has been talk about a longer holding period. I think 
with the latter you get closer to what we refer to as targeting, and 
I think you ought to stay away from ffiat. 

Ms. Gravelle. I can’t recommend a particular year. If you have 
a holding period that is too long and you have a diffierential, you 
create sort of a mini-lock-in problem that you need to think aoout. 
I don’t have any specific 

Chairman Archer. One year you think is adequate to take care 
of the trading in derivatives and a lot of chuming-type activities 
which many people say don’t really increase capital investment? 

Mr. Brody. I think there is a tradeoff. One year will have a sig- 
nificant impact. Obviously, 5 will have a greater impact. But there 
are disadvantages if you go out further than 1 year in terms of in- 
vestment behavior. 

Chairman Archer. Thank you. 

Mr. English will inquire. 

Mr. English. Dr. Gravelle, welcome. I note in your testimony 
that you indicate that the evidence is ambiguous on the dynamic 
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effects of capital gains tax. And perhaps that is because the meth- 
odolodes would have difficulty dealing with many of the other fac- 
tors mat might be in place. Is that fair to say? 

Ms. Gravelle. There are two kinds of effects. You are thinking 
about the realizations response? 

Mr. English. Yes. 

Ms. Gravelle. All studies done of the realizations response — 
they had a lot of problems, and that is really — and they produced 
very wide variations and estimates. 

Mr. Engush. So, really, the jury is not in on the dynamic effects 
from the standpoint of academic research of a capital gains tax. Is 
that fair to say? 

Ms. Gravelle. I don’t think anybody could pinpoint the number. 
The research that I did simply showed that you don’t have that 
much room to expand realizations. You can never realize more than 
you accrue. So if you look over history and you have already real- 
ized a lot of what you accrue that only leaves so much room and 
that room is not big enough to accommodate some of the invest- 
ments already done. 

And we are going to see this — if we estimate big capital gains re- 
ductions, your realizations will be so large with some estimates it 
would be implausible. 

Mr. English. But there are economists that would come at it 
from a different angle and might suggest there would be more dy- 
namic effects? 

Ms. Gravelle. There is certainly room for disagreement, yes. 

Mr. English. I want to focus the balance of my questions on the 
equity side. 

First of all, is it not fair to say that, just from a factual stand- 
point of tax returns claiming a capital gain, that nearly 50 percent 
of those returns are filed by taxpayers with less than $40,000 of 
adjusted gross income? 

Ms. Gravelle. I don’t know those numbers, but I wouldn’t find 
that surprising. 

Mr. English. Of tax returns claiming a capital gain, nearly 60 
percent of those returns are filed by taxpayers with less than 
$50,000 of adjusted gross income. My source on that is the Statis- 
tics of Income bulletin, fall of 1994. It is a good source. 

So I would take from that that just from a pure equity stand- 
point the beneficiaries of capital gains are certainly not confined to 
the upper-income bracket? 

Ms. Gravelle. It depends if you want to look at the number of 
beneficiaries or how many dollars they get. 

Mr. English. Frankly, I think probably the distribution of bene- 
fits is a more useful approach. Many of the so-called rich who 
would benefit from a capital gains cut are in a king-for-a-day cat- 
egory. In other words, thev have liquidated assets in a particular 
year so they show up on the tables as being an upper-income tax- 
payer for 1 year; but as a practical matter, looking at their history 
of income, they are not rich. They are middle class. Is that fair to 
say? 

Ms. Gravelle. Most of the data that I cited used a 5-year aver- 
age to try to deal with that problem. Those studies found that, in 
most cases, the people realizing gains and in those high-in some cat- 
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egories were there most of the time. That is a phenomenon, but it 
is not a dominant one. 

Mr. Engush. You don’t think that makes up a large portion of 
the capital gains? 

Ms. Gravelle. No. 

Mr. English. That is interesting. 

I have no further questions. Thank you, Mr. Chairman. 

Mr. Zimmer [presiding]. Mr. Christensen. 

Mr. Christensen. I just have a brief question. 

For 2 V 2 weeks now we have heard testimony from everybody 
from academia to bureaucrats to real, live people that are out there 
in the world fighting with the government eacn day. Why is it that 
lifetime government employees and lifetime professors, who have 
never ever been out in the real world, almost unanimously oppose 
a capital gains tax reduction. 

Dr. Gravelle, please explain to me what it is that we are missing. 

Ms. Gravelle. First, I would like to make my position straight. 
I am not here to say I oppose the capital gains tax cut, but I am 
here to say that it is going to cost a lot of money I think to make 
these tax changes. And if you are concerned about savings and in- 
vestment you are going to nave to be concerned about that revenue. 

I think the efficiency issues for capital gains tax cuts are mixed. 
Some kinds might be better than others. A lot of this capital gains 
cut will go to real estate. Maybe the ones that go to corporate stock 
would be more efficient. 

I have written a lot about this that I couldn’t put in my testi- 
mony. 

Mr. Christensen. I appreciate that. If you weren’t working for 
the taxpayers at the Congressional Research Service and say you 
were on the other side of the fence in the private sector, do you 
think you might have a different opinion? 

Ms. Gravelle. I can only tell you as an economist, and I think 
my opinion as an economist is, hopefully, totally unaffected by my 
personal situation and would be then, hopefully, too. 

Mr. English. Let me comment that I am a lifetime policy analyst 
and government employee that supports cutting the capital gains 
tax. Thank you. 

Mr. Christensen. That is refreshing. 

Mr. Zimmer. Thank you very much, members of the panel. We 
appreciate your joining us. 

Will panel number three please come forward? 

I thank our third panel for joining us. 

We will first hear from Robert DeHaven, who is the president 
and chief executive officer of Quality Systems, Inc., on behalf of the 
American Electronics Association. 

STATEMENT OF ROBERT C. DEHAVEN, POUNDER AND CHIEF 

EXECUTIVE OFFICER, QUALITY SYSTEMS INC., FAIRFAX, VA., 

ON BEHALF OF THE AMERICAN ELECTRONICS ASSOCIATION 

Mr. DeHaven. Thank you, Mr. Chairman. You have my testi- 
mony. 

I CTew up on a farm in Pennsylvania, and I am sorry that Mr. 
Stark isn’t here. I wanted to point out that I first became an entre- 
preneur at the age of 9. I received 5 cents for each cow that I 
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milked. And I was fortunate enough. I went to college on an ath- 
letic scholarship and at 35 mortgaged everything that I had to 
start a company. 

I am founder and CEO of Quality Systems Inc. We employ 400 
scientists and engineers in Northern Virginia. Tod^, we are a sub- 
sidiary of Tracor, a good Texas company. I have firsthand experi- 
ence with the impact of capital gains tax on small private 
businessowners. 

I am also chairman of the board of the American Electronics As- 
sociation, the largest high-tech trade association in the world. We 
represent over 2.3 million workers, and we have 300 corporate 
members ranging from Microsoft, Intel, to AT&T, to small, rapidly 
growing firms. Seventy percent of our companies employ fewer 
than 200 people. 

I believe we have empirical evidence that suggests that reducing 
the capital gains tax creates jobs, promotes high risk, high return 
investment, increases competitiveness; and it is fair. I would like 
to touch on each briefly. 

Creates jobs. Starting a new company, cash is king. The cost of 
capital is the most important cost. New ventures not pursued are 
generally abandoned because of cost of capital. Successml new ven- 
tures create jobs. How many will H.R. 9 create? I don’t know. 

After 1978 and 1981 cuts, we enjoyed 1 million new U.S. elec- 
tronics jobs between 1978 and 1984. We witnessed numerous suc- 
cessful startups. In fact, 15 years ago 65 percent of our 3,000 mem- 
bers did not even exist. Now we have Sun, Microsoft and Compaq. 
A direct result of a reduction in the capital gains tax? No, but it 
was helpful. A reduction in the capital gains rate helps create high- 
tech, high-paying jobs. 

Competitiveness. It is a global economy. Even the smallest U.S. 
companies compete with Japanese and European firms. Cost of 
capital is the most important cost of doing business in a growing 
firm. If that cost is significantly higher than in the United States, 
our companies are at a disadvantage. 

Our competitors understand this. That is why in Japan the rate 
is 20 percent, France 16 percent, Germany zero, Austria zero, Hong 
Kong zero, Singapore zero and in Belgium zero. A reduction in the 
capital gains tax rate increases the competitiveness of U.S. techno- 
logical and financial firms in the global market. 

Three, a reduction in capital gains promotes high risk, high re- 
turn investment. As you all know, high technology products im- 
prove the quality of life for American citizens. It also saves Amer- 
ican lives. Developing these technologies is expensive, and it is 
risky. Taxes, including capital gains taxes, are simjply a cost of 
doing business. If the tax rate goes down the cost of investing in 
new technology goes down; and, therefore, more money becomes 
available for projects. 

I hope this doesn’t make me one of those terrible trickle-down 
terrorists that I have been reading about, but it is John Maynard 
Keynes who said the engine who drives enterprise is not thrift but 
profit. 

This thought brings me to my final point: Capital gains is fair. 
The responsible literature suggests that H.R. 9 will have a minor 
impact on the Treasury. Some say, as we heard this morning, it 
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will be negative. Some say it will be positive. It depends upon how 
you ask the question and what answer you want. 

H.R. 9 has been attacked as unfair because most investment cap- 
ital comes from so-called wealthy taxpayers and that they will ben- 
efit. Some feel this is inherently bad. 

I know the 70 percent of AEA’s members who are building pri- 
vate companies that employ fewer than 200 people — I was one — 
they are not wealthy, but they will benefit. I know the employees 
of tne 84 percent of our high-tech growth companies who own stock 
or have stock options — I was one — ^they are not wealthy, but they 
will benefit. And I know the many small investors that have their 
money broadly invested in funds for their retirement — I was one — 
they are not wealthy, but they will benefit. 

Mr. Chairman, when I consider the benefit to these people, the 

i obs H.R. 9 will create, the technologies it will help develop and 
low it will make U.S. companies more competitive, I think it is 
fair. On the other hand, is it fair to tax these businessowners, 
these employees and these investors on the inflated values of their 
holdings? I don’t think so. 

If you invested $10,000 in 1973 at a rate of 7.4 percent for 20 
years it becomes worth $42,000. That is a $32,000 capital gain. At 
28 percent, you would owe a tax bill of $9,000. But if you adjust 
that $32,000 for inflation over that time it is worth $9,500. After 
you pay your tax bill you are left with $500 on your 20-year invest- 
ment. That is not fair. How can a middle-class worker retire on 
that kind of return? 

Furthermore, is it fair to tax the shareholder of a business twice? 
For every $100 a business makes, it pays $35 in income tax. The 
remaining $35 is put back into the company. It increases the value 
of the stock of the company and, therefore, is considered a capital 
gain and is taxed at 28 percent, for a total tax rate of 53.2 percent. 
Is that fair? I don’t think so. 

It seems to me that rather than agonizing over how to redistrib- 
ute the wealth pie among Americans we should seize the oppor- 
tunity to make it bigger. H.R. 9 is such an opportunity. It creates 
jobs; it increases investment; it increases competitiveness; and, Mr. 
Chairman, it is fair. 

Mr. Chairman, AEA endorses the capital gains provisions of the 
Job Creation and Wage Enhancement Act. Thank you. 

[The prepared statement follows;] 
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Statement of 
Robert C. DeHaven 

Chief Executive Officer, Quality Systems Inc. 
Chairman, American Electronics Association 

Good afternoon, Mr. Chairman, and members of the Committee. My 
name is Robert C. DeHaven and I am the founder and Chief Executive Officer 
of Quality Systems Incorporated -- a company based in Fairfax, Virginia - 
employing over 400 scientists and engineers. I am also Chairman of the Board 
of the American Electronics Association (AEA) -- an organization that 
represents some 3,000 U S. technology companies based in 44 states. These 
companies, which range from small start-ups to the Fortune 500, span the 
breadth of the electronics industry, from silicon to software, to all levels of 
computers, communications networks, and systems integration. More than 70 
percent of AEA members employ less than 200 people. 

I am pleased to be here this morning to present AEA's views on H.R. 9. 
The Job Creation and Wage Enhancement Act, with specific reference to the 
provisions relating to capital gairrs. Mr. Chairman, the AEA tirst testified before 
this committee on capital gains in 1978. As you may recall, those hearings led 
to the enactment of the Steiger Capital Gains Amendment and, in our 
opinion, set the stage for the explosion of the electronics and computer 
industry during the 1980's. 

The U.S. economy is growing - not by leaps and bounds - but 
nonetheless growing. Long-term interest rates are still - historically speaking - 
comparatively low and inflation appears to be under control. Worker 
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productivity has steadily increased and corporate America has become less 
bloated, more competitive. These are the building blocks for enhanced 
competitiveness and economic growth, yet millions of Americans still feel 
insecure about their economic future. Many of the high wage, high skill jobs 
that were eliminated during the 1991 recession are simply not coming back. 

So what should we do to get these Americans back to wori<? What 
should we do to increase global competitiveness? AEA believes one 
important step is to work towards a ‘growth friendly’ and ‘investment friendly' 
tax code. And that is why we enthusiastically support the capital gains 
provisions contained in H.R. 9. 

As this Committee moves forward with these hearings and as H.R. 9 
moves through the Congress, I want to stress that unlike most other legislative 
proposals, there is solid empirical evidence to support our conclusions 
regarding capital gains. Simply stated, a capital gains tax reduction will 1) 
create jobs, 2) promote high risk, high return investment; and 3) increase 
competitiveness. In addition, and perhaps most important, the evidence 
confirms that a capital gains tax cut is fair. 
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1) CAPITAL GAINS CREATES JOBS 

Mr. Chairman, economists generally agree that the tremendous 
entrepreneurial growth of the electronics industry during the 1980's was due, at 
least in part, to the 1978 and 1981 cuts in the capital gains tax rate. This boom 
of investment produced such start-ups. turned giants, as Sun Microsystems, 
Microsoft, Compaq Computer, and Conner Peripherals. These four companies 
have produced billions of dollars in exports and created thousand and 
thousands of new jobs. The explosive growth of new investments helped fuel 
the creation of over one million new jobs in electronics between 1978 and 
1984'. Another indication of the electronics industry's growth is reflected in the 
fact that 15 years ago 65 percent of AEA's 3,000 member companies did not 
exist. 

While the circumstances of each company's formation were and are 
different, those of us who have 'been there' and 'are there' starting and 
running companies know that many firms might not exist today had 
Congressman Steiger and others not acted in 1978. Likewise, we know that 
the 1986 Tax Reform Act, which increased the tax rate on capital gains income 
from 20 percent to 28 percent - a 40 percent tax hike - has discouraged 

Source: American Electronics Association 
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entrepreneurship and caused many investors to hoid on to assets they wouid 
otherwise prefer to sell. 

Once again, the U.S. needs to provide incentives to encourage iow-cost 
capital and seed capital held over the long term. As you know, Mr. Chairman, 
capital gains is in some ways a voluntary tax. Like it or not, annual income 
taxes are due every April 15th. Capital gains taxes are due only when an 
individual decides to sell an asset. ArvS since selling is taxed and possessing is 
not (the tax is deferred), high rates tend to limit the availability of investment 
dollars and low rates tend to move investment dollars into the most productive 
parts of the economy. It is not possible to create the kind of investment 
necessary to create jobs without allowing the free flow of investment capital. 

A reduction in the capital gains tax rate helps create high technology, high 
paying jobs. 

2) CAPITAL GAINS WIU INCREASE COMPEimVENESS 

We must also understand - os do our major trading partners -- that lower 
capital gains taxes lead to increased competitiveness. For mid-sized and 
larger companies, we compete in a truly global financial marketplace where 
investment dollars are rx) longer constrained by national borders. For smaller 
companies and start-ups, that do not yet have the access to the international 
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marketplace, those companies are constrained by the high cost of domestic 
equity capital. In either case, because the capital gains tax is an important 
component of the cost of capital, the rote of which countries tax capital can 
be an important competitive advantage. Certainly international investment 
decisions are driven by more than relative tax burdens, but global investment 
dollars will flow to countries where the aggregate return on investment is 
greatest. 

Virtually all of our major trading partners understand this concept and 
most of our competitors provide much lower tax rates on capital gains or do 
not tax capital gains at all. We saw this disadvantage first hand during the 
1980's when the cost of capital was at least twice as high in the U.S. as it was 
in Japan. As a result, many U.S. technology companies obtained investment 
capital in Japan and, in return, traded critical technology. Currently, the long 
term capital gains tax rates in Japan and France are 20 percent and 16 
percent, respectively. Countries like the Netherlands, Germany, Argentina, 
Austria, Egypt, and Singapore don't tax long term capital gains at all. A 
reduction in the capital gains tax rate increases the competitiveness of U.S. 
fechnological and financial firms in the global marketplace. 



296 


3) CAPITAL GAINS PROMOTES HIGH-RISK / HIGH-RETURN INVESTMENT 

The third point I want to make is that there is a high payoff to society, 
and a ciear improvement in the quality of life, from investment in high risk 
products, Exampies might include the development of capital intensive 
medical devices, which clearly provide significant, long-term returns to society. 
Or high-speed computing, which helps to give the U.S. the edge in global 
information markets. Or software development, which has education benefit 
far in excess of any initial tax expenditure. 

Whiie some people may believe that it is ir^herently wrong for certain 
individuais to make more money, this country was based on the premise that 
the return on on investment should be commensurate with the risk. It was 
Keynes who said "the engine which drives enterprise is not thrift, but profit.' 
And, if we truly want to "push the envelope" on high-risk investments, we must 
understand that the large majority of high-risk investments have value only 
because of the prospects of producing future income. 

If successful, these investments - a new computer chip or bio-tech drug 
- will pay huge dividends throughout the economy, save lives, increase our 
quality of life, and ~ yes - will provide a reward to the investors who placed 
their capital at risk. We will see more jobs, greater productivity, and a broader 
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tax base. But if unsuccessful the risk takers will get nothing, and run the risk of 
losing everything. If we want to move money into high-risk investments, we 
must understand that the risk / reward ratio operates on the margins - the 
lower we can push the cost of capital, and the higher we can get the 
potential rate of return, the better we will do in promoting high-risk, high return 
investments. A reduction in the capital gains tax rate encourages investors to 
support risk, high return investments. 

4) CAPITAL GAINS IS FAIR 

Mr. Chairman, finally I want to emphasize that a capital gains tax cut is 
fair. As the issue of a capital gains tax cut is debated, few people will 
challenge the fact that the capital gains tax reductions of 1978 and 1981 
'worked' fo create new jobs and new companies. Rather, opponents will 
focus on the peripheral issue of fairness and will argue that the rich will receive 
a windfall. These same people feel that increasing the financial returns to the 
wealthy is inherently bad. Presumably they believe that the benefits to the rich 
will come at the expense of the poor. But the point of reducing the capital 
gains rate is to invest in our country's long-term economic health for all 


Americans. 
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The fact is that the benefits realized as a result of lower capital gains 
taxes will be reinvested in the American Economy, not in the pocketbooks of 
the rich When we reduce the capital gains tax rate we are providing the 
investment capital necessary for a long-term economic expansion. We are 
providing jobs for all Americans. We are creating technologies which provide 
secondary and tertiary societal benefits, far in excess of the cost of a tax 
deduction. And, we are laying the foundation for the industries of tomorrow. 

I would also add that from the perspective of the high technology 
community, a capital gains tax cut is a middle class tax cut. That is because 
of the broad based use of employee stock options. Fifty four percent of high 
growth companies offer stock options - a piece of America's future - to every 
single employee. And the practice is even more widespread among smaller 
high-growth companies. A recent survey of our members showed that eighty- 
four percent of companies with fewer than one hundred employees offered 
stock options to every single employee. This is equity we are talking about. 
Equity for hundreds of thousands of middle class, mid-level employees. Equity 
which some day will be recognized as capital gains. For these employees, a 
capital gains tax cut is a middle class tax cut. 
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CONCLUSION 


Mr. Chairman, do we want a tax system that imposes high rates on 
capital gains, significantly reducing the attractiveness of high-risk / high return 
investments, and resulting in fewer new jobs, fewer new technologies, and 
fewer new innovations? Or do we want a tax system with low capital gains 
rates that encourages investment in emerging high technoiogy and other high- 
risk ventures that offer great societal and economic returns? From the 
perspective of high technology companies the choice is clear. Low capital 
gains taxes encourage risk and capital formation. High capital gains taxes 
discourage risk and capital formation. It's that simple. Capital formation 
equals high paying jobs. In order to increase the standard of living for all 
Americans we should focus on how to make the pie bigger rather than 
agonizing over how to redistribute the size of the pie we hove today. 

So, as we go forward with this debate I want to stress that capital gains 
is about jobs; capital gains increases high-risk investment; capital gains 
increases competitiveness; and, perhaps most important, capital gains is fair, 
AEA enthusiastically endorses the capital gains provisions of the Job Creation 
and Wage Enhancement Act. 


I would be pleased to respond to your questions. 
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Mr. Zimmer. Thank you. 

I would like to remind the witnesses that when the red light goes 
on your time is up. 

Our next witness is David Lietzke, vice president, human re- 
sources, Bay Networks Inc., on behalf of the Coalition for American 
Equity Expansion. 

STATEMENT OF DAVID LIETZKE, VICE PRESIDENT, HUMAN 

RESOURCES, BAY NETWORKS INC., SANTA CLARA, CALIF., ON 

BEHALF OF THE COALITION FOR AMERICAN EQUITY 

EXPANSION 

Mr. Lietzke. Mr. Chairman and members of the committee, I am 
David Lietzke, vice president of human resources for Bay Networks 
in Santa Clara, Calif 

Bay Networks is a new company reflecting the merger of 
Synoptics Communications and Wellfleet Communications. Our 
combined company employs over 3,000 employees and generates 
over $1 billion in revenue. We design and manufacture computer 
networking equipment. 

Like most fast-growing technology companies. Bay Networks has 
to compete aggressively for the most talented and productive people 
at all levels. Therefore, we offer our employees an opportunity to 
share in the company’s success. At present, over 90 percent of our 
employees receive stock options; and 74 percent of them opt to pur- 
chase stock through our employee stock purchase plan. 

I appear before you on behalf of the Coalition for American Eq- 
uity Expansion. CAEE is a group of CTOwth-oriented companies and 
professional organizations dedicated to the promotion of equity 
compensation in the American economy. CAEE was a leader in the 
recent battle to prevent the Financial Accounting Standards Board 
from destroying broad-based employee equity plans. 

Mr. Chairman, I am not here to talk about the impact a capital 
gains tax might have on my company’s tax returns. I am here be- 
cause of the terrific benefit a capital gains tax cut would give to 
my employees. 

I want to say that the old charge that a capital gains tax cut 
helps only the wealthy is simply wrong. The capital gains provi- 
sions of H.R. 9 will ^ve a significant tax cut to many millions of 
middle-income American households. I will give you two reasons 
why this is so. 

First, H.R. 9 offers a capital gains tax break for every taxpayer 
at every income level. It is a much more fair and much more popu- 
list approach than current law, which limits capital gains benefits 
to people in the top two tax brackets. 

The second reason this bill is a significant tax cut for middle- 
income Americans is that there are a lot more people in the 15 and 
28 percent tax bracket who have equity investments than we ever 
realized. I am talking about the millions of employees who invest 
regularly through employee stock purchase plans and broad-based 
employee stock option plans. These plans are very different from 
ESOP, employee stock ownership plans. In the plans I refer to, em- 
ployees purchase stock with their own aftertax money; and, unlike 
ESOPs, they are able to hold and vote their own stock. 
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Both stock options and stock purchase plans are widely used in 
growth-oriented companies like Bay Networks. However, the par- 
ticipation rate in these plans is hard to quantify, and yet a tremen- 
dous number of people are involved. 

In his landmark study of employee ownership called ‘The New 
Owners,” Rutgers professor Joseph Blasi s^s, “The seemingly 
quiet purchase of stock in a variety of non-ESOP defined contrihu- 
tion and defined benefit plans constitute almost half the employee 
ownership in public corporations.” 

Today CAEE is releasing a new study that begins to document 
for the first time how many employees are eligible to participate 
in companywide stock options and stock purchase plans. At our re- 
quest, Executive Compensation Reports of Fairfax Station, Va., re- 
viewed the proxy statements of more than 1,000 of the Nation’s 
largest firms. They identified 80 firms that go out of their way to 
volunteer the fact that every employee in the company is eligible 
to participate in their stock option plan. These companies employ 
over 2.5 million people. 

Additionally, another 230 firms offer section 423 employee stock 
purchase plans to all of their empl^ees. So these 310 companies 
alone employ over 7 million people. The great majority of these peo- 
ple are the veiy middle-income taxpayers that H.R. 9 would help. 

And this is just the tip of the iceberg. For every one of these 
major companies there are many smaller firms that offer stock op- 
tions or stock purchase plans to all or nearly all of their work force. 
So we think it is fair to conclude that a politically significant popu- 
lation of middle-income people already have a major stake in this 
tax cut. 

In fairness, I should say these numbers are far from exact, but 
it is also fair to say that I can’t imagine a more effective way to 
expand the percentage of participation for middle-income people 
than to enact the capital gedns incentive of H.R. 9. 

Can I cite you evidence that employees really care about these 
plans? Yes, I can. Let me remind you that it was these little- 
noticed stock options and stock purchase plans that led to the re- 
cent conflict with the Financial Accounting Standards Board. Never 
before has FASB had to retreat from a proposal after issuing an 
exposure draft. 

I would like to conclude by saying that cutting the capital gains 
tax will enhance the return on investments of many millions of 
middle-income American households. We thank you for proposing 
H.R. 9, and we urge you to pass it as quickly as possible. 

[The prepared statement and attachment follow;] 
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StatBmfnt of David 
Prandent, Human Reaouroes 
Bay Networka Inc, Ranta Clara, Caliiomia 
on Behalf of 

Tlie Coalition for American Equity Expansion 
Before 

Hie House Ways and Means Committee 
January 25, 1995 

Mr. Chairman, and members of this distinguished Committee. I am David 
Uetzke, Vice President, Human Resources for Bay Networks Inc. 

About Bay N e t w os fa 

Bay Networks is a new company reflecting the merger of Synoptics 
Communications of Santa Clara CA and Wellileet Communications of Billerica 
MA, outside Boston. Our combined revenues exceed $1 billion. We employ 
about 3.000 people. Bay Networks designs, manufactures and sells 
computer networking equipment. Our equipment is a basic building block 
of the emerging information superhighway. 

like many other fast-growing technology companies. Bay Networks 
competes aggressively for the most talented and productive people at all 
levels in our organization. A key to our ability to attract and retain all of our 
employees is the opportunities we ofifer them to share in the growth of the 
company through our company-wide stock option plan and our employee 
stock purchase plan. At present 97% of our employees receive stock 
options and 74% have opted to purchase Bay Networks stock through our 
employee stock purchase plan. 

About CAEE 

I'm appearing before you today on behalf The Coalition for American Equity 
Expansion. CAEE is a group of growth-oriented companies and professional 
organizations dedicated to the promotion of equity compensation in the 
American economy. CAEE was a leader in the recent successful battle to 
prevent the Financial Accounting Standards Board from wounding America's 
best-managed companies by nuking their company-wide employee equity 
compensation plans prohibitively expensive. 

SUMMARY OF TESTIMONY 

Mr. Chairman. I'm not here to talk about what a capital gains tax cut would 
do for my company's tax return. I'm here because of the terrific benefit such 
a cut will provide to my company's employees and the employees of 
thousands of other firms with broad-btuied employee equity plans like ours. 

The old charge that a capital gains tax cut Jiut helps the wealthy is simply 
wrong. Your capital gains proposal would provide a significant tax cut lor 
many millions cu middle Income American households. I'll offer two 
arguments to support that statement. 

First, unlike the capital gains provision In current law, H.R.9 specifically 
extends a significant capital gains differential to middle Income taxpayers in 
the 15 and 28 percent tax brackets. That's the right thing to do. “^s vital 
Investment Incentive shouldn't be restricted to people with the highest 
Incomes as it is today. 

Second, there are a lot more people in the 15 and 28 percent tax brackets 
with equity Investments in plans sensitive to a capital gains cut than most of 
us realize. In the last 20 3 rear 8 there has been a huge increase in employees 
owning stock in their own companies through company-wide stock 
purchase plans and broad-based stock option plans. These non-ESOP 
employee ownership plans are widespread and growing, but they're hard to 
quantify. Their ag^egate Impact has escaped most of us because these plans 
don't have to be registered in any one place and because they don't generate 
a tax expenditure that forces them to be quantified and reexamined every 
few years. 
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"The seemingly 'quief purchase of stock in a variety of non-ESOP defined 
contribution and defined benefit plans constitute almost half the employee 
ownership in public corporations." 

Joseph Blast, The New Owners: The Mass Emergence of Employee Ownership 
in Public Companies, Harper^Uins, NY, 1991, pg. 28 


Today we are presenting a new study that begins to document how many 
more people are benefiting from sto^ options and stock purchase plans 
than is commonly recognized. A review of the prcoQ' filings of 1,013 of the 
nation's largest firms reveals that nearly a third of these companies (310) 
already offer company-wide stock options or employee stock purchase plans 
to their employees. (Some companies offer both.) When we added up the 
numbers we were amazed to discover that these 310 companies alone 
employ over seven million people! See .^pendlx 1 & 2. 

And we can show that this is Just the tip of the Iceberg. For every one of 
these giant companies with employee equity plans there are many smaller 
firms that offer stock options to all or imarly all of their workforce. And 
every Sec. 423 stock purchase plan is required by statute to be open to all 
employees after two years service. A series of industry surveys has 
documented this trend. Therefore, we think it's fair to conclude that a 
politically significant population ol middle Income people already have a 
major stake in this tax cut. 

Cutting the tax on capital gains will increase the return tens of millions of 
middle income households receive from their equity investments. It will 
make employee equity programs much more valuable to both employees and 
companies. That will dramatically accelerate the spread of these programs 
and Increase the income security of millions of additional families. 


DISCIXSSION AND DOCUUENTA'nON 

I. The Pr^roHst Capital Gsiiis Provision s of ELR 9 Are More Equitable Than 

CnirentLaw 

Capital Gains Under file 1993 Tax Act 

The Clinton Admlnlstratian'B Omnibus Budget Reconciliation Act of 1993 
raised the top mar^nal tax rate from 31 percent to 39.6 percent while 
keeping the top rate for long term capital gains at 26 percent This had the 
beriefidal efiiect of restoring a meanli^gftil broad-based capital gains 
differential that encourages long term equity Investment 

But the only people who have derived any benefit from this new differential 
are the tiny fraction of Americans with income that puts them into the tax 
brackets above 28 percent To be helped by the 1993 provision, married 
taiqiayers filing jointly, must have toxnhie fneome higher than $ 91 . 850 — after 
all their deductloru exemptions. Single taxpayers must have a taxable 
Income above $55,100 to benefit As the supporters of the 1993 bill like to 
point out its provisions only affected two percent of America's households. 
That approach provides no relief for the vast majority of Americans with 
mutual funds, employee stock purchase plans, stock options or homes to 
seU. 

Under the 1993 tax act taxpayers in the 15 and 28 percent tax brackets 
who sell assets they've held for several years are forc^ to pay tax on 
artificial gains caused Ity tnflaHnn. And theyre taxed at their frill ordinary 
Income rates, while rhnne In the top brackets enjey a substantial break. 
Investment Income earned over aewsal years is taxed as If it bad been 
earned In a sin^e year, which can unfafrty push taiqiayers Into higher tax 
brackets. 




Capital Gains Under HJIS 

By contrast, H.R.9 offers a capital gains tax break for taxpayers at every 
Income level. The bill would allow all taxpayers to exclude fifty percent of 
their gain on long term assets and pay tax on the remainder at their 
ordinary income rates. Taxpayers In the 15 percent bracket would pay an 
effective tax rate of 7.5 percent, those in the 28 percent bracket would pay 
14 percent, and those In the 39.6 percent bracket would pay 19.8 percent 
on their capital gains. 

The capital gains provision of H.R. 9 would build the U.S economy by 
encouraging the vast majority to Americans to make long term equity 
Investments and prevent their gains from being destroyed by Inflation. It 
offers a much more equitable approach than current law which reserves 
these vital Incentives for those at the top. 


II. MilHons of Middle Income American Households Already Have a Stake in 
a Capital Gains Tax Cut Because of Company-Wide Stock Options and 
Stock Purchase Plans 

What are Employee Stock Purchase Flans? 

These statutory plans (IRC Sec. 423) allow employees to purchase their 
company's stock at up to a 15% discount, generally through payroll 
withholding. In an approved plan, after a holding period, taxes on the 
discount and any gain tn the underlying stock are deferred until sale of the 
stock. At sale, the original purchase discount is taxed at ordinary Income 
rates and any gain on the stock receives capital gains treatment. By law 
every employee with more than two years service must be allowed to 
participate equally in these plans. For example, at Bay Networks, we have a 
celling of $10,800 per year for employee stock purclmes through our plan. 
Employees at all levels have the same celling. 

What are EmployBe Stock Option Flans? 

Employee stock options are rights granted to employees to purchase stock 
In their company for a specified time (no more than ten years) at a specific 
price (usually the fair market price of the stock at the time the option Is 
granted.) Both stock option and employee stock purchase plans require 
shareholder approval. 

Both these plans differ from ESOPs in that the employees purchase their 
own stock with after tax money. They hold and vote their own stock. They 
may sell It anytime or hold It. In the absence of a capital gains differential 
most employees today sell immediately when they purchase their stock. 

H.R 9 would provide a strong tax incentive to encourage more employees to 
hold onto more of their stock after exercise to earn a better return. 

Employee Equity Plans are '>^tally Important to America's Growth Companies 

Both stock options and stock purchase plans are widely used In growth- 
oriented companies. Stock options allow young, cash-strapped firms to start 
up and compete against more established companies for scarce technical 
t^ent. They help create new Jobs by stretching scarce venture capital. 

Stock purchase plans allow employees to share in the growth of their 
company on a discounted, tax deferred basis. Equity ownership aligns the 
interest of employees with shareholders and creates an entrepreneurial 
climate that enhances competitiveness. This Is employee empowerment 
through ownership. Employees in these firms aren't Just a factor of 
production called "labor,’ they're stakeholders. 

Company-wide stock options and stock purchase plans are the greatest 
mechanism for sharing wealth since the family farm. Their emergence Is a 
uniquely American development. None of our foreign competitors have yet 
learned how to generate die kind of company-wide employee commitment 
and creativity that these plans generate. As Senator Lleberman said during 
the recent FASB debate, "Employee equity Is America's edge In global 
competition. It's our secret weapon." 
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FASB Can Voudi For XliB biteon Commitnmt of Botli Employees and 
Con^Mutoi to IfaeM Flam 

If some of these arguments sound {amillar. it's because you heard a lot of 
them recently during the battle over PASB's attempt to change the 
accounting treatment of these very {dans. In Its twenty year history FASB 
had never bad to retreat Gram a profxisal after Issuing an exposure draft. But 
ndien they threatened to extinguish these broad-based plans, they were 
Inundated and eventually overcame fay the Intensity of &e opposition of 
America's growth companies. 

And what a boring topic to get excited about! Most people would rather 
snort a skunk than have to get up to speed on an accounting Issue — but not 
this one. It's bard to imagine a ra^ In ^con Valley — the first ever, on any 
topic — with over four thousand people Grom 130 companies turning out — 
with a marching band — to isotest an esoteric accounting change. But that's 
what happened. 

I want to emphasize that it was the thirst to company-wide stock options 
and stock purchase plans that generated this unprecedented war. No one 
fought FA;^ over E^Ps. They weren't affected. No one fought FASB to save 
their 401(k). Th^ were baxefy affected. What was threatened was the 
chance for rank-and-file employees to share an equity stake In their own 
companies. It's this pc^iullst dimension and the widespread use of these 
plans that made fixing the FASB proUem a political priority In states like 
California, Texas, New Jersey, Oregmi and Washington. 

While I'm here. I'd like to personally thank the members of this committee 
«dio helped persuade FASB to wlthdhaw its damaging proposal. We're 
espedaliy grateful to those who sponsored H.R. 2759, The Equity Expansion 
Aci: Mr, Ptoma, Mrs, Johnson of Commcticnt, Mr. Archer, Mr. Berger, Mr. 
JnhiMon nf TWm, Mr. MrlWmott, Mr. unit Mr j^lmmiw. 'Y’ourwork 

on tlut Issue has made It possible far millions of American families to 
continue to benefit Grom broad-based emplryee equity plans that would have 
dls^ipeaied under FASB's proposal. 

Nearly a lUrd of llie Natfanh Largest Ffams Already OBer Stax^ Optioos or Stock 
Purchase Flans to All Their Eaqdayees 

Mr. Chairman, vrtien we set out to try to make these non-ESOP employee 
equity programs more vlMble to you. we bad no idea what big numters we'd 
be uncovering. But the employment of these giant firms tealfy adds up. 

Fortunately, we learned that Executive Compensation Reports, of Fairfax 
Station, Virginia regulmly reviews the pim^ statements of more than a 
thousand oftiie nation's largest firms taken Grom Fbrtune 500 Service and 
Industrial lists, and the BusinessWeek Corporate Scoreboard 1,000. At 
CAERE'S request ECR araminiKt 1013 nuyor firms, using Its ECRInfo data 
base. They Identified 80 major firms that report their entire workforce is 
eligible to participate in tiielr stock option i»an. When we checked the 
employment these companies report to Standn/d and Poor's, we discovered 
they employ over 2.5 million people! These firms are listed In Appendix 1. 

ECR was also able to Identify 230 that offer Section 423 employee stock 
purchase plans to all of their employees. Even though a few of these 
companies don't list their employees with Standard and Poor’s, the rest 
employed over 4.5 million people In 1934. They are listed in Appendix 2. 
That's a total of over 7 million people fiom Just these 310 companies! 

(We deleted companies that offer both company-wide stock options and 
stock purchase plans from the purchase pl^ list and coimted them only 
once In the confoined total.) 

Over 7 MnHan Employees are Eligible to Benefit Fyom the C^iital Gains Cut 
From These Large Companies Alone 

Since both stock options and 423 plans share the same equity investment 
characteristics, it's fair to say that over 7 million employees of these major 
firms have a direct stake In the capital gains tax cut that Is before you. In 
almost all of these ccanpanies, the great preponderance of the emplcqrees 
are In the middle tncome categories that H.R. 9 targets for relief. 
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Mr. Chairman, I hope you and the other members of this Committee will 
look at this list. You're likely to find constituent companies and other allies 
of yours that grant stock options and optlon-Uke stock purchase plans to 
their entire workforce. Please remember this list the next time someone 
tries to tell you that stock options are Just a rlp-oif for fat cats. 

Many Smaller Firms CMEer Broad-Based Employee Stock Plans 

For every one of these giant firms that offer company-wide equity 
compensation programs, there are many smaller companies doing the same 
thing. They're Just harder to quantify. A series of industry surveys 
consistently shows that smaller grov^-orlented firms use broad-based 
employee equity programs extensively. 

As part of the effort to persuade FASB to drop its proposal. In November 
1993, the NASDAQ Sto^ Market surveyed the companies it lists and 
received a large response (2185, almost 53% of their listed companies). 
Significantly, a full 30 percent of these companies reported that ff FASB 
dropped its proposal.s they plarmed to broaden the scope of their stock 
option plans to include lower levels of employees. And this was before a 
capital gains tax cut, which should accelerate that trend even more. 

More recently an electronics industry survey the American Electronics 
Association and ShareData in September 1994 received 600 respondents. 
Over 300 of those companies grant stock options to ^ their employees. 
83.3% of the companies with fewer than 100 employees grant options to 
every employee. Employees below the senior management level received 
65% of all the stock Uiat was granted by all the companies. A 1990 survey 
by the Biotechnology Industry Organization found tlmt 75% of its companies 
used stock options and 60% granted them to their entire work force. 

It's also important to notice that professional venture capital firms are 
strong advocates of broad-based employee equity plans. American venture 
capita^ts are among the most sophisticated cor^rate investors, directors 
and shareholders in the world. They consistently Insist that their portfoUo 
companies establish and maintain extensive employee stock compensation 
plans that cover all or nearly all of their work force. And they're not hesitant 
to say why. The profession^ venture capital industry has learned over the 
years that broad-based employee stock ownership is essential to achieving 
the dramatic returns that professional venture capital Investors seek. 

HB. 9 Win Increase Partidpailoa in Existing Plans 

Mr. Chairman. I want to emphasize that we're not able to give you precise 
numbers here. We're Just trying to help you see an important movement in 
the economy that has been under lejiorted in the past. We recognize that 
these employment numbers overstate the population that actually benefits 
from these programs today. First, these are world-wide employment figures. 
Some of the people Included live in other countries and may or may not pay 
U.S. taxes. We couldn't adjust for that in time for this beating. Second, we 
know that not all employees choose to participate In their company's plans 
today. But 1 can't think of a more effective way to expand the percentage 
that do participate than to enact the capital gains incentives of H.R 9. 

CONCLUSION 

FASB's proposed accounting change left a cloud of uncertainty over equity 
compensation programs in the U.S. for a full decade. Despite that, these 
plans continued to proliferate because they’re so valuable to employees. The 
demise of FASB's tlmeat, combined with a significant new capital gains tax 
incentive, could usher in a golden age of employee ownership and -employee 
empowerment. 

We strongly urge you to enact the capital gains provisions of H.R9. 
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Chicerp 

88,600 

John H. Hariand Co 

A30U 

Reliance Electric 

Cttiieos Utilities 

%300 

Jamea River Cerp of VA 

38300 

Ryder System, Inc 

dtL Croup, Idc 

AOOO 

Kamao 

A484 

S^ety-Kleen Cor 

CoDtiaeaUl Beak Corp 

4,156 

KlJt Inatruiaeots Corp 

860 

Salomon Inc 

CoMtel Cerp 

1A700 

Knight-Riddor, Inc 

22000 

Schlumberger Ltd 

Cohimbia^CA Healthcare 

A300 

Lafarge 

A300 

Scwntifw-Atlaota Inc 

COMSAT 

U44 

Louisiana>PaciAc Cerp 

13300 

SdMed life Syatems, Inc 

CenAfra, lec 

80,787 

Legeet CerporsiiOB 

2000 

Seagate Techoelo£r 

CoBDer IMpherala, Idc 

AOOO 

Loggsti A Platt. Idc. 

12400 

Service Cerp Intemai’l 

CoBaoUdated EdieoD • NY 

1A718 

Leeg lalaod Lighting Co 

8300 

ServiceMaster Ltd Partners 

Cooper ladustnoe, Idc 

60^ 

Limited, loc 

90300 

Bhoney’s, Inc 

Cemlsf Ine 

&,SOO 

lineota Electric Co 

2000 

Signet Corp 

Siliceo Graphica 

Cray B^ardt, lac 

AOOO 

LGAE Energy Corp 

n/a 

cue iDtereatioDol 

AOOO 

131 Logie Corp 

2300 

9t. Jude M^cal, Inc 

CununiDa EofiDc Co, Idc 

2A400 

Lubriso] Cerp 

4300 

Snap-On Took Corp 

Dauphlo Oepodt 

Z127 

K/A.COM Inc 

<763 

BONAT 

Deere & Co 

84,000 

Marriott Intffnatienal 

21300 

Sprint 

OetuieCorp 

17AQ0 

Martin Moriotta Corp 

62670 

Stanley Works 

Oifital Equipmeot Corp 

184/100 

Maytag Cerp 

22407 

Storage Technology Cerp 

Donnelley (BJt.) A Sons 

2,600 

McCormick 

7301 

Stride Rite Corp 

Dew Cbemieal Co 

62,000 

MCI CosEununieotioDt 

84300 

Buobosm-OsUr Company Inc 

Dow JoDoa A Co, Idc 

A400 

McKesaon Corp 

12160 

Bun Microsystems, lac 

Eastere EDterpriaee 

4,300 

Medtronic, Inc 

2303 

Southwest Airlines Co 

Edwards (A.G.) 

was 

Mercantile Bancorp 

2417 

BynOptico Conununicotieos 

EGAG, Idc 

8A000 

Mercury Finance 

672 

SYSCO Corp 

Eofelhard Corp 

A400 

Merrill l^fa A Co 

40300 

Tombraods 

ENSERCH Cerp. 

ILOOO 

Mkroeoll Corp * 

12600 

Tandem Computers 

First Bank Sy^en 

10377 

Midwest Reaoureee. Inc 

2100 

Tandy Cerp 

Food lioD 

60300 

Miller (KerBen) 

2400 

Tektronix, Inc 

Federal Eapiess Corp 

03300 

Minnesota Minmg A Mljg Co 

87315 

Tolc>Cofflmunicotiens 

Federal Hootc Loan 

60 

Minnesota Fbwot A 

2800 

Tolofhoae A Data Symems 

Federal Natl Mortofc Aaso 

Z400 

Marshall A IsWy Corp 

2001 

Toradyne, Inc 

First Fidelity Baoeerp 

U6 

Marsh A McLannan Coo, Inc 

82800 

Taxes Instrumsau, Inc 

First FinaDcial Mfmt Cerp 

8300 

Natnoal (^rpeum Co 

n/a 

Tfasrmo Eloctiun Corp 

First Security Corp 

A006 

NICOR. Inc 

2600 

Torchmark Corp 

Flemiaf Cos, Idc 


NIP^O Industries, Inc 

4348 

Transatlantic Holdings 

FUght SaiSsty iDteraatl 

2300 

NerAm Eosrgy Cerp 

a/a 

The Travelers, Inc 

Fourth PiDanrial Cerp 

2100 

Novell Car^ 

2600 

Tribune Co 

First Chicage Corp 

17300 

Notional ^micenductor 

82800 

Triton Energy Corp 

First UoioD 

2245B 

New York 9uu Elec A Gas 

2888 

Tou) System Services 

O^l Holdings 

A'iia 

New York Times Co 

12100 

Tyson Feoda 

Qoorps Gulf Cerp 

1374 

Office Depot, lac 

12400 

Unlmsal Corp 

Osergia*PBCi/ie Corp 

62300 

Paci/SCerp 

1A216 

Unttod BtsCoa Cellular 

Gateway aoOO 

d/s 

Pacific Tclacem 

21381 

Uniiod BaalthCare Corp 

Oenentseh, Inc 

n/s 

PanasoU Co 

11384 

Universal Foods Corp 

GTE Corp 

ULOOO 

Pontalr 

2700 

United StaioB Burglcid Co. 

Hannatnrd Brothers Co 

14300 

Paoploo Energy 

244) 

UNUMCorp 

Hanson Inda. N. Atnerks 

41300 

RiiUp Morris, lac 

161300 

UtilCksp United 

BeiruWs lac 

72300 

Pier I Inwrta 

PiUston Co 

12360 

Vanguard Cellular Systems 

Holaara 

8300 

82100 

Varian Aaaoriates 

Bocoe Depot 

4Aoao 

PNC Bank Corp 

1A8J6 

WaUase Computer Borvices 

BON In^strias 

A700 

Pelky Manogsment Systema 

4383 

Walgroen Co 

Hudson Foods 

7368 

Portland Goaoml Cerp 

2746 

Wells Fargo A Co 

Hunt (j,E.) Traoa Bves 

2478 

Pries (TJtowe) Aaooc 

1371 

Woitora Digital Cerp 

latanationa] Bus Mmehiif 

V1300 

Public SsTv Soterpiiao Op 

12762 

WlUaiDOtta Industries 

iDparial HaOy Corp 

Inlaad Steel Industries 

1340 

FSI Beteureoi, lac 

n/a 

Wlnn-Dixio Btoroa, Inc 

12000 

Guantum Cerp 

2762 

Weolwerth Cerp 

Integra Finaacial Corp 

Intel 

AOOO 

H300 

QuaotarCerp 

Raychom 

2368 

12000 

Washington Water Power Co 
WeotinpMuae Elec Cerp 

Interpublk OfoupofCos 

1A600 

Rm^s Digest Aasn, lac 

7300 

ZiUnx, Inc 

lateiipaiph 

10300 

Roobek InternaUenal Ltd 

4300 

York Intomatieoal 


Source* 

Company Lilting: ECRInfo data base, Executive Compeniation Reports, 

Fairfax Station, Virginia 

Employee Numbers; Standard & Poor's Rtgisltr of Corporations, Vol 1, 1994 

McGraw-Hill Inc., NY, NY 
n/a B not available in S & P 

* American Electronics Assn. 1994 Membership Directory 
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Mr. Zimmer. Thank you. 

The next witness is Richard Herring, vice chair for advocacy, Na- 
tional Small Business United, and general manager of the Glouces- 
ter Co., Franklin, Mass. 

STATEMENT OF RICHARD HERRING, VICE CHAIR FOR 

ADVOCACY, NATIONAL SMALL BUSINESS UNITED; AND 

GENERAL MANAGER, THE GLOUCESTER CO., INC., 

FRANKLIN, MASS. 

Mr. Herring. Thank you, Mr. Chairman and members of the 
committee. 

As you say, I am Richard Herring. I am general manager of 
Gloucester Co., Inc., in Franklin, Mass. Gloucester Co. employs 40 
and is a small manufacturer of caulking compound. Our caulking 
compounds are under the brand name of Phenoseal. 

In New England, I am a past board member of the Smaller Busi- 
ness Association of New England, which is a member association 
of National Small Business United. Nationally, I serve as vice chair 
for advocacy for National Small Business United. 

We at National Small Business United very much appreciate the 
opportunity to be here. NSBU represents over 65,000 small busi- 
nesses in all 50 States. Our association works with elected and ad- 
ministrative officials in Washington to improve the economic cli- 
mate for small business growth and expansion. We have always 
worked on a bipartisan and proactive basis. In addition to individ- 
ual small businessowners, the membership of our association in- 
cludes local. State and regional small business associations across 
the country. 

Discussion of the enormous use of informal and middle-class in- 
vestors in small business raises one of the most hotly debated and 
widely misstated products of a capital gains differential, that it pri- 
marily benefits the wealthy. The statistics sup'esting that recipi- 
ents are rich are misleading. Many small businessowners work a 
lifetime to build a growing and successful business. The business’ 
one-time sale is a capital ^n, but it really represents a lifetime 
of earnings that got plou^ed back into the business to make it 
grow and to create jobs. To be sure, 1 year’s income with a capital 
gain may seem substantial but is not recurring and does not make 
them rich. 

Let me discuss Gloucester Co. a little bit. When my father de- 
cided to start Gloucester Co., he had no investment. There were no 
venture capitalists interested in helping him start his business. 
Gloucester Co., in essence, was just another undercapitalized small 
business. 

Over the first 5 years, my mother and my father reinvested all 
their earning to grow the company. Today, 35 years later, Glouces- 
ter Co. still nelieves in ploughing our earnings back into the com- 
pany; and, as a result, we are now seeing the success of those ear- 
lier years. 

The question today is this: Should reinvestment be encouraged or 
discouraged? Currently, the capital gains tax discourages reinvest- 
ment. And while the proposed cut in capital gains recommended in 
the Contract With America encourages reinvestment, what I would 
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propose is that a long-term, graduated capital gains tax will do 
more to reward reinvestment. 

More importantly, we must realize that small businessowners 
face regular decisions about how much income to take out of the 
business and how much to reinvest back into business growth and 
expansion. 

To the extent that investment and other income are taxed at the 
same rates and given the time value of money, the Tax Code 
strongly encourages businessowners to take profits now and not 
wait for future CTOwth. This mistake is a fiindamental one that can 
have a profound effect on the ability of a business to grow and cre- 
ate jobs. 

In order to make the taxation of capital gains beneficial for in- 
vestment, NSBU has long recommended the establishment of a 
broad-based capital gains exclusion, such as the one proposed in 
the GOP Contract. But in order to assure that the exclusion is 
helping long-term investment rather than short-term gain, NSBU 
has further recommended the graduation of that differential based 
on the holding period of the asset. Essentially, we would lower the 
rate as the holding period rises. 

The proposal in the Contract would give all capital gains the 
same reduced tax rate. While this is certainly beneficial to small 
business, focusing the proposal on long-term gains would maximize 
its benefits. Such a structure might also reduce or eliminate the 
statically scored revenue loss attributed to a capital gains rate re- 
duction. 

One of the ways that the proposal could help long-term invest- 
ment and small business is indexing gains to inflation. This provi- 
sion exclusively benefits long-term gains, and capital gains in small 
businesses are almost exclusively long term. 

The indexing debate is about fairness. A small businessowner 
should not be taxed on profits that come only from inflation and 
have not been truly realized. This problem was fixed for ordinaiy 
income tax “bracket creep” almost 15 years ago. It is time to correct 
this inequity on the capital gains side as well. 

Thank you. 

[The prepared statement follows:] 
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Statement of 

Mr. Richard Herring, Gloucester Company 
Franklin. Massachusetts 
Before the House Ways & Means Committee 

Regarding Capital Gains & O^er Small Business Tax Issues 
On Behalf of National Small Business United 

January 25, 1995 

Mr. Chairman and Members of the Committee: 

My name is Richard Herring, and I run the Gloucester Company in Franklin, 
Massachusetts. The Gloucester Company is a small manufacturer of caulldng 
compounds. In New England, I am a board member of the Smaller Business Association 
of New England (SBANE). Nationally, I serve as the Vice Chair for Advocacy for 
National Small Business United (NSBU). We at NSBU very much appreciate the 
opportunity to be here. 

National Small Business United represents over 65,000 small businesses in all Efty 
states. Our association works with dect^ and administrative ofRcials in Washington to 
improve the economic climate for small busmess growth and expansion. We have always 
worked on a bi-partisan and pro-active basis. In addition to individual small business 
owners, the membership of our association includes local, state, and regional small 
business associations across the country. 

We are here today to address small business tax policy, chiefly the cq>ital gains 
tax. First, I would like to make some general comments about the tax code. Though 
NSBU had many serious concerns about die 1986 Tax Reform (such as the elimination 
of a cqiital gains differential), NSBU was very encouraged by one aspect of its passage: 
there was an attempt by the framers of the 1986 Tax Reform Act to elevate the new code 
to a more permanent status and resist sigiuEcant future change. We all know that this 
protection of the code did not last long. After the relatively significant lax code changes 
in 1990 and again in 1993, it must be recognized that the present tax system has become 
a fluid set of rules which bend to influence. But business owners need a clear set of rules 
they can count on for the future. This need is even greater for taxes with long-term 
implications, such as oqntal gains taxes. If capital gains reform is enacted in this 
Congress, there must be a long-term commitment to keep the new rules in place. 

When the next major tax ddiate is vnx and a new tax code is in place, we should 
make a stronger national commitment to its permanence. The underpinnings of any tax 
code are supposed to be simidicity, bimess, arxl consistency. While we are always 
debating our system’s adherence to die first two principles, we clearly violate the third. 
Small businesses simjdy cannot cope with the ever-chaiiging nature of the tax code. 

Given diis overview, I srill next try to make the dear small business case for a 
capital gains tax rate reduction, especially on long-term investments. In addition, I will 
tate this opportunity to comment on several other small business tax proposals found in 
the Contract with America and add some additional ideas, as was suggested by the 
Committee. 
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♦ Capita] Gains 

A reduction in the capital gains rate is critical for the economic future of this 
country and its small businesses. The economic boom of job creation witnessed 
especially during the first half of this decade was mostly a product of small businesses, 
and a reduced capital gains rate will add the necessary incentive for small businesses to 
continue start-ups, growth, innovation, and job creation. 

The bases of small business success have traditionally been entrepreneurship, 
innovation, and risk-taking. For these elements to occur in unison, they must be properly 
rewarded. Few things can provide that reward better than a capital gains differential, as 
has been recognized since 1921 when the differential was first introduced. But the tax 
reform measures of 1986 brought elimination of any capital gains differentials or 
exclusions. In the last few years, a capital gains differential has come into existence, 
only because ordinary income tax rates have risen, while the top capital gains tax rate has 
remained at 28 percent. In addition, a smaller targeted capital gains tax cut was passed 
as part of the 1993 law. This provision allows an individual who invests in the original 
issue of stock from a 'C* Corporation valued at less than $50 million and holds it for five 
years to exclude half of the gain from taxation. But this provision is of no benefit to the 
S Corporations, partnerships, or sole proprietorships which constitute the lion’s share of 
the small business community. 

Capital gains incentives have traditionally been seen as a tool of venture capitalists 
and wealthy investors. But we must remember the vast networks of informal investors 
in the small business community. Research conducted by the Small Business 
Administration shows that informal equity investors in small firms are a much larger 
financing factor than venture capital. Annual informal investment is very conservatively 
estimated to be 2 to 3 times the $4 billion invested annually by venture capital companies 
in the U.S. Other studies have estimated the annual flow of informal equity to be over 
$30 billion. 

One of the primary impediments to the economic success of smaller enterprises is 
the incredible scarcity of capital for that sector. Banks either will not provide funds for 
small businesses (finding it too risky) or will only provide the necessary capital at 
prohibitively high interest rates or under other adverse terms. Meanwhile, venture 
ctq>italists require enormous growth potential for most of their investments. So, most 
small business capital comes from family, fnends, and the personal resources of small 
business owners. The capital gains tax levied on these people can reduce their incentive 
to invest in the first place. A reduction in the capital gains rate would not only give some 
relief to these overburdened individuals, it would also create additional entrants into the 
small business capital markets. 

Discussion of the enormous use of informal (and middle class) investors in small 
business raises one of the most hotly debated and widely misstated products of a capital 
gains differential: that it primarily benefits the wealthy. The statistics suggesting that 
recipients are rich are misleading. Many small business owners work a life-time to build 
a growing and successful business. That business’ one-time sale is a capital gain, but it 
really represents a lifetime of earnings that got plowed back into the business to make it 
grow and to create jobs. To be sure, that one-year’s income (the one with the capital 
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gain) may seem substantial, but it is not recurring, and it certainly does not make them 
•rich.' 


More importandy, we must realize that small business owners face regular 
decisions about how much income to take out of the business and how much to reinvest 
back into business growth and expansion. To the extent that investment and other income 
are taxed at the same rates (and given the time value of money), the tax code strongly 
encourages business owners to take profits now and not wait for future growth. This 
mistake is a fundamental one that can have a profound effect on the ability of a business 
to grow and create jobs. 

In order to make the taxation of capital gains beneficial for investment, NSBU has 
long recommended the establishment of a broad-based capital gains exclusion, such as the 
one proposed in the GOP Contract. But, in order to assure that the exclusion is helping 
long-term investment rather than short-term gain, NSBU has further recommended the 
graduation of that differential based upon the holding period of the asset. Essendally, we 
would lower the rate as the holding period rises. The proposal in the Contract would 
give all capital gains the same reduced tax rate. While this is certainly beneficial to small 
business, focusing the proposal on long-term gains would maximize its benefits. Such 
a structure might also reduce (or eliminate) the statically scored revenue loss attributed 
to a capital gains rate reduction. 

One of the ways that the proposal could help long-term investment in small 
business is indexing gains to inflation. This provision exclusively benefits long-term 
gains, and capital gains in small businesses are almost exclusively long-term. Really, the 
indexing debate is about fairness. A small business owner should not be taxed on 
'profits' that have come only from inflation and have not been truly realized. This 
problem was fixed for ordinary income tax "bracket creep* almost 15 years ago. It is 
time to correct this inequity on the capital gains side as well. 

* Taxes on Elstate 

An issue of long-standing concern for many small business owners is the tax on 
inherited property. For years, families have been faced with the problem of liquidating 
the family business in order topay for the taxes on its inheritance. In order to help these 
small business owners pass on their businesses in its entirety, the federal government has 
allowed the first $600,000 of an inherited company’s worth to be nontaxable. The 
problem, of course, is that many small businesses are worth much more than $600, 0(X), 
and liquid assets for taxation can be hard to come by. Furthermore, this exemption was 
instituted more than a decade ago, and inflation has greatly diminished its value since that 
time. 


NSBU is supportive of the Contract’s proposal to raise the exemption (really, the 
unified credit) level to $750,000 and index it for inflation. This step will halt the erosion 
in the tax position of many small family businesses. But NSBU is eager to find more 
innovative and equitable ways to allow the continuation of family businesses. For 
instance, there have been proposals to treat tangible, illiquid, productive assets (such as 
a small business) more generously than other assets (such as cash or collectibles) for 
estate tax purposes. One way of doing this is to eliminate the tax entirely for the 
inheritance of a family business (with a carryover basis) as an elective alternative. Not 
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only would such a change make it easier for a small business to survive the death of a 
principle owner, it would encourage others to make productive investments with their 
assets. 

♦ Improving Depreciation: Expensing and Neutral Cost Recovery 

The Contract with America contains a very helpful small business provision, an 
increase in “expensing" from a maximum of $17,500 per year to $25,000 per year. This 
provision allows small busiitesses to immediately deduct (expense) this amount of 
equipment purchase in the year of the transaction. This increased deduction would be 
very helpful for cash-strapped small businesses that are ready to grow and improve or 
enlarge their capital base. Increased ability to expense these investments should enhance 
the long-term productivity of American small business, and we recommend that the 
expensing provision be further increased to perhaps as much as $1(X),000. 

Another proposal in the Contract is called neutral cost recovery, which essentially 
factors inflation into the depreciation schedule and allows businesses to claim, in the long 
run,_more depreciation than the actual cost of the asset. Under the scheme, depreciation 
would be less in the early years, but considerably higher in the out years. This new 
depreciation system is very complex, which greatly reduces that likelihood that small 
businesses will make wide use of it. The backloading effect of the benefit is also likely 
to be unpopular with small businesses, since they often have poor cash flow and a limited 
line of credit. In general, small businesses would prefer to have an immediate write-off 
(such as the expensing provision) or at least be allowed to write-off depreciation sooner 
rather than later. While there may be small businesses who can benefit, it appears that 
this provision was primarily written with certain large industries in mind. But there is 
another alternative which would create a strong investment incentive and relatively little 
real revenue cost; a business expansion tax deferral. 

Given the need for both tax-based incentives to encourage business growth and 
expansion and continued deficit reduction, new and creative tools need to be identified 
that fit both of these bills. Following is one idea that could create exactly this sort of 
win-win situation: a business expansion tax deferral. 

There should be a dollar-for-doUar one year deferral of all net income tax 
liabilities, to the extent that there are increases in net depreciated value of fixed assets 
(other than real estate) and the book value of inventory. In other words, for every dollar 
that a business increases its net assets by investing in plant and equipment, it can defer 
a dollar of federal income tax. Since such a plan docs not reduce total tax liabilities, a 
fair model would score it as at least budgetarily neutral over time; if the economic growth 
the deferral will stimulate were counted, there would be revenue gains. But since the 
plan would ease tax burdens in the yean in which growth is actually occurring, economic 
growth should be markedly strengthened. Though the deferral would only extend for one 
year, further increases in net depreciated assets could further extend the deferral. 

Further details of the plan include; 

1 . The deferral amount would be based upon the net increase in the depreciated value 

of the fixed assets and the tax basis of the inventory; 

2. If the increase exceeds the tax liability, the excess could be carried over. 

3. In order to avoid taxpayer “game-playing*, the immediately preceding year's 
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decrease in assets would be subtracted from the current year’s increase in assets, 

so that taxpayers would not plan their acquisitions only in alternate years. 

4. The tax deferral would be interest free. 

We believe this idea holds a great deal of promise. The deferment could be a 
great help to rapidly growing companies (the ones where most of the job gains occur) 
while not seriously affecting total federal revenues over time. We hope the Committee 
will be able to give it serious attention. 

* Home Office Deduction 

NSBU was very pleased to see that the Contract deals with correcting the current 
inequity in the home office deduction. Created by a Supreme Court ruling two years ago, 
the new interpretation of the deduction greatly restricts the ability of a home-based 
business to take an appropriate deduction for the use of their home as an office. The 
ianguage in the Contract should be very helpful to these businesses and should effectively 
address the issues raised by the Court’s ruling. 

* Health Care Deduction for the Self-Employed 

This Congress holds out the very real hope that the 2S % deduction for the health 
insurance expenses of the self-employed can finally be made permanent and ultimately 
raised to a fiiU 1(X)% . We are very htqtpy that Chairman Archer has indicated his desire 
to move forward with retroactive enactment of the 25% deduction. 

The atmual ritual of suspense and last-minute decisions surrounding whether this 
deduction will be extended is ^strating, unnecessary, and unprofessional. Right now, 
there is no health care deduction for the self-employed. It expired at the end of 1993, 
and did not get renewed in 1994. If nothing is done soon, April 15 will come and go and 
small business owners will miss an important deduction on which they have come to rely. 
The temporal nature of this deduction always makes it a likely target for elimination when 
Members go shopping for the revenues to off-set some frivorite tax break or spending 
project. The deduction cries out to be made permanent simply for procedural reasons; 
but there ate also strong policy and frimess issues which compel us to the conclusion that 
the deduction should be made permanent— and expanded to 100%. 

Thank you for holding this hearing and giving NSBU a chance to relay its views 
on tax policy. Please contact us if we can be of any further assistance. 
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Mr. Zimmer. Thank you, Mr. Herring. 

The next witness is Robert J. Beckman, chairman, emerging 
company section of Biotechnology Industry Organization, and presi- 
dent and CEO of Intergen Co. in Purchase, N.Y. 

STATEMENT OF ROBERT J. BECKMAN, CHAIRMAN, EMERGING 

COMPANY SECTION, BIOTECHNOLOGY INDUSTRY 

ORGANIZATION; AND PRESIDENT AND CHIEF EXECUTIVE 

OFFICER, INTERGEN CO., PURCHASE, N.Y. 

Mr. Beckman. Thank you, Mr. Chairman. 

My name is Robert J. Beckman, and I am chairman of the 
emerging company section of the Biotechnolo^ Industp^ Organiza- 
tion. I am testifying on behalf of BIO and the emerging company 
section, which is the entrepreneurial segment of that industry, and 
as president and chief executive officer of Intergen and as an entre- 
preneur. 

My testimony will outline tax incentives for capital formation for 
entrepreneurs in emerging companies which has been endorsed 
by BIO. BIO represents ^out 600 companies of all segments of 
the biotechnology industry — ^biomedicine, bioagriculture and 
bioremediation. 

My own company began in December 1987, with only eight em- 
ployees. Today, we support jobs in three States with five manufac- 
turing and distribution facilities, three offices in Europe and a 
partnership in Kobe, Japan, if it is still standing. 

Intergen’s biological products are used in innovative research 
throughout the world and could be found in breakthrough therapies 
and detection systems for things like cancer, heart disease, hemo- 
philia, hepatitis and other important diseases. 

I understand that my prepared testimony will be part of the 
record, so I will limit my discussions today on only one of four tax 
policy recommendations that BIO is making. 

The issue for entrepreneurs in the biotechnology industry really 
is very clear. It is capital formation. Bringing a biotechnology drug 
to market today is a very lengthy and costly process. It takes about 
10 to 12 years at a cost of $150 to $360 million to bring a drug 
to market. 

After raising enormous amounts of capital, conducting cutting- 
edge research and lengthy and very costlv clinical trials, a company 
can find that its product is not approvable by the FDA. And even 
if it is approved there is no assurance that there is going to be 
market success. So risk in our industry is extraordinarily high. 

Unfortunately, our industry right now is in the middle of one of 
its worst financial crises. We beneve largely because of the threat 
of drug price controls in the health care debate last year. In the 
past 2 years, the AMEX biotechnology stock index has declined 
over 50 percent. This trend has deprived most biotechnology com- 
panies of the ability to raise sufficient capital to continue their re- 
search. Many are close to broke. 

Because of this urgent problem, I want to focus not on broad- 
based tax incentives, which I think we have seen a tremendous 
amount of support, but we would also like to talk about a targeted 
capital gains exclusion. 
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We support the enactment of the capital gains incentive which 
is included in the Contract With America, but we also support a 
second tier, perhaps more powerful incentive, targeted at direct in- 
vestments in the stock of emerging companies. We support both in- 
centives because in our industry we depend almost exclusively on 
direct equity investment to fund our research. 

BIO’s proposal for a two-tiered capital gains incentive originated 
with Senator Packwood in 1989. He proposed that qualified ven- 
ture capital stock held for 4 or 5 years receive a gains tax reduction 
which was roughly twice as great as the incentive for nonventure 
capital stock. 

The definition, by the way, of venture capital stock was based on 
a capital gains bill proposed by Senator Bumpers and Congressman 
Matsui. During the 1992 Presidential campaign this same venture 
capital incentive was later endorsed by President Bush, Governor 
Clinton and Senator Gore. Others who have endorsed the targeted 
incentive were the National Federation of Independent Businesses, 
the National Venture Capital Association and the American Elec- 
tronics Association. 

Unfortunately, after the election, drastic limitations were in- 
cluded in a 1993 budget reconciliation bill which, although enacted, 
effectively gutted the incentive. It reduced the market capitaliza- 
tion ceiling. It did not provide an incentive for corporate taxpayers, 
who are major investors in our industry. It imposed dollar limits 
on the benefits to any individual taxpayer. It did not provide 
enough of an exemption for the alternative minimum tax, and the 
working capital rules are simply not workable. As a result, the bio- 
technology industry has been unable to use this incentive at all in 
raising capital. 

We are delighted that Congress is poised to finally enact across- 
the-board capital gains tax reduction. We support that. BIO also 
continues to support a supplementary targeted gains incentive. 
This targeted gains incentive would assure there exists a distinct 
and more powerful incentive for high risk, long-term investments 
and entrepreneurial firms and emerging companies. 

Thank you. 

[The prepared statement follows:] 
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TESTIMONY OF ROBERT J. BECKMAN 
CHAIRMAN, EMERGING COMPANY SECTION 
BIOTECHNOLOGY INDUSTRY ORGANIZATION (BIO) 

AND 

PRESIDENT AND CEO OF INTERGEN COMPANY 
PURCHASE, NEW YORK 

My name is Robert I. Beckman and I am Chaiman of the Emerging Company Section of the 
Biotechnology Industry Organization (BIO). I am testifying today on behalf of BIO and its 
Emerging Company Section and as President and CEO of Intergen Company of Purchase, New 
York. 

My testimony will outline tax incentives for capital formation for entrepreneurs and 
emerging companies endorsed by BIO. BIO represents 570 biotechnology companies and others 
involved in every sector of the biotechnology industry — biomedical, bioag, bioremediation and 
bioenzymes. BlO's Emerging Company Section, which 1 chair, has 216 members tanging in size 
from one person virtual companies to well-established medium-sized biotech companies with 
approximately ISO employees. The principal role of this entity within BIO is to focus attention on 
entrepreneurial issues affecting emerging biotech companies, recognizing that many of these 
companies are responsible for the innovative research which has led to new breakthrough biotech 
products. 

Intergen as an Entrepreneurial Company 

Our company, Intergen, is an example of a business that has grown, created jobs, supported 
the development of many critical breakthrough drugs, paid taxes, and invested in facilities, plants 
and equipment. We are also an example of how tax law can help create jobs and investments. All 
of our initial capital came from partnership investors who were seeking opportunities for capital 
appreciation as well as passive income to offset passive losses, which carmot otherwise provide tax 
benefits to taxpayers. 

Intergen is a unique biotechnology company. We already manu&cture and market products 
and services and we already generate profits. Our company is in business to support the research 
and development and the manufacturing of biopharmaceuticals, diagnostics, and vaccines. Our 
products ate primarily biological proteins which are used in innovative research throughout the 
world and ate found in new breakthrough therapies and detection systems for cancer, heart disease, 
hemophilia, hepatitis and other important disease areas. We are also a contract manuteturer of 
pharmaceuticals produced from biological sources. 

Our manufacturing involves very sophisticated and expensive technology to ensure the 



319 


absolute purity of the proteins we manufacture. Only fifteen years ago the manufactur of many of 
these proteins was not feasible. We didn’t know that many of them existed, and when we did we 
were not sure whether they could be used to detect or treat diseases. 

Intergen began in December 1987 with only eight employees through the acquisition of a 
small biochemical process business, the Armour Biochemical Company. Today, we support more 
than 150 jobs in three states with five manufacturing and distribution facilities, three offices in 
Europe, and a partnership in Japan. 

Intergen is a growth company. Our future, however, depends to a large extent on a 
economie health biotechnology industry, the available of risk capital, and continuation of innovative 
research. We are an example of how tax policy can influence investment resulting in job creation, 
tax revenues, and the development of important products that benefit society. 

Caoilal Formation is the Issue 

The issue for entrepreneurs in the biotechnology industry is capital formation. 

Bringing a biotech drug product to the market today is both a lengthy and expensive process. From 
the initial testing of the drug to final approval from the Food and Drug Administration can take 10- 
12 years, and this process can cost anywhere from $150 to $359 million. Both the length and cost 
of this process are a tremendous impediment for small biotechnology companies to be successful 
bringing a product to the market. 

After raising enormous amounts of capital, and conducting cutting-edge research, a company 
can find that its lead product is not approved by the Food and Drug Administration. We work in an 
industry which cannot sell and market its products without government approval and the 
requirements for approval are onerous. 

The biotechnology industry consists of over 1 ,300 companies, of which 265 are publicly 
traded. The biotechnology industry is one of the most capital intensive industries in the history of 
civilian manufacturing. R&D accounted for 43% of total costs and expenses incurred by public 
biotechnology companies in 1994 and expenditures averaged $68,000 per employee. This compares 
with expenditures of $7,500 per employee for ail manufacturing companies. 

Total sales for the biotech industry were $7.7 billion in 1994. However, since the industry 
spends such a large percentage of it's capital on research and development, the industry experienced 
a net loss of $4.1 billion in 1994, and has lost approximately $14 billion over the last 5 years. 

The industry is in-the-middle of one of the worst financial crisis in its history. A major 
contributing factor to this crisis was the Administration's assault on drug prices. The AMEX 
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biotechnology stock index has declined by 505lo since January, 1993. 

Ernst & Young reports that there are curmiUy only 27 biotechnology therapeutics and 
vaccines on the market, with 270 in human develc^ment, and over 2,000 in early research stages. 
Forming capital to fund research and coping with an economic crisis in its capital markets are the 
keys to the ability of the biotechnology industry to maintain its current competitive dominance in 
world markets. 

Tax Code Skewed Against Entrepreneurs 

It should not be surprising that the tax code does not recognize the special strengths and 
needs of the biotechnology industry. The tax code is old and relatively inflexible and it reflects the 
values of our economy as it was in the past. The problems entrepreneurs have with the tax code is 
similar to the problems they have with agency regulations. They may be well intentioned, but they 
do not work in the real world. We urge this Committee to look at the tax code much as are other 
committees which are developing a regulatory relief program. 

The Congress should ensure that our tax code recognizes the needs and reality of today’s 
entrepreneurs. As this testimony will outline, this mostly requires that existing incentives be made 
permanent and/or restructured - the targeted capital gains incentive, the R and E Credit, Section 
382, and the Orphan Drug Credit. With the exception of enactment of an across-the-board capital 
gains incentive, all of these proposals are for amendments to current law, not the enactment of new 
incentives. That is what is needed to ensure that our tax code does not discriminate against or 
ignore America’s most entrepreneurial industry 

Let me now outline our four proposals in more detail. 

Capital Gains Tax Incentives 

BIO supports enactment of both an across-the-board capital gains incentive and a second tier 
incentive targeted at direct investments in the stock of emerging companies. 

Biotechnology companies depend on direct equity investments to fund research. With so few 
products approved and so little in sales as compared to expenses, equity investments are the principal 
source of funding for research. Investors are asked to take tremendous risk with these investments; 
a risk that the firm’s science will be successful, that the products will be approved for sale by 
government regulatory agencies, and that the market sales will produce profits commensurate with 
the risk. This risk must be sustained over the 5-10 year period which is involved in 
biopharmaceutical drug development. 

Capital gains tax incentives are important in encouraging investors, including venture capital 
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investors, to purchase the stock of biotechnology companies, to put their capital at risk with a long- 
term, speculative investment. Tax policy is one of the only variables which the government can 
influence with respect to the risk involved with these investments. 

BIO proposes a two tier capital gains incentive. This proposal originated with Senator 
Robert Packwood who proposed a combined across-the-board capital gains tax cut and targeted 
venture capital gains incentive during the crucial 1989 capital gains debate in the Senate. The 1989 
debate was the critical capital gains debate during the Bush Presidency because this Committee and 
the House had adopted a capital gains incentive in its version of the Budget Reconciliation bill - the 
Jenkins amendment. Senator Packwood sought to include a gains tax reduction in the Senate bill to 
ensure that a gains incentive would emerge from the conference. The proposal he advanced was a 
two-tier incentive which BIO here recommends. 

The Packwood capital gains proposal included a sliding scale capital gains tax reduction 
depending on the length of time the capital asset had been held. It proposed that "qualified venture 
capital stock" held for four or five years receive a gains tax reduction which was roughly twice as 
great as the incentive for non-venture capital stock.' The definition of "venture capital stock" stock 
in his proposal was based on a capital gains bill proposed by Senator Dale Bumpers and 
Congressman Bob Matsui, a bill which is discussed below. Senator Packwood said, "The 
amendment includes an even more favorable capital gains rate for new venture capital investments. 
Frankly, this is an idea we picked up from Senator Bumpers." (November 14, 1989, Congressional 
Recordl The Packwood two-tier gains proposal was blocked in the Senate and did not become law. 

This same venture capital incentive was later endorsed by President Bush during the 1992 
Presidential campaign. President Bush had long endorsed an across-the-board gains tax reduction 
and in a September 23, 1992, announcement he also endorsed the targeted capital gains proposal. 
(September 23, 1992, White House Small Business Plan). 

Governor Clinton and Senator Gore also endorsed a targeted capital gains incentive during 
their 1992 campaign. (September 30, 1992, Small Business Plan) A reprint from the October 1, 
1992 BNA report on the Bush and Clinton endorsements of the targeted capital gains incentive is 
printed as an appendix to my testimony. 


‘ The exclusion of gains from tax in the Packwood amendment to the reconciliation bill 
for non-venture capital stock held for four years was set at 20% and for five years was set at 
25%. The exclusion for venture capital stock held for four or five years was set at 40%. 
The exclusion for non-venture capit^ stock held for six years was set at 30% and for seven 
years was set at 35 % . The exclusion for venture capital stock held for six or seven years 
was set at 50%. 
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BIO, and its predecessor organization, the Industrial Biotechnology Association (IBA), have 
long endorsed an across-the-board reduction in capital gains taxes. With the deadlock in the 
Congress on an across-the-board capital gains tax rate reduction in 1989, and the failure to include it 
in the Bush-Congressional budget deal of 1990, a number of trade associations representing high 
technology firms — including IBA, the National Federation of Independent Business, National 
Venture Capital Association, and American Electronics Association ~ endorsed a targeted capital 
gains incentive. They relied, in part, on the endorsement of this concept by Senator Packwood and 
were encouraged by the endorsement of it by President Bush and the Clinton/Gore campaign. 

These associations continued to endorse an across-the-board gains tax reduction, but with that 
proposal effectively stymied in the Senate, they sought enactment of an incentive which both 
Republicans and Democrats could support. 

The targeted incentive which Senator Packwood, President Bush and the Clinton/Gore 
Campaign endorsed provided for a S0% reduction in capital gains taxes for direct investments in the 
stock (stock bought directly from a company, not secondary trading of the stock affer it is issued) of 
a small business (defined as having $100 million or less in aggregate capitalization) if the investment 
is held for at least five years. The incentive applied to investments by individual and corporate 
taxpayers and applied only to investments made after the effective date of the law (not to the sale of 
investments previously acquired). 

Unfortunately, after their election President Clinton and Vice President Gore proposed drastic 
limitations on the targeted capital gains incentive during the Fiscal 1994 budget debate, incentives 
which effectively gutted the incentive. These limitations included the following six ways: 

1 . lowering the capitalization limit to SSO million; 

2. not indexing this figure for inflation; 

3. applying the incentive only to individual taxpayers; 

4. limiting the per taxpayer benefits to 10 times the basis of the investment or $10 million 
(whichever is greater); 

5. exempting only half of the excluded gains from the Alternative Minimum Tax (AMT); and 

6. substantially modifying the definitions dealing with ’working capital* requirements. The 
reduction in the number of companies which qualify (the capitalization ceiling) is particularly critical 
to the biotechnology industry, which needs to raise huge amounts of capital to fund research. 
Corporate taxpayers are major investors in small companies, so it is important to cover them with 
this incentive. The per taxpayer limits reduces the prospects for an investor generating sufficient 
gains on one investment to cover losses of capital with many others. The AMT provision is 
important as the AMT recaptures the gains tax benefits and for many taxpayers cancels out any 
incentive to make the investments. And, the working capital rules are completely unworkable. 
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This incentive, with the Clinton-Gore Administration proposed limitations, was included in 
the 1993 Budget Reconciliation bill and became law. An informal survey of our members finds that 
this incentive has not been a factor in forming capital for entrepreneurs and emerging companies. 

BIO is delighted that the Congress is poised to finally enact an across-the-board capital gains 
tax reduction for investments in any "capital asset" (many types of investments) if it is held for one 
or more years. The incentive would apply to the sale of assets acquired prior to the date of 
enactment of the incentive. The Congress appears ready also to endorse indexing the basis of the 
capital assets for inflation. BIO strongly supports both of these proposals and urges the Congress to 
enact them into law. 

BIO continues to support a targeted gains incentive which supplements this across-the-board 
incentive. This targeted incentive would ensure that there exists a distinct and more powerful 
incentive for high-risk, long-term investments in entrepreneurial firms and emerging companies. We 
believe there is a bipartisan consensus on the merits in favor of a targeted gains incentive. 

The second tier incentive would build on the false-start of the 1993 incentive in the 
following eight ways; 

1. Increase the capitalization ceiling to at least $100 million, or eliminate it altogether, and 
index any capitalization ceiling for inflation 

2. Apply Incentive to corporate taxpayers 

3. Provide a gains exclusion which is greater than that which is provided for all other capital 
assets (e.g. if regular capital gains exclusion is 30%, exclusion for targeted incentive should be 75% 
or 100%) 

4. Eliminate the "10 times or $10 million" per taxpayer limitation 

5. Exempt all of the excluded gains from the alternative minimum tax 

6. Fix the 'working capital" rules 

7. Provide for a deferral of gains taxes (a rollover provision) for those who reinvest proceeds 
Bom sale of any capital asset into stock covered by this incentive (set time period in which rollover 
must occur) and 

8. Apply the incentive to investments which were made before effective date for 1993 law. 

BIO endorses this targeted capital gains incentive as a second tier incentive to be adopted in 

combination with an across-the-board incentive. The targeted incentive would ensure that the tax 
code acknowledges the exceptional risk which is involved with investments in biotechnology and 
other emerging industries. BIO does not propose this incentive as a substitute for the Contract for 
America across-the-board incentive, which it strongly supports, and would oppose it if it is deemed 
inconsistent with adoption of the across-the-board incentive. 

Research and Experimentation Credit 

It is critical that the Research and Experimentation Credit (R and E Credit) be made 
permanent or extended for 18 months from the date it scheduled to expire, June 30, 1993. This 
extension would have the Credit expire on December 31, 1996. In addition, BIO supports 
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restructuring the R and E Credit by reducing the fixed base limitation from 16% to 8% and raising 
or eliminating S0% cap. 

If the Credit is extended and not made permanent, the Congress should at least ensure that 
most biotechnology companies qualify for the credit; due to the peculiar structure of the credit many 
biotech companies do not now qualify for it. There is something fundamentally wrong with an R 
and E Credit if biotech companies, with their intensity of research, cannot claim it. 

The restructuring which we propose would lower the fixed-base percentage limitation from 
16% to 8%. The 16% maximum base percentage is the limitation on qualified research (as a 
percentage of sales) which may be used to calculate the R and E Credit. Many biotech companies' 
research and development-to-sales ratio exceeds 16% in their early years. In short, the 16% is far 
too high. 

As biotech companies mature and begin to generate sales, their research-to-sales ratio begins 
to move closer to the average for pharmaceutical companies, about 15%. This pharmaceutical 
average ratio is itself three times higher than the all industry average, so you can see how high the 
ratio is for biotech companies. 

The problems with the 16% fixed base limitation is compounded by the fact that roughly 50% 
of a biotech company's financial statement R and D expenses do not quality for the R and E Credit. 
Overhead and other costs of R and D do not qualify for the R and E Credit. A 16% limitation, 
therefore, requires a biotechnology company to invest over 32% of its sales in R and D (per its 
financial statement) to get any R and E Credit. This is clearly too high. The practical effect is that 
the most biotech companies will never receive an R and E Credit until they are mature, even if they 
invest far mote revenue in R and D than any other type of company. 

To correct the inequity of the current law, the 16% fixed base limitation should be reduced to 
8%. This will still requite biotech companies to spend at least 16% of sales on R and D in order to 
qualify for the R and E Credit. 

In addition the 50% cap on R and E Credits should be eliminated. It makes no sense that 
biotech companies which finally do qualify for the R and E Credit should be hit with a 50% 
maximum credit. 

Qnrhan Drug Credit 

BIO supports making the Orphan Drug credit permanent or extending it for 24 months until 
December 31, 1996, the same minimum extension we recommend for the R and E Credit. As 1 will 
explain the R and E and Orphan Drug Credits are closely related and should be considered in 
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tandem. BIO also supports restructuring the Orphan Drug Credit so that it can be carried forward 
by companies with no tax liability with respect to which to claim the credit. Most biotech 
companies have no sales and, therefore, no tax liability, so a credit which caimot be carried forward 
is of no value to them as an incentive for research on orphan diseases. We also recommend that 
pte-clinical trial expenses be covered by the Credit and that taxpayers paying the alternative 
minimum tax be permitted to reduce this tax by the amount of their Orphan Drug Tax Credits. 

If the Orphan Drug Credit is extended and not made permanent, the Congress should at least 
ensure that the credit is restructured. As with the R and E Credit, there is something fundamentally 
wrong with an Orphan Drug Credit if biotech companies, with their intensity of research on orphan 
diseases, cannot use it. 

An orphan disease is statutorily defined as one that afflicts fewer than 200,000 people in the 
United States. As many as 20 million Americans suffer from one of about 5,000 tare diseases. 
Diseases falling into this category include cystic fibrosis, hepatitis B, multiple sclerosis, renal cell 
carcinoma and pituitary dwarfism. An ‘orphan drug' is a drug or biological prrxluct designated for 
treatment of a rare disease. 

The U.S. biotechnology industry is a leader in the development of drugs to treat rare 
diseases, many of which are life threatening and seriously debilitating. The unique scientific 
methods of biotechnology - which focus on the genetic and molecular bases of disease - make 
biotechnology companies especially capable of developing safe and effective treatments for rare 
genetic and metabolic disorders. 

This cost, risk and delay is the most powerful argument in favor of a permanent credit. 

When the Bush Administration proposed in 1992 that the Credit be made permanent, it stated, 
‘Clinical testing is long-term in nature, and taxpayers should be able to plan their activities knowing 
that the credit will be available when the clinical testing is actually undertaken. Thus, if the orphan 
drug credit is to have its intended incentive effect, it should be made permanent.' 

The Orphan Drug Tax Credit is an alternative to the Research and Experimentation Credit (R 
and E). The Orphan Drug Credit focuses on clinical trial expenses for orphan drugs and the R and 
E Credit focuses on all research expenditures. Firms with research which qualifies for the Orphan 
Drug Credit do not claim the R and E Credit for the same expenditure. The Orphan Drug Credit is 
50% and the R and E credit is only 20%. 

Unfortunately the Orphan Drug Credit is not helpful to many biotechnology companies 
because, if it can only be u^ in the tax year in which the research expenditures are made, it cannot 
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be carried forward for IS years, as is the case with other business tax credits. Most biotechnology 
companies do not, in fact, have tax liability with respect to which the credit may be taken, so they 
reap no value from the Credit. Permitting 15 year carryforwards, which is the norm for other 
business credits, would ensure that all biotech companies, including those with no current tax 
liability, ate given an incentive to conduct research on orphan diseases. This would permit 
companies whose first product is an orphan drug to carryforward their credits until they begin to 
generate revenue based on sales of that first product. 

Only clinical trial expenditures ate covered, not pre-clinical trial expenses. Pte-clinical trial 
expenses for research on cutes and therapies for orphan diseases can be substantial and should be 
covered. 

Finally, current law provides that the alternative minimum tax (AMT) is not’ reduced by any 
credits except the AMT foreign tax credit. A company incurring tax under the AMT and earning 
Orphan Drug Credits can not receive any benefit from the credit. This puts companies paying the 
AMT at a disadvantage vis-a-vie companies paying the tegular tax. Companies should be permitted 
to reduce their AMT payments by the amount of their Orphan Drug Credit. 

The last extension of the Credit was in the 1993 Budget Reconciliation Act. The Joint 
Committee on Taxation estimated that the limited 1993 extension of the credit would cost $18 
million during Fiscal Years 1994-1998. We do not yet have an estimate for our proposals to 
restructure the Credit. 

Canduslon 

The biotechnology industry is a major success sttrry in the making in America. It is the more 
entrepreneurial industry in terms of research intensity and capital formation. It thrives on innovation 
and long term risk-taking. We should ensure that our tax code recognizes its unique characteristics 
and needs. 

Thank you for the opportunity to testify here today. 
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Mr. Zimmer. Thank you, Mr. Beckman. 

Next, we will hear from Dr. Norman Ture, president of the Insti- 
tute for Research on the Economics of Taxation. 

STATEMENT OF NORMAN B. TURE, PH J)., PRESmENT, 
INSTITUTE FOR RESEARCH ON THE ECONOMICS OF TAXATION 

Mr. Ture. Thank you, Mr. Chairman. 

I ask to have my full statement included in the record, and I will 
provide a brief summary. Let me say, the remarks I am about to 
offer are my own, not necessarily shared by the board of directors 
or other staff of the Institute. 

The reduction in capital gains tax rates and the inflation adjust- 
ment of the bases of capital assets proposed in title I of H.R. 9 
would contribute significantly to moderating the bias against sav- 
ings imposed by the existing Federal tax system. In view of the 
projected preemption of virtually all of the Nation’s saving by Fed- 
eral entitlement spending, easing the antisaving tax bias is of the 
utmost urgency and should command top tax policy priority. 

The existing tax treatment of capital gains increases the cost of 
saving compared to consumption uses of current income. This 
antisaving impact is exacerbated by taxing nominal rather than 
inflation-adjusted gains. Moreover, taxing realized gains, particu- 
larly without inflation adjustment, immobilizes accumulated saving 
and impairs the capital market’s critically important function of as- 
signing savings to their most productive uses. 

The proposed deduction from adjusted gross income of 50 percent 
of net long-term capital gains and inflation adjustment of basis 
would significantly improve the tax treatment of capital gains. 
These revisions would materially reduce the income tax bias 
against all saving, not merely that invested in property identified 
as capital assets. 

Both business and household saving are likely to increase sub- 
stantially above levels that would otherwise occur, although the de- 
sirability of the proposed capital gains reform does not depend, in 
my judgment, on how large the saving response will be. 

Both of these proposed reforms would also contribute signifi- 
cantly to reducing tax impediments to investors changing the com- 
position of their asset holdings in response to market signals and 
would improve the efficiency of the market’s performance. 

The committee should recognize that reducing the capital gains 
tax will increase the differential between the tax burden on distrib- 
uted and retained corporate earnings. Enactment of title I will in- 
crease the desirability of providing some relief at the corporate 
level for dividend distributions. 

The revenue effects of the proposed capital gains reform should 
be defined as the difference in revenues realized in any given pe- 
riod of time with and without the proposed reforms. They should 
not be defined as the difference in revenues realized in any one 
year compared to the prior year. 
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Estimates of the revenue effects of title 1 should take account of 
the resulting changes in the market value of existing capital assets 
and the increased saving and economic activity and the tax reve- 
nues generated thereby that would occur, not merely the increase 
in gain realizations. 

More severely taxing saving and consumption uses of income is 
grossly unfair as well as economically damamng. Title I of H.R. 9 
is a welcome initiative for addressing this unfairness. 

Thank you. 

[The prepared statement follows:] 
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CAPITAL GAINS REFORM, TITLE I OF H.R. 9, 

THE JOB CREATION AND WAGE ENHANCEMENT ACT OF THE 
CONTRACT WITH AMERICA 

STATEMENT OF NORMAN B. TURE, PRESIDENT 
INSnriJTE FOR RESEARCH ON THE ECONOMICS OF TAXATION (DIET) 
PRESENTED TO 

THE COMMITTEE ON WAYS AND MEANS 
HOUSE OF REPRESENTATIVES 
JANUARY 25, IMS 


Mr. Chaimun, manben of the Committee, I appreciate the opportunity to discuss with 
you the significant in^novcinent in the fedenl income tax that will he provided hy enactment of 
Title I of RR. 9. Both the principal features of the proposed capital gains refoim — the 
reduction in the marginal tax rates applicahle to capital gains and the inflation adjustment of basis 
— are highly commendable as w^ as long sought For those of us who have over the past 
thirty-five years devoted their efforts to calling tax policy makeis’ attention to the severe anti- 
saving, anti-investment bias in the income tax and to the seriously adverse economic 
consequences of that bias. Tide I is a oonstnictive and encouraging initiative. Its enactment 
would, itself, contribute to tnodenting that unwholesome tax bias and would afford promise of 
additional efforts to rliminMe it completely. 

The urgency of reducing, if not entirely eliminating, the income tax’s anti-saving bias was 
highlighted last year by the findings of the Bipartisan Commission on Entidement and Tax 
Reform. As you know, the Commissioa found that projected spending under existing federal 
entidement programs would exceed the entire amount of revenues projected to be provided under 
existing tax laws by about the year 2025. The resulting deficit would preempt all of the saving 
undertaken by American households and businesses, leaving no saving for investment in private 
capital formation and other gtowth-geocTating private uses. Moreover, in those budget 
circumstances, the American economy could trat rely on foreign saving to finance the additions 
to the stock of capital needed to maintain, let alone nuance, labor’s productivity and the nation’s 
real living standards. 

Even if one discounts the Commission’s projections to a substantial degree, an economic 
holocaust is looming. The economy is accelerating down a slippery slope that ends at the edge 
of a cliff. The longer the delay in addressing the growth in entidement spending and in removing 
tax barriers to household and business saving, tte mote difficult it will be to apply the brakes 
before we go over the edge. 

In view of the obvious disinclitiatioo to deal constructively with entidement spending, 
particularly the Social Security and Medicare Systems, the need to reduce the tax bias against 
saving is all the more demanding of the Congress’S attention. This Committee is to be 
commended for having begun the work of seeking out and remedying the provisions of the 
Internal Revenue Code that produce that Mas. Tide I of H.R. 9 is an important step in that 
effort. 

The Anti-.Savinp Tax Bias 

The anti-saving, anti-investment bias in the income tax results from the fact that both 
income that is saved and the income produced by investing that saving are subject to tax, often 
several times over, while income that is used for current consumption is taxed only once. The 
consequence is that the amount of current consumption that must be forgone to obtain any given 
amount of after-tax return on one’s saving is greater than if either the income that is saved or the 
return it produces were excluded &om the tax base. The forgone consumption is, of course, the 
real cost of obtaining that future income. In other words the income tax increases the cost of 
saving compared to the cost of current consumption. Mcacovcr, the income-tax induced increase 
in the relative cost of saving is greater the higher is the tax rate to which the person is subject. 
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The appendix to my statement provides a number of simple arithmetic examples that show 
how the individual and corporate income taxes and the taxation of capital gains raise the cost of 
saving relative to consultation uses of income. 

The anti-saving bias is accentuated by the separate income taxation of corporate income. 
The appendix includes an illustration of the additional increase in the relative cost of saving 
imposed by the separate income taxation of income generated by corporate businesses. 

The taxation of capital gains also contritHites to raising the cost of saving relative to the 
cost of current consumption. If instead of distributing its after tax earnings, the corporation 
retains and reinvests them in assets yielding at least the same rate of return that was obtained 
before, the market value of the corporation’s stock is likely to increase by the amount of the 
retained earnings per share. If the person decides subsequently to sell the shares, the excess of 
the sales proceeds over the person’s investment — the realized capital gain — is subject to the 
individual income tax. Because the capital gains tax is deferred until the accumulated after-tax 
corporate earnings are realized by the sale of the shares, the present value of the capital gains 
tax is less than the present value of the taxes paid on distributed corporate earnings over the 
period the shares are held. Notwithstanding, the capital gains tax adds to the amount of current 
consumption that must be given up per dollar of after-tax returns on one’s saving. An example 
in the appendix illustrates the effect of the capital gains tax on the cost of saving. 

The anti-saving, anti-investznent bias of the income tax system is further accentuated by 
the federal transfer (estate and gift) taxes, by State income taxes, by State and local property 
taxes and by numerous selective taxes on capital or the returns capital produces imposed by State 
and local governments. 

Moreover, the anti-saving bias is exacerbated by the imposition of the tax on the nominal 
rather than on the inflation-adjusted returns on saving and investment. The expectation of 
inflation, per se, adversely affects saving and investment. Inflation expectations increase the rate 
at which the returns on saving must be discounted to determine their amount in real terms; 
unless the expected returns increase at least as rapidly as the expected inflation rate, the value 
of the expected real returns will be depressed, thereby increasing the cost — the forgone current 
consumption — of any given amount of real future income. 

Taxing nominal capital gains aggravates this effect of inflation in increasing the cost of 
saving. This effect is likely to be particularly severe in the case of gains realized on the sale of 
corporate stock the market value of which has not kept pace with inflation. It may well result 
in taxing real losses, not merely overtaxing real gains that are less than nominal gains. 

Taxing realized capital gains also impedes transaction in capital assets. An investor will 
be reluctant to sell his or her capital assets in order to purchase other assets unless the present 
value of the expected net returns on the replacement assets exceeds that of the expected returns 
on the existing holding by enough to defray the tax on any gain realized on the sale of the latter. 
For any given amount of accrued gain, the higher is the capital gains tax rate, the more imposing 
is the tax barrier to such changes in the composition of a person’s assets. 

This locking-in effect of the tax on capital gains impedes the assignment of accumulated 
savings to their most productive uses. As a result, it impairs the essential function of the capital 
market — to facilitate the exchange of property rights. This tax-induced barrier to these 
exchanges distorts the market’s function in assigning values to competing uses of saving. The 
effectiveness with which this function is performed has a critically important bearing on how 
efficiently our saving is assigned to competing businesses and their use of our saving in 
expanding production- and income-generating capacity. Misusing our saving — directing it into 
companies and capital uses that are less productive than alternatives — is just as wasteful and 
costly as misallocating any other production inputs. To the extent that taxing capital gains locks 
in holdings of capital assets, it impairs the capital market’s functioning and contributes to less 
than optimum uses of our saving and capital formation. 
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Benefits From F-naytmoit Of Title 1 

Both the proposed deduction fiom adjusted gross income of SO percent of net long-term 
capital gains and the adjustment for inflation of the basis of capital assets would be significant 
improvements over the existing law tr eatmen t of capital gains. Of these provisions, the SO 
percent exclusion is likely to be moie significant in improving the tax climate for saving and 
investment 

Section 1001. SO Bmoent Paniml fiains Deduction 

The proposed deductioo foam adjusted gross income of half of net long-term capital gains 
has the effect of cutting the marginal tax rales in half for individual taxpayers in the IS percent 
and 28 percent brackets and of affoeding smaller, but still significant percentage reductions in the 
capital gains tax rales for people in higher brackels. For corporations, the proposed deduction 
would cut the top effective marginal rale on cental gains to 17.S percent from 35 percent These 
rate reductions would mitigaie the adverse effons. discussed above, of the existing tax treatment 

Reducing the lax bias awina saving 

The fundamental ecaaoniic benefit that would be realized from enactment of Title 1 would 
be the reduedon in the severe bias against saving imposed by the existing federal tax system, 
particularly the personal and cafporaiE income taxes. As the discussion above shows, even 
outright elimination of the capital gains tax would not fully rid the tax system of its anti-saving, 
anti-investment bias. There should be no doubt in the Committee members’ minds, however, that 
the proposed SO percent gain deduction would make an important contribution in moving the uu 
system in the direction of nentrality b etween saving and consumption uses of income. It would, 
in other words, significantly reduce the extra cost of saving relative to consumption. 

This highly desirable efiect on the cost of saving would not be confined, it must be 
snessed, to saving invested in captal assets, as defined in the Internal Revenue Qxle. In an 
efficiently operating cqrital marbtt, changes in market valuations in response to tax changes 
impel reallocations of saving until risk-adjusted net-of-iax returns arc substantially equalized 
among all assets. Reducing the marginal lax rate on capital gains will reduce the cost of saving 
invested not only in capital assets but in all other uses, as well. 

The desirability of the SO peroent deduction and consequent reduction in marginal ux 
rates on capital gains does not depend on how large the saving response to the overall lower cost 
of saving will be. The objective of this reform is to reduce the existing anti-saving uui bias, not 
to dictate to households or busiiiesses what uses they make of their irxrome claims and propeity 
rights. Reducing capital gains taxes is oonstiuctive lax policy whether the resulting increase in 
saving is great or small. 

Having said this, I believe that reducing taxes on capital gains will indeed result in 
significantly more saving than would otherwise be unieilaken. Sound economic analysis urges 
that tax changes that reduce the cost of saving relative to consumption uses of income will lead 
to higher levels of saving than would otherwise occur. Opponents of capital gains tax reform 
insist that saving is little if any responsive to changes in its cosL They obviously fail to note that 
in making that assertion they are also maintaining that consumption is little if any responsive to 
changes in its cost In other words, according to these folks, people and businesses pay no 
attention to taxes in tirriiting anything about their economic activities. The Conunittee should 
recognize in this viewpoint a license for imposing any amount of any kind of taxes without 
regard for the damage that will resulL 

Imorovina canita l marker td ficienev 

Reducing the marginal rale of tax on capital gains will also ease the lock-in effect 
described above. It will, therefore, reduce the existing tax impairment of the nuuket’s function 
in facilitating the exchange of p roperty limits, hence ite nuuket’s efficiency. This enhancement 
of market efficiency is a very imponam benefit to be obtained from the proposed reduction in 
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marginal tax rates on capital gains, irrespective of the magnitude of the change in the amount of 
gains realized. 

Section 1002. Indexing The Bases Of Capital Assets For Purposes Of PetermininE Gain 
Or Loss 


Adjusting the basis of assets for purposes of determining gain or loss upon the disposition 
of the assets would avert accentuating the income tax’s anti-saving bias in an inflationary 
environment. Clearly, this proposed change in the tax treatment of capital gains and losses would 
be inconsequential in an economic setting in which savers were absolutely confident that no 
inflation would occur over the time period that is relevant for their saving-investment decisions. 
By the same token, it would afford greater benefits the higher is the expected rate of inflation. 
Even if the expected inflation rate is quite modest, however, adjusting asset bases for inflation 
will forestall the adverse effect of the risk of inflation on saving and investment, discussed earlier 
in this testimony. 

Indexing the bases of capital assets for inflation will also contribute, clearly, to freeing 
up currently locked-in savings. It will, therefore, make an important contribution to enhancing 
the efficiency with which the capital market performs its functions. 

The Committee has heard testimony horn the Treasury Department to the effect that in 
combination with the SO percent deduction, adjusting the basis of capital assets for inflation 
"...provides too large an adjustment for inflation."' In making this assertion. Assistant Treasury 
Secretary Samuels erroneously identifies the proposed deduction of SO percent of net long-term 
capital gains as aimed at offsetting inflation, suggesting that there would be no occasion for this 
change in the absence of inflation. In fact, as discussed above, the SO percent deduction aims 
at partially offsetting the incremental tax penalty on saving, irrespective of expected inflation. 
By the same token, the proposed indexing aims at offsetting the additional tax penalty imposed 
by taxing nominal rather than real gains. In combination these two provisions can, contrary to 
Secretary Samuels' assertion, provide too large an adjustment only if one believes that good tax 
policy calls for penalizing saving uses of current income relative to consumption uses and for 
taxing more gains than people actually realize. 

The Treasury testimony also asserts that indexing the basis of capital assets without 
indexing the debt used to finance the acquisition of the assets would encourage tax arbitrage and 
enable taxpayers to reduce their effective tax rates to zero. Mr. Samuels’ example is a person 
who purchases $100,000 of undeveloped land, financing the purchase with $20,000 of his or her 
own cash and borrowing $80,000. The person later sells the land for $130,000, "with the 
$30,000 gain representing an inflationary increase in the value of the property." The person 
repays the $80,000 mortgage debt and pockets the remaining $50,000, paying no tax because the 
basis of the asset was indexed. According to Samuels, "...only $6,000 ...of the taxpayer’s total 
$30,000 gain...tcpresents the inflationary gain on the taxpayer’s $20,000 investment...."' 
Presumably, according to Samuels, the correct result in principle would be to tax the person on 
the remaining $24,000 of nominal gain. 

Notice, however, that in terms of constant purchasing-power dollars, the $50,000 in cash 
the person has left after paying off the mortgage indebtolness is only $20,000, exactly the 
arrxrunt of the person’s original cash investment. If the person were subject to tax on the 
$24,000 of gain allocated by Samuels to the mortgage component of the investment, as Samuels 
suggests, the person would net only $17,280. The tax would subject the person to a net loss of 
$6,720 on the original investment. In fact, the arbitraging that Samuels asserts would result fmm 
indexing the basis of the asset but not the debt protects the person from having to pay tax on a 
zero gain. The Treasury’s complaint is without inetiL 


' Statement of Leslie B. Samuels, Assistam Secretary (Tax Policy) before the Committee on Ways and 
Means, January 10, I99S, page 16. 

' The person’s investment, contrary u> Samuels’ assertion, is $100,000, not $20,0(X). The person has 
undertaken an indebtedness for the discharge of which the person is legally responsible. 
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There is much to commend extending inflation adjustments to indebtedness and the 
interest flows thereupon. There is. however, no downside of the sort the Treasury has asserted 
to indexing capital assets alone. 

This is not to say that the indexing proposal is hee of problems. For one thing, in the 
case of fmancial assets such as corporate common stocks, the proposed basis adjustment would 
apply as a rule only to the initial invesmtenL The proposed indexing would not apply to the 
adrlitions to basis represented by the c o tprrr a lMti's retaining and reinvesting some of its ^ter-tax 
earnings. The proposed indexing, accordingly, would apply to a smaller and smaller share of the 
accumulating basis of the suxdt the knger tte stock is held, leaving larger and larger amounts 
of nominal gains exposed uldtttately to tax. I urge the Committee to arldress this deficiency, and 
I'll be happy to provide the Committee and its staff such assistance as it may request in doing 
so. 


I also urge the Committee to extend italexing of basis for the purpose of determining gain 
or loss on the disposition of equipment subject to a net lease when the proposed neutral cost 
recovery system is not used. The differences in contracuial airangerrtents for the acquisidon and 
use of property in a trade or business should not enter into determinadon of the eligibility of 
property for the infladon adjustment of basis. Even under modest infladonary expectadons, 
denying this basis adjustment to property sut^t to a net lease would expose lease arrangements 
to a sigtuficant maiket place disadvantage with no discertuble gain concertung tax principles. 

Dividend Tax Relief 


Desirable as I believe to be the capital gains tax reforms the Committee is considering, 
the Committee should be aware that their enactment will tend to bias corporate decisions in favor 
of retaining after-tax earnings rather than distnbudng them as dividends to shareholders. As 
noted earlier in this discussion, the fact that the tax on capital gains is deferred until the gains 
are realized somewhat abates dte purtittve effect of taxing income generated by corporate 
businesses both to corporadons and their sharehedders. There can be little doubt that this 
somewhat influences corporate disitibudon policies, although the magnimde of this influence is 
by no means certain.’ Expanding the differential in effective tax burdens on retained vs. 
distributed earnings by reducing capital gaitts taxation should urge the Committee to add to its 
agenda careful consideration of ways to integrate the income taxation of totporadons and their 
individual owners. An initial step in this direction would be u> provide sr>me relief at the 
corporate level for dividend disiiibutioits. 

Revenue Effects 


At one time or arrother, the case for reducing the marginal uui rates on capital gains and 
for inflation indexing of the bases of capital assets has rested on the claim that either or both of 
these reforms be tax revenue raisers. As the Committee might well infer ffom my discussion to 
this point, I believe the case for these reforms rests <» the very substantial economic benefits that 
would be obtained, not on their revenue consequences. I believe that enactment of Sections 1001 
and 1002 of Tide I of H.R. 9 would very lil^y prove to be a revenue raiser, but I strongly 
endorse these reforms notwithstanding. 

Much of the arguments among econmnists and other tax specialists about the revenue 
effects of these changes in the tax treatment of capital gains has hinged on estimates of the 
magnitude of the unlocking effects of these changes. Most of the empirical analyses that have 
been directed to this question have relied on time series of changes in capital gain realizations 
to measure the response to changes in the tax treatment of these gains. But an enormous number 
of other variables also affect the amount rrf' capital asset transactions and the amount of gains 
realized thereby every year. Making allowances for these myriad other factors in efforts to 


’ In the last decade and a half, an important academic literature has been pttrduced that strongly 
suggests that some of the serious ptoblents of corporate girvemance noted during the 1980s ate attributable 
to corporate executives’ effons to maximize their wel&te at the expense of maximizing the net worth of 
corporate owners. Excessive retention of ootporaie earttitigs may have contributed to these ptoUems. 
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determine the influence of changes in the tax law in such year-over-year analyses is a daunting 
undertaking. The Committee should not base its decisions about capital gains reforms solely or 
even primarily on such revenue estimates. 

The conceptually correct measure of the effect of the change in the law is the difference 
between the amount of gains actually realized in any particular time period and the amount that 
would have been realized in the absence of the change in the law. This, too, is difficult to 
estimate, but it at least aims at providing a relevant answer to the question. 

For the most part, the revenue estimates have been driven only by estimating the increase 
in capital gain realizations resulting fiom reducing the capital gains tax; they have ignored the 
virtually instantaneous increase in the market value of existing capital assets that would result 
from reducing the tax. This valuation effect would augment the amount of gain realized on the 
sale of any given amount of capital assets. To be sure, this valuation effect is one shot; because 
it would result in higher bases of capital assets in the hands of those purchasing the unlocked 
assets, it would tend to reduce the amount of taxable gains realized thereafter. Nevertheless, this 
valuation effect will tend to increase revenues, on balance, and should not be ignored in 
estimating the revenue consequences of reducing the marginal tax rates on realized capital gains. 

Also ignored in most of the revenue estimates are the broader, very likely most 
consequential economic effects resulting from reducing the marginal lax rales on capital gains 
— the resulting increase in saving. The consequent increase in the slock of capital would itself 
generate additional taxable income; additionally, the increase in capital would conlribute lo an 
increase in iabor’s productivity, hence to employment and wages, leading to additional tax 
revenues from income, payroll, and other federal taxes. 

"Fairness" 


Finally, a word about the "fairness" issue. Congressional consideration of lax proposals 
aimed at reducing tax batriers to saving, capital fotmation, and entrepreneurship has far too often 
been blocked by redistiibutionist assertions that such proposals are unfair because they would 
benefit rich people and/or business. It is well past time for policy makers to recognize that the 
goodness or badness of a policy does not depend on the specific attributes of the people who are 
iirunediately affected by them. A tax change that reduces the existing tax penalty on saving 
compared with consumption uses of income is not unfair because it may well more substantially 
reduce the tax liabilities of people who pay a great deal of taxes and who will greatly increase 
their saving in response to the lax change than it will the taxes of people who pay little or no 
taxes. 


There is no meaningful social, let alone economic policy goal that is served by punitively 
taxing saving; such punitive taxation is not made "fair" because its weight is greater on the rich 
or on business than on others. And when one considers that the principal beneficiaries of 
increases in saving, capital formation, entrepreneurship, and other growth generating activities 
are labor and consumers, redisiributionisi objections to easing the differentially heavier tax 
burdens on these various activities should be dismissed out of hand. 

Addressing the unfairness in more heavily taxing income that is saved than income used 
for current consumption promises substantial dividends in higher standards of living for everyone. 
Title 1 of RR. 9 is an effective beginning. 
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APPENDIX 


Basic Income Tax Bias Against Saving 

Pretend, for a momeiit, a no-tax world in which someone earns an extra $1,000. The 
person can either use the $1,000 for additional consunqxion or to purchase a perpetuity — a bond 
with no maturity date — paying, say, 10 percent a year. The person’s choice is to enjoy $1,000 
of addidonal consumption now or to have an additional $100 of income every year. The cost 
of each dollar of the additional income — the fotgone consumption — is $10. 

Now assume an income tax of the same basic configuration as the existing income tax 
is levied at a rate of, say, 2S percent On the additional $1,000 of current income there is a tax 
of $230, leaving the person with $730 after tax that can be used either to buy an additional $730 
of current consumables or a $730 bond paying 10 percent a year. Of course, the $73 of interest 
on the bond is also subject to the income tax, so that the after-tax income on the saving is 
$36.23. The person's choice is $730 mtac of current consumption or $36.23 more income each 
year. The cost — the foegooe consumption — per dollar of that additional interest income is 
$13.33. The income tax increased the cost of obtaining future income compared to the cost of 
current consumption by 33.33 percent 

As noted in the text, this tax-indooed increase in the cost of saving compared to that of 
current consumption is greater the higher is the marginal tax rate to which the person is subject 
Suppose the tax rate to be paid by the person in the example were 40 percent instead of 25 
percent In this case, the income tax would increase the cost per dollar of additional fiinjre 
income from $10 to $16.67 or 66 2f3 petcent 

Additional bias imposed by the corporate income tax 

Suppose that instead of buying a bond, the person in the example were to invest the 
additional incottK in corporate stock, and suppose the earnings per share were also 10 percent 
of the investment Suppose the coipoiaic tax rate were 33 petcent and that the corporation were 
to distribute all of its after-tax earnings. In this case, the 25 percent bracket taxpayer would net 
$36.36 each year ($73 gross return on the $730 coqwratc investment reduced by the 33 percent 
corporate income tax and the 23 percent individual itKome tax), for which he or she would have 
to forgo $730 of current consuntptioii; the combined corporate and individual taxes raises this 
person's cost per dollar of additional future income &om $10 to $20.31, a little mote than 100 
percent If the person were in the 40 percent bracket each net-of-tax dollar of return on his or 
her investment would cost $23.64 of forgone consumption, more than 130 percent more than in 
the absence of taxes. 

The capital gains ta x bias agains t saving 

Suppose that the oaeporadon retains its after-tax earnings and reinvests them in assets 
ptxxlucing the sattre rate of return as before. Also suppose the 23 petcent tax bracket person in 
our example held the stock for, say, five years before selling it By assumption, the value of the 
stock will have increased from $730 to $1,02757. On the gain of $277.37 realized on the 
person’s sale of the stock, he or she owes $69.39, leaving an after-tax gain of $208.18. The 
same result would be obtained if the persou woe to receive an after-tax annuity of $43.48 over 
the five year period. With this tax treatment, the cost per dollar of future income, in terms of 
forgone current consumption, is $17.23 * Although the deferral of tax until the capital gain is 
realized imposes less of a lax penalty on saving than in the former case, it nevertheless 
substantially raises the cost of obtaining fimire income, in this example by 72.5 percent, 
compared to the cost in a no-tax wotld. 

Section 1001 of HR. 9 would significantly reduce the cost of saving compared with 
present law. If the peisao in the manuJe were reqitired to include only half of the net long-term 
gain in taxable incooie. the cqntal gains tax dne upon the sale of the stock at the end of five 
years would be $34.70, leaving a net gain of $242.87. The same result would be obtained had 
the person received an after-tax annuity over the five years. In this case, the cost per dollar of 
future income would be $13.25 or 525 perceni more than in a no-tax world but significantly less 
than under the existing tax treatment. 


* The coat of huure treninr , in these would be lower the longer the person deferred leahzation 
of the capital gain. 
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Mr. Zimmer. Thank you. 

Our final witness is Robert McIntyre, director of Citizens for Tax 
Justice. 

STATEMENT OF ROBERT S. MCINTYRE, DIRECTOR, CITIZENS 

FOR TAX JUSTICE 

Mr. McIntyre. Thank you, Mr. Chairman. 

I want to congratulate the new members of the committee. I have 
been following this committee for the last 20 years, and there are 
a lot of new faces here. I especially want to congratulate the new 
chairman, Mr. Archer. So if you would pass that on I would appre- 
ciate it. 

I am before you today not as a supplicant as so many of the other 
witnesses seem to be. We have heard from a lot of people who are 
doing well in their businesses. Indeed, they are bragging about it. 
But in the same breath, they say they would like you to give them 
a pass on some of the taxes they currently have to pay. In my view, 
they ought to be ashamed of themselves. 

Last Saturday, the Washington Post reported that Chairman Ar- 
cher had told the staff of the committee to be on the lookout for 
any provisions in the Tax Code that aren’t in the taxpayers’ best 
interest. I was kind of cheered up by that — until I thought about 
the Contract. I said to myself, wait a minute. If he finds such bad 
provisions, he will probably double them. 

Because it seems to me that the Contract, with its $100 billion 
a year in new tax breaks, has found the two biggest high-income 
and corporate breaks in the Tax Code and has proposed to double 
them. Those are capital gains tax breaks and corporate deprecia- 
tion tax breaks. 

My written testimony discusses both these issues. I will focus in 
my oral statement today on capital gains. 

If these proposed changes are adopted, they will not only under- 
mine tax fairness but they will also undermine the economic neu- 
trality that we gained in the 1986 Tax Reform Act. They will put 
Congress and this committee back in the position of directing the 
allocation of private investment rather than leaving it where it be- 
longs, which is in the hands of businesses and consumers. 

We will once again face rampant tax sheltering and outrageous 
high-income and corporate tax dodging. And, ultimately, the price 
for it all will be paid by average American families through higher 
interest rates, reduced government services and eventually, I think, 
higher taxes. 

So we urge the committee to reject these kinds of tax reforms 
and instead work to close down some of the remaining wasteful, 
economically harmful subsidies in the Tax Code that benefit the 
few at the expense of everyone else. 

Now you may remember that to his great credit President Ronald 
Reagan was able to overcome his initial proclivity for tax subsidies. 
He noticed that the loophole-based policies of the early eighties 
hadn’t worked. They had given us lots of unneeded office buildings. 
They had given us lots of other wasteful misallocations of our 
American capital effort, but they hadn’t succeeded at all in increas- 
ing savings or investment. 
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And as a result, President Reagan reversed himself, and his lead- 
ership was critical to the enactment of the 1986 Tax Reform Act, 
which closed down those loopholes. 

So it was very distressing, to me at least, to see a new Repub- 
lican Congp-ess, which talks about ending waste and defending the 
middle class and curbing unwarranted government interference in 
the free market, proposing vast new tax-based subsidies that look 
to me a lot more like central planning than any faith in market 
forces. 

Even under current law, capital gains are treated much more fa- 
vorably than other types of income, especially for the highest in- 
come people. Capital gains are not taxed at all until they are real- 
ized, generally on sale. Even when they are realized, there is the 
equivalent of a 30-percent exclusion for top-bracket people. In total, 
the current capital gains breaks now on the books are estimated 
to cost about $170 billion over the next 5 years. 

Almost two-thirds of the total capital gains reported, by the way, 
go to people with incomes over $200,000. Only about IVt percent 
go to people with incomes under $50,000. Thus, more than any 
other type of income, capital gains are concentrated at the very top 
of the income scale. 

Now, the Republican Contract With America talks about increas- 
ing that capital gains differential tremendously. When you add up 
indexing plus the 50-percent exclusion, it amounts on average to 
about a two-thirds exclusion for capital gains. Treasury thinks that 
will cost about $183 billion over the next 10 years, most of it in 
the second 5. 

That works out on a full-year basis to about $50 apiece for a 
middle-income family and about $16,000 apiece for the top 1 per- 
cent in total capital gains breaks if the proposal is adopted. And, 
of course, the proposal would also apply to timber and coal and iron 
ore and a few other specially favored industries who, for historical 
and accidental reasons, get to treat part of their profits as capital 
gains. Those companies, as we know from the late seventies and 
early eighties, could go back to paying little or nothing in Federal 
income tax. 

The case for a capital gains cut, which you have heard over and 
over again here today, is that somehow it will lead to more jobs, 
more investment, and more economic growth. You would think we 
might have learned something from the past. Because we have 
tried capital gains tax cuts and capital gains tax increases several 
times over the last couple of decades, and the funny thing is that 
eveiy time the tax was cut, the economy took a nosedive. Jobs went 
down and investment declined. And every time the tax was in- 
creased, investment did better and jobs did better and the economy 
did better. 

So do capital gains tax cuts cause the economy to go into reces- 
sion? Probably not, but the evidence they don’t help the economy 
seems pretty overwhelming. 

Now, the promises people made that cutting the capital gains tax 
would lead to a short-term boom were silly when they were made. 
They didn’t even match the theory that proponents were offering. 
But let’s look at long-term effects. 
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The people that are pushing capital gains tax cuts seem to be- 
lieve, honestly, I guess, that the market doesn’t work, that money 
should go to them rather than to where the market would send it. 

Well, I think, and I hope that Republicans think, that the idea 
that the government should be making investment decisions for 
business is just terrible economics. The truth of the matter is that 
paying people or corporations to make investments that otherwise 
don’t make any business sense undermines economic growth. It is 
the last thing we need. 

I hope this committee will focus not on opening up new loopholes 
and giving new subsidies, but instead on getting the government 
back to doing what it ought to do, building roads, protecting chil- 
dren and so forth, and not on doing what it does badly, that is try- 
ing to run the economy and micromanaging it. We hope you reject 
these proposals. 

Thank you. 

[The prepared statement follows:] 
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Testimony of Robert S. McIntyre 
Director, Citizens for Tax Justice 
Before the House Ways and Means Committee 
Regarding Proposed New Tax Subsidies for Capital Gains and 
Corporate Profits Designed to Gut the Tax Reform Act of 1986 
January 25, 1995 

I appreciate the opportunity to testify before the Committee on behalf of 
Citizens for Tax Justice. Our coalition of labor, public interest and grassroots 
citizens groups represents tens of millions of middle- and low-income 
Americans, who have a vital stake in fair, economically sound tax and budget 
policies. 

The Republican “Contract with America” proposes an array of new tax 
breaks whose costs will be close to $100 billion a year once they take full 
effect. The bulk of these enormous revenue losses stem from two items: huge 
new tax breaks for capital gains and a major expansion in corporate 
depreciation write-offs. We strongly oppose these proposals. If enacted, they 
would undermine the gains in tax fairness and economic neutrality achieved 
in the 1986 Tax Reform Act. They would once again put Congress in the 
position of directing and allocating private investment, rather than leaving it 
where it belongs — in the hands of businesses and consumers. We would once 
again face rampant tax shelter ing and outrageous high-income and corporate 
tax dodging. Ultimately, the price would be borne by average Americans, 
through higher interest rates and eventually, increased taxes. We therefore 
urge the Committee to reject these tax deforms, and instead to work to close 
remaining wasteful, economically harmful tax subsidies that benefit the few 
at the expense of most families. 

Introduction 

At the heart of the GOP Contract appears to be the premise that our 
current income tax is biased against savings. The drafters of the Contract 
seems to believe that this alleged bias has caused a lower national savings 
rate than we otherwise would have. And thus, they conclude, we need to tilt 
the tax code so that it rewards saving and punishes consumption. 

This is an interesting theory, but it hardly squares with reality. The truth 
is that the current tax code includes huge tax breaks for savings and 
investment. The loopholes range from no tax at all on some kinds of 
investment income, to outright “negative” tax rates on the profits from some 
kinds of corporate investments, to industry-specific tax breaks targeted to the 
politically powerful, in fact, the $200-billion-plus annual cost of tax 
expenditures for savings and investment is now almost equal to the total 
annual amount of personal savings! It seems rather apparent that if our 
savings rate is too low, tax breaks have been part of the problem, rather than 
the solution. 
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Savings and investment tax breaks are not simply a failed experiment in 
macroeconomic engineering. They also cause significant distortions in 
business decision making — to the detriment of overall economic growth. 
Worst of all, most savings and investment loopholes seriously undermine tax 
fairness, because they are extremely tilted toward the very best-off people in 
the country. To his great credit. President Ronald Reagan was able to 
overcome his initial inclination toward favoring loopholes, and his leadership 
was crucial to enactment of the Tax Reform Act of 1986. Thus it is distressing 
to see the new Republican Congress — supposedly dedicated to ending waste, 
defending the middle class and curbing unwarranted government interference 
in the free market — proposing vast new tax-based subsidies that look much 
more like central-planning than trust in market forces. 

Capital gains 

Capital gains are profits reflecting increased values of stocks, bonds, 
investment real estate and other “capital assets.” Under current law, capital 
gains are treated much more favorably than other types of income, especially 
for the highest income people. In fact, total current capital gains loopholes 
are estimated to cost $170 billion over the next five years. In terms of cost 
and maldistribution — not to mention contentiousness — tax breaks for capital 
gains are without parallel. 

Capital gains are not taxed at all unless and until they are “realized” — 
generally upon sale of an appreciated asset. And even when gains are 
realized, top-bracket individuals pay lower tax rates on capital gains than on 
so-called “ordinary” income. 

As a result, investment markets that primarily service the well off are often 
designed to maximize the share of profits that are in the form of capital gains 
— both realized and unrealized. Indeed, 
on individual tax returns, total realized 
capital gains exceed total reported stock 
dividends by about 43%. 

Which is not to say that capital gains 
are common for most taxpayers. In fact, 
only one tax return in every twelve filed 
reports any capital gains at all. Up to 
$100,000 in total income, dividends ex- 
ceed reported gains. But for the highest 
income people — making more than 
$200,000 a year — realized capital gains 
exceed the total combined amount of 
both dividends and taxable interest. 


Average Capital Cains, Dividends 
& Taxable Interest 

By Family Income Group, 1994 

Income 

($-000) 

Capital 

Gains 

Divi- 

dends 

Taxable 

Interest 

<$10 

$40 

$70 

$400 

$10-20 

70 

200 

820 

$20-30 

130 

260 

1,020 

$30-40 

210 

390 

1,360 

$40-50 

320 

480 

1,780 

$50-75 

660 

870 

2,180 

$75-100 

1,560 

1,720 

3,290 

$100-200 

4,630 

4,1 10 

6,310 

$200+ 

66,070 

27,120 

33,660 

All 

$1,320 

$920 

$1,920 

Averages for all taxpayers in group. 

Source; CTI Tax Model, January 1 995 
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Almost two-thirds of total capital gains reported on individual tax returns 
go to people whose incomes exceed $200,000. In contrast, only 7.6% of the 
total gains are reported by the three-quarters of tax filers with incomes of 
$50,000 or less. Thus, more than any other type of income, capital gains are 
concentrated at the very top of the income scale. 

Because the taxation of capital gains is more important to the rich and poli- 
tically powerful than the treatment of any other type of income, capital gains 
taxation has been extremely controversial over the years. At the onset of the 
income tax, realized gains were taxed at the same rates as other income — up 
to 11 % during the World-War-I period. When the GOP regained the White 
House after the war, however, the top capital gains rate was set at 12.5% — 
half the regular top rate of 25% from 1925 to 1931. The top regular rate rose 
to 63% in 1932, but the 12.5% top capital gains rate was briefly retained. 

The onset of the Great Depression and public disillusionment with stock 
speculation of the Roaring Twenties, however, led to increased capital gains 
tax rates in the 1930s. For a brief period, realized gains were taxed under a 
complicated schedule that taxed gains from very short-term investments in 
full, but excluded as much as 70% of gains from sales of assets held for more 
than 1 0 years. This system was widely criticized as unwieldy and complex, and 
in the early 1940s it was scrapped. For the next 25 years, taxpayers had the 
option of excluding half of their capital gains or paying a maximum rate of 
25% (useful to those whose regular tax brackets exceeded 50%). 

In the late 1960s, the special 25% maximum rate was repealed. In 
conjunction with other tax changes, the top capital gains rate rose to about 
39% by the mid-1970s. Then in 1978, congressional Republicans Joined by a 
substantial minority of Democrats pushed through a major capital gains tax 
cut. It lowered the top rate to 28%, by excluding 60% of realized capital gains 
from tax. The 1981 cut in the top regular tax rate on unearned income 
reduced the maximum capital gains rate even further, this time to only 20% — 
its lowest level since the Hoover administration. 

In conjunction with sharply increased depreciation write-offs in 1981 (see 
below), the 1978 and 1981 capital gains tax cuts caused a proliferation of tax 
shelters. Unneeded, unprofitable and often empty office buildings sprung up 
all across the country in response to the new tax subsidies (helping set the 
stage for the savings and loan crisis later in the decade). Esoteric capital- 
gains-based tax shelters in items like collectibles, freight cars and llama 
breeding abounded. Tax-shelter "losses” reported on tax returns jumped from 
about $10 billion a year in the late seventies to $160 billion a year by 1985. 
And since the goal of most of the shelters was not only to defer taxes, but to 
convert ordinary income into lightly-taxed gains, reported capital gains 
jumped as well. 

Proponents of low capital gains tax rates like to argue that the surge in 
capital gains after 1978 and 1981 proves that capital gains tax cuts cause the 
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well off to cash in more unrealized gains, thereby mitigating (if not 
eliminating) the apparent revenue loss from a special low capital gains tax. To 
be sure, reported gains before exclusion did increase rapidly in the late 
seventies and early eighties. In nominal terms, they rose from $45 billion in 
1977 to $80 billion in 1980 to $176 billion by 1985. Adjusted for the growth 
of the economy, this represents a 90% increase in reported gains from 1977 
to 1985, and a 48% increase from 1980 to 1985. Since the maximum capital 
gains rate was cut in half between 1977 and 1985, even these figures indicate 
that the tax cut lost revenues. More important, since a very large share of the 
increased capital gains in the first half of the eighties represents tax-shelter 
conversions of ordinary income into gains, the surge in reported gains 
actually indicates a much greater revenue loss. 

If, as Michael Kinsley and 1 have noted, we cut taxes in half for people 
named “Newt,” then we surely would find that Newts reported much more 
income on tax returns. Indeed, total taxes paid by people named Newt might 
even go up. But that would merely reflect millions of people changing their 
names to Newt to avoid taxes, not some magical supply-side effect on Newts' 
incentives to work, save and earn money. The same is true of tax breaks for 
income called “capital gains.” 

Of course, looking only at national, aggregate data, it’s hard to isolate the 
effects of capital gains tax changes from other factors that might affect capital 
gains realizations, such as the performance of the stock market and the 
overall economy. A recent study by Congressional Budget Office economists 
Leonard Bermun and William Rudolph, however, compared capital gains 
realizations by a large sample of taxpayers in various states, with widely 
different tax rates, over time. They found large transitory effects when the 
federal government made major changes in capital gains taxation.' But on a 
long-term basis, the study found very little correlation between capital gains 
tax rates and levels of realizations. In fact, in technical terms, the study found 
that “lt]he permanent elasticity is not significantly different from zero.” 

Despite all the debate over how much reduced capital gains taxes might 
affect the level of asset sales in the short run, it’s really a side issue. The heart 
of the case for a capital gains tax break is that it encourages savings, 
investment, jobs and economic growth. And that case is astonishingly weak. 
Just look at what happened when capital gains taxes were cut in the past. 

The 1978 Revenue Act, enarted in November of 1978, cut the maximum 
capital gains tax rate from 39% to 28%. Over the 1 2 months prior to enactment 
of that change, the real GDP grew by 5.8%. But after the 1978 capital gains tax 
cut was approved, the economy faltered. In fact, the GDP dropped by 1% over 


'Most notably, in Sept, of 1986, Congress approved the Tax Reform Act of 1986, which increased the 
maximum capital gains tax rate from 20^ to 28%. effective jan. 1. 1987. This caused a rush by investors to 
cash in capital gains before what had become a temporary 20% rate expired. As a result, realized capital 
gains in corporate stock were nearly seven times as large in Dec. of 1 986 as they had been in Dec. of 1 985. 
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the next year and a half. The annual growth rate for the two years following 
the 1978 capital gains tax cut was only 0.3% — 5.5 percentage points lower 
than the growth rate prior to the cut. 

In August of 1981, another capital gains tax cut was enacted, this time 
cutting the top rate to 20%. Over the 12 preceding months, the economy had 
grown by 3.5%, but in the 12 subsequent months the GDP fell by 2.8%. In the 
two years after the 1 981 capital gains tax cut was enacted, the annual growth 
rate was only 1% — 2.5 percentage points below the growth rate prior to the 
cut. 

Contrary to the assertions of capital gains tax cut proponents, capital gains 
tax cuts have never led to improved economic performance. Tax laws that 
have increased the capital gains tax, however, typically have been followed by 
increased growth. After the 1976 Tax 
Reform Act was enacted, for example, 
the economy’s growth rate jumped 
from 3.9% in the preceding 12 months 
to 5.2% over the next two years. Like- 
wise, following enactment of the 1986 
Tax Reform Act, the growth rate rose 
from 2.2% in the previous year to 3.8% 
over the next two years. 

The record of capital gains tax cuts 
when it comes to jobs is equally dismal. In fact, the unemployment rate rose 
sharply after both the 1978 and 1981 capital gains tax cuts. Conversely, the 
jobless rate fell notably after the 1976 and 1986 capital gains tax hikes were 
enacted. 

History belies the claims that low capital gains taxes stimulate the 
economy. The long-term economic case against capital gains tax loopholes is 
even stronger. In essence, capital gains tax cut proponents seem to believe 
that free markets don't work, that government needs to step in with subsidies 
designed to override the signals the market sends about the level and alloca- 
tion of capital. But this idea that the government should be making invest- 
ment decisions for business 
is terrible economics. 

The truth is that paying 
people and corporations to 
make investments that 
otherwise make no business 
sense undermines economic 
growth. Capital gains tax 
breaks and other supply-side 
loopholes of the first half of 
the 1980s inspired construe- 


Capital Gains Tax Changes & Economic Growth 
(Changes in Real Cross Domestic Product) 

Date 

Enacted 

Growth in 
Prior Year 

Annual Growth Rate 
Over Next 2 Years 

Change in 
Gro%vth Rate 

1 Capital :4ains 1a\ cut>: | 

Nov. 6, 1978 


+0.3% 

-5.5% 

Aus. 14, 1981 


+ 1.0% 

-2.5% 

1 Capital gains tax increases: I 

OcL4, 1976 

+3.9% 

+5.2% 

+1.3% 


+2.2% 

+3.8% 

+1.6% 

NOTI: Growth rates are from date of enactment of the capital gains changes. 
Source: U.S. DepL of Commerce. Comp»/ed by Citizens for Tax lustice. 1992. 


Jobless 

Rate 

Two years 
later 

Change 

November 1978 

5.8% 

7.3% 

+1.5% 

Aueust 1981 

7.3% 

9.3% 

+2.0% 

Dale of Capital 
Gains Tax Hike 

jobless 

Rate 

Two years 
later 

Change 

October 1976 

7.6% 

5.7% 

-1.9% 

October 1 986 

6.8% 

5.2% 

-1.6% 


Source' U S. DcpL of Labor, Bureau of Labor St^Ustics. 
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tion of tens of thousands of unneeded office buildings and led to myriad 
other dramatic and wasteful misallocations of American capital and effort. But 
they completely failed to produce increases in total savings or investment. 

One of the key goals of the 1986 Tax Reform Act was to curb the harmful, 
tax-motivated economic distortions that the supply-side policies had 
produced. As the official report on the Act notes, in the loophole era “the 
output attainable from our capital resources was reduced because too much 
investment occurred in tax-favored sectors and too little investment occurred 
in sectors that were more productive but which were tax-disadvantaged.” 

Certainly, the last thing our economy needs is to divert our nation’s capital 
stock into other tax-motivated schemes at the expense of more productive 
investments. The right thing for our economy is to reduce the government’s 
monstrous long-term budget deficits and to close — rather than expand — 
economically harmful tax loopholes. 

Details on existing capital gains tax breaks: 

28% maximum rate: One of the 
greatest achievements of the 
1 986 Tax Reform Act was to tax 
realized capital gains at the same 
rates as wages, dividends or other 
income. (Previously, realized capi- 
tal gains had been 60% tax-ex- 
empt). But in 1990, Congress rein- 
stated a small capital gains prefer- 
ence, by capping the capital gains 
rate at 28% while setting the top 
regular income tax rate at 31%. In 
the 1993 budget bill, this capital 
gains preference was greatly ex- 
panded to provide what amounts 
to a 30% capital gains exclusion for top-bracket taxpayers (the difference 
between the new 39.6% top regular tax rate and the continuing 28% maximum 
capital gains rate). The 1993 act provided an additional 50% capital gains 
exclusion for profits from certain “risky” investments that are considered 
likely to fail. A staggering 96% of the tax savings from the current 28% maxi- 
mum capital gains tax rate for individuals goes to the best off 1 percent of all 
taxpayers. 

Indefinite deferral of tax on unrealized capital gains: Capital gains are not 
taxed until assets are actually sold. As a result, investors can put off tax on 
their gains indefinitely. (They can also avoid tax on realized gains by select- 
ively realizing losses on other investments in the same year.) This deferral is 


Current C 
(28% 
By Famil 

ipital Gains Tax Break 
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<$10 
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0.5% 
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- 

$10-20 

3.5% 

1.1% 

- 

- 

$20-30 
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1.7% 

- 

- 



2.0% 

- 

- 


8-7% 

2.3% 

- 

- 


n.3% 

7,1% 


- 

$75-100 

21.5% 

6.2% 

5 

0.2% 

$100-200 

31.8% 

13.8% 

105 

3.6% 

$200+ 

48.5% 

65,3% 

8,510 

96.2% 

All 

8.5% 

100.0% 

$ 113 

100.07d 

Source: CT/ Tax Model, lanuary 1995 
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unavailable, of course, to most other kinds of income (such as savings account 
interest, even if the money is left in the bank). Multibillionaire Warren Buffett, 
for example, is said to pay extraordinarily little in federal income taxes 
despite his enormous wealth, because he has structured his investment 
company so that it hasn’t paid a dividend since 1966. Instead, Buffett’s $12 
billion or so in accrued capital gains remain unrealized and thus untaxed. 

Capital gains tax breaks for gifts and inheritances: Currently, heirs can sell 
inherited property and pay no tax on capital gains that accrued prior to the 
time they inherit. In other words, capital gains taxes on inherited property are 
completely forgiven. In the case of gifts, the recipient takes over the giver’s 
“basis” in the donated property — generally the cost when the property was 
first acquired. That carryover of basis — rather than taxing the gain — allows 
a continued deferral of unrealized capital gains. 

Special additional industry-specific capital gains tax breaks: Historically, 
favorable capital gains treatment has normally been limited to profits from 
the sale of investments (stocks, bonds, etc.). But several industries have 
succeeded in getting part of their normal business profits treated as capital 
gains. Special capital gains treatment is currently available for sales of timber, 
coal, and iron ore and for certain farm income. 

Other special capital gains breaks include: 

■ Indefinite tax deferral for so-called “like-kind exchanges" of real estate. Normally, when 
someone sells appreciated property he or she must pay tax on the capital gain. But someone 
who sells rental real estate and later purchases other rental property can put off paying 
capital gains taxes on the sale indefinitely by pretending to have “exchanged" the properties 
with another investor. 

■ The refinancing loophole. Owners of investment assets that have gone up in value can cash 
in their capital gains without tax by borrowing against the appreciation. This is an enormous 
tax shelter for, among others, wealthy real estate speculators. 

■An exception from the normal $3,000 annual limit on net capital loss deductions for losses 
on the sale of certain "small business corporate stock." Except for a $3,000 a year de minimis 
rule, realized capital losses can only be used to offeet realized capital gains. Otherwise, 
investors with a portfolio of winners and losers could realize losses to wipe out taxes on 
their wages and other income, even though their total capital gains position (realized and 
unrealized) was positive. But for certain "small business corporate stock" investments, up 
to $ 100,000 in losses can be deducted. This subsidy is presumably designed to ease the pain 
of backing money-losing operations, and thereby encourage wealthy investors to invest in 
businesses that are unlikely to succeed. 

■ Indefinite deferral of tax on the sale of a broadcasting facility or cable system to a 
“certified minority-owned business." i.e., a company at least nominally owned or controlled 
by “a black. Hispanic, Asian American or Native American." The federal government has 
approved an astonishing 303 such “tax-deferral certificates" since this program began in 
1979 (presumably using complex apartheid-style rules to assure that the potential nominal 
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buyers met the racial classification requirements). On Wednesday, Jan. 4, 1995, the 
Washington Post reported on a particularly egregious example of how this tax subsidy works: 

“Viacom, the New York-based entertainment and media conglomerate, intends to sell its 
cable television systems for more than S2 billion to a minority-controlled enterprise under a 
program that would give Viacom a federal tax break of as much as $400 million, sources close 
to the company said. . . . 

“IClorporate investors are putting up nearly all of the money for the purchase, but [black 
business executive Frank) Washington’s management control of the Ipurchasing] partnership 
qualifies the group as minority-owned under FCC rules. Washington himself is investing 
slightly more than $1 million.” 

Apparently, this deal's ‘‘several giant corporate investors, including Tele-Communications, 
Inc., the world’s biggest cable company,” are paying Mr. Washington handsomely to use his 
name and race. In fact, Mr. Washington seems to have made his living on such deals since 
he came up with the idea for this particular racial preference while an official in the Carter 
administration. The Post reports that the Viacom deal would be Washington's fifth gorging 
at the “tax-deferral certificate” trough just since 1988. But whatever Mr. Washington 
personally clears on Viacom before he moves on to still another of these boondoggles, the 
bottom line is that the federal government has spent $400 million merely to make one 
multimillionaire, who happens to be black, even richer. 

If the goal is to remedy the effects of racial discrimination, there must be better ways to 
spend $400 million than this offensive tax loophole. 

Republican proposed additional capital gains tax breaks: 

The GOP Contract with America pro 
poses to replace the current 28% maxi 
mum capital gains rate with much bigger 
tax breaks. They include a 50% exclusion 
and indexing the basis of assets for 
inflation — applicable both to individuals 
and corporations. According to the 
Treasury Department, these changes 
would cost $183 billion over the next ten 
years — mostly benefiting the very rich. 

The combination of indexing and a 50% 
capital gains exclusion would on average 
exclude about two-thirds of all capital 
gains from taxation. For assets held for relatively short periods of time before 
sale, the exclusion could be close to 90%, while it would generally be lower 
for gains from sales of long-term holdings.^ 

The OOP’s capital gains tax breaks would apply to corporations as well as 
individuals. As a result, large timber companies and certain other industries 


Total Capital Cain Tax Breaks 

If the COP "Contract" is Adopted 
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% of Total 
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<$10,000 

0.1% 

$-2 

$10-20,000 

0.8% 
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$20-30,000 
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-22 
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1 .6% 
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1 .9% 
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$75-100,000 

5.3% 

-310 

$100-200,000 

12.9% 

-1,000 

$200,000+ 

70.2% 

-16,372 

All 

100.0% 

$-304 


^If an asset is going up in value by, say, 8% a year, while inflation is 3%, then indexing alone would cut 
the tax by 35% on the sale of the asset after one year. But if the asset is held for 20 years, indexing (alone) 
would cut the tax due by only 20%. When the GOP’s proposed 50% exclusion is added on as well, the total 
exclusion for the one-year asset would be almost 70%. compared to 60% for the 20-year asset. 
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that are allowed to treat a large portion of their profits as capital gains could 
end up paying little or nothing in income taxes. 

The tax-sheltering potential of the Republican capital gains breaks is 
staggering. Investments in depreciable property that actually lose money 
before tax could become highly profitable after tax under the plan. 

Testifying before this Commitee a few weeks ago, the Treasury noted: 
“Increasing the preferential treatment of capital gains would create economic 
efficiency losses and make the tax system more complex by encouraging 
taxpayers to convert ordinary income into capital gains." 

Even some conservative economists have expressed serious reservations 
about the OOP’s proposed capital gains tax cuts. They note that capital gains 
are already the lowest taxed form of capital income (due to deferral and 
preferential rates), and they fear the likely waste of capital resources from 
new tax shelters. These are among the reasons why indexing, although it 
might seem attractive at first glance, is particularly inappropriate in the case 
of capital gains. In fact, indexing any type of capital income for inflation 
(whether interest, dividends, or whatever) is inappropriate unless interest 
costs are also indexed downward. 

If the GOP capital gains tax plan is adopted, capital gains tax breaks going 
to the richest 1 percent of the population would soar to an average of almost 
516,400 each per year. That’s a very expensive subsidy to encourage 
uneconomic investments. 

Accelerated depreciation 

Born in scandal during the Nixon administration and the cause of many tax 
scandals thereafter, accelerated depreciation now is the largest of all 
corporate tax loopholes. Technically, accelerated depreciation lets companies 
write off the costs of their machinery and equipment faster than it actually 
wears out. In practice, that means sharply lower tax bills for companies that 
can take maximum advantage of the tax breaks. 

In 1970 after the repeal of the investment tax credit the previous year, the 
Nixon Treasury Department sought a new way to subsidize corporate profits. 
What it came up with was called the “Asset Depreciation Range" or “ADR” 
system. Put into place by executive fiat, it shortened depreciation periods by 
20% across the board and also allowed accelerated write-off methods that 
concentrated deductions in the early years that equipment is used. 

Nixon’s ADR approach was immediately challenged in court by public in- 
terest tax attorneys as far beyond Treasury’s authority under the tax code and 
therefore an unconstitutional and shameful giveaway to big business. But 
while the lawsuit was pending, a heavily lobbied Congress passed Nixon’s 
1971 revenue act. That infamous bill retroactively ratified the ADR system, 
and reinstated the investment tax credit to boot. The combination was deadly 
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for the corporate income tax. A sharp decline in corporate tax payments 
quickly ensued. Coincidentally or not, productivity growth also collapsed soon 
thereafter. 

By the late seventies, widely publicized studies by the congressional Joint 
Committee on Taxation and the nonprofit Tax Analysts and Advocates were 
finding that many companies and even whole industries were paying effective 
tax rates far below those envisioned in the tax code. But worse was to come. 

In 1979, Sen. Lloyd Bentsen (D-Tex.), Barber Conable (R-NY) and James 
Jones (D-Okla.) introduced a huge corporate tax cut bill. In it, they proposed 
to shorten depreciation periods and accelerate write-offs much more radically 
even than ADR. Disingenuously, Bentsen et al. claimed that their plan would 
cost only $2 billion a year. That was indeed the estimated cost of the plan in 
its first nine months. But the sponsors knew full well, although they never 
mentioned, that by its fifth year the plan was expected to cut business taxes 
by a staggering $50 billion annually. 

Urged on by a massive corporate lobbying campaign, believing the low-cost 
promises of the sponsors and naively hoping to help the economy, hundreds 
of congressmen and Senators signed onto the Bentsen-Conable-Jones 
accelerated depreciation bill. In conjunction with an expanded investment tax 
credit, a version of the depreciation plan was adopted as part of President 
Reagan's hugely expensive 1981 tax cut act (and made retroactive to the start 
of 1981). 

With that, the floodgates opened. By 1983, studies by Citizens for Tax 
Justice found that half of the largest and most profitable companies in the 
nation had paid no federal income tax at all in at least one of the years the 
depreciation changes had been in effect. More than a quarter of the 250 well- 
known companies surveyed paid nothing at ail over the entire three-year 
period, despite $50 billion in pretax U.S. profits. General Electric, for 
example, reported $6.5 billion in pretax profits and $283 million in tax 
rebates. Boeing made $1.5 billion before tax and got $267 million in tax 
rebates. Dupont's pretax profits were $2.6 billion; after tax it made $132 
million more! Subsequent CTJ studies found similar outrages in 1984, 1985 
and 1986. 

In response to public clamor, his own newfound misgivings and the 
disappointing economic results of the 1981 corporate tax cuts, Ronald Reagan 
helped lead the fight for the loophole-closing Tax Reform Act of 1986. The 
1 986 act repealed the investment tax credit and sharply reduced depreciation 
write-offs for buildings. The changes greatly scaled back corporate tax 
avoidance opportunities and made taxpayers out of most of the former 
corporate freeloaders. 
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While companies paid more in taxes after 1986, however, business 
investment flourished. To the chagrin of the supply-side advocates of 
corporate tax cuts, real business investment grew by 2.9% a year from 1986 
to 1986. That was 43% faster than the paltry 1 .9% growth rate from 1981 to 
1986. Even more significant, while construction of unneeded office buildings 
tapered off after tax reform, business investment in industrial machinery and 
plants boomed. As money flowed out of wasteful tax shelters, industrial 
investment jumped by 5.1% a year from 1986 to 1989, after actually /o///ng at 
a 2% annual rate from 1981 to 1986. As former Reagan Treasury official, j. 
Gregory Ballentine, told Business Week: “It’s very difficult to find much relation- 
ship between [corporate tax breaks] and investment. In 1981 manufacturing 
had its largest tax cut ever and immediately went down the tubes. In 1986 
they had their largest tax increase and went gangbusters [on investment].” 

Despite its advances, the 1986 Tax Reform Act did not end corporate 
depreciation abuses. Even today, businesses are allowed to write off the cost 
of their machinery and equipment considerably faster than it actually wears 
out. This remaining loophole has proven much more expensive than originally 
anticipated by the drafters of the 1986 Tax Reform Act. In fact, accelerated 
depreciation tax breaks are expected to cost $164 billion over the next five 
years. 

Like any tax break targeted to corporations, accelerated depreciation is 
primarily a windfall for the very well off. In fact, tax breaks from accelerated 
depreciation are worth more than $11,000 a year to people making more 
than $200,000. 

Economists also complain — rightfully — that accelerated depreciation often 
skews investment decisions away from what makes the most business sense 
and toward tax-sheltering activities. This can, for example, favor short-term, 
tax-motivated investments over long-term 
investments. Moreover, when equipment is 
purchased with borrowed money, the current tax 
system produces outright “negative” tax rates — 
making such investments more profitable after tax 
than before tax! As a result, corporate buying and 
selling of excess tax breaks through equipment 
“leasing” deals have remained widespread (albeit 
not on the scale of the first half of the 1980s). 

General Electric, for example, avoided a total of $1 
billion in federal income taxes from 1986 to 1992 
due to activities of its leasing subsidiary, GE Capital 
Services. 


Shares of Total 

Corporate Tax Breaks 

By Family Income Group 1994 

Income 

% of Total 

Croup 

Corporate 

($-000) 

Tax Breaks 

<$10 

0 . 6 % 

$10-20 

4 . 2 % 

$20-30 

4 . 4 % 

$30-40 

4 . 7 % 

$40-50 

4 . 7 % 

$50-75 

1 0 4 % 

$75-100 

7 . 6 % 

$100-200 

14 . 7 % 

$200+ 

48 . 7 % 

All 

100.0% 

1 Based on shares of reported capital 

1 income. CTI Tax 

Model. Ian 1995. 
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Republican proposed additional depreciation tax breaks 

With its huge cost, terrible distribution and sad economic record, 
accelerated depreciation might seem to have little going for it. Indeed, some 
might see curbs on excessive depreciation as a promising target for reducing 
the federal budget deficit. The new GOP leadership in Congress, however, has 
promised quite the opposite in its Contract. In fact, through it’s so-called 
“neutral cost recovery system,” the GOP has proposed to expand depreciation 
tax subsidies far beyond their current levels. A quirk in the GOP approach 
causes it to raise corporate taxes in the very short run, and in a replay of the 
past, the Republicans are trying to count it as a revenue raiser. But the plan 
soon would add $30 billion a year or more to the budget deficit. 

Linder the Republican plan, rather than writing off the cost of machinery 
and buildings as they wear out, companies would write off considerably more 
than the actual cost. On a $10 million investment in machinery, for example, 
the GOP would allow almost $1 1 .5 million in tax deductions over five years. 
Currently, excessive depreciation tax write-offs for a corporation buying $10 
million in machinery are worth about $460,000 (in what economists call 
“present-value" terms). The Republican plan would boost value of the tax 
subsidy on such a purchase to more than $800,000. 

Today’s depreciation rules already reduce the effective tax rate on the 
profits from typical investments in machinery to about half the statutory 35% 
rate. But the GOP plan is intended to be the mathematical equivalent of 
writing off the full cost of capital investments — in machinery, buildings, land, 
etc. — immediately. Thus, the effective tax rate on profits from new corporate 
investments would be — at most — zero! For even partially debt-financed 
investments, the effective tax rates under the GOP plan would be sharply 
negative. Such investments thus would be much more profitable after-tax 
than before-tax. 

If the Republican depreciation changes are adopted, there is no doubt that 
corporate tax-sheltering would proliferate, and that many major corporations 
would once again pay little or nothing in federal income taxes. 
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Mr. Zimmer. Thank you, Mr. McIntyre. 

We in the new majority appreciate your kind words for Ronald 
Reagan which follow the praise for President Reagan that we heard 
last night from President Clinton in the State of the Union Ad- 
dress. 

As I recall Ronald Reagan’s understanding of the 1986 Tax Act 
and the reason he signed it, there was a tradeoff. In exchange for 
the elimination of a wide array of deductions, some of which we 
consider incentives, the marginal — the top marginal tax rate was 
reduced to 28 percent. 

You are very vocal and very passionate in arguing that we would 
undercut the understanding, the deal that was made in 1986. I did 
not hear your organization complain that the top marginal tax rate 
has been increased 40 percent higher than it was in the 1986 ar- 
rangement. 

Mr. McIntyre. Well, you weren’t listening, Mr. Chairman. We 
were very concerned — not that the top rate was not going to be in- 
creased some, it had to be to deal with the deficit — ^but about creat- 
ing this large new capital gains differential. We argued very stren- 
uously that a much lower top rate than we have now would be 
more appropriate if all income were treated the same. 

We also argued very strenuously that rather than raising rates 
that loopholes ought to be closed. The solution they came up with, 
raising the top rate, was it horrible? No, I don’t think so. But it 
was not what we recommended at all. 

We felt veiy strongly in 1986 and we feel very strongly today 
that we should have a tax system with the lowest possible but pro- 
gressive rates. The way you get there is not to have special sub- 
sidies for this or that activity that currently has favor in the Con- 
gress. 

Mr. Zimmer. Well, I believe what Ronald Reagan looked for was 
not so much progressivity or steeply graduated rates but rather 
rates that were as flat as possible. You say that fairness is under- 
mined by this proposed legislation. I ask you, is it fair to tax some- 
one on a gain that is solely attributable to inflation? 

Mr. McIntyre. Well, most of the witnesses we have heard here 
today are from the venture capital area where to a very large de- 
gree the rate of return on these investments, successful ones, is so 
nigh that the inflation factor is negligible. 

Now, there are investments where inflation matters. There are 
also many investments where deferral matters. And I don’t think 
that anyone who has looked at it has done anything but conclude 
that capital gains are the lightest taxed form of capital income. 

There was an op-ed piece by a very conservative University of 
Chicago professor in the Washington Post last week that made ex- 
actly that point, and suggested if you want to cut taxes on capital, 
the last place you would look would be capital gains because they 
are taxed so lightly already. 

This proposal gets the rate down to something on the order of an 
11 or 12 percent maximum rate if gains are realized. That seems 
to me to be far too low compared to other kinds of income. 

Mr. Zimmer. Could you answer my question? Do you believe it 
is fair to tax a gain, a nominal gain which is solely the result of 
inflation? 
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Mr. McIntyre. Yes, as long as we allow interest deductions that 
are solely the result of inflation, yes, I do. 

Mr. Zimmer. What do you mean by that? 

Mr. McIntyre. I mean if you are going to index gains for infla- 
tion, you have to index debt for inflation. Otherwise, as one of the 
previous witnesses from the New York Bar Association pointed out, 
you would be giving people deductions for “losses” on investments 
that make money or break even. As you may recall from your pre- 
vious career, we call that a tax shelter. 

Mr. Zimmer. Mr. Ture, you wish to respond. 

Mr. Ture. Assistant Secretanr Samuels tried to make that point 
in his testimony. You will findT in my testimony a rebuttal of his 
arithmetic, which I think is grossly in error. It is incidentally a re- 
buttal of the statement Mr. McIntyre just made. 

May I take the liberty of addressing something that Mr. McIn- 
tyre has brought up over and over again, using the term subsidy? 

Mr. Zimmer. Yes. 

Mr. Ture. Let’s be sure that we have correctly identified what 
a tax subsidy is. It is a tax provision that reduces the relative cost 
of something or other, whatever the tax object is, compared to the 
cost or prices of other things from what they would be absent taxes 
generally. 

Now, what we have under existing law is a set of provisions that 
artificially raises the cost of saving relative to the cost of consump- 
tion. 

It does so by adding tier after tier of taxes to the returns on in- 
come that people save. That subsidy is a negative subsidy. It is an 
enormous tax penalty. But what the proposed title I of H.R. 9 at- 
tempts to do is to moderate that penalty. It does not remove it. But 
it does moderate it with respect to, initially, a particular form of 
return on one’s savings. 

Mr. Zimmer. Thank you very much. 

The next inquiry will be from Congresswoman Dunn. 

Ms. Dunn. 'Thank you very much, Mr. Chairman. 

Mr. McIntyre, you are our lightning rod, I gather. I want to ask 
you a question about your comment about the central government 
control aspects of the Contract provisions as we look at how we can 
benefit the private sector. 

How do you explain or what is in your mind when you said to 
us that central planning is apparent to you in the Contract? How 
would you explain how a broad-based capital gains tax cut, for ex- 
ample, that applies equally to everybody resembles central plan- 
ning? 

Mr. McIntyre. Well, as you know, Ms. Dunn, different kinds of 
investments pay their returns in different ways. Many of the ven- 
ture capital activities, for example, pay their returns as capital 
gains. 

In fact, overall capital gains are a bigger piece of returns than 
are dividends from corporate stock. But if you put in a special pref- 
erence for capital gains that taxes them much more lightly than 
dividends or interest or other returns to capital, you wilT find that 
real estate does very well, that certain types of corporate invest- 
ment do very well, and that that happens to the detriment of other 
kinds of investments. 
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If you have trouble figuring out which investments are preferred, 
then you could say it is incompetent central planning. But it is still 
central planning. It is what we saw in the early eighties and it was 
universally decried as a horrible government policy. We ended up 
with all those empty office buildings that nobody wanted to rent. 
We ended up with people investing in llama farming and all kinds 
of esoteric tax activities that made no sense in the market, but 
were undertaken because the Ways and Means Committee and the 
Senate Finance Committee put in tax incentives that encouraged 
such investments. 

That is what I mean. If you believe in markets, you don’t favor 
one investment over another. You can bring in every industry in 
America to testify here and they will explain that their products 
are wonderful and do great things. You can’t subsidize them all 
and still run the government, so you end up choosing to subsidize 
some over others and you end up with bad economic results. 

Ms. Dunn. Would any other panelist care to respond? 

Mr. Ture. If I may, Mr. McIntyre has again used the word sub- 
sidy. What we have had since the creation of the contemporary in- 
come tax in the early 1900s is a tax system which not only taxes 
the amount of income that people save but then taxes the returns 
on that saving and taxes it and taxes it and taxes it. 

Under the existing system, it is taxed if the returns are directly 
paid to the individual. Those returns are taxed. You have got a 
double tax right there. If, in fact, the individual has directed his 
saving into the ownership of corporate equity, the corporate returns 
on that corporate equity is taxed to the corporation. Insofar as the 
corporation distributes those as dividends, they are taxed to the in- 
dividual recipient again. If instead the corporation retains those 
earnings, the value of the equity goes up, when the individual real- 
izes the gains on that, that, too, is taxed. There are taxes at the 
State and local level on the same returns. 'There are property taxes. 
There are finally estate and gift taxes, transfer taxes. 

It is as if we regard capital and the returns on it as sources of 
great evil in our society rather than as the primary sources of in- 
creases in productivity, real wage rates, and employment. We do 
not subsidize particular industries or particular activities by reduc- 
ing one of those levels of additional tax on the returns on saving. 

I think it is a gross error to assert that that is the case, as Mr. 
McIntyre has done. Rather, reducing the tax rate on capital gains 
will represent a small but very important bite in reducing one of 
those extra tiers on the returns on saving. 

It is a highly constructive measure. I wish that the committee 
were in a position, as Mr. Archer has frequently suggested, to go — 
to take a somewhat more thoroughgoing revision. 

Ms. Dunn. Mr. Chairman, may I do one followup to Mr. 
McIntyre’s statement? 

Mr. Zimmer. Yes. 

Ms. Dunn. Mr. McIntyre, what in your mind would a fair Tax 
Code include? 

Mr. McIntyre. What would it look like? Well, it would look like 
the system we established after 1986 minus another couple of hun- 
dred billion dollars in loopholes, which would then mean much 
lower rates. 
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So, for example, Representative Gephardt has suggested he is 
working on a sort of “Tax Reform, Part 2” plan, which would get 
rid of some of the remaining tax breaks in the code and lower the 
rates. I assume that would be attractive to some. It would be vmat- 
tractive to those who benefit from the current breaks enough that 
they already pay less than the lower rates that would be proposed. 

I think Representative Gephardt’s approach would be a much 
better system. The top rate might end up being 30 percent, the bot- 
tom rate might be 12 or 13 percent, and that would mean that even 
if you tax capital gains like dividends and interest, the top rate 
wouldn’t be much different than it is now. 

Ms. Dunn. Thank you. 

Mr. Zimmer. Mr. Ensign. 

Mr. Ensign. Thank you, Mr. Chairman. 

First, let me start by saying that I guess by some of the com- 
ments that have been made by our last speaker that the previous 
speakers are not nice people. I mean, you have raped the system, 
you have unfairly profited, and I am sure it is at the expense of 
other people. 

I don’t think that we can ever have a system where all people 
will benefit. God forbid that we would have a system where the 
rich and the poor benefit. I don’t think that we can have a system 
like that. There is no way that a job is good when you are making 
profits on it off of your businesses. So shame on all of you for the 
work that you have done in the past. 

I brought up this question a couple of days ago and it has to do 
with competitiveness in the world. We talk about small entre- 
preneurs and biotech fields. One of the problems that we have in 
a global economy is making sure we have businesses that are com- 
petitive on a global market. 

From what I understand, a lot of the developments don’t just 
come from larger companies, a lot of the research and development 
and innovations come from startup companies, come from small 
companies. Can you address how you think that the reduction in 
the capital gains tax would help keep America competitive and 
therefore keep jobs in America? 

Mr. DeHaven. If I might. As per your first comment, I would like 
to thank Mr. McIntyre. I now know what I am. I am a bragging 
supplicant. I didn’t realize that until I got here. 

I tried to make that point, Mr. Ensign, in my discussion that we 
find in the American Electronics Association that our smallest 
members are in competition with the Japanese and how the Chi- 
nese and as a matter of fact, we will in the next day or so, we will 
be releasing the latest statistics on trade with Japan and China 
and the deficit in the high-tech area is the worst it has ever been 
in history. The fact is that Japan isn’t the major problem anymore; 
it is really China, and our deficit with China is huge and it is going 
to be shocking when those numbers come out. 

This research and development is vep^ expensive, as was pointed 
out, not only in the biotech field but in the electronics field. And 
the most important costs involved in subsidizing such a venture is 
the cost of capital. 

All of the costs involved, which would include the cost of the tax 
system, market to cost of capital, the cost of labor and the cost of 
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customer support, are generally ranked in that order such that the 
cost of access to the market and the cost of capital are by far the 
most, and by reducing the capital gains rate, it is going to put more 
money into the marketplace and it will reduce the rate substan- 
tially. 

Mr. Beckman. Could I address that for a moment? 

Clearly in the biotechnology sector, small entrepreneurs are the 
driving engine of biotechnology, and in our business, capital is the 
fuel of innovation. We frankly can’t borrow any money because 
most of the companies, 90 percent or more, don’t have revenues 
that come from product sales. Hiere may be some interest income, 
but that is a dwindling asset as is our capital. 

And clearly, tax issues and tax considerations which would sup- 
port capital formation would be extremely important to this innova- 
tive industry. It is an industry right now that is — a good portion 
of it is close to imperiled, as cash balances are less than 1 year for 
70 percent of the biotechnology industry. If this industry is to sur- 
vive and this is a U.S.-dominated, world-class industry, we have 
got to find additional ways to capitalize it. 

Mr. Ture. Mr. Ensign, can I relate something to you. Many years 
ago during the sixties, I was director of tax studies for the National 
Bureau of Economic Research. One of our projects was an interview 
study to find out what was the effect of ordinary taxes and capital 
gains tax on entrepreneurial activities in the high-tech, high-risk 
areas. 

What the interviewer discovered — and I have forgotten exactly 
how many interviews he conducted — ^there was a very substantial 
number of them and most of them were with people who left one 
of the Cambridge universities for the purpose of setting up his own 
or her own shop to develop ideas developed in the laboratories or 
created in the laboratories of those universities and corporations. 
Without exception, every single one of them said. Had we been 
faced only with ordinary tax rates on whatever gains we could have 
realized on the development and successful development of our own 
innovations, we would not have left the shelter of the university 
and the corporation. 

These products and processes and so forth to a very substantial 
extent would never have come into existence. It was the fact that 
those high risks, those very high costs of innovation could be offset 
to some substantial extent, those risks could be offset to some sub- 
stantial extent by the less punitive treatment afforded by capital 
gains that allowed them to go out and venture. 

I think that is something that you have been trying to say which 
I think is extraordinarily important to keep in mind. 

Mr. Ensign. Thank you. Mr. Chairman, if I may make just one 
last comment. 

Mr. Zimmer. Yes. 

Mr. Ensign. It is not a question. I am a veterinarian by profes- 
sion. I am building my second animal hospital right now, and I 
would like you to think about this, Mr. McIntyre, 20 years ago 
when veterinarians came out of school, their sheepskin got them a 
loan from a bank and they were able to start up a business. They 
cannot get that anymore. You have to come up with 20 to 30 per- 
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cent downpayment. It gives an advantage to people like me that 
can afford to go to a bank and get those loans. 

Veterinarians coming out of school now need venture capital, 
they need people that are willing to invest in them, and if they can 
get a more favorable tax treatment with their capital gains there 
are more and more opportunities for young people coming up in 
those startup businesses. 

Thank you, Mr. Chairman, for your indulgence. 

Mr. Lietzke. May I make a comment please. 

Mr. Zimmer. We are under the gim. Let me consult with Mr. 
Christensen. Would you like to try to get in the questioning now 
as you know we have about 9V2 minutes to get to the floor. 

Mr. Christensen. Mr. Chairman, I would make it real brief and 
we have got 9 V 2 to go. 

Mr. Zimmer. Just about, yes, to be on the floor. 

Mr. Christensen. Yes, I will make it very brief. 

I want to just tell Mr. DeHaven that I appreciate everything you 
have done and everything you have gone through, and don’t ever 
apologize for what you stand for because you are the American 
dream. And no matter what anybody at this panel may think, you 
are the creator of jobs in this country, and I appreciate everything 
you have gone through, and that goes for Mr. Beckman, Mr. Her- 
ring and Mr. Lietzke. I know that even though you are a senior 
vice president there, you are part of the private sector and I appre- 
ciate what you guys have done. Because of a shortage of time, I 
can’t go into things I would like to talk with you about. 

And, Dr. Ture, as a researcher who understands the private 
economy and the private sector, I want to thank you for your testi- 
mony here today. 

And, gentlemen, I appreciate everything you do and stand for. 
Thank you. 

Mr. Zimmer. Thank you, Mr. Christensen. 

I think we have time enough for Mr. Lietzke’s remark if it is 
brief. 

Mr. Lietzke. A quick comment. Several people have mentioned 
that the things that fuel companies are certainly capital and that 
is an important piece of it. I think there is another piece that goes 
with that and that is the hard work and the effort of large num- 
bers, probably millions, of employees who participate in making 
these companies successful and trough the hard work that the 
employees go through, especially those that have some equity in- 
vestment in the form of stock options or stock purchase plans. 

It seems to me only fair that there be some return on that hard 
work and effort for the millions of people who really make these 
companies successful. So it is not the capital alone. It is the hard 
work and effort of the employees. 

Mr. Zimmer. Thank you very much, and thank you to the entire 
panel. 

We will now recess until we return from the vote. Thank you 
very much. 

[Recess.] 

Mr. Collins [presiding]. We will call the meeting back to order 
and go ahead with our last panel. 
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I would like to introduce the panel. Bartow Shaw, president of 
Shaw, McLeod, Belser, & Hurlbutt, Inc., Sumter, S.C. And we have 
William C. Siegel, president, Society of American Foresters; Doug- 
las P. Stinson, owner-manager of Cowlitz River Tree Farm, Toledo, 
Wash.; and Hon. William Stuckey, past president. Forest Farmers 
Association. And we will start with Mr. Snaw. 

STATEMENT OF BARTOW S. SHAW, JR., PRESIDENT, SHAW, 

MCLEOD, BELSER, & HURLBUTT, INC., ON BEHALF OF THE 

AMERICAN FOREST & PAPER ASSOCIATION, AND THE 

FOREST INDUSTRIES COUNCIL ON TAXATION 

Mr. Bartow Shaw. Thank you, Mr. Chairman. 

My name is Bartow Shaw. I am president of the firm of Shaw, 
McLeod, Belser & Hurlbutt of Sumter, S.C. We are a forestry con- 
sulting firm managing timberland primarily for nonindustriaf land- 
owners. 

I am also a timberlandowner myself. I am a member of the board 
of directors of the Forest Industries Council on Taxation, the na- 
tional trade association which represents the forestry industries 
and nonindustrial landowners on all Federal tax issues. 

In addition, I am an immediate past member of the board of di- 
rectors of AF&PA, the American Forest & Paper Association. The 
AF&PA is a national trade association of the forest products and 
paper industry as well. AF&PA represents a vital national industry 
which accounts for over 7 percent of the total U.S. manufacturing 
output, employing some 1.6 million people. This industry ranks 
among the top 10 manufacturing employers in the Unitea States 
and has an annual payroll of $49 billion on sales of over $200 bil- 
lion. The industry utilizes timber grown on public lands from its 
own lands and from forests owned by almost 7 million 
nonindustrial private landowners. 

I wish to thank you for providing me the opportunity to testify 
before this committee today on legislation that is vitally important 
to the landowners throughout the Nation. Forestowners are located 
in nearly every region of the Nation. They own 350 million acres 
of woodlands, encompassing more than 72 percent of all commercial 
forests. 

The typical nonindustrial landowner is not a wealthy individual, 
owning an average of less than 50 acres of woodland and with an 
average household income of less than $50,000 per year. Our firm 
has served hundreds of nonindustrial clients for almost three dec- 
ades, and I can relate from experience that a great many of them 
now face a return much lower than expected when they invested 
because of effects of the Tax Reform Act of 1986. 

Since its enactment in 1944, capital gains treatment for timber 
dispositions has resulted in impressive gains in planting and pro- 
ductivity. However, tree planting has suffered a continual declining 
trend since 1986. According to the U.S. Forest Service, tree plant- 
ing in the United States in 1993 was at its lowest level since 1980. 
The increase in the capital gains rates has been a major fact in 
causing this decline. 

A more limited timber supply will lead to significantly greater 
pressure to increase timber removals from public lands at a time 
when those harvests are being reduced for a variety of reasons. 
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Less than 10 percent of the Nation’s timber harvest comes from 
public lands. With the Nation now looking to the private sector for 
today’s working forests and those of the future, the country’s inter- 
ests require a policy framework which is supportive of private for- 
estiy investments. 

The House Republican Contract With America contains provi- 
sions drafted by the chairman of this committee which would cut 
the tax rate on capital gains by allowing all taxpayers, both indi- 
viduals and corporations, to one, deduct one-half the amount of the 
net capital gains and two, adjust the basis for their capital assets 
for inflation. 

This proposal is intended to encourage long-term investments 
and risk taking and to lower the country’s cost of capital which will 
translate into CTeater economic growth and job creation. 

AF&PA applauds and unequivocally endorses the Chairman’s 
bold effort to improve the climate for long-term investments and 
capital formation. 

Lowering the cost of the capital will help the forest products and 
paper industry compete in the global marketplace. The United 
States already imports more in forest products than it exports. In 
1994 nearly 34 percent of our softwood lumber consumption was 
imported. Overseas suppliers, many of whom are given generous 
tax breaks and other subsidies, have a competitive advantage over 
U.S. producers in world markets. Indeed, most other industrial 
countries have lower capital gains rates than this country, and 
many countries impose no tax at all on the sale of capital assets. 
A reduction in the U.S. capital gains tax will help restore our in- 
dustry’s international com^titiveness. 

The Chairman’s proposal would also be a powerful tool in encour- 
aging private landowners to make important investments in refor- 
estation. Rates of return are historically low compared to alter- 
native investments with capital literally locked in the groimd dur- 
ing a rotation period of 30 to 80 years or more. As subsequent 
shortages occur, tree growers cannot respond to short-term supply 
as with other commodities. Consequently, forestowners are ve^ 
sensitive to recall factors that affect the economics of forestry. U.S. 
tax policy is one of those key elements. 

In closing, let me emphasize our appreciation for the Chairman’s 
tremendous efforts in developing the proposal before the committee 
today. It represents a commitment to a Federal tax policy which 
will provide future generations the multiple benefits of America’s 
privately-owned forests. 

The AF&PA and millions of forestowners will support your effort 
100 percent, and we will work with you to ensure its ultimate en- 
actment into law. 

Thank you. 

[The prepared statement follows:] 
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STATEMENT OF BARTOW S. SHAW, JR. 


AMERICAN FOREST & PAPER ASSOCIATION 
BEFORE THE 

COMMITTEE ON WAYS AND MEANS 
UNITED STATES HOUSE OF REPRESENTATIVES 
JANUARY 25, 1995 


Mr. Chairman, my name is Bartow S. Shaw, Jr, I am President 
of the firm of Shaw, McLeod, Belser & Hurlbutt of Sumter, South 
Carolina. We are a forestry consulting firm managing timberland 
for non-industrial landowners. I am, also, a timberland owner 
myself. I am a member of the Board of Directors of the Forest 
Industries Council on Taxation, the national trade association 
which represents the forestry industries and non- industrial 
landowners on all federal forestry tax issues. In addition, I am 
an immediate past member of the Board of Directors of the 
American Forest and Paper Association (AF&PA) , the national trade 
association of the forest products and paper industry. AF&PA 
represents a vital national industry which accounts for over 7 
percent of the total United States manufacturing output. Its 
members account for more than 90 percent of domestic paper and 
recycled paper manufacturing capacity. Employing some 1.6 
million people, this industry ran]cs among the top 10 
manufacturing employers in 46 States, has an annual payroll of 
$49 billion on sales of over $200 billion, and is a significant 
exporter to global markets. The industry utilizes timber grown on 
public lands and from forests owned by almost seven million non- 
industrial, private landowners. I wish to thank you for providing 
me the opportunity to testify before the Committee today on 
legislation which is vitally important to landowners throughout 
the nation. 


CAPITAL GAINS AND TIMBER 

Forest owners -- from large corporations to small farmers -- 
are located in nearly every region of the nation. They own 350 
million acres of woodlands, encompassing more than 72 percent of 
all commercial forests. The typical non-industrial landowner is 
not a wealthy individual, owning an average of less than 50 acres 
of woodland and with an average household income of less than 
$50,000 per year. The average non-industrial landowner's 
investment prior to 1986 will produce considerably less for 
retirement or college expenses than anticipated due to the change 
in the capital gains treatment. Our firm has served hundreds of 
non-industrial clients for almost three decades, and I can say 
with authority that a great many of them are in this unfortunate 
situation. 

The Tax Reform Act of 1986 eliminated the existing 
differential for capital gains, creating a genuine economic 
hardship for timber growers. Taxes were increased on capital 
gains but decreased on alternative forms of investment. 

Timberland investors awoke to discover higher capital gains rates 
without any provision allowing them to average their income over 
the life of the investment. This is important because economic 
circumstances such as retirement often force landowners to 
receive a lifetime's gain on their timber income in one year. 

Now, many of these landowners and their heirs are rethinking 
plans for reforestation, which could cause a shortage of wood in 
the future. 

Since its enactment in 1944, capital gains treatment for 
timber dispositions has resulted in impressive gains in planting 
and productivity. Today, in spite of increased harvests to meet 
consumer needs, there is actually more growing stock than in 
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1944. However, despite the fact that we plant more trees than we 
harvest, tree planting per se has declined since 1986. The 
Increase in capital gains rates has been a major factor in 
causing this decline. Indeed, according to the u.S.D.A. Forest 
Service, tree planting in the United States in 1993 was at its 
lowest level since 1982. 

And, of course, a more limited timber supply will lead to 
significantly greater pressure to harvest timber from public 
lands at a time when more public lands are already being 
withdrawn from harvesting for a variety of reasons. Timber 
harvests on public forests have declined over 50 percent from the 
levels of the mid 1980s. Now less than 10 percent of the 
nation's timber harvest comes from public lands. This has put 
intense pressure on private woodlands. With the nation now 
looking to the private sector for today's working forests and 
those of the future, the country's Interests require a policy 
framework that is supportive of private forestry investments. 

The House Republican "Contract with America" contains 
provisions drafted by the Chairman of this Committee which would 
substantially cut the tax rate on capital gains by allowing all 
taxpayers, both individuals and corporations, to (1) deduct one 
half of the amount of their net capital gains and (2) adjust the 
basis of their captital assets for inflation. This proposal is 
Intended to encourage long-term investments and risk taking and 
to lower the country's cost of capital which will translate into 
greater economic growth and job creation. AFtSA APPLAUDS AMD 
UMRQUIVOCALLY ENDORSES the Chairman's bold effort to improve the 
climate for long-term investments and capital formation. 

The U.S. forest and paper Industry must compete globally. 
Lowering the U.S. cost of capital will increase timber supply and 
help the entire Industry compete in the international 
marketplace. The U.S. already Imports more forest products than 
it exports. In 1994 nearly 34 percent of the U.S. softwood lumber 
consumption was Imported. In addition, investments in timberland 
are moving overseas partly because of the shorter growing periods 
in the Southern Hemisphere and consequent quicker return on 
Investment. And as the investment moves so do the jobs. A $1.0 
billion decrease in imports could bring 20,000 jobs back home. 
Overseas suppliers, many of whom are given generous tax breaks 
and other subsidies, have a competitive advantage over U.S. 
producers on world markets. Indeed, most other industrial 
countries have lower capital gains rates than this country has 
and a number of countries impose no tax at all on the sale of 
capital assets. A reduction in the U.S. capital gains tax will 
help restore our Industry's international competitiveness. 

The Chairman's proposal would also be a particularly 
powerful tool for encouraging private landowners to make the 
necessary investments in reforestation. It takes between 15 and 
75 years to grow timber for harvest, depending on the geographic 
region and product, making forestry an activity that is unlike 
almost every other economic endeavor. Timber growing requires 
substantial start-up investments and is burdened with uninsurable 
high risks of weather, disease. Insects and fire. Rates of return 
are historically low compared to alternative Investments, with 
capital literally locked in the ground during the rotation 
period. There is very little market liquidity in the initial 
years because trees cannot be economically harvested before 
maturity. Consequently, private forest owners are very sensitive 
to all factors that affect the economics of forestry. U.S. tax 
policy is one of those key elements. 

Moreover, sound economic forestry policy encourages sound 
forestry management practices which serve to significantly 
enhance the overall environmental quality of our forests and 
their surrounding communities. For every year there is inadequate 
reforestation and less effective timber management, that year's 
lost planting is lost forever — m tree cannot bo planted 
retroactively. Our professionally managed forests provide vital 
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wildlife enhancement, water quality, a hedge for soil erosion, 
provide for recreational needs and create aesthetic teauty. In 
fact, we are now learning more fully the critical role being 
played by reforestation in the effort to combat the so-called 
"greenhouse effect", while at the same time the land is growing 
trees for future wood supply. 

We commend the Committee for putting forth a proposal that 
will significantly enhance the ability of the nation's tree 
growers to continue their stewzurdship of the land. We wish to 
emphasize that it is Important that this proposal apply to all 
taxpayers whether corporate or Individual. A preferential 
capital gains rate should not depend on the form in which one 
conducts business. If it does it is sure to promote economic 
distortions in the marketplace. 

We also wish to note that we have met with Committee staff 
concerning one aspect of the proposal, in particular, the 
indexing provision for tlmtier o%mers. We have developed an 
alternative to the basis adjustment concept for simplicity and 
the administrative ease of our many small landowners. Our 
alternative is embodied in legislation introduced during the last 
Congress, the Reforestation Tax Act, H.R. 9S0. This alternative 
reduces gain by percentage adjustments intended to approximate 
the rate of inflation for every year the timber was held. Our 
approach tries to provide a simple way to compensate tree farmers 
for the effects of inflation over the very long periods of time 
they hold their investments. 

In closing let me emphasize once again our appreciation and 
commendation for the Chairman's long and hard efforts in 
developing the proposal before the Committee today. The AFSPA 
and millions of forest owners will support your effort 100 
percent and will work with you to insure its ultimate enactment 
into law. 
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Mr. Collins. Thank you, Mr. Shaw. 

Now, we will go to Mr. Siegel. 

STATEMENT OF WILLIAM C. SIEGEL, PRESIDENT, SOCIETY OF 
AMERICAN FORESTERS 

Mr. Siegel. Thank you, Mr. Chairman. 

My name is William Siegel. I am president of the Society of 
American Foresters, more commonly called SAF. The society, 
18,000 members strong, is the scientific and educational association 
that represents the forestry profession in the United States. I also 
have my own consulting business in which I specialize in forest re- 
source taxation and the legal and estate planning aspects of for- 
estry. I am also a timberlandowner. 

I am very pleased to be here today to comment on the capital 
gains treatment of income derived from timber investments. 

The central focus of my testimony today is embodied in the 
Chairman’s bill, H.R. 9, the Job Creation and Wage Enhancement 
Act of 1995. The SAF commends the Chairman and his cosponsors 
on this endeavor. 

I would like to begin my testimony this afternoon with a sum- 
mary of my comments. The Society of American Foresters support 
Federal tax policies that address the unique nature of timber man- 
agement programs and thus treat forestry investments fairly in 
comparison to other capital ventures. Affected policy should be fair 
to forestowners to encourage the application of sound, professional, 
prescribed forest management practices on private woodlands and 
contribute to the expected increase in national demand for timber 
in the years ahead. 

Historically, this Nation has looked to its 347 million acres of pri- 
vate forest for a substantial portion of its timber needs. Approxi- 
mately 72 percent of the Nation’s commercial timber property is 
owned by individuals and companies. The rise in demand and the 
curtailment of harvesting from public forests will place an increas- 
ingly heavy burden — in fact, is placing an increasingly heavy bur- 
den — on these private woodlands, since as a group they are the 
most productive. 

Investments in private forest management are unique in many 
respects. Forestry investments must be held for long periods of 
time with little return in the interim. It takes 20 to 120 years, de- 
pending upon the species and the part of the country and the land- 
owner’s management objectives, to ctow timber to be used in man- 
ufacturing solid wood products such as lumber, plywood and fur- 
niture. 

Furthermore, it takes 10 to 40 years to grow timber for use in 
the production of pulp and paper products. Because of the long- 
term nature of forestry investments, they are often subject to sub- 
stantial natural risk. Natural disasters impose a significant ad- 
verse impact on our Nation’s forests. 

Timber investments also suffer from wide-range, rapid market 
fluctuations, due in part to some domestic situations but also to 
heavy international competition in the global timber market. Tim- 
ber investments typically have a low degree of liquidity in much of 
the investment cycle because of the need to allow the resource to 
achieve maturity before it can be economically harvested. 
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Furthermore, forestry investments often yield rates of return 
that are less than many other capital investment opportunities. 
Many private woodlandowners in the United States nave made 
substantial long-term forestry investments on the premise that the 
timber capital gains provisions of the Federal income tax law which 
were put into the Federal code in 1943 would remain in place dur- 
ingthe lifetime of their investments. 

^e elimination of the long-term gain rate differential has been 
extremely costly to private owners in terms of return on invest- 
ment. In some cases, the Federal income tax on timber sale pro- 
ceeds has nearly doubled, and in some extreme cases has more 
than doubled under the t^ prohibitions contained in the Tax Re- 
form Act of 1986 and later legislation. 

In addition, taxpayers in some of the States that use federally 
adjusted gross income as the State income base have experienced 
substantial increases in State income taxes on their timber returns. 

The Society of American Foresters believes that Congress broke 
faith with private timberowners by passing tax changes that have 
had such a substantial impact on their long-term investment. 

Preferential treatment of long-term capital gains income stimu- 
lates capital formation, lessens the tax burden because the bunch- 
ing of gains, which is veiy typical of timber investments, decreases 
the detriments to sale of capital assets and compensates for the 
negative impact of inflation on capital gains taxes. 

One way to address this is for Congress to amend the treatment 
of forestry investments currently contained in the Tax Reform Act 
of 1986 and subsequent legislation to allow for adjustments for 
inflation on the original cost of timber owned by private 
forestlandowners. This type of provision would tax landowners on 
the real gain, not the inflationary gain, from harvesting their tim- 
ber investment. 

A restructuring of the Tax Code to reflect this recommendation 
would provide a measure of compensation to those who choose to 
invest in forestry by recognizing the long-term nature of timber in- 
vestments. Of course, a 50-percent exclusion would be more eco- 
nomically favorable to timber investments. 

Let me close by saying that because private woodlands are vital 
to our Nation’s timber supply, because they provide many non- 
commercial benefits as well as commercial benefits, and because 
private forestry investments are unique, the Society of American 
Foresters supports public policies that encourage sustained invest- 
ments in private forest management, increase stability of private 
forest ownership, and guard against Ae conversion of our Nation’s 
private forest land to nonforestiy and nonrenewable natural re- 
source use such as commercial and residential development. 

This concludes my testimony this afternoon, Mr. Chairman. 
Thank you very mu<h for allowing me to present my testimony. 

['The prepared statement follows:] 
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Mr. Chairman, my name is William C. Siegel. I am the President of the Society of 
American Foresters (SAF). The Society, 18,000 members strong, is the scientific and 
educational association representing the forestry profession in the United States, including 
public and private practitioners, researchers, administrators, educators, and students. Our 
primary objective is to advance the science, technology, education, and practice of 
professional forestry for the benefit of society. 

The public policy activities of SAF are grounded in scientific knowledge and professional 
judgment. It is from this perspective that we review proposed forestry and related natural 
resource programs to determine their adequacy to meet stated objectives and public needs. I 
am especially pleased to be here today to comment on the capital gains treatment of income 
derived from timber investments. 


Forecasts by the U.S. Forest Service and by many private and university analysts indicate 
that demand for timber from U.S. forests will continue to rise over the next 50 years. 

Historically, the nation has looked to its three hundred forty seven million acres of private 
forests for a substantial portion of its timber needs; 72% of the nation’s timberland estate is 
owned by individuals and companies. The rise in demand, and the curtailment of harvesting 
from public forests, will place an increasingly heavy burden on these private woodlands 
since, as a group, they are the most productive. 

Other demands on private forests are also steadily increasing. Urban expansion, rural 
homesites, highway construction, and utility rights-of-way all continually reduce the total 
private acreage available for timber growing. In addition, many federal forestlands have 
been withdrawn from timber production altogether by being designated as wilderness and 
other special management areas, with more withdrawals likely. Declining budgets, 
environmental concerns, and greater demand for nontimber uses have further reduced the 
public sector’s contribution to the nation’s timber harvest. Thus, there is increasing pressure 
to rely on forests established and maintained by direct private investment. 

Prior to 1944, if landowners harvested their own timber and then either sold it or used it in 
their businesses, the gain was taxed as ordinary income. Proceeds received under a timber- 
cutting contract, based on an agreed price per unit measure (as opposed to one lump-sum 
price for all of the timber) were also treated as ordinary income. On the other hand, income 
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from the liquidation of a timber stand by a lump-sum sale was classified as a capital gain. 
Thus, if forest owners tried to manage thdr woodlands according to certain recommended 
forestry practices, the receipts were treated as ordinary income. Timber owners therefore 
found that liquidation worked to their distinct advantage. Instability of forest ownership and 
poor forestry practices were actually encouraged by the tax-law requirement that timber be 
liquidated to t^tain capital-gains treatment. 

Congress responded to a growing forest-liquidation problem and to the complaints of inequity 
by enacting Section 117(k) of the Internal Revalue Code in 1943 which became effective in 
1944. This legislation placed owners who cut their timber themselves or who disposed of it 
under a pay-as-cut contract, in the same capital-gains status as nonmanaging forest owners 
who sold their timber outright in infrequent lump-sum transactions or who disposed of their 
entire property. Section 117(k) was subsequently reenacted in 1954 as Section 631. Section 
631 remains in the federal tax code today de^te die fiuit that under the 1986 Tax Reform 
Act there is no longer a tax-rate advantage for most timber owners in classifying timber 
income as a long-term capital gain. 

Investments in private-forest management are unique in many respects. Forest investments 
must be held for long periods of time. It lakes 20-120 years, depending on the species and 
the landowner’s management objectives, to grow timber to be us^ in manufacturing solid 
wood products such as lumber, plywood, and furniture. Furthermore, it takes 12-40 years to 
grow timber for use in the production of pulp and paper products. 

Because of the long term nature of forestry investments, they are often subject to substantial 
natural risk. Natural disasters impose a significant adverse impact on our nation’s forests. 
The Mt. St. Helens eruption of 1980, Hurricanes Hugo and Andrew, the mid-South and 
Atlantic Coast ice storms of 1993 and 1994, Southern Pine Beetle infestation, American 
Chestnut Blight, and the recent wildfires in the west are just a few examples of the natural 
phenomena that have placed our nation’s private forests at risk. 

Timber investments suffer greatly from wide and rapid market fluctuations, due in part to 
heavy international competition in the global timber market. Virtually every major timber- 
producing country in the world, with the exception of those countries in the Pacific Rim, to 
further its public policy, provides special tax treatment and other financial assistance for 
private-forestry investments. These policies woe oiacted in recognition of the unique nature 
of timber growing and the special pi^lems faced by timber investors. The benefits, in 
many instances, far exceed those offered in the United States. 

Timber investments typically have a low d^ree of liquidity in much of the investment cycle 
because of the need to allow the resource to achieve maturity before it can be economically 
harvested. Furthermore, forestry investments often yield rates of return that are less than 
many other capital investment opportunities. On the positive side, however, woodland 
owners are often able to hold their timber for optimum market conditions without suffering a 
loss or diminution of capital. Successful reestablishment of softwood and hardwood forests 
following harvest usually requires large expenditures for both reforestation and for 
subsequent management. If apprx^riale practices are not followed, the site’s productive 
potential is very likely to be lost to competition from brush, weeds, and low-value species. 

In recent years, many thousands of private owners have invested hundreds of dollars per acre 
in establishing new forest stands. These costs, and some on-going management expenditures, 
have to be carried for numy years before a rOum on the investment is realized. 

Many private woodland owners made substantial long-term forestry investments on the 
premise that the timber capital-gains provisions of federal income tax law would remain in 
place during the lifetime of their investments. There is also continuing debate about the 
effect on small non-industrial landowners who may be more affected by limits on their ability 
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to deduct timber-management costs. The elimination of the long-term gain rate differential 
has been extremely costly to private owners in terms of return on investment. In some 
cases, the federal income tax on timber-sale proceeds has nearly doubled under the tax 
provisions contained in the Tax Reform Act of 1986, and later legislation. In addition, 
taxpayers in some of the states that use federal adjusted gross income as the state income tax 
base have experienced substantial increases in state income taxes. The Society of American 
Foresters believes that Congress broke faith with private timber owners by passing tax 
changes that have had such a substantial impact on their long-term investment. 

Preferential treatment of long-term capital gain income stimulates capital formation, lessens 
the tax burden (under a progressive tax-rate system) caused by the bunching of gains, 
decreases the tax deterrent to sale of capital assets, and compensates for the negative impact 
of inflation on capital-gains taxes. Congress should amend the treatment of forestry 
investments currently contained in the Tax Reform Act of 1986, and subsequent legislation, 
to allow for adjustments for inflation on the original cost of the timber owned by private 
forest landowners. The inflation rate adjustment should be obtained by utilizing the 
Consumer Price Index, Treasury Bill rates, or by other similar means. This provision would 
tax landowners on the real gain, not the inflationary gain, from liquidating their timber 
investment. A restructuring of the tax code to reflect this recommendation would provide a 
measure of compensation to those who chose to invest in forestry by recognizing the long- 
term nature of timber investments. 

Because private woodlands are vital to our nation’s timber supply, because they provide 
noncommercial heneflts, and because private-forest investments are unique, the Society of 
American Foresters supports public policies that encourage sustained investments in private- 
forest management, increase the stability of private-forest ownership, and guard against the 
conversion of our nation's private forestland to non-forestry and non-renewable natural 
resources use such as commercial and residential development. 

In summary, the Society of American Foresters supports federal tax policies that 
address the unique nature of timber management programs and, thus, treat forestry 
investments fairly in comparison to other capital ventures. Effective policies should 
be fair to forest owners; encourage the application of sound, professionally prescribed 
forest-management practices on private woodlands; and contribute to the expected 
increase in national demand for timber in the years ahead. 
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Mr. Collins. And thank you. And I want to assure each of you 
that your full statements will be entered into the record. The first 
two have been right noticeable to follow that light there in front 
of you. We appreciate it. 

I am going to call on Mr. Christensen for the next introduction. 

Mr. Christensen. Thank you, Mr. Chairman. On behalf of my 
colleague from Washington, Congresswoman Jennifer Dunn, I am 
pleased to welcome Doijg Stinson to the panel. Doug and his family 
own the Cowlitz Ridge Tree Farm in Washington State. 

Doug’s love for trees began in Missouri on his family’s farm. 
When ne was 14, he planted his first stand of trees. He pursued 
an education in forestry and received a degree in forestry from the 
University of Missouri in 1955. Since then, he has worked for the 
U.S. Forest Service in Alaska, planted his own tree farm in Toledo, 
Wash., married Fay Marie and has three children. He has been 
named Tree Farmer of the Year in Washington State and Western 
Rerional Tree Farmer of the Year. 

Doug is a member of the Olympic National Forestry Citizen Ad- 
visory Board, past president and current board member of the 
Lewis County Chapter of Washington Farm Forestry Association, 
member of the Society of Foresters, chair of the Small Landowners 
Advisory Committee to the Commissioner of Public Lands. Doug 
led forestry studies in Sweden, England, New Zealand, and Tasma- 
nia. 

Mr. Chairman, on behalf of the committee and especially on be- 
half of my highly respected colleague from Washinrton State, the 
Huskie State, it is my pleasure to welcome Mr. Stinson to this 
panel. 

STATEMENT OF DOUGLAS P. STINSON, OWNER-MANAGER, 

COWLITZ RIDGE TREE FARM, ON BEHALF OF THE 

AMERICAN TREE FARM SYSTEM 

Mr. Stinson. Thank you, Mr. Christensen. Those are ve^ nice 
words, and I appreciate being here from the State of Washing^n. 

Yes, my wife and my three children, we do own Cowlitz Ridge 
Tree Farm which encompasses 900 acres near Toledo, Wash. I am 
here today representing the American Tree Farm System, and we 
are a national network of 72,000 private landowners who have each 
made a commitment to protect water, wildlife, soil, and recreation 
opportunities, and at the same time grow trees for forest products. 
We are committed to sustainable forestry. 

Since 1941 the American Tree Farm System has worked to en- 
courage sound forestry by the Nation’s 7 million forestlandowners. 
Those who meet the system’s high standards are certified as tree 
farmers. I am proud to be speaking on their behalf. We are private 
citizens from all walks of life who take great pride in practicing for- 
est stewardship on our land. 

My first experience was mentioned here earlier of planting trees 
when I was 14 in the Missouri Ozarks. I think that started me on 
my career. And I am certain at that time I didn’t understand the 
important relationship between what happens in this committee 
and what happens in the forest. 

Today, after 33 years of forest land stewardship and 24 years as 
an owner of Cowlitz Ridge Tree Farm, that relationship is very 
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clear to me. I have learned that tax policy has a major influence 
on how forestowners manage their land. 

At Cowlitz Ridge Tree Farm we have four goals. First, is to earn 
a living, and second is to live in balance with nature, and third is 
to leave the land in better condition than when we acquired it, and 
fourth is to educate the public and other landowners on the value 
of good forest stewardship. 

Our ability to accomplish the last three goals depends directly on 
our ability to do the first. Cowlitz Ridge is managed as an economi- 
cally viable forest. We are operating on a sustained yield basis. In 
the last 20 years, we have harvested approximately 65 percent of 
our forest growth. In other words, we are growing more wood than 
we are harvesting. 

Investing in timberland is not for the fainthearted or for people 
who want to make a lot of money fast. The fact is, forestry invest- 
ments are a unique economic activity. If you are in forestry, you 
are in it for the long term. At Cowlitz Ridge, we plan our first com- 
mercial thinning 25 years after a new stand of trees is planted. The 
stand won’t be harvested for another 35 years or more after that. 

What this means, though, is that after we invest $325 per acre 
to establish and nurture a new stand of trees at Cowlitz Ridge, we 
won’t generate any cash flow for 25 years and we have to wait be- 
tween 60 and 80 years for the full return on our investment. That 
is a long time, especially when you have your capital literally 
locked up on the ground and subject to a host of natural risks like 
fire, wind, insects, and disease. 

At Cowlitz Ridge, one of our most recent natural risks was a 
windstorm that occurred on Inauguration Day in 1993. Salvamng 
these trees was a real challenge. So when you add the potential for 
disaster to the normal financial risks associated witn extremely 
long-term investments, you can begin to understand why tree farm- 
ers like me are sensitive to all the factors that affect the economics 
of forestry. 

We are excellent stewards. We earn our living from the forest. 
We recognize our responsibilities as forestlandowners and leave our 
forests better than we acquired them, but the Tax Reform Act of 
1986 changed the rules. Taxes were increased on capital gains from 
timber. 

What does that mean for landowners? I am a tree farmer, not an 
economist, but I can tell you in plain terms what the loss of capital 
gains treatment meant to me and to people like me. Simply put, 
it reduced the amount of capital we had to reinvest in our forests. 

Nonindustrial landowners like Cowlitz Ridge own 57 percent of 
the working forests in the United States. Many no doubt found 
without capital gains tax treatment for timber, that they had less 
to invest in their land or better places to put their money than for- 
est lands. 

In Washinrton State, 25,000 acres of prime forestland is annu- 
ally converted to other uses. This is a definite sign that forestland 
investments are now a higher risk. Favorable capital gains treat- 
ment would help retain our forests for future generations. 

At Cowlitz Ridge, we spend approximately $20,000 each year on 
forest regeneration and timber stand improvement. We protect and 
enhance wildlife habitat and watersheds. We exclude the 150 acres 
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of wetlands from commercial harvest. We minimize soil disturbance 
when we harvest and keep our clearcuts small, 5 to 20 acres, be- 
cause we replant immediately after we harvest and use lai^e high- 
quality seedlings, we minimize herbicide use and avoid aerial 
spraying. 

Cowlitz Ridge practices environmentally sound sustainable for- 
estry and it is repeated on the tree farms all over the Nation. But 
please understand the work we do is possible only when we have 
a stable income and adequate profits to reinvest in our land. 

Thank you. 

Mr. Collins. Mr. Stinson, if you would like to go ahead and fin- 
ish your statement, you have come a long way. Feel free to con- 
tinue. 

Mr. Stinson. I am just about done there, but I wanted to abide 
by your time. 

At Cowlitz Ridge, for example, if the proposal before the commit- 
tee were enacted, we would be able to continue earning our living 
from our forestland and be able to pass the forestland on to our 
children. Multiply this by millions of landowners and you can see 
how good tax policy, good forestry, and a good environment are all 
linked together. 

[The prepared statement follows:] 
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UNITED STATES HOUSE OF REPRESENTATIVES 
JANUARY 25, 1995 


My name is Doug Stinson. I am a Tree Farmer from Washington State. I, along with my wife 
and our three children, own the Cowlitz Ridge Tree Farm — four parcels of forestland that cover over 
900 acres near Toledo. \VA. 

1 am here today representing the American Tree Farm System. We are a national network of 
72.000 private forest landowners who have each made a commitment to protect water, wildlife, soil and 
recreation opportunities and at the same grow trees fo: forest products. We are committed to sustainable 
forestry. 

Since 194). the American Tree Farm System has worked to encourage sound forestry by the 
nation’s seven million forest landowners. Those who meet the System's high standards are certified as 
Tree Farmers. I'm proud to be speaking on their behalf- We are private citizens from all walks of life 
who lake great pride in practicing forest stewardship on our land. 

My very first experience with forestry look place when 1 was 14, on my family's farm in the 
Missouri Ozarks. I planted five acres of shortleaf pine. At the time. I’m certain J did not understand the 
important relationship between what happens in this Committee, and what happens in the forest. 

Today, after 33 years of forest land stewardship and 24 years as an owner of Cow litz Ridge Tree 
Farm, that relationship is very clear to me. 

I have learned that lax policy has a major influence on how forest owners manage their land. 

W'e have four goals at Cowlitz Ridge Tree Farm: 

1 . To earn a living. 

2. To live in balance with nature. 

3. To leave the land in better condition than when we purchased it. 

4 To educate the public and other landowners on the value of good forest stewardship. 

Our ability to accomplish the last three goals depends directly on our ability' to do the first. 

Cowlitz Ridge is managed as an economically viable forest. We are operating on a sustained 
yield basis. In the last 20 years we have har\'esled approximately 65% of our forest growth. In other 
words, we are growing more wood than we are harvesting. 

Investing in limberland Is not for the fainthearted or for people w ho want to make a lot of money 

fast. 


The fact is. forestry Investments are a unique economic activity. Ifyou're in forestry, you're in it 
for the long -term. .At Cowlitz Ridge, we plan our First commercial thinning twenty-five years after a 
new stand of trees is planted. The stand won't be harvested for another 35 years or more after that. 

What tliis means, though, is that after we invest $325 per acre to establish and nurture a new 
stand of trees at Cowlitz Ridge, we won’t generate any cash flow for 25 years and we have to waif 
between 60 and 80 years for the full return on that investment. 
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That’s a long time - especially when you have your capital literally locked up on the ground and 
subject to a host of natural risks like fire, wind, insects, and disease. At Cowlitz Ridge, one of our most 
recent natural risks was a wind storm that occurred on Inauguration Day in 1 993. Salvaging these trees 
was a real challenge. So, when you add the potential for disaster to the normal financial risks associated 
with extremely long-term investments, you can begin to understand why Tree Farmers like me are 
sensitive to gU the factors that affect the economics of forestry. 

We are excellent stewards. We earn our living from the forest. We recognize our 
responsibilities as forest landowners and leave our forests better than we acquired them. But the Tax 
Reform Act of 1986 changed the rules. Taxes were increased on capital gains from timber but decreased 
on alternate forms of investment. 

What does that mean for landowners? I'm a Tree Farmer, not an economist. But 1 can tell you in 
plain terms what the loss of capita) gains treatment meant to me, and to people like me. Simply put, it 
reduced the amount of capital we had to reinvest in our forests and in some cases actually discouraged 
these investments altogether. 

Non industrial landowners like Cowlitz Ridge ovm S7 percent of the working forests in the US. 
Many no doubt found, without capital gains tax treatment for timber, that they had less to invest in their 
land — or better places to put their money than in forest lands. 

In Washington state, 25,000 acres of {Mime forest land is annually converted to other uses. This 
is a definite sign that forest land investments are now a hi^er risk. Favorable capital gains treatment 
would help retain our forests for future generations. 

At Cowlitz Ridge Tree Farm, we spend approximately $20,000 each year on forest regeneration 
and timber stand improvement. We protect and enhance wildlife habitat and watersheds. We have 
excluded the 1 50 acres of wetlands from commercial harvest. We minimize soil disturbance when we 
harvest, and keep our clearcuts small: 5-20 acres. Because we replant immediately after we harvest, 
and use large, high quality seedlings, we minimize herbicide use and avoid aerial spraying. 

I hope, Mr. Chairman, if you are ever in Wa^ington State, that you would visit Cowlitz Ridge. 
Along with Douglas fir, Western red cedar, red aider and Western hemlock, our tree farm has many 
other tree species, including grand fir, Pacific yew, cheery, maple, cascara, hawthorn, ash black 
cottonwood and Pacific dogwood. Species diversity is a key part of our management plan. 

Cowlitz Ridge practices environmentally sound, sustainable forestry. And it is repeated on Tree 
Farms all over the nation. But please understand the w^ we do is possible only when we have a stable 
Income and adequate profits to reinvest in our land. 

At Cowlitz Ridge Tree Farm, for example, if the proposal before the Committee were enacted, 
we would be able to continue earning our living from oui forestland and be able to pass the forestland on 
to our children. Multiply this by millions of landowners and you can see how good tax policy, good 
forestry and a good envirorunent are all linked together. 

With capital gains out of the tax code, 1 think the costs are Just as clear: fewer trees planted, 
more pressure to harvest remaining woodlands, more conversion of forestland to other uses. 

Last November, the American Tree Farm System had its first-ever national convention. 

Hundreds of tree fanners from around the country gathered in Williamsburg, Virginia. One thing was 
clear to me as I talked to my friends and that was; we really need favorable capital gains treatment 
returned. This Committee is now taking up that issue which is very important to Tree Farmers and it is 
one that can make a real difference in how our nation's forests are managed. If all 72,000 Tree Farmers 
were here with me, they would applaud your efforts to Improve the climate for forestry investment. 


Thank you. 
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Mr. Collets. Thank you, sir. 

And our next panelist is the gentleman from Georgia, a former 
Member of this body, and Mr. Rangel has asked to introduce my 
fellow Georgian. 

Mr. Rangel. Mr. Chairman, thank you for this opportunity. 

Bill Stuckey is an old friend, a former Member of the House. 
When I first came here, we shared offices on the same floor. He in- 
troduced me to boiled peanuts, yams, greens and even chitlins, and 
I understand today that he is now going to tell us about the plight 
of those involved in timber. 

I know one thing, even though he is wealthy himself, he has al- 
ways concerned himself about the working people that made this 
great country what it is, and I am certain that what he is going 
to tell us today will help us to make it easier for people to invest 
in America and in timber and to make us productive and competi- 
tive. 

Thank you, Mr. Chairman. 

Mr. Collins. Thank you. 

Mr. Stuckey. 

STATEMENT OF HON. WHXIAM S. STUCKEY, PAST PRESroENT, 
FOREST FARMERS ASSOCIATION 

Mr. Stuckey. Thank you, Mr. Chairman. I am sure that was a 
wonderful introduction. I understood every word that you said, but 
I am not sure I understood every word that Mr. Rangel said, so I 
will go back and read that fine introduction in the record. Thank 
you. 

Thank you, Charlie. 

Mr. Chairman, members of the committee, I do appreciate this 
opportunity to appear here today on behalf of the Forest Farmers 
Association and to present to this committee their thoughts about 
the importance of the reduction in the capital gains tax on the sus- 
tainability and productivity of our Nation’s forests. 

Mr. Chairman, I am the immediate past president of the Forest 
Farmers Association and I am here today representing over 4,000 
members whose combined holdings total over 45 milnon acres of 
privately held, nonindustrial timberland, in 17 Southern States. 

Nationwide there are over 6 million independent timber- 
landowners in the United States that manage over 275 million 
acres of trees. This private, nonindustrial segment of the forestiy 
community comprises over 60 percent of the timberland that is 
available to supply our Nation’s lumber and paper needs. 

I want to commend you and the numerous cosponsors of H.R. 9 
for including capital gains reform in this legislation. 

In title I, it contains a 50-percent reduction from taxation from 
the gains on capital assets including timber. This proposed tax re- 
duction is extremely important to small tree farmers. 

To date, the independent timberlandowner is being asked to sup- 
ply more wood fiber and is being pushed to manage more intensely 
his acreage because of both market conditions and government pol- 
icy. When government policy discourages the planting of trees 
through excessive taxation and increased regulation, then fewer 
trees will be grown, and that is not only bad for the economy, but 
it is bad for the environment. 
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In some ways, Mr. Chairman, tree growing is similar to buying 
a long-term bond that has a maturity date of 25 to 70 years from 
the present. There is no annual income, there is no Federal insur- 
ance, and there is only the hope that you will see your return on 
investment sometime during your children’s lifetime. 

The risks of fire, insects, or the reduction in the value of your 
timber asset from government action makes timber an even more 
speculative investment than a long-term bond. In that regard, tree 
farming is very unique and obviously very, very long term. 

And, Mr. Chairman, I can assure you that it takes a very unique 
person who is willing to undertake such a long-term and uncertain 
investment. In fact, I think the ultimate act of optimism is this 
past year we planted about 3,000 acres of trees and I hope that I 
will live to harvest those trees because, as I said, I am assuming 
that is rather optimistic, but maybe my grandchildren will enjoy 
those. 

Some nonindustrial timber growers own tracts of forestland that 
is in the hundreds, some even own them in the thousands of acres. 
But the truth is, most of the landowners are small, and they have 
10, 20 or 30 acres of trees. These are not wealthy Americans seek- 
ing a tax break. These are forestlandowners that are hard-working, 
middle-class taxpayers. They are farmers, they are retirees, school- 
teachers, and they are small town and rural citizens. They are the 
ones who love their land, and they work it diligently to manage it 
and make productive the natural resource asset that they are privi- 
leged to own. 

Increasingly, stricter environmental reflations have placed lim- 
its on the timber acreage that is availaWe for harvest from public 
lands. At the same time, since the loss of capital gains differential 
in 1986, the replant rates on small nonindustrial tracts of land has 
declined. The disparity between acres harvested and acres planted 
continues to grow. Environmental groups, private timber- 
landowners and the forest products industry all agree that it is 
critical that our U.S. tax policy be changed to provide greater in- 
centives for reforestation efforts. 

As a direct result of the loss of the capital gains in the 1986 act, 
many timberlandowners, particularly those from the South, are 
selling their timberland and they are investing in other invest- 
ments that will provide them with a more certain return. 

Others are not investing in timber management practices or in 
reforestation activities as they once were. While we know that 
lands can reforest naturally and that trees will grow with little ex- 
penditure from the owners, studies have shown that timber will re- 
generate significantly faster and it will produce better quality wood 
if it is managed and reforested properly. 

The Archer capital gains bill will provide much-needed tax relief. 
Passing the capital gains reduction in H.R. 9 will provide this coun- 
try with two very beneficial results: More trees and a better envi- 
ronment. 

Simply put, allowing tree farmers to keep more of what they 
produce means that they will have more to reinvest in tree produc- 
tion and more to spend to ensure proper management of existing 
timberlands. 
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Mr. Chairman, since the Tax Reform Act of 1986, the Forest 
Farmers Association has worked very hard to see that a more fa- 
vorable tax treatment of timber is restored. In the last ConCTess we 
supported H.R. 960, the Reforestation Tax Act, which was designed 
to provide narrow reasonable tax incentives that would encourage 
more active management of existing private timber lands. 

The major points of that lemslation were to provide a partial in- 
flation adjustment. When tinmer is sold for purposes of determin- 
ing section 631 gain, the gain would be reduced by 3 percent for 
eveiy year that the timber was held. While this provision would 
not fully compensate for inflation, it would provide an incentive for 
those tree farmers who held their investments for a long time. 

Number two, passive loss rules: The legislation would revise the 
material participation criteria under which tree farmers are re- 
quired to actively participate for a certain number of hours each 
year in order to deduct normal operating expenses. 

Number three, reforestation tax credit: This provision doubles 
the expended limit from $10,000 to $20,000, and it indexes the 
amount for inflation. 

Number four, reforestation amortization: This provision doubles 
the limit to $20,000, indexes it to inflation, and reduces the 7-year 
amortization period to 5 years. 

We have been gratelul for the support of a number of Members 
of Congress for the goals of the Reforestation Act. In particular, I 
am CTateful that the passive loss provision of the Reforestation Act 
can be introduced as s^arate legislation and will be considered by 
the Ways and Means Committee this year during the tax bill de- 
bate. This change in the treatment of passive loss for small land- 
owners was badly needed to ensure that small tree farmers are not 
penalized for exercising best management practices on their land 
by being required to carry the expense of these activities for many 
years until actual harvesting is conducted. 

Forestry consultants tell me that many small landowners are for- 
going important management activities of their land because of un- 
fair passive loss tax rules. 

Mr. Chairman, I have exceeded my time, but I do appreciate the 
opportunity to present the Forest Farmers Association’s views at 
this hearing. We applaud your efforts to provide capital gains tax 
relief. We are encouraged that legislation will emerge from this 
committee that will provide the necessary incentives to allow 
nonindustrial timberlan downers to invest more money in reforest- 
ation, management, and maintenance of timberlands so that they 
can continue to provide this country with an abundant affordable 
supply of timber. 

Tnank you, Mr. Chairman. 

[The prepared statement follows:] 
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OF 

CONTRACT FOR AMERICA 

WAYS AND MEANS COMMITTEE 
UNITED STATES HOUSE OF REPRESENTATIVES 

JANUARY 25, 1995 


Mr. Chairman and Members of the Committee, I am delighted to have this opportunity 
to appear on behalf of the Forest Farmers Association to present to this committee our 
thoughts about the importance of a reduction in the Capital Gains Tax on the 
sustainability and productivity of this nation’s forests. 

Mr. Chairman, I am the immediate past president of the Forest Farmers Association 
and I am here today representing our approximately 4,000 members whose combined 
holdings total over 45 milli on acres of privately held non-industrial timberland, 
primarily in 17 southern states. Nationwide there are over six million independent 
timberland owners in the U.S. managing over 275 million acres of trees. This private, 
non-industrial segment of the forestry community comprises over 60 percent of the 
timberland available to supply our nations lumber and paper needs. 

I want to commend you and the numerous co-sponsors of H.R. 9, the Job Creation and 
Wage Enhancement Act of 1995, for including Capital Gains Reform in this legislation. 
Title 1 contains a 50% deduction from taxation for the gains on capital assets, including 
timber. This proposed tax reduction is extremely important to small private tree 
farmers. 

Today, the independent timberland owner is being asked to supply more wood fiber and 
is being pushed to manage more intensely his acreage because of both market conditions 
and government policy. When government policy discourages the planting of trees 
through excessive taxation and increased relation, fewer trees will be grown which is 
not only bad for the economy, but bad for the environment. 

In some ways tree growing is -simil ar to buying a long-term bond with a maturity date 
25 to 70 years from the present. There are no annual annuities, there is no federal 
insurance, there is only the hope that you will see your return on investment sometime 
during your children’s lifetime. The risk of fire, insects or diminution in value of your 
timber asset from governmental action makes timber an even more speculative 
investment than a long-term bond. In that regard, tree farming is very unique and 
obviously very long term. Consequently it also takes a unique type of person willing to 
undertake such a long term and uncertain investment. 

While some non-industrial timber growers own tracts of forested land in the hundreds, 
or even thousands, of acres, most are small landowners with ten, twenty, or fifty acres 
of trees. These are not wealthy Americans seeking a tax break . Rather, most forest 
landowners are hard working, middle-class taxpayers. They are fanners, retirees, 
school teachers, and small town and rural citizens, who love their land and work 
diligently to manage and make productive the natural resource asset they are privileged 
to own. 

Increasing, stricter environmental regulations have placed limits on the timber acreage 
that is available for harvest from public lands. At the same time, since the loss of the 
capital gains differential in 1986, the replant rates on small non-industrial tracts of land 




376 


has declined in many parts of the country. The disparity between acres harvested and 
acres planted continues to grow. Environmental groups, private tlmberland owners, 
and the forest products industry all agree Chat it is critical that our U.S. tax policy be 
changed to provide greater incentives for reforestation efforts. As a direct result of the 
loss of the capital gains in the 1986 Act, some timberland owners, particularly in the 
South, are selling their timberland and investing in something that will provide them 
with a more certain return. Others are not investing in timber management practices 
or in reforestation activities, as they once were. While we know that lands can reforest 
naturally and that trees can grow with little expenditure from their owners, studies have 
shown that timber will regenerate significantly faster and produce better quality wood if 
it is managed and reforested properly. 

The Archer capital gains bill will provide much needed tax relief. Passing the capital 
gains deduction in H.R. 9 will provide this country with two very beneficial results - 
more trees and a better environment. Simply put, allowing tree farmers to keep more 
of what they produce means they will have more to reinvest in tree production and to 
spend to ensure proper management of existing timber land. 

Mr. Chairman, since the Tax Reform Act of 1986, the Forest Farmers Association has 
worked to see that a more favorable tax treatment of timber is restored. In the last 
Congress we supported H.R. 960, the Reforestation Tax Act, which was designed to 
provide narrow, reasonable tax incentives to encourage more active management of 
existing private timberlands. The major points of this legislatioi were: 

a) Providing a partial Inflation adjustment - When timber Is sold, for 
purposes of determining Section 631 gain, the gain would be reduced by three percent 
for every year that the timber was held. While this provision would not fully 
compensate for inflation, it would provide an incentive for those tree farmers who held 
their investments for a long time. 

b) Passive loss rules - The legislation would revise the "material 
participation" criteria under which tree farmers are required to actively participate for 
a certain number of hours each year in order to deduct normal operating expenses. 

c) Reforestation tax credit - This provision doubles the expenditure limit 
from $10,000 to $20,000 and indexes the amount for inflation. 

d) Reforestation amortization - This provision doubles the limit to $20,000, 
indexes it to inflation, and reduces the seven-year amortization period to five years. 

We have been grateful for the support of a number of Members of Congress for the 
goals of the Reforestation Tax Act. In particular, 1 am hopeful that the passive loss 
provision of the Reforestation Tax Act can be introduced as separate legislation and will 
be considered by the Ways and Means Committee this year during the tax bill debate. 
This change in the treatment of passive losses for small landowners is badly needed to 
ensure that small tree fanners are not penalized for exercising best management 
practices on their land by being required to carry the expense of these activities for 
many years until actual harvesting is conducted. Forestry consultants tell me that many 
small landowners are foregoing important management activities on their timberland 
because of unfair passive loss tax rules. 

Mr. Chairman, I appreciate the opportunity to present the Forest Farmers Association’s 
views at this hearing today. We applaud your efforts to provide capital gains tax relief. 
We are encouraged that legislation will emerge from this Committee that will provide 
the necessary incentives to allow non-industrial timberland owners to invest more money 
in reforestation, management, and maintenance of timberlands so that they can continue 
to provide this country with an abundant, affordable supply of timber. 
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Mr. CoLUNS. Thank you, sir. It was similar to when I first ar- 
rived in Congress in 1993. Representative Montgomery was in the 
chair that morning, and he asked me. For what purpose did I rise? 
I said, I would like to address the House for 1 minute, but, Mr. 
Speaker, like you, I talk kind of slow so it may take me a minute 
and a half. 

I appreciate that slow talk. Mr. Rangel even mentioned it a while 
ago when you first started up. 

Mr. Stinson, I believe you are absolutely right on target when 
you say good tax policy and good forestry and good environmental 
issues are all linked together. That is a very, very good statement, 
but I have a couple of questions and I am going to yield to Mr. 
Rangel and then to Mr. Christensen. 

Mr. Stuckey, you stated that tree planting in the United States 
has declined since 1986, the year in which the capital gains tax 
was increased. Do you have any statistics to really support this 
statement? 

Mr. Stuckey. Mr. Chairman, I don’t have them with me, but we 
can provide them to the committee, for the record. 

[The following was subsequently received:] 



Harvest and Tree Planting on Private Lands 
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Source: USDA Forest Service ; AF&PA 
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Tree Planting and Direct Seeding on 
Private Land in the United States 
(Acres) 


Total USDA Total 

Private As^ed Unassisted 


1979 

1,618,973 

258,802 

1,360,171 

1980 

1,767,776 

267,662 

1,500,114 

1981 

1,920,848 

264,991 

1,655,857 

1982 

1,971,587 

210,388 

1,761,199 

1983 

2,065,458 

209,490 

1,855,968 

1984 

2,167,614 

185,162 

1,982,452 

1985 

2,326,187 

256,088 

2,070,099 

1986 

2,382,043 

479,187 

1,902,876 

1987 

2,628,925 

976,291 

1,652,634 

1988 

2,964,766 

812,656 

2,152,110 

1989 

2,576,886 

866,259 

1,710,627 

1990 

2,388,255 

697,592 

1,690,663 

1991 

2,105,443 

396,072 

1,709,371 

1992 

2,136,617 

435,898 

1,700,719 

1993 

2,041,215 

467,102 

1,574,113 


Assisted Acres Include: CRP.FIPACP and SIP 


Source: USDA Forest Service Annual Tree Planting Reports 
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Mr. Collins. How about any of the other panelists? 

Mr. Bartow Shaw. Mr. Chairman, I have statistics and empiri- 
cal data supplied by the U.S. Forest Service which show that with- 
out question that the tree planting trend has been downward in a 
dramatic fashion, with the exception of the fact that there was a 
carryover lag before that downward trend for about 1 year after the 
1986 Tax Act was implemented, and that was due primarily to the 
introduction at that time of the Conservation Reserve Program, 
which was a one-time marginal cropland set-aside program which 
encouraged, especially in the Southeast, planting trees. So if you 
take out the programs where there was assistance, the actual 
downward trend began and coincided with the Tax Reform Act of 
1986. 

I have a chart which dramatically shows that, which I would like 
to introduce in the record. On the vertical axis, there is the timber 
harvest on private lands which has continued upward, as I stated 
earlier in my testimony. The pressure on private land harvests is 
increasing as public land harvesting has decreased. 

And on the other vertical axis is the tree planting activity, and 
it shows the decline rather dramatically. In addition, there are two 
backup tables which give that information. 

This information was derived from U.S. Forest Service statistics. 
I would like to introduce that. 

Mr. Collins. With no objection. 

[At the time of printing, no information was received.] 

Mr. Collins. You mentioned the reduction or the growth of har- 
vesting trees is exceeding growth in many areas, and that a lot of 
the private landowners are harvesting their timber. Is it not true 
that other taxation, environmental regulations, endangered species, 
wetlands and all of these are contributing to that fact also? 

Mr. Bartow Shaw. That has had some impact, that is correct. 

Mr. Collins. Mr. Stuckey, you stated that any capital gains tax 
reduction should apply to all taxpayers whether corporate or indi- 
vidual. Why is this so important to your industry? 

Mr. Stuckey. Mr. Chairman, as I stated in my testimony, it real- 
ly is an act of faith when you go out there and you plant a tree 
and you know it is going to be 30 years at the earliest before you 
harvest it and probably 12 to 15 years before you have any income 
on it. You have got your money tied up for that length of time and 
you have to consider the fact that you have got forest, forest fires, 
some of the environmental issues. You certainly don’t want a red- 
headed woodpecker to land in your land or part of it to be declared 
wetlands, but with all of the minefields that you have to go 
through and with inflation at the end of 30 years, you are hit with 
a heavy capital gains tax. There is not much of an incentive to 
plant trees. 

Mr. Collins. You mentioned, too, that a lot of landowners are 
actually selling their timberlands or selling their farms with the 
timber and investing in other areas. 

Mr. Stuckey. That is correct. 

Mr. Collins. Do we have any statistics other than the commer- 
cial or larger companies that show where people are actually in- 
vesting in planting, buying land for the purpose of tree farming? 
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Mr. Stuckey. Your smaller tree farm is not investing — reinvest- 
ing his money in his timber, and there again it is not profitable for 
him. It is not that much of an incentive and, as I said, it does take 
a unique person. 

One of the traits that I have found in the tree farmer is that they 
really are people that have a love for the land. They are conserva- 
tionists, and while most of them are not doing it for a profit, they 
do need a profit to sustain it. But those figures are available, I 
would assume, from the U.S. Forestry Service that they are, or that 
the Forest Farmers Association or some of the other associations 
could make those figures available. Bo, do you have anything? 

Mr. Bartow Shaw. The statistics from the U.S. — and I have 
those with me also in a form that it includes all States. The statis- 
tics — ^in fact, Mr. Rangel, I had the privilege of appearing before 
your subcommittee last year on a bill, the Reforestation Tax Act, 
and the question was asked on the declining acreage and the short- 
ages that might come thereafter and I supplied that as followup 
the next week to Mr. Payne, and that indicated that the timberland 
in farm-type timberland was declining. 

A true picture of the total nonindustrial land base is difficult to 
derive, but the closest thing to it was farm-type timberland which 
would be what Mr. Stuckey is talking about here. 

Mr. Collins. What percentage of timberland is privately owned 
noncommercial? 

Mr. Stuckey. I believe it is about 60 percent. 

Mr. Siegel. Noncommercial is about 57 percent, 57, 58 percent, 
nonindustrial commercial. Now you put the forest industries in 
there and then that rises to about 72 percent all private, but the 
nonindustrial private is about 57, 58 percent. 

Mr. Stuckey. That is close enough for government work. 

Mr. Collins. That is close enough. 

You mentioned earlier that we import a larger amount of lumber 
products or timber products into this Nation than we export. From 
what area do we primarily import? 

Mr. Bartow Shaw. Of course, a lot of it comes from Canada but 
the Scandinavian areas are a large producer of timber products. I 
do have some statistics here that you might be interested in on 
their beneficial tax ratios. A lot of investment now is going to 
Central and South American countries because of the short rota- 
tion time, but also because of the favorable tax advantages. 

In Brazil, profit on sales of real estate before 1970 are tax ex- 
empt, and a 5-percent reduction of the taxable amount is granted 
for each year the property is held after that date onward So in 
timber investment, which is long term, it is an effective, almost, a 
zero tax. 

In Costa Rica, where there is a lot of investment, there is no cap- 
ital gains tax on individuals or corporations. In New Zealand, there 
is no capital gains tax as such, and that is another area where 
there are heavy investments. 

For every $1 billion that we import, that is about a $20,000 loss 
in U.S. jobs; and there is a definite trend. The magnitude has not 
reached dramatic proportions as yet, but it is continuing very rap- 
idly toward having a significant impact. 
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Mr. Collins. If we are importing a lot of timber products or lum- 
ber products from Canada, there must be some advantage some- 
where in price structure. \^at advantage does this Canadian lum- 
ber have over us? 

Mr. Bartow Shaw. Well, it is somewhat of a subsidized stump- 
age situation up there with the publicly controlled lands in Can- 
ada. And that has the biggest impact. 

Mr. Collins. And capital gains such as H.R. 9 would give us 
some offset. 

Mr. Bartow Shaw. Any time we improve our position in the eco- 
nomics of growing timber in the United States, it is going to have 
an impact on offsetting the advantage of competing countries. 

Mr. Collins. Thank you. 

Mr. Rangel. 

Mr. Rangel. There is quite a bit of difference between H.R. 9, 
which is the bill before this committee, and last year’s H.R. 960. 
Which one would be preferred by the timber farmers? 

Mr. Bartow Shaw. I would go ahead and address that. I think 
without question the capital gains provision is the preferred provi- 
sion. The Reforestation Tax Act was originally introduced as a re- 
sponse to some of the concerns we have on the capital gains. 

Mr. Rangel. You and a lot of people are claiming we would not 
have substantial revenue loss with the capital gains provision, and 
indicate that by lowering the tax, it would encourage people to get 
more involved and to reinvest, and that would generate activity on 
the market, that now we get very little taxes because there is very 
little activity, and by reducing the rate, we would generate more 
activity and therefore gain more revenue. 

If that is true, and in the timber industry now we find people 
that are looking for different types of investments. And as you said, 
Mr. Shaw, if there is no capital gains taxes in developing countries, 
if you lower the tax to make it more profitable to sell, is it possible 
that you would find that you will be losing investors in U.S. for- 
estry? 

Mr. Bartow Shaw. I think any time you look at this as an in- 
vestment — and again I hope you understand I am speaking for the 
AF&PA member^ip, the corporate membership, and also my expe- 
rience with nonindustrial landowners as Mr. Stuckey has de- 
scribed, small timberlandowners especially in the Southeast — any 
kind of investment decision is going to involve a weighing of bene- 
fits and risks in returns, and there are risks in these areas. There- 
fore, any incremental benefit to timber growers in the United 
States would likely increase their investment and their thoughts of 
investment. The other part of it is that there is a certain affinity 
for the land that a lot of these folks have. It would encourage them 
to invest in these lands that they own where they are not investing 
now. 

I would like to take a minute to read a quote of the U.S. Forest 
Service and the 

Mr. Rangel. Let me — ^because I am going to have to yield my 
time. Are you saying that most of the people that you are con- 
cerned about are farmers that have made investment in their own 
land rather than those who make speculative investment in order 
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to receive profits off of their investments? Is that what you are say- 
ing? 

Mr. Bartow Shaw. Well, there is a little of both. I am just say- 
ing we have a whole spectrum of timberlandowners. 

Mr. Rangel. OK. This is my last question, now. There are some 
that believe that scoring this capital gains tax cut is going to cause 
a dramatic revenue shortfall. Others disagree, of course. 

Now, in the event that it is very expensive, everyone agrees that 
they are going to have to make certain that we have a balanced 
budget and that whatever losses we have in these tax provisions 
are made up by spending cuts. 

Now, the spenaing cuts don’t allow for touching Social Security, 
interest on our debt, and defense, and Medicare politically goes on 
and goes off, but no matter how you look at it, substantial cuts will 
have to be made in other programs, in forestry and agriculture — 
well, certainly amculture is one of the big targets anyway, and for- 
estry has no — I have no reason to believe that they will receive any 
special treatment. 

Have you ever thought about whether or not how we pay for 
these cuts, how your industry would be better off, whether in the 
tax incentives or in the services and subsidies that are provided? 

Mr. Stuckey. Mr. Rangel, that is a wonderful way of putting it. 
And I can look at it and view it from your side, too. When income 
is cut off, you have got a problem balancing the budget, and I un- 
derstand that better than anyone. And I am not here to defend all 
of the agricultural — some of the money that is spent in the agricul- 
tural area. 

I truly believe that some of it could be reduced. But I think what 
you are looking at here is our country today is in a situation where 
the tree farmer is not able to make a living under the cir- 
cumstances. All of these provisions will help, whether it is reforest- 
ation, whether it is passive loss, whether it is capital gains. But we 
cannot afford to not continue to replant our forests. And this is one 
of the things that the environmentalists and the industry agrees 
on, is that we cannot continue to have a loss in our reforestation. 

Mr. Rangel. Does that mean that you support the provisions of 
H.R. 9, and that you just have to take your chances as other people 
in the cutting arrangements that will be made? 

In other words 

Mr. Stuckey. We support — we support all of it, but 

Mr. Rangel. Huh? 

Mr. Stuckey. We support H.R. 9, we support the reforestation 
that was introduced last year. 

Mr. Rangel. This is the taxwriting committee and that is all you 
should be concerned about. 

Mr. Stuckey. But I can tell you, and history bears this out, that 
people will be selling off their lands. They are going to look at 
today, not tomorrow. 

Mr. Rangel. I don’t want to argue with you, Mr. Stuckey. All I 
am saying is this, that you are in front of the taxwriting commit- 
tee. Ever^ody wants reduction in taxes. And you know as a former 
Member, no one likes to give it back to the people, their money, 
more than politicians and Members of Congress. So that is a done 
deal. 
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Now comes the question that whether we believe in it, don’t be- 
lieve it, we are mandated by the majority and by the President to 
make certain that we don’t create a deficit. So that is done, politi- 
cally certain things are off the table. Forestry is not one of them. 

I have no idea now you would make out. Every industry has to 
make its own case. And I just want to make it clear that what you 
are saying now is that whatever happens down the line in cutting, 
that is a different committee, we will make our plea at a different 
time. But for right now, you want that tax relief. 

See, we take the position that we don’t know how much tax relief 
we want until we find out how painful the cuts are going to be, not 
the majority. Those of us in the minority, we want to cut as much 
taxes, as the other spending cuts cause us less pain. If it is not my 
ox that is being gored, let’s do what we have to do. 

So it is a consideration, and it really doesn’t require an answer. 
But we ought to be alert that when you get from this hand of the 
government, something is going to be taken back in some other 
service that government is providing. But it has been a real edu- 
cation. 

Good to see you again, Mr. Shaw, and you never let me down, 
Stuckey, from ball peanuts to save the trees. 

Thank you. 

Mr. Collins [presiding]. Thank you. 

Ms. Dunn. 

Ms. Dunn. Thank you, Mr. Chairman. 

And I will apologize to the panel. This is an interest near and 
dear to my heart since I have so many timber farms and farmers 
in my district in Washington State. I want to thank — I want to 
thank Mr. Christensen for doing the introduction of Mr. Stinson. 

And I understand, Mr. Stinson, that you have not been asked a 
question, so I would first like to give you an opportunity to respond 
to any questions that have been addressed to the panel. Then I 
have an additional one for you. 

Mr. Stinson. I would like to address the last question we just 
had here. And I think, you know, another way to look at this, we 
are talking about an investment in the future. And it is an invest- 
ment in our forests and it is — ^you are going to get it paid back. 

It may not be right tomorrow, but it is an investment in the fu- 
ture that is, I think, vital to the future generations coming along 
in this country. And I think we need to look at that really hard. 
And also the fact that it is going to help everybody, because our 
forests are very, very important not just for timber production, but 
for watersheds, wildlife, recreation. 

There are many people who use the forests that don’t own the 
forests. So there are some tremendous benefits to our country. And 
as our population keeps growing, we need more trees. If nothing 
more, just for oxygen. And so we can’t go wrong. It is a win/win 
situation. 

Mr. Rangel. If the gentlelady would yield. 

I agree with you 100 percent. 

Ms. Dunn. It is my time, I yield. 

Mr. Rangel. I agree with you 100 percent, want you to know you 
are not going to have a problem with me. As a matter of fact, I al- 
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ways use the analogy of investing in young people and schools, be- 
cause in the long run, you are going to get a return. 

Ms. Dunn. Thank you. 

And to the entire panel, particularly to you first, Mr. Stinson, 
since we have had discussions on at least one of these issues, if this 
capital gains tax cut is enacted, are there other obstacles in the 
Tax Code that we need to address such as passive loss, for exam- 
ple, that are discouraging to the reforestation industry? 

Mr. Stinson. Well, the other tax issue for me that is a big one, 
is estate tax. And as a small tree farmer and a family held tree 
farm, one of the things that we look to in the future is how to be 
able to pass this down to our children. And that is a difficult prob- 
lem right today. And I think probably that may be the greatest tax 
problem that most small family held tree farms face today. 

Mr. Siegel. I would like to say something about the passive loss 
rules, Ms. Dunn, since you brought it up, and some of the other as- 
pects of timber taxation. 

Yes, the passive loss rules and the ability to deduct current ex- 
penses are a real problem with the small nonindustrial 
timberlandowner. Because the passive loss rules that were written 
by the IRS has, as a result of the 1986 Tax Reform Act, were writ- 
ten in general terms and did not take into consideration the unique 
aspects of certain types of investment such as timber growing, 
where more activity may be required on a landowner’s part in 1 

f 'ear and very little in another year, where we have many absentee 
andowners who, nevertheless, manage their lands veiy intensively, 
but are not personally involved, but use consultants, such as Mr. 
Shaw, to help manage their property. 

Therefore, they have a very difficult time in meeting the provi- 
sions of the passive loss rules, and the ability, therefore, to deduct 
currently their expenses associated with their timber properties. In 
other words, they have to suspend their expenses, which cannot be 
recovered until timber is sold. 

And as we know, that may be many, many years down the road. 
And that is why many of us in the forestry community would like 
to see the passive loss rules amended to take into consideration 
such unique investments such as timber that don’t apply to the 
general terms of the passive loss rules. 

Mr. Shaw. If I could take that thought a little bit further, there 
are several tests on whether you meet the qualifications for these 
ordinary maintenance costs during the year. One is a 100- to 500- 
hours test. You have to show that you do qualify. 

If you have 500 hours or more, there is a safe harbor — ^you qual- 
ify automatically. If less than 100 hours, you really don’t have any 
opportunity to show that you qualify. 

A provision which would eliminate that requirement and put it 
in the category with the 100 to 500 hours by which you could show 
that you qualified, would allow a treegrower that has annual ex- 
penses such as firebreak plowing, even indirect costs such as prop- 
erty taxes, to deduct those during the time when they may only 
have periodic income, every 20 or 25 years. So this is an ongoing 
problem. 

Those provisions were in H.R. 11, which passed both Houses of 
Congress in 1992. Unfortunately, that bill then was vetoed, so it 
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never made it. But that is a disservice to our treegrowers. And it 
is a very big problem. 

Ms. Dunn. Thank you very much. 

Mr. Collins. Mr. Christensen. 

Mr. Christensen. I want to thank the panel for their testimony. 

And, Mr. Stinson, I was quite intrigued with your testimony be- 
cause I thought the cattle business was a tough business. Now I 
found another business that I don’t think I ever want to get into. 

Boy, after listening to your testimony, I have to give you a “hats 
off’ for withstanding the insects and the fires and the natural dis- 
asters and eveiything for a long-term investment. And I didn’t fiilly 
realize the impact of the forestry business. 

And not only you, but you, Mr. Stuckey, I know you are also a 
grower as well. With a long-term investment like that, that is going 
to take anywhere from 20 to 70 years, depending upon the kind of 
wood that you are growing, what kind of profit are we looking at 
here? 

If you were to grow, say, 100 acres of trees, what kind of invest- 
ment do you have in 100 acres of trees and realization of a profit? 

Mr. Stinson. Well, an acre of trees in the State of Washington 
at maturity have a value, varies, but I will give you a spread, 
$5,000 to $8,000. 

Mr. Christensen. OK. 

Mr. Stuckey. That wouldn’t apply to Georgia. I wish it would. 

Mr. Stinson. But they grow a little faster in Georgia. But I 
^ess I think a bigger thing is most of the people who work the 
land, it is a love of the land that comes first. And growing the trees 
is very important because it is your livelihood. But if they didn’t 
love the land and really have an interest there, you know, it prob- 
ably wouldn’t come together. 

Mr. Stuckey. And the price does fluctuate. Timber prices now 
are attractive, particularly in the South. We have had a lot of — a 
lot of rain. 

And I hate to say this, because it is someone else’s misfortune, 
but the price has gone up also because of the spotted owl in the 
Western States where they couldn’t — where the demand is there 
but they couldn’t go in and cut the timber. So they have had to fall 
back on some Southern timber. 

Mr. Christensen. OK. 

Mr. Shaw. Just to add a little bit more, the anticipated return 
in the Southeast would be maybe 6 to 8 percent real rate of return, 
if you are in it for the entire rotation. But you have many, many 
obstacles. And the illiquidity of it, as was mentioned earlier. 

If you invest $250 an acre in planting trees in the Southeast, you 
immediately have a $100 asset, because that is the market reac- 
tion. 

So you have got a highly illiquid investment there for 6, 8, 10 
years. That contributes a lot to the risk as well as the points men- 
tioned in my testimony. Being from the Hurricane Hugo area, I can 
attest to the other risks involved there. 

Mr. Stuckey. I mentioned in my testimony, why put your money 
in land when you can get a long-term bond without the risk? And 
you are speaking of 6 to 8 percent, and there are some that would 
say that that is optimistic. 
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I do get some other value out of it, I enjoy the land, I enjoy the 
hunting, and that can be very enjoyable. But that kind of risk for 
a 6 to 8 percent return, I could put it in a bond, in a particular 
tax-free bond, and sit back and enjoy it. 

Plus, I don’t run the risk of somebody finding a red cockaded 
woodpecker on there, and then all of a sudden the investment 
being worth zero; or someone to come in and say, hey, this is wet- 
lands, you can’t come in and harvest your trees. 

Mr. Christensen. I want to thank the panel. I really appreciate 
your testimony, especially Mr. Stinson for coming all the way from 
Washington State. 

Thank you, Mr. Chairman. 

Mr. Collins. Thank you, Mr. Christensen. 

There are very few acres of land that you can buy in Georma, 
though, for $250 an acre, even though they are setout pines. Is that 
not true? 

Mr. Shaw. Well, my analysis was not including the land value. 
That was what you would invest in site preparation and planting 
the trees. 

Mr. Stuckey. You can buy some 250-acre land now. 

Mr. Shaw. Yes, you can. 

Mr. Collins. In certain parts of the State. 

Mr. Stuckey. Sure. 

Mr. Collins. But is it not true there are really three harvesting 
periods you are looking at in tree farming, that is, the pulp wood, 
and then when it gets to be what you call chip and saw, and then 
on into plywood material or bigger saw timber? 

Mr. Shaw. Correct. 

Mr. Collins. 'That is where you get your spread from a 15-year 
investment on up until a 40-, 50-, 60-year investment. 

There has been a lot of talk about the fact that tax cuts could 
result in increased deficits. For the record, we want it to be known 
that the budget reconciliation that will be coming through very 
shortly, or very soon, will set the parameters that we will have the 
opportunity to meet for the tax reductions. 

Those cuts are going to be there and those deficits are going to 
be covered. But is it not further true that a lack of incentive in this 
area, in this industry, will have a continued loss of timberland 
which will result in higher costs of building materials, which then 
will result in higher costs of housing? Is that not a fair statement 
to make? 

Any of you. 

Mr. Siegel. Sir, I think it is. I don’t think there is any doubt 
that that is true, because of the set-asides on the public lands, the 
lowering of the timber cutting on public lands, and therefore that 
puts a lot more pressure for timber, for timber supplies, on private 
lands. 

As we have heard, many of our private owners, particularly the 
nonindustrial private owners are not reinvesting after they are 
harvesting. So definitely if the supply shrinks and we are still 
going to have a housing demand, that definitely will result in high- 
er prices for housing, .^d I don’t think there are that many econo- 
mists that disagree with that. 
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Mr. Collins. Then tax incentives could keep us a mix of the pri- 
vate landowner, the commercial landowner and the public land. 

We thank each of vou for being here. We appreciate your testi- 
mony. It is very helpml to us. 

And the committee will stand adjourned until 10 a.m. tomorrow. 

Thank you. 

[Whereupon, at 3:47 p.m., the hearing was adjourned, to recon- 
vene at 10 a.m., Tuesday, January 31, 1995.] 



TAX PROVISIONS IN THE CONTRACT WITH 
AMERICA DESIGNED TO ENCOURAGE 
SAVINGS AND INVESTMENT 


THURSDAY, JANUARY 26, 1995 

House of Representatives, 
Committee on Ways and Means, 

Washington, D.C. 

The committee met, pursuant to call, at 10 a.m., in room 1100, 
Longworth House Office Building, Hon. Bill Archer (chairman of 
the committee) presiding. 

Chairman Archer. If our guests will take seats, we can com- 
mence today’s hearing. Today we continue our hearings on the sav- 
ings and investment features of the Contract With America. Our 
focus today will be on the depreciation proposals and on the impact 
of the Contract on real estate. 

The neutral cost recovery proposal in the Contract is intended to 
address an important issue for business — appropriate depreciation 
for business property for the creation of jobs. Economists have 
pointed out that the depreciation rules under the U.S. tax system 
do not allow businesses to recover fully their costs and place our 
companies at a competitive disadvantage when compared to compa- 
nies operating in other countries. 

The neutral cost recovery proposal has been put forth as one so- 
lution to the problem. I expect that we will hear from witnesses 
today who will have other possible alternatives. We welcome that 
input. 

The Contract With America will also increase the immediate de- 
ductibility of capital items for small businesses, increasing that de- 
ductibility from $17,500 to $25,000 per year. This is both a sim- 
plification and an additional incentive for small businesses. If it 
were possible under our budgetary constraints, I would like to in- 
crease that amount for expensing even more. 

Before moving to our first witnesses, I would like to recognize 
Mr. Cardin to make an opening statement on behalf of the minor- 
ity, and as usual any additional opening statements by members 
of the committee can be put in the record in writing. After Mr. 
Cardin, we will proceed with our witnesses. 

Mr. Cardin. 

Mr. Cardin. Thank you, Mr. Chairman. Mr. Chairman, on my 
ride in from Baltimore this morning, I was listening to the news 
and listening to the account of congressional debate yesterday on 
the floor, and was listening to Henry Hyde talk about the impor- 
tance of balancing the Federal budget. He reinforced the thought 
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that I think all of us share, that the most important thing that we 
can do in order to increase investment in this Nation is to reduce 
the size of the Federal deficit. 

Mr. Chairman, I applaud you for holding these hearings on pro- 
visions in the Tax Code in order to encourage additional private 
sector investment in this Nation. Democrats agree that our Nation 
la^ far behind the industrial nations of the world in our savings 
ratios and that changes in our Tax Code can help us increase the 
amount of savings in this Nation, but let me underscore that the 
most important thing that we can do in order to help investment 
and savings is to reduce the size of the Federal deficit. 

That is why many of us are concerned about how we are going 
to pay the $720 billion the Treasury has estimated to be the cost 
of the provisions in the Contract as they relate to the Tax Code. 
We should know how we are going to pay for these tax cuts before 
this committee moves forwarcf in recommending these proposals to 
the full House. 

The specific proposals that are before us concern tax changes for 
investment and savings, many of which enjoy bipartisan support. 
The 1993 tax bill included targeted capital gains relief, and the 50- 
percent exclusion, and indexing of capital gains enjoy support by 
both Democrats and Republicans, although I must point out, as a 
result of the hearings that have already taken place in this com- 
mittee, there are certainly questions as to the complexity and the 
potential for shelters that I think this committee needs to deal with 
before reporting out such legislation. 

I might also point out that the IRAs, individual retirement ac- 
counts, have had broad support by both Democrats and Repub- 
licans. President Clinton has included provisions concerning IRAs 
in his recommendations as well as in the Contract. Democrats and 
Republicans have traditionally supported those proposals. 

But today’s hearing is concerned with depreciation and the rec- 
ommendation on the neutral cost recovery system. Perhaps this 
proposal has some merit in theory, but I don’t believe it will work, 
and I am very interested in listening to the witnesses today explain 
how this proposal will increase investment and savings in our 
country and how we are going to pay the $120 billion price tag that 
the Treasury has estimated that costs the Treasury revenue out- 
side of the budget window during the second 5 years of this pro- 
posal, and why taxpayers will choose to give up current savings on 
depreciation knowing the radical change that this makes in the 
Tax Code and the unlikelihood that Congress could allow such a 
provision to remain in place during the entire 10 years that Treas- 
ury has made its estimates. 

I would also like the witnesses to address on this proposal why 
we should encourage the creation of tax shelters or how we could 
avoid tax shelters from being created. Examples have been given 
to us as to how individuals and companies would make decisions 
based upon the Tax Code rather than economic considerations be- 
cause the indexing of the asset, but not of the interest cost, will 
allow tax shelters once again to be developed as a result of the Tax 
Code. 

So, Mr. Chairman, I would hope that the witnesses in dealing 
with this proposal will explain first how we are going to pay for it. 
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and, second, why we should reinstate tax shelters in the code and 
how we can deal with the complexity issues that have been raised 
by other witnesses. 

Thank you, Mr. Chairman. 

[The opening statements follow:] 
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OPENING STATEMENT OF HON. BENJAMIN L. CARDIN 
A REPRESENTATIVE IN CONGRESS FROM THE STATE OF MARYLAND 


Thank you, Mr. Chairman. Today's hearing gives the 
committee an opportunity to address one of the most pressing 
economic problems facing our country — the lack of adequate 
savings, and the resulting lack of capital for investment. 

Among the major industrialized countries of the world, the 
U.S. savings rate lags far behind every country except the United 
Kingdom. The tax code is not the principal reason for our low 
savings rate, but we can encourage savings through the tax code, 
and we should do it. 

The tax issues we will consider in this hearing include 
three major savings and investment proposals. First, we would 
offer individual and corporate taxpayers a 50% exclusion on 
capital gains, and would index capital gains for inflation 
occurring after December 31, 1994. 

Democrats have long supported incentives through the tax 
code to encourage savings and investment. The 1993 tax bill 
included a targeted capital gains break for long-term investments 
in small businesses. That provision offered capital gains relief 
to small companies that have the toughest time raising needed 
capital . 

The fifty percent capital gains exclusion now before our 
committee is much broader. The fifty percent exclusion will 
"unlock" assets and encourage new investment in our economy. By 
reducing the tax burden on investment returns, the exclusion will 
encourage taxpayers to shift assets from consumption to 
investment. 

The proposal to index capital gains has a basic appeal. We 
already index many provisions of the tax code, so that tax is 
based on real rather than nominal, inflation-boosted income. 
Indexing capital gains will eventually take inflation out of the 
tax calculation. 

But indexing raises some serious problems. It introduces a 
great level of complexity to the code. Taxpayers will be 
required to calculate the inflation impact on each individual 
asset, including, for example, the family car, greatly increasing 
individual record-keeping requirements. 

Another potential problem with indexing is that if we index 
capital gains without indexing liabilities, we create the 
potential for tax shelter activity. I hope today's witnesses 
will address the shelter question, and particularly offer 
suggestions on how we might limit deductibility of debt financing 
connected to capital assets. 

In addition to the capital gains proposals, we also have 
before us a plan to expand eligibility for Individual Retirement 
Accounts. President Clinton and the Republican Contract both 
have recognized the potential of IRAs to generate new savings. 



393 


and, just as important, long-term savings. The long bipartisan 
history of support for IRAs on this committee is continued in 
these hearings. 

Mr. Chairman, while I believe the capital gains and IRA 
proposals have merit and deserve support, I cannot say the same 
for the third leg of the contract's savings and investment 
package. The so-called "neutral cost recovery system" is a 
potentially disastrous idea masquerading as a simple, fair 
investment incentive. 

NCRS, or "nickers", as it is known, aims to help solve a 
real problem for American business. But it is plainly the wrong 
answer to the right question. The question is, "What can we do 
to make the depreciation rules more simple and more favorable to 
investment?" The answer provided by NCRS is to add complexity, 
make depreciation a multiple choice game, raise the prospect of 
tax shelter activities, and try to hide billion in lost 

revenues by pushing it outside the budget window. 

The sensible alternative to "nickers" is to clean up the AMT 
treatment of depreciation. We can solve real problems facing 
real taxpayers without blowing a huge hole in the deficit. I 
will shortly introduce legislation to apply regular tax recovery 
periods to AMT depreciation. AMT relief makes a lot more sense 
than an untested, theoretical plan that needs a lot more work. 

The final point I want to make is that the point of all 
these provisions is to increase savings. As we all know, the 
greatest single drag on savings in this country is the federal 
budget deficit. Each of the savings incentives l have mentioned 
will, by itself, lower revenues and increase the deficit. 

The Treasury Department has calculated the total revenue 
loss under the tax provisions of the Contract at well in excess 
of $700 billion over ten years. In fact, it is troubling that 
several of the provisions of the contract are clearly structured 
to push revenue losses outside the scorekeeping window. 

I hope today's witnesses will include in their comments 
suggestions on how we should offset the revenue losses that these 
proposals will generate. And I hope that all my colleagues on 
this committee will join in insisting that full offsets be 
identified before we move to final approval of the tax cuts. 



STATEMENT OF REPRESENTATIVE JIM RAMSTAD 
WAYS AND MEANS COMMITTEE 
HEARING ON CONTRACT WITH AMERICA 
January 26, 1994 


Mr. Chairman, it is a pleasure to have such a distinguished panel of witnesses with us today 
to discuss neutral cost recovery. 1 have been extremely impressed with the excellent, real- 
world witnesses we have had before us to discuss each of the Contract provisions. 

Currently, the tax code does not allow businesses to fully recover the cost of investments in 
depreciable business proptny. TTie Contract proposal would increase the depreciation 
deduction to account for inflation and the time viue of money. It would also increase the 
amount of property that a small business can "expense." 

These measures are essential to encouraging the type of investment our nation needs to 
maintain long-term economic growth. It is truly indefensible that the existing tax code - 
with its depreciation schedule that does not allow taxpayers to write off the full cost of their 
investments — discourages businesses from reinvesting earnings. 

Mr. Chairman, while this seemingly esoteric portion of the Contract gets little attention, it is 
absolutely critical that we enact it and allow American businesses to continue to grow. 

I thank you all very much for being here today and look forward to your testimony. 
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Chairman Archer. Our first witness this morning is the archi- 
tect of the neutral cost recovery provision as proposed in the Con- 
tract With America. We are pleased to have our colleague, Hon. 
Nick Smith of Michigan before the committee. 

As you probably are aware, under the rules of this committee 
and I think most other committees, we ask you to keep your verbal 
presentation to 5 minutes or less, and you may submit your entire 
written statement to be printed in the record without objection. 

Nick, we are glad to have you with us, and you may proceed. 

STATEMENT OF HON. NICK SMITH, A REPRESENTATIVE IN 
CONGRESS FROM THE STATE OF MICHIGAN 

Mr. Smith of Michigan. Mr. Chairman, members of the commit- 
tee, thank you very much. With your permission, I will submit for 
the record my written testimony and respond more specifically to 
the three concerns that were raised. Also I would like to insert in 
the record the answer to the question on cost, if that is appro- 
priate, on neutral cost recovery. 

Chairman Archer. Without objection, so ordered. 

Mr. Smith of Michigan. Mr. Chairman, I would like to include 
one other item for the record, and I will talk about it, a chart show- 
ing why neutral cost recovery is not a tax shelter, that reviews old 
ADR, ACRS, GDS, and the proposed system of neutral cost recov- 
ery showing specifically that those tax writeoffs under neutral cost 
recovery are less than any of the previous formations that we put 
in our Tax Code. 

Chairman Archer. Without objection. 

Mr. Smith of Michigan. Let me just give some background and 
my specific interest. I come from a State, the only State in the Na- 
tion that has a total expensing for all business property. So in 
Michigan we have a value-added tax that allows a full writeoff in 
the first year for the purchase of all machinery, equipment and fa- 
cilities. 

It has been suggested to me that I should sort of not just in- 
crease the expensing to $25,000, but if we could increase that 
expensing allowance to $250,000 and then have less neutral cost 
recovery, it would be even a greater advantage to us. 

In this country we are facing a situation where our savings are 
less than most of the other countries of the world, where our in- 
vestment in machinery and equipment are less than most other in- 
dustrialized countries, and ultimately and not surprisingly the rate 
of increase in our productivity is also next to the bottom of the 
G“7 countries. 

We are seeing coimtries, the Asian tigers, Singapore, Hong Kong, 
South Korea, and Taiwan, as well as the other industrialized coun- 
tries, are doing whatever they can to attract capital investment. 
Economists agree that the countries that are able to attract capital 
investment are the ones that are going to expand their economies 
the most. 

That is what we are not doing in this country. We saw the Wall 
Street Journal this morning which said wages are going down. Our 
standard of living in this country is going down. The question we 
must ask ourselves is, what can we do in Federal policy to start 
turning that around. 
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Right now, ladies and gentlemen of this committee, we penalize 
businesses that decide they want to invest in the machinery, equip- 
ment and facilities that are going to increase their prodfuctivity. 
Does it increase productivity? Being a farmer from Michigan, my 
analysis would be that if you put a better tool in the hands of the 
American worker, that worker is going to be able to increase his 
efficiency, ultimately his productivity, and in the final analysis our 
competitive position in a very tough world market. 

The world market is getting tougher, we have to build the kind 
of items that people want to nuy at a competitive price. The way 
to do that is to have the kind of tools and equipment necessary. 

I introduced this bill last year with about 100 bipartisan cospon- 
sors. This year it has been reintroduced as H.R. 199 and it is part 
of the Contract With America. It is the only specific job growth pro- 
posal in our Contract With America. 

I hope the committee will seriously look at it. The Treasury testi- 
fied the other day that it was going to cost something like $122 bil- 
lion, an average of $11 billion a year for the next 10 years. Dy- 
namic analysis says to the contrary, it is going to bring in much 
more revenue than that. 

I would suggest, and some of the expert witnesses that are fol- 
lowing me will verify this statistically, that even if the economy 
grows just a very small fraction of what the dynamic model esti- 
mates, we will compensate for even the static estimate of costs of 
this specific proposal. 

The other day in Budget Committee, I asked Alan Greenspan, 
Chairman of the Federal Reserve, what we should do when the 
static cost of a proposal is significant. His answer was essentially 
that good policy is good policy, and Congress can’t decide what is 
good for America based simply on a static cost estimate that isn’t 
going to be exact. Mr. Chairman, I appreciate the opportunity to 
testify, and I would be glad to answer any questions. 

Thank you very much. 

[The prepared statement and attachment follow:] 
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NICK SMITH, MEMBER OF CONGRESS 
Testimony on Neutral Cost Recovery 
before the House Ways and Means Committee 
January 26, 1995 


MR. CHAIRMAN.. .MEMBERS OF THE WAYS AND MEANS COMMITTEE, NEUTRAL COST 
RECOVERY IS THE ONLY SPECIHC JOB GROWTH INCENTIVE IN THE CONTRACT WITH 
AMERICA. CAPITAL GAINS TAX RELIEF WOULD HELP BUSINESSES WHEN THEY SELL 
MACHINERY, EQUIPMENT AND FACIUTIES. NEUTRAL COST RECOVERY IS AN INCENTIVE TO 
MAKE THESE CAPITAL PURCHASES IN THE FIRST PLACE. LIKE CAPITAL GAINS INDEXATION, 
NEUTRAL COST RECOVERY INDEXES DEPRECIATION SCHEDULES FOR INFLATION. UNDER 
OUR TAX CODE, BUSINESSES HAVE TO WAIT 5, 10, IS, OR EVEN 20 YEARS BEFORE DEDUCTING 
THE PURCHASE PRICE, WHILE INFLATION ERODES THE VALUE OF THE DEDUCTION. 

THE U.S. TRAILS ITS INTERNATIONAL COMPETITORS IN PRODUCTIVITY GROWTH. 
NEUTRAL COST RECOVERY ADDRESSES THIS BY PUTTING MORE EFFICIENT EQUIPMENT AND 
MACHINERY IN THE HANDS OF OUR WORKERS. THIS IMPROVES PRODUCTIVITY AND 
ULTIMATELY CREATES JOBS AND INCREASES WAGES FOR AMERICAN WORKERS. SIMPLY PUT, 
A PERSON WITH BETTER TOOLS PRODUCES MORE EFFICIENTLY AND EARNS MORE MONEY. 

WE CAN PUT MORE AND B ET T ER TOOLS IN THE HANDS OF OUR WORKERS BY ESTABLISHING A 
FAIR TAX POUCY, ONE THAT TAXES THE REAL RETURN ON CAPITAL BY NEUTRALIZING THE 
LOSS FROM INFLATION AND THE TIME VALUE OF MONEY. 

TO ENCOURAGE BUSINESSES TO INVEST IN MACHINERY AND EQUIPMENT, WE NEED TO 
ALLOW THEM TO DEDUCT THE COSTS OF THESE PURCHASES AS BUSINESS EXPENSES IN THE 
YEAR OF PURCHASE OR AN EQUIVALENT VALUE AS DEPRECMTION IN LATER YEARS. IN THE 
SERVICE INDUSTRY SECTOR. WE ALLOW NEARLY Ali PURCHASES TO BE EXPENSED. IN 
MANUFACTURING AND PRODUCTION INDUSTRIES THAT MOST NEED THE NEW EQUIPMENT 
AND FACIUTIES TO COMPETE IN THE WORLD MARKET, WE DENY THE FULL DEDUCTION. 

MR. CHAIRMAN...MEMBERS OF THE COMMITTEE, AS YOU KNOW, THE MARKET FOR 
CAPITAL IS AN INTERNATIONAL ONE. IN OUR POST COLD WAR ECONOMY, OTHER 
COUNTRIES ARE DOING EVERYTHING THEY CAN TO ATTRACT CAPITAL INVESTMENT, AND 
MANY ARE SUCCEEDING. LOOK AT THE GROWTH OF THE NEWLY INDUSTRIAUZED 
COUNTRIES OF SOUTHEASTERN ASIA: SOUTH KOREA, HONG KONG, TAIWAN. AND 
SINGAPORE. IN CHINA AS WELL. THE GROWTH RATE HAS BEEN REMARKABLE. CLEARLY, 

THE U.S. NO LONGER HAS A MONOPOLY ATTRACTING CAPITAL INVESTMENT. IN FACT. OVER 
THE LAST 20 YEARS, THE UNITED STATES HAS TRAILED MOST OF OUR INDUSTRIALIZED 
COMPETITORS IN CAPITAL INVESTMENT PER WORKER, IN PART BECAUSE OTHER COUNTRIES 
HAVE MORE FAVORABLE TAX POUCES. A STUDY DONE BY THE AMERICAN COUNCIL ON 
CAPITAL FORMATION, FOUND THAT U.S, CORPORATE TAX DEPRECIATION RULES PUT US AT A 
STRONG DISADVANTAGE WITH OUR COMPETITORS. OBVIOUSLY, COUNTRIES WITH TAX LAWS 
THAT ENCOURAGE INVESTMENT GIVE THEMSELVES AN ADVANTAGE IN ATTRACTING 
CAPITAL. 

WE CAN ATTRACT MORE CAPITAL INVESTMENT. INCREASE PRODUCTIVITY, AND 
EXPAND JOB OPPORTUNITIES SIMPLY BY BEING FAIR TO BUSINESSES WfflCH MAKE LONG- 
TERM INVESTMENTS. NEUTRAL COST RECOVERY. WHICH I SPONSORED IN THE LAST 
CONGRESS AS H.R. 539 WITH 91 BIPARTISAN COSPONSORS, WAS REINTRODUCED ON THE FIRST 
DAY OF THIS SESSION AS H.R. 199. THIS PROPOSAL HAS BEEN ENDORSED BY LEADING 
BUSINESS ORGANIZATIONS: THE U.S. CHAMBER OF COMMERCE, THE NATIONAL FEDERATION 
OF INDEPENDENT BUSINESS, AND THE NATIONAL BUSINESS OWNERS ASSOCIATION. THESE 
GROUPS UNDERSTAND THAT OUR CURRENT TAX TREATMENT FOR EQUIPMENT, MACHINERY, 
AND FACIUTIES IS NOT FAIR AND PUTS OUR BUSINESSES AT A COMPETITIVE DISADVANTAGE 
WITH OTHER COUNTRIES. MOST ECONOMISTS AGREE THAT ENCOURAGING CAPITAL 
INVESTMENT IS KEY TO ECONOMIC AND JOB EXPANSION. 

WE DISCOURAGE CAPITAL INVESTMENT IN THIS COUNTRY BECAUSE WE DON'T ALLOW 
THP.«!F PTlRrHA<;F.«; TO BF rON.STDFRPn A R[ISINF.«gi EXPKN.SE . TO GIVE A RELATIVELY SIMPLE 
EXAMPLE. LET'S SAY A BUSINESS BUYS A $10,000 MACHINE WITH AN EXPECTED LIFE OF TEN 
YEARS. THE BUSINESS CAN DEPRECIATE IT OVER TEN YEARS AT $1,000 PER YEAR UNDER 
OUR CURRENT TAX LAWS. ASSUMING JUST 3% INFLA'nON, THE ANNUAL DEDUCTION IS 
WORTH ONLY $766 BY THE TENTH YEAR, INSTEAD OF THE ORIGINAL $1,000. 
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UNDER THIS NEUTRAL COST RECOVERY BILL, BUSINESSES WOULD BE ALLOWED TO 
"EXPENSE" OR "DEDUCT" THE FIRST $2S.000 OF CAPITAL INVESTMENT IN THE YEAR OF 
PURCHASE AND INDEX OTHER DEPRECIATION FOR INFLATION. NEUTRAL COST RECOVERY 
WOULD BE AN OPTIONAL DEPRECIATION METHOD. SO BUSINESSES COULD STILL CHOOSE TO 
USE EXISTING FORMS OF DEPRECIATION IF THEY WANTED THE LARGER UP-FRONT 
DEDUCTION. I WOULD LIKE TO MENTION THAT THE CURRENT 200* DECLINING BALANCE 
AND THE 150% ARE ARBITRARY METHODS OF DEPRECIATION. THIS, ALONG WITH THE 
ARBITRARY YEARS OF LIFE ASSIGNED BY THE DEPARTMENT OF TREASURY, RESULT IN 
SIGNIFICANT TAX ADVANTAGES TO CERTAIN BUSINESSES. 

NEUTRAL COST RECOVERY IS NOT ARBITRARY AND ALLOWS ALL BUSINESSES TO 
DEDUCT THE FULL PRESENT VALUE OF THE PURCHASE REGARDLESS OF THE YEARS OF LIFE. 
THIS LEGISLATION WOULD USE THE GROSS DOMESTIC PRODUCT DEFLATOR, COMPUTED BY 
THE COMMERCE DEPARTMENT, TO DETERMINE THE INFLATION INDEX. THOSE BUSINESS 
PURCHASES NOW EUGIBLE FOR 200* DECUNING BALANCE WOULD BE EUGIBLE TO CHOOSE 
NEUTRAL COST RECOVERY AT 150* DECUNING BALANCE AND WOULD HAVE THE INDEX 
INCREASED BY A FACTOR OF 1 .035 TO REFLECT THE TIME VALUE OF MONEY. 

NEUTRAL COST RECOVERY WOULD REDUCE THE COST OF MACHINERY AND 
FACHJTIES, INCREASING ECONOMIC ACTIVITY BY AN ESTIMATED $3.5 TRILUON BY THE YEAR 
2000 ACCORDING TO AN INDEPENDENT STUDY BY GARY AND ALDONA ROBBINS. GARY 
ROBBINS IS A FORMER REVENUE ESTIMATOR FOR THE DEPARTMENT OF TREASURY. EACH 
MEMBER OF THE COMMITTEE HAS BEEN PROVIDED WITH A COPY OF THIS STUDY. I WOULD 
REFER MEMBERS OF THE COMMITTEE TO THE CHARTS ON PAGES SEVEN AND TEN OF THE 
STUDY WHICH SHOW THAT FULL NEUTRAL COST RECOVERY WOULD CREATE AN ESTIMATED 
2.7 MILUON NEW JOBS AND INCREASE ANNUAL TAKE HOME PAY BY AROUND $3,300 OVER 
THE NEXT FIVE YEARS. NEUTRAL COST RECOVERY RESULTS IN EXPANDED BUSINESS AND 
JOBS BECAUSE IT REDUCES THE COST OF MACHINERY. EQUIPMENT, AND FACIUTIES BY AN 
ESTIMATED 16*. 

ON JANUARY lOTH, A REPRESENTATIVE FROM THE ADMINISTRATION SUGGESTED 
THAT NEUTRAL COST RECOVERY WOULD LEAD TO A REVENUE LOSS AVERAGING 
$11 BILUON PER YEAR OVER THE NEXT 1 1 YEARS. THIS ESTIMATE WAS MADE USING A 
STATIC MODEL. UNDER THE DYNAMIC MODEL USED BY GARY ROBBINS, NEUTRAL COST 
RECOVERY WOULD INCREASE REVENUES BY APPROXIMATELY 119 BILUON DOLLARS OVER 
THE NEXT FIVE YEARS. WHILE WE HAVE DECIDED TO CONTINUE THE USE OF STATIC 
SCORING FOR BUDGET PURPOSES, I WOULD SUGGEST THAT ECONOMISTS AGREE THAT 
LOWERING THE COST OF MACHINERY, EQUIPMENT. AND FACIUTIES BY INDEXING 
DEPRECIATION FOR INFLATION WILL EXPAND THE ECONOMY AND JOBS. IF THERE IS ONLY 
TEN PERCENT OF THE ECONOMIC EXPANSION THAT THE DYNAMIC MODEL PREDICTS, 
REVENUES COMING INTO THE FEDERAL GOVERNMENT WILL MORE THAN OFFSET THE $120 
BILUON COST PREDICTED BY TREASURY. 

I'D LIKE TO FINISH BY MENTIONING FEDERAL RESERVE BOARD CHAIRMAN ALAN 
GREENSPAN’S TESTIMONY BEFORE OUR HOUSE BUDGET COMMITTEE TWO WEEKS AGO. HE 
REMINDED US THAT GOOD POUCY IS GOOD POLICY. I WOULD LIKE TO SUBMIT PART OF HIS 
STATEMENT FOR THE RECORD. HE SAID THAT IT IS "PROBABLY WISE TO GO FORWARD WITH 
THOSE (IMPORTANT) POUCIES (THAT HAVE GREAT POTENTIAL) AND TAKE THE SCORING 
HITS..." 


LADIES AND GENTLEMEN OF THE COMMITTEE, AS A MEMBER OF THE BUDGET 
COMMITTEE, I’M 100* COMMITTED TO CUTTING THE DEFICIT, AND I BELIEVE THAT THIS 
PROPOSAL WILL HELP. NOT HINDER THAT EFFORT. THIS PROPOSAL WILL BRING IN REVENUE, 
BOTH IN THE SHORT RUN AND IN THE LONG RUN. EVEN UNDER THE STATTC MODEL, IT WILL 
BRING IN ADDITIONAL REVENUE OVER THE FIRST SDC YEARS. THERE IS NO QUESTION IN MY 
MIND THAT BY TIME WE REACH THE SEVENTH YEAR, INCREASED ECONOMIC ACTIVITY WILL 
HAVE KICKED IN AND PRODUCED MORE THAN ENOUGH NEW REVENUE TO COVER ANY 
LOSSES. 

MR. CHAIRMAN.. .MEMBERS OF THE COMMITTEE, I WOULD LIKE TO THANK YOU AND 
THE COMMITTEE FOR YOUR EFFORTS, AND WOULD BE HAPPY TO ANSWER ANY QUESTIONS. 
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Neutral Cost Recovery: Investing for Growth, 
Not Planning for Taxes 


Problems 
with Tax 
Depreciation 


Figure 1 
Investment in 
Longer-Lived Assets 
and Tax Oepreeiation 
Schedules 


Tax depreciation specifies how much of the original cost of an asset a business 
can deduct from income in a particular year. (See the Appendix for a discussion of 
the current depreciation rules.) There are four major ways in which the current tax 
depreciation system can adversely affect the mix of assets and the level of the U.S. 
stock of capital. 

1. Inherent time bias 

Current depreciation schedules are biased against longer-lived assets because 
future deductions are worth less than current deductions. An investor faced with a 
choice between a $1 deduction today versus $1 tomorrow would always choose 
today. At the very least, $1 taken today could be put in the bank and earn interest. 
Moreover, the erosion in value gels worse the longer the deduction is delayed. 

In response to this bias, the mix of U.S. capital has moved toward shorter-lived 
assets. During the 1950s and early 1960s, structures composed roughly 40 to 50 
percent of fixed nonresidential investment. Today, however, structures make up 
only 28 percent [See Figure I). While some of this decline may be due to 
technological and other reasons, part of it is tied to the tax depreciation system. 



2. Tax life errors 

Economic depreciation is the rate at which an asset wears out or becomes 
obsolete. Recovery of economic depreciation is the largest single cost of most assets. 
Tax depreciation, on the other hand, is an artificial construct which specifies in law 
the rate at which the original cost of an asset can be deducted from income for tax 
purposes. Because economic depreciation de]>ends on market conditions and 
technology, it can never coincide with tax depreciation. Inevitable errors made in 
determining the appropriate tax lives of assets lead to an inefficient mix of capital 
and become permanent impediments to growth. 


Neutral Cost Recovery 
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3. Political influence 

Tax lives and depreciation schedules are deternnined through the political 
process. Government tax analysts usually set ‘■appropriate" tax lives and the 
Congress generally sets depreciation schedules. The potential for political influence 
opens the system to abuse. 

4. Inflation 

Depreciation deductions are not indexed for inflation. This shortcoming 
magnifies the bias generated by the other three problems. 

Table 1 shows how these problems reduce the value of depreciation deductions. In 
a world with no inflation, failure to adjust for the normal rate of return reduces the 
value of depreciation deductions by 5.9 percent for a 5-year asset, by 8.4 percent for a 
7-year asset and by 44.9 percent for a 39-year asset. To overcome this loss in value, 
longer-lived assets must earn a considerably higher return over their lifetimes. This 
higher return is equal to the loss in depreciation value times the tax rate. For example, 
assuming a tax rate of 33 percent, a 39-year asset would have to earn 13 percent more 
than a 5-year asset simply due to the lower value of depreciation deductions. 

Higher inflation magnifies the loss in value. At a 10 percent inflation rate, the 
total loss in depreciation deductions ranges from 19.4 percent for a 5-year asset to 
80.3 percent for a 39-year asset. 


Inflation i 

5* Year Lite 

]_ 7-Year LHe 

39-Year Life 
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An alternative is to move toward a cost recovery system which assures that all 
types of capital are treated in exactly the same manner. Expensing has long been an 
academic model for the perfectly neutral lax system. Expensing allows the business 
to deduct theentirecost of a new investment immediately. Undercurrent law, small 
businesses can expense only $17,500 in capital acquisition costs in any year. 

Transition problems, however, have always been the basis for rejecting this 
approach. First, expensing would result in an immediate lax write-off of all 
investment, completely wiping out most business taxes. The revenue loss would be 
prohibitive with today's budget deficits. Furthermore, some businesses would not 
have enough taxable income to use the expanded depreciation deductions, as happened 
in 1982 when the Accelerated Cost Recovery System (ACRS) was put into place. 


Neutral Cost 
Recovery as a 
Solution 


Representative Nick Smith (R-MI) has introduced "The Investment Tax 
Incentive Act"(H.R. 539). The bill would reduce the taxation of capital by reforming 
the cost recovery system for depreciable assets. Reduced (axes on capital would 
lower the cost of capital, promote capital formation and spur job creation and 
economic growth. 


H.R. 539, The 
Investment 
Tax Incentive 
Act 
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Provisions 
ofH.R. 539 


The practical 
impact of neutral 
cost recovery is to 
provide owners of 
capital with the 
equivalent of a 
$100 billion tax 
incentive to invest 
with no short-term 
revenue loss. 


H.R. 539 would make federal tax depredation write-offs for equipment and 
structures neutral with respect to inflation and the time value of money. The specific 
neutral cost recovery provisions of H.R. 539 are as follows: 

• Allow businesses to index depreciation for investments in plant and equipment 
based on the GDP deflator and an annual rate of return of 3.5 percent. 

• Limit the method of depreciation to 150 percent declining balance for indexed 
investments. 

• Provide businesses with the option to continue using current law instead of 
indexing. 

• Effective for investments made after December 31, 1994. 

• Eliminate the requirement that taxable income under the Alternative Minimum 
Tax (AMT) be further increased by an amount equal to 75 percent of the difference 
between 150 percent declining balance and straight-line depreciation. 

Although the complicated adjustment under the adjusted current earnings 
(ACE) provision was repealed in 1993, the bill allows businesses to deduct 
previously , denied allowances on a prorated basis over the next five years. 

Neutral Cost Recovery offers a benefit equivalent to expensing to business without 
the undesirable side effects. Although based on the current schedules of tax lives, it 
would make two adjustments that would remove all four problems with the present 
system. (See the Appendix for the proposed schedules.) First, allowable deductions 
would be indexed for inflation. On average, this adjustment would allow investors to 
maintain their principal at original values by augmenting write-offs to reflect the 
higher replacement cost of the same investment solely due to inflation. 

The second adjustment would allow an investor to recover a normal 3.5 percent 
rate of return on invested principal. Adjusting for the time value of money puts the 
value of future deductions on an equal footing with current deductions. Making 
one arbitrary schedule the same as any other neutralizes the inherent bias among 
competing assets, errors in effective tax life measurement and political influence. 

A third adjustment assures that the revenue effects of the change will be positive 
in the near term. The new write-off pattern would be based on a slower method — 1 50 
percent declining balance versus airrcnt law's 200 percent decliiung balance — for 
most assets. 

Table 2 compares the depreciation deductions for a $50,000 machine under 
current law and under neutral cost recovery. Assuming a 5-year asset life and 3 
percent inflation, the present value of the $50,000 in depreciation deductions 
under current law is only $44,762. Under neutral cost recovery, the present value 
of the $57,820 in write-offs would equal the original cost of the machine. If the 
machine were incorrectly classified as a 7-year asset, the present value of 
depreciation deductions under current law would fall to $42,644. Such 
mjsdassification would not matter under neutral cost recovery, however, because 
the present value of the $61,643 in deductions would still be $50,000. 

The practical impact of neutral cost recovery is to provide owners of capital with 
the equivalent of a $100 billion tax incentive to invest with no short-term revenue loss. 
By stretching out the write-offe, future income and tax benefits would be in balance. It 
would effectively eliminate taxes on the "normal" return to capital. Business taxable 
income would not go to zero, however, because taxes would still apply to the returns 
from intangible assets such as patents, goodwill, trade names, market presence, and so 
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forth. Further, because the new depreciation system would be limited to new 
investments, it would not provide a windfall to existing capital. Taxes would continue 
to be collected on the return to existing assets as long as they remain in service. 
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Depreciation Write-Offs 
for a $50,000 Machine: 
Present Law vs. 
Neutral Cost Recovery 
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The economic and revenue effects of H.R. 539 were estimated using the Fiscal 
Associates general equilibrium model of the U.S. economy. Simulating the 
economic effects of the proposal is done in two stages. First, we used the economic 
assumptions contained in Clinton administration's February budget to produce a 
baseline forecast of future GDP, employment and investment. Next comes a dynamic 
simulation that forecasts how the economy would behave if H.R. 539 were adopted. 

Economic Effects of H.R. 539 

H.R. 539 would reduce the economy-wide marginal tax rate on capital by 
24 percent and lower the cost of capital by 16 percent [See Figure 2]. Tables 3 and 4 
show that by the year 2000; 

• Higher investment would increase capital formation in the U.S. by $8.9 trillion 
[See Figure 3|. 

• This larger slock of U.S. capital would lead to the creation of 2.7 million new 
jobs [See Figure 4]. 


Table 3 

Changes in the Economy 
H.R. 539, Neutral Cost 
Recovery 

’BaseHne lorocasi uses economic as- 
sumptions contained m Clinton atJmini- 
stranon's February budget, wtiicb 
assumes real GDP growttt ot 2.8%. 

2 7%. 2.8%. 2.8% and 2.5% for 1995 
Ifirougb 1999. respecnely. 

Table 4 

Changes In the Economy 
H.R. $39, Neutral Cost 
Recovery 

’Baseline forecast uses economic as- 
sumptions contained in Clinton admini- 
stration's February budget, wbich 
assumes real GDP growth ot28%. 

2 7%. 2.6%. 2 6% and 2.5% for 1995 
through 1999. respectively 

Figure 2 

Reduction In The Cost 01 
Capital & The Marginal 
Tax Rate On Capital 



Economic and 
Revenue 
Effects from 
H.R. 539 
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H.R. 539 would 
pick up $1. 1 billion 
in federal tax 
revenues between 
1995 and 2000. 


Tables 

Dynamic Revenue 
Changes 

H.R. 539. Neutral Cost 

Recovery 

(Sbil. nominal) 


Table 6 

Revenue Changes 
H.R. 539, Neutral Cost 
Recovery 
($bfl. nominal) 


Revenue Effects from H.R. 539 

Even on a static basis H.R. 539 would pick up revenue during the early years. 
This is because the switch from the double-declining method to 150-percent 
declining balance initially reduces depreciation deductions. Higher depreciation 
deductions in later years due to indexing adjustments start producing static 
revenue losses by the fifth year. 

By that time, however, added revenues from an additional two f>ercentage 
points to the long-term U.S. growth path would continue to greatly outweigh any 
static losses. As Tables 5 and 6 show: 

• Even ignoring economic growth effects, H.R. 539 would pick up $1.1 billion in 
federal tax revenues between 1995 and 2000. 

• In addition, higher economic growth would generate an extra $596.1 billion in 
federal payroll, corporate and personal income, and excise taxes 

• Asa result, federal revenue would grow by $597.2 billion over 1995 to 2000 
[See Figure 61- 

• Including higher state and local revenues from added growth means 
government at all levels would pick up $1 trillion in additional revenue 
between now and the end of the decade [See Figure 7]. 
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Income Tax 
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Federal 

Taxes 
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Total 

State artd 
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Total 
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1995 _ 
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0.4 

15.6 
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26.4 

15.9 

42.3 
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2*2 
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238 
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36.0 

89.4 
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41.7 
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1999 

74.2 

5.6 

53^ 
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103,0 

249.0 

2000 

663 

7.7 

62£ 

14.3 
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120.1 

291.0 

1995-2000 

293.1 

20.9 

L_S2_ 

49.0 

596.1 

415.0 

1.011,0 


Year 

Static Federal Tax 
Change 

Dynamic Federal Tax 
Chanoe 

Net 10 Federal 
Government 

Net to All 
Governments 

1995 

1.0 

26.4 

27.4 

43.5 

1 1996 

7.6 

53,3 

60.9 

98.9 

1997 

92 

842 

934 

154.5 

1998 

4.4 

115.2 

119.6 

201.8 

1999 

-56 

146.0 

140.4 

242.0 

2000 

-15.4 

170.9 

155.5 

271.8 

1 1995-2000 

1J 

596.1 

597,2 

1,012.5 
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H.R. 539 
Would 
Benefit 
Workers 


H.R. 539 would add 2.7 million jobs to the economy by the year 2000. 
Furthermore, the almost $9 trillion expansion in the stock of U.S. capital over the 
same period would raise the productivity and wages of existing workers. As Table 
7 shows, that would amount to an average $4,826 more per worker in annual pretax 
wages and $3,332 more in take-home pay by the year 2000 [See Figure 8]. 

Moreover, the gains by workers would be many times more than those received 
by investors. As Table 8 shows, 68 percent of the $l trillion addition to GDP in the 
year 2000 would translate into higher income for workers, government and 
investors. The bulk — 63 percent — would go to workers as higher lake-home pay 
[See Figure 9]. Federal, state and local governments would receive 39 percent of the 
increase in higher revenues. Investors would actually take a 2 percent loss due to 
changing asset values. They would be willing to take short-term losses because 
they expect to recoup and make profits in the future. 


Table 7 

Labor Market Effects 
H.R. 539, Neutral Cost 
Recovery 



Percentage 
Chartoe in Jobs 

Change ir> Jobs 

(ma.) 

Percentage 
Change in 
Afteitax Wage 
Rate 

Change in 
Aftertax Wage 
Rate (annual) 

1 

Change in Pretax 
Wage Rate I 

(annual) 1 

td95 

0.1% 

0.157 

1,4% 



$408 

$596 

1996 

0.5% 

0.539 

3.6% 

1,110 

1,618 

1 1997 

09% 

1.078 

5.6% 

1.816 

2^41 1 

1 1998 

1.4% 

1.676 

7,1% 

2.426 

3.521 1 

1999 

1.9% 

2252 

8.2% 

2.953 

L i285 j 

1 2000 

2.3% 

2.717 

8.8% 

3,332 

4.626 1 
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1995 

101.6 

34.8 ; 

668 

426 

43 5 

■19.4 

1996 

286 7 

97.6 

189.0 

1205 

989 

-30,3 

1997 

493.4 

166.6 

326.8 

207.9 

154.5 

■ -35.6 

1998 

687 4 

229 2 

458 3 

2900 

2018 

•33.6 

1999 

878.4 

289.8 

588 7 

370.8 

242.0 

•242 

2000 

1.0221 

332 0 

690.! 

4322 

271.8 

• -13.9 

1995-2000 

3.469 7 

1,150 0 

2,319 7 

1.464 l 

1,012 5 

-156 9 
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For policymakers interested in growing the economy and jobs, taking the tax 
bias out of investment decisions and raising new revenues. Neutral Cost Recovery 
is a winning combination. 


Classes of Recovery Property Under MACRS 

The Tax Reform Act of 1986 established the Modified Accelerated Cost 
Recovery System (MACRS) as the basis for depreciating tangible property for tax 
purposes. The property's "class life" is used in determining the recovery class to 
which MACRS property belongs. In some cases MACRS arbitrarily assigns certain 
assets to a specific recovery class regardless of its class life. Property placed in 
service after May 1993 falls into one of the following MACRS recovery classes; 

• 3-year property, 

• 5-year property, 

• 7-year property, 

• 10-year property, 

• 15-year property, 

• 20-year property, 

• 27.5'year residential rental property, 

• 39-year nonresidential real property, 

• and 50-year railroad grading or tunnel bore. 


Table 6 

Composition of Net 
Changes in Income Flows 
H.R. 539, Neutral Cost 
Recovery 
(Sbii. nominal) 

■Rep/acefnent ol cap^isl assets that 
have ivorn oul or become obsolete 

■ ’Can DC negative because it aoes not 
account lor changes m asset values, in- 
vestors may be willing lo accepi a 


Figure 9 
Gains to Labor, 
Government & Investors 
From H.R. 539 
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The S-yeai* MACRS recovery class includes depreciable personal property with 
a class life of 4 years or less, race horses over 2 years old when placed in service by 
the taxpayer and other horses over 12 years old when placed in service by the 
taxpayer. 

The 5-year MACRS recovery dass includes depreciable personal property with 
a class life of more than 4 years but less than 10 years. In addition, the following 
property is arbitrarily included in this class; 

• automobiles or light-general purpose trucks, 

• semi-conductor manufacturing equipment, 

• computer-based telephone central office switching equipment (excluding PBX 
equipment), 

• qualified technological equipment, 

• research and experimentation property, 

• equipment used to produce, distribute, or use electrical energy derived from 
geothermal deposit, 

• certain equipment which can convert ocean thermal energy into electrical or 
other useful energy, 

• certain equipment that converts biomass into a useful form of energy, 

• and cargo containers. 

The 7-year MACRS recovery class includes depreciable personal property with 
a class life of more than 10 years but less than 16 years and property which does not 
have a class life and whi^ is not specifically assigned to any other MACRS class. 
Also, specifically included in this class are railroad tracks. 

The 10-year MACRS recovery class includes depreciable personal property 
with a class life of more than 16 years but less than 20 years. Single purpose 
agriculture and horticultural structures and any tree or vine-bearing fruit or nuts is 
in the 10-year category. 

The 15-year MACRS recovery class includes depreciable personal property 
with a class life of more than 20 years but less than 25 years. This category relates 
primarily to public utilities and includes municipal wastewater treatment plants 
and telephone distribution plants and comparable equipment used for 2-way 
exchange of voice and data communications. The category uses 150 percent 
declining balance. 

The 20-year MACRS includes municipal sewers with a class life of 50 years and 
property with an ADR midpoint of 25 years or more. MACRS provides IM percent 
declining balance over 20 years. 

The 27.5-year class for business and r^idential buildings includes residential 
rental property, mobile homes, elevators, and escalators. Low-income housing falls 
into this category. MACRS also applies a straight line write-off. 

Most nonresidential real property falls into the 39-year class. This includes 
most structures used by businesses. 
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Year 

3-Year 

5- Year 

7-Year 

10 - Year 

15-Yeaf 

2D- Year 

27.5-Yeaf 

39-Year 

1 

0.3333 

0.2000 

0.1429 

0.1000 

Q.0500 

0.03750 

0.01818 

0.01282 

2 

0.4445 

0.3200 

0.2449 

0.1800 

0.0950 

0.07219 

0.03636 

0.02564 

3 

0.1481 

0.1920 

0.1749 

0.1440 

00855 

006677 

0.03636 

0.02564 

4 

0.0741 

0.1152 

0.1249 

0.1152 

0.0770 

0.06177 

0.03636 

0.02564 

5 


0.1152 

0.0893 

0.0922 

00683 

0.05713 

0.03636 

0.02564 

6 


0.0576 

0.0892 

0.0737 

0.0623 

0.0S285 

0.03636 

0.02564 

7 



0.0893 

0.0655 

0.0590 

0.04866 

0.03636 

0.02564 1 

8 



0.0446 

0.0655 

00590 

0.04522 

0.03636 

0 02564 

9 




0.0656 

0.0591 

0.04462 

0.03637 

h 

0.02564 ! 

10 




0.0655 

0.0590 

0.04461 

0.03636 

0.02564 

11 




0.0328 

00591 

004462 

0.03637 

0 02564 

12 





0.0590 

0.04461 

0.03636 

0.02564 

13 





00691 

0.04462 

0.03637 

0.02564 

14 





oosso 

0.04461 

0.03636 

0.02564 

I 15 ' 




0.0591 

0.04462 

0.03637 

0.02564 

r 

1 




00295 

0.04461 

0.03636 

0.02564 

17 






0.04462 

0.03637 

0.02564 

18 






0.04461 

0.03636 

0.02564 

19 






0.04462 

0.03637 

0.02564 

20 








0.04461 

0.03636 

0.02564 

21 






0.02231 

0.03637 

0.02564 

22 




1 



0.03636 

0.02564 

23 







0.03637 

0.02564 

24 




U— 



0.63636 

0.02564 

25 







0.03637 

0.02564 

26 







0.03636 

0.02564 

27 







0.03637 

0.02564 

28 


h 


— 1 



0.03636 

0.02564 

29 


1 






0.02564 

30 








0,02564 

31 








0.02564 

32 








0.02564 

33 








0,02564 

34 








002564 

35 








0.02564 

36 








0,02564 

37 








0.02564 

38 









0.02564 

39 








0.02564 

1 ^ 








0.01282 
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Table 10 

Proposed Basic 150% 
Declining Balance Betore 
Adjustment 


Year 

3-Year 

5-Year 

7-Year 

10- Year 

15-Year 

20-Year 

27.5-Year 

39-Year 

1 

0.2500 

0.1500 

0.1071 

0.0750 

0.0500 

0.03750 

0.02727 

0.01923 

2 

0.3750 

0.2550 

0.1913 

0.1388 

0.0950 

0.07219 

005306 

0.03772 

3 

0.2500 

0.1785 

0.1503 

0.1179 

0.0855 

1 

0.06677 

0.05016 

0.03627 

4 

0.1250 

0.1666 

0.1225 

0.1002 

0.0770 

0.06177 

0.04743 

0.03466 

5 


0.1666 

01225 

0.0874 

0.0693 

0.05713 

0.04484 

0.03353 

6 


00833 

0.122S 

0.0874 

0.0623 

0.052BS 

0.04239 

0.03225 

7 



01225 

0.0674 

0.0590 

0.04668 

0.04008 

0.03100 

8 



0.0613 

0.0874 

0.0590 

0.04522 

0.03790 

0.02981 

9 




0.0874 

0.0591 

0.04462 

0.03563 

0.02867 

10 




0.0674 

0.0590 

0.04461 

0.03387 

0.02756 I 





0.M37 

0.0591 

0.04462 

0.03262 

0.02650 I 

12 





0.0590 

0.04461 

0.03262 

0.02546 I 

13 

h 




0.0591 

0.04462 

0.03262 

0.02450 I 

14 





0.0590 

0.04461 

0.03262 

0.02356 

15 





0.0591 

0.04462 

0.03262 

0.02310 

16 





0.0295 

0.04461 

0.03262 

0.02310 

17 






0.04462 

0.03262 

0.02310 1 

18 

1 




L 

0.04461 

0.03262 

0.02310 1 

19 






0.04462 

0.03262 

0.02310 I 

20 






0.04461 

0.03262 

0.02310 j 

21 






0.02231 

0.03262 

0.02310 1 

22 







003262 

0.02310 ' 

23 


1 





0.03262 

0.02310 ! 

24 







0.03262 

0.02310 j 

25 







003262 

0.02310 1 

26 







0 03262 

0.02310 1 

27 







0.03262 

0.02310 1 

28 







0.03263 

0,02310 1 

29 








002310 

30 

1 







002310 

31 








0.02310 

32 


— i 






0.02310 

33 







0.02310 








0.02310 

35 ; 







0.02310 

36 1 







0.02310 

1 37 








0.02310 

38 








0.02310 

1 39 

— 







0.02310 

1_ 40 ! 










0,01154 
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Year 

3- Year 

5- Year 

7.Year 

10-Year 

15-Year 

20-Y6ar 

27.5-Year 

39-Vur I 

1 

0.2500 

0.1500 

0.1071 

0.0750 

0.0S00 

0.0375 

0.0273 

0.0192 

2 

0.3998 

0.2718 

0.2039 

0.1480 

0.1013 

0.0770 

0.05G6 

0.0402 

3 

0.2641 

0.2029 

0.1708 

0.1340 

00072 

0.0759 

0.0570 

0.0412 

4 

0.1514 

0.2018 

0.1484 

0.1214 

0.0933 

0.0748 

0.0575 

0.0423 

5 


0.2152 

0.1562 

0.1129 

0.0095 

0.0738 

0.0579 

0 0433 

6 


0.1147 

0.1687 

0.1203 

ooese 

0.0728 

0.0584 

0.0444 

7 



0.1798 

0.1283 

0.0866 

0.0717 

0.0588 

0.0455 

6 



0.0959 

0.1368 

0.0923 

0.0706 

0.0593 

0.0466 

9 




0.1456 

0.0086 

0.0744 

0 0596 

0.0478 

10 




0.1554 

0.1040 

0.0793 

0.0602 

0.0490 

11 




0.0628 

01120 

0.0646 

0.0618 

0.0502 

12 





0.1192 

00902 

0.0659 

0.0515 

13 





01273 

0.0061 

0.0703 

0.0528 

14 





01355 

oioes 

0.0749 

0.0541 

15 





01447 

0.1092 

0 0799 

0.0566 

16 




' 

00770 

01164 

0.0651 

0.0603 

17 






0.1242 

0.0906 

0.0643 

18 






0.1323 

0.0968 

0.0685 

19 






0.1411 

0.1032 

0.0730 

20 






0.1504 

0.1100 

0,0779 

21 






0.0602 

01172 

0.0630 

22 J 







0.1250 

0.0685 

23 







0.1332 

0.0943 

24 







0.1420 

0.1006 

25 




— 



0.1514 

0.1072 

26 







0.1614 

0.1143 

27 







0.1721 

0.1219 

28 







0.1635 

0.1299 

29 








0.1385 

30 








0,1476 

31 








0,1574 

32 








0.1678 

33 








0.1789 

34 








0.1907 

35 








0.2033 

36 








0.2167 

37 








0,2310 

38 








0.2463 

39 








0.2625 

40 










0.1398 
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The Fiscal Associates Model explicitly incorporates detailed information on tax 
policy and how it affects the economy, capital investment, output and jobs. Taxes 
on labor income consist of personal income taxes, payroll taxes and labor's share of 
indirect business taxes, such as sales and excise taxes. Taxes on capital consist of 
those levied on assets directly, on the output produced by assets and on the return 
accruing to owners. The tax treatment for the 20 capital classifications in the Fiscal 
Associates Tax Model is the average of 5,000 specific assets, weighted by their 
capital stocks. 

We use the service price to measure the cost of capital. The service price of 
capital relates the components of the investment decision to the supply price of 
capital. First popularized by Harvard professor Dale Jorgenson, it is bas^ on a 
multi-period representation of the income and expenses associated with an 
investment. The expenses associated with an investment are economic 
depreciation, taxes and the aftertax real rate of return that must be paid to investors. 


Gary Robbins is President of Fiscal Associates, a Washington D.C. -based 
economic consulting firm, and Senior Research Associate of TaxAction Analysis. 
Mr. Robbins has developed a general equilibrium model of the U.S. economy that 
specifically incorporates the effects of taxes and government spending. He was 
Chief of the Applied Econometrics Staff at the U.S. Treasury Department from 1981 
to 1 982, and Assistant to the Director of the Office of Tax Analysis from 1 976 to 1 981 . 
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America, and IPI Policy Report #111: Playing Politics with Gowmment Forecasts. Mr. 
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his master's degree in Economics from Southern Methodist University. 

Aldona Robbins, Vice President of Fiscal Associates and Senior Research 
Associate of TaxAction Analysis, has extensive experience with public and private 
retirement programs. As senior economist in the Office of Economic Policy, U.S. 
Department of the Treasury from 1979 to 1985, Dr. Robbins' performed staff work 
for the Secretary in his capacity as Managing Trustee of the Social Security trust 
funds. Recent publications include IPI Policy Report # 115: Promoting Growth 
Through Tax Po/ii:y,and IPI Policy Report #119: Taxes, Spending and Deficits: The Crisis 
in Government Finance. She received a master's degree and doctorate in Economics 
from the University of Pittsburgh. 


TaxAction Analysis is the tax policy arm of the Institute for Policy Innovation, 
a non-profit, non-partisan public policy organization. TaxAction Analysis 
recognizes that changing tax policy affects incentives to work, save, and invest. 
These changes in economic behavior are frequently ignored in static government 
forecasts, resulting in policy decisions that negatively affect economic growth, 
capital formation, employment, and local, state, and f^eral revenues. TaxAction 
Analysis publishes Econonuc ScorBCBnl, a quarterly newsletter, as well as additional 
co/nmentary on tax policy. 

Nothing written here should be construed as necessarily reflecting the views of 
the Institute for Policy Innovation, or as an attempt to aid or hinder the passage of 
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Chairman Archer. Thank you, Mr. Smith. We appreciate your 
testimony this morning. 

Mr. Gibbons. 

Mr. Gibbons. I don’t really have a question for you, Mr. Smith. 
I just want to call to the committee’s attention that the Chairman 
of the Federal Reserve has warned us that we better be carefiil 
about what we do, that to the extent that we throw more purchas- 
ing power in the hands of the consumer right now, at this particu- 
lar moment, we are flirting seriously with inflation. 

The Chairman of the Federal Reserve testified yesterday, as you 
know, Mr. Smith, before the Senate and said that we face immi- 
nent inflation, that we are at maximum capacity utilization of our 
farms and factories, we are at full employment on the employment 
side, that the prices of raw materials are beginning to rocket, go 
up very fast, and that he has received word that suppliers are 
planning to increase prices. 

It would seem to me that we must be extremely cautious here 
in this committee and in this Congress about what we do about 
stimulating that inflation. It would seem to me that the best eco- 
nomic policy we could follow at this time would be to calm down 
the inflationary trend that we are just entering, and not to throw 
more purchasing power out there to further inflame the market. 

All these tax ideas are wonderful, but I think we have a greater 
responsibility, and that is to make sure that inflation doesn’t get 
loose in this land again. Now, you can say, oh, you can control that 
by interest rates. Yeah, interest rate control of inflation works real 
well for the Republican constituencies, but it works terribly on the 
Democratic controlled constituency. Democrats are people who bor- 
row money to buy their home and buy their car, and I guess some 
of them unfortunately even use their credit cards for those things, 
and Republicans by and large mainly, as I observe them, are people 
who lend the money, and they have gotten a 30 percent return on 
their interest rates in the last year. 

How much further are we going to go? It seems to me that when 
you kick off a round of inflation and you control it with interest 
rates, the people who get screwed are the Democrats and the peo- 
ple who make all the money are the Republicans, and maybe that 
is a little partisan, but just stop and think about it. Most Demo- 
crats are not in the money lending business; most of the money- 
lenders in my community in the Nation are Republicans, and so 
they love to control inflation by increasing interest rates, and they 
take it out of the hide of our Democratic constituency. So I think 
we are really talking about the wrong subject here today. 

Mr. Smith of Michigan. Mr. Gibbons, I agree with a great deal 
of what you say, but one solution probably is to have less Federal 
Government spending out there driving up the prices of what con- 
sumers would otherwise 

Mr. Gibbons. If we can’t pay off this deficit at a time of full em- 
ployment and full utilization of industrial capacity, that should be 
our primary goal, not tinkering around the edges of this thing try- 
ing to figure out more ways of putting more money in the hands 
of consumers. That is what most of this tax reduction is all about. 

Chairman Archer. Mr. Crane. 
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Mr. Crane. I congratulate my colleague from Michigan on his 
testimony. Having had the privilege of visiting with him at his 
home in the past, and knowing the success he had before coming 
to Congress in the real world, I salute him for his efforts to try and 
stimulate investment in plant and equipment with a view to in- 
creasing productivity and creating more jobs. 

I was intrigued by the testimony of our colleague, Mr. Gibbons, 
about the difference between Republicans and Democrats. The 
thing that intrigues me is I think on his side of the aisle they do 
like to spend, there is no question about that, and they have done 
it to the point that we are faced with a looming prospect shortly 
after the turn of the century of a national debt totaling $7 trillion. 
The fact of the matter is, that money is productively spent only 
when it is left in the private sector. 

Second, the interest rates and so forth that we are going to have 
to pay to try and keep financing and rolling over that debt are cal- 
culated, I think, to destroy the world’s last best hope. It is the pri- 
vate sector that provides the resources, and frankly I believed for 
years that businesses shouldn’t be taxed at all because they don’t 
pay taxes. Taxes are a cost of doing business and they have got to 
be passed on to you and me as consumers with a fair return on in- 
vestment or you are out of business. So anything that lightens the 
load for those people engaged in producing goods and services for 
the benefit of one and all, I applaud, and I salute my colleague 
again for his initiative here. Keep up the good fight. 

Chairman Archer. May I ask the members of the committee 
who wish to inquire to raise their hands. OK. 

Mr. Running. 

Mr. Running. Thank you, Mr. Chairman. I, too, congratulate my 
colleague, Nick Smith from Michigan, for his constructive ideas on 
how to make our private sector more productive. 

I would like to take just a minute to comment about good 
friend, Sam Gibbons’, remarks. For 40 years this Federal Govern- 
ment has spent and spent out of control, and if there is any reason 
to look any further than that, you can look right in this very room, 
from our predecessors who sat at this very table, and established 
the tax policies of this government to raise the money to spend our- 
selves into a $5 trillion national debt. 

I can’t believe after 40 years of one party rule in the House that 
now we are trying to get a handle on the Federal deficit. For the 
first time in my career in the House, it is very short, it is only in 
its fifth term, we are now, without a discharge petition, openly de- 
bating a balanced budget amendment to the Constitution on the 
floor of the House of Representatives without forcing it out onto the 
floor and having a balanced budget amendment actually have a 
chance to pass. We need that kind of fiscal discipline that has not 
been here for 40 years, and I congratulate you, Nick, because this 
is one of the ideas that can make our private sector more produc- 
tive; it can make job creation a lot easier. We will have more people 
participate and have the Federal Government out of the business 
of trying to provide and stimulate the economy. It is the private 
sector’s job to do that and not the Federal Government’s job; and, 
I congratulate you on your ideas. I will be very supportive of them 
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when we talk about them and bring them to a vote in this commit- 
tee. 

Thank you. 

Mr. Smith of Michigan. Thank you. 

Chairman Archer. Mr. Levin. 

Mr. Levin. I wanted to welcome my colleague from Michigan, 
and I admire your tenacity. You did give me a copy of Dr. Green- 
span’s testimony on how we estimate these proposals, and I read 
his later comments as you gave them to me, but I also went back 
and looked at his earlier testimony, and I simply wanted to say I 
am sorry Mr. Running has left, that I hope we will take his warn- 
ing, Dr. Greenspan and others, seriously. 

I think Mr. Running’s comments rewrite or try to rewrite history. 
The 1981 act was not the act of a partisan, a Democratic govern- 
ment. It was an initiative of a Republican President, and I simply 
want us not to make the same mistakes in the nineties that I think 
were made on a bipartisan basis in the early eighties, and we will 
make those mistakes if we ignore warnings about what revenue 
proposals will cost. 

I mean, the Treasury Department estimates that over 10 years 
your proposal would cost $120 billion at a time when we have a 
debt that is approximating or coming closer and closer to $5 tril- 
lion, and I don’t think we can go through a process that imagines 
away the problem of the debt and the deficit and says let’s put on 
rose colored glasses and assume that these proposals will make 
money instead of losing, will diminish the deficit instead of increas- 
ing it, so I very much again respect your tenacity. 

I think the problems of economic growth are very, very serious 
ones. I favor proposals that stimulate economic growth. As I said 
yesterday, the issue is not just that of distribution of the tax bur- 
den, there are issues of growth. Rut under the banner of economic 
growth, we are going to make a serious mistake if we adopt propos- 
als that lead to an increase in the national debt and burgeoning 
deficits. So I don’t know if you want to respond to that, but at some 
point you and everybody else are going to have to wrestle with esti- 
mates that your proposal will dig our hole deeper. And that I think 
was the basic note sounded by Dr. Greenspan, by Paul Volcker, and 
virtually everybody else who testified before the budget Committee 
that day. 

Mr. Smith of Michigan. Mr. Chairman, if I may briefly respond, 
it seems to me there are two questions. One is, do businesses react 
based on the way we structure our Tax Code? I think the answer 
is absolutely yes. Rusinesses often operate to minimize the nega- 
tive effect of taxes rather than to maximize their efficiency and 
productivity. 

The second question is on cost, and it is a serious question. I’d 
like to suggest you look at this analysis of the bill by Gary and 
Aldona Robbins which predicts a dramatic increase in economic ac- 
tivity that will go to $3 trillion by the year 2000, increase the num- 
ber of jobs for workers by 3 million and increase take-home pay by 
$3,600. 

If only a very small fraction of this actually happens, if we were 
only to have two-tenths of 1 percent growth in the economy because 
of this kind of change that stimulates business to invest in prop- 
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erty, it would more than pay the $121 billion cost estimated by 
Treasury. 

Mr. Levin. But just remember we heard that song before in the 
early eighties, and it turned out to have a lot of sour notes, and 
I just urge that we learn from the past. 

Thank you very much. 

Chairman Archer. I will announce to the members that I have 
on my list for inquiry Mr. Zimmer and Mr. Cardin, and at that 
point, we will move on to our next panel. 

Mr. Zimmer. 

Mr. Zimmer. Thank you, Mr. Chairman. I want to commend Mr. 
Smith for getting this proposal included in the Contract With 
America. I think it focuses on a very important deficiency in the 
current Tax Code, but I would like to ask you a specific question. 

Is there any reason. Congressman Smith, why you included this 
fairly complex writeoff system — ^neutral cost recovery — rather than 
do what your State of Michigan has done, which is to provide 100 
percent expensing immediately, except for the scoring impact? 

Mr. Smith of Michigan. No reason. 

Mr. Zimmer. So essentially you want to get us as close as you 
could to 100 percent expensing without knotting the revenue esti- 
mates — 

Mr. Smith of Michigan. Mr. Zimmer, the other partial reason 
is to allow some flexibility with some companies that would like the 
option of spreading out some of that cost over several years so be- 
ginning companies and startup companies that don’t have the reve- 
nue to be offset by a first-year depreciation, could take the deduc- 
tion in later years. 

Mr. Zimmer. In the longest run, beyond 5 or 10 years or any ar- 
bitrary cutoff date, do you see the economic impact of your proposal 
being substantially different from the impact of 100 percent 
expensing in terms of the impact on economic growth and in terms 
of the impact on revenues through the dynamic process? 

Mr. Smith of Michigan. Certainly it would be a greater advan- 
tage, and a greater stimulant to expand production in the economy 
if we did have expensing with some flexibility to spread it out over 
several years for those companies with low income. 

Mr. Zimmer. Do you have any idea whether using a static model 
with a very long horizon, a time horizon, the 100 percent expensing 
would come out essentially the same as the neutral cost recovery? 

Mr. Smith of Michigan. No, I don’t, but Dale Jorgenson, who is 
going to follow me, and Ernest Christian, Stephen Entin, Thomas 
Usher, and Andrew Sigler could be more definitive in answering 
that. If you spread out the static model and said here is what this 
legislation is going to cost, it would cost more if you spread it out 
far enough. The static model might even say it is going to cost 
more than the whole Nation is worth collectively. 

The problem is that a static model doesn’t take into consideration 
that a business changes its actions based on tax policy. 'That’s why 
we should look at our depreciation schedules. We are behind the 
curve compared with what other countries are doing to their busi- 
nesses, so I would be delighted if we could go to more expensing. 

Mr. Zimmer. I appreciate your candor on that. I think we 
shouldn’t twist ourselves up in knots simply to fit ourselves into 
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some kind of preconceived formalistic context that has been set up 
by the budget process if we in the long run don’t achieve any bene- 
fit to the taxpayer or the economy by doing so. 

Thank you very much. 

Mr. Smith of Michigan. Thank you. 

Chairman Archer. Mr. Cardin. 

Mr. Cardin. Thank you, Mr. Chairman. Mr. Smith, thank you for 
your testimony. I think you have identified a real problem. I just 
disagree with your solution to the problem. 

Depreciation has presented problems for businesses, and I have 
had many who have come to visit me to talk about concerns that 
they have, not one supporting the neutral cost recovery, but many 
suggesting that the AMT problems are the most important issues 
that we need to deal with. 

I will be filing legislation that will use the regular tax recovery 
periods for AMT for I think that is a better approach than the neu- 
tral cost recovery at this time. I am just curious as to your views 
on the AMT problems as they relate to depreciation and whether 
you would recommend that we look at that also. 

Mr. Smith of Michigan. I would ask where we would get the 
biggest bang for our buck. The manufacturers, the businesses that 
I have talked to that are somewhat wary of neutral cost recoveiy, 
their real concern is this Congress might change the rules mid- 
stream, but if we 

Mr. Cardin. Which I would suggest has happened before, and if 
in fact Treasury’s revenue estimates of $120 billion were to become 
reality, I think it is likely that Congress would change the rules 
some time within the next 10 years. 

Mr. Smith of Michigan. We have never in histor>;, to my knowl- 
edge, changed the rules of a depreciation schedule midstream. Once 
you start on a depreciation schedule, you have always been allowed 
to follow that schedule. 

Mr. Cardin. We could change rates. 

Mr. Smith of Michigan. 'That is certainly a possibility. Let me 
just briefly reflect on the AMT. Businesses I have talked to feel 
that we should just reduce tax rates and make it easier for us to 
stay in business. 

It seems to me that if we want to get the biggest bang for our 
buck, we need to desi^ a tax system that is going to have the kind 
of results that are going to be good for the American economy. If 
you agree that encouraging the purchase of new tools, equipment, 
and facilities is good for the economy and for ultimate productivity, 
then it seems to me that that is where we want to direct our stimu- 
lus. We need to reward what we want to encourage. 

Mr. Cardin. And I applaud you for that. The individuals who 
will make those judgments, though, are the businesses and the peo- 
ple who run the businesses, and it is just interesting to me that 
the people that I have talked to in the business community have 
told me that they would rather us deal with AMT than with the 
proposal that you have brought forward. 

They are the individuals who are going to have to have the con- 
fidence to go out there and risk their dollars to buy the invest- 
ments that we are talking about. 

Shouldn’t we be listening to what they think is best? 
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Mr. Smith of Michigan. Yes, that’s what we’re doing. 'The U.S. 
Chamber of Commerce, NFIB, and the National Business Owners 
Association have all endorsed this. I would suspect the majority of 
the businesses that are members have endorsed this because tney 
think it is important. They don’t like being put at a competitive 
disadvantage with businesses in other countries, but it is certainly 
something to explore with the business community as they testify. 

Mr. Cardin, l^ank wu. Thank you, Mr. Chairman. 

Chairman Archer. Thank you, Mr. Smith. 

Mr. Smith of Michigan. Mr. Chairman, members, thank you for 
your consideration. 

Chairman Archer. If we could ask our next panel to be seated 
at the witness table. 

A general and very warm welcome to each one of you. We are 
interested in hearing your views primarily on the neutral cost re- 
covery provisions that are in the Contract With America, and our 
first witness will be Dr. Jorgenson, or Professor Jorgenson, with 
the Department of Economics at Harvard University. 

Mr. Jorgenson, you may proceed. Maybe I should reiterate again 
for the benefit of all of you that under the rules of the committee, 
we will ask you to limit your verbal presentation to 5 minutes or 
less. The lights that are in the center of the witness table will be 
Ifreen, yellow, and red. When the red light comes on, the 5 minutes 
IS up. 

I am not going to cut any of you off in the middle of your sen- 
tences, but we would appreciate your cooperation. If you have a 
longer statement in writing, it will be put in the record in its en- 
tirety, without objection. 

Mr. Jorgenson, you may proceed. 

STATEMENT OF DALE W. JORGENSON, FREDERIC EATON 

ABBE PROFESSOR, DEPARTMENT OF ECONOMICS, HARVARD 

UNIVERSITY; AND DIRECTOR OF PROGRAM ON TECH- 
NOLOGY AND ECONOMIC POLICY, KENNEDY SCHOOL OF 

GOVERNMENT 

Mr. Jorgenson. Mr. Chairman, ladies and gentlemen of the com- 
mittee, it is a very great privilege for me to testify before you today 
on the neutral cost recovery system that you have just heard about 
from Congressman Smith. 

I would like to begin with a summary of my conclusions. As the 
Chairman just suggested, I am going to avail myself of the oppor- 
tunity to submit a written version of the testimony that will pro- 
vide support for these conclusions. 

Today we have heard a great deal of discussion of the matter of 
the Federal deficit, and I think that is a very relevant consider- 
ation, but I would like to submit to this committee that the prob- 
lem of closing the gap between revenues and expenditures is not 
due to political gridlock and it is not due to ineptitude. It is due 
to slow economic growth. 

If you look at each of the measures that have been adopted by 
this Congress, and we have had the tax reform decade of the 
eighties, just past, each one of those provisions was accompanied 
by forecasts of the type that the Treasury has brought forward and 
has been the subject of remarks at this hearing. 
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In every case the economic growth of this economy was inad- 
equate to produce the revenues that were projected, and therefore 
it is very important for us to focus on the cause of our fiscal prob- 
lems, namely deficient economic growth. Tax policy, which is of 
course the major concern of this committee, is the critical instru- 
ment for stimulating U.S. economic growth. That is something I 
think all of us can agree on. 

Investment is the most important source of economic growth. 
Therefore to deal with the core problem that we confront, which is 
the deficiency in economic growth, we need to focus in future tax 
reform on measures that are going to strengthen rather than weak- 
en the growth of this economy. 

In testimony that I presented to this committee 2 years ago, I 
supported the position that the Tax Reform Act of 1986, the most 
recent major tax reform to come out of this Congress, had a very 
substemtial positive impact on U.S. economic growth. That was the 
result of eliminating a large number of special tax provisions for 
specific types of assets, resulting in much greater neutrality in the 
treatment of different kinds of capital income. 

As a result, the efficiency of capital allocation within our econ- 
omy has improved and new opportunities for growth have been cre- 
ated. The benefits of the 1986 Tax Act have steadily increased as 
the rate of inflation has declined, and I currently estimate these 
benefits to be in the order of magnitude of $1.25 trillion. 

In other words, the benefits are roughly the same order of mag- 
nitude as the Federal budget is projected to be by the end of this 
century. 

I would now like to turn to the neutral cost recovery system, 
which is the subject of these hearings. As Congressman Smith has 
told you and Mr. Zimmer has emphasized, the neutral cost recoveiy 
system is equivalent from the taxpayers’ point of view to 
expensing — immediate expensing of investment expenditures. 
Therefore, it would further enhance the neutrality of capital income 
taxation that was substantially advanced in the 1986 Tax Reform 
Act. 

However, to be important as a stimulus to economic growth, it 
is very important to combine this tax reform with an elimination 
of deductions such as the deductions to taxpayers who choose to fi- 
nance investment through debt rather than equity. Otherwise, the 
Treasury would be put into the position of subsidizing investments 
by taxpayers. 

Therefore I conclude that the way that this committee should 
look at the neutral cost recovery ^stem is that it is an important 
element in the transition to a system of taxation which is based on 
consumption rather than on income, and within that context, it 
seems to me that it is a proposal that is based on well-tested eco- 
nomic ideas and can serve as an appropriate starting point for the 
development of tax reform legislation. 

Thank you, Mr. Chairman. 

[The prepared statement follows:] 
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CAPITAL COST RECOVERY AND THE 
AGENDA FOR U-S. TAX REFORM 
by 

Dale W. Jof;genson 
1. Introduction. 

My name Is Dale W. Jorgenson. I am Frederic Eaton Abbe Professor of Economics at 
Harvard University and Director of Program on Technology and Economic Policy at the Ken- 
nedy School of Government. I have written extensively on the topic of capital income taxa- 
tion, most recently in my Brookings Institution volume, edited with Ralph Landau, TAX 
REFORM AND THE COST OF CAPTTAL: AN INTERNATIONAL COMPARISON, published 
a little over one year ago. It is a privilege for me to testify to the 0>mmittee on Ways and 
Meaite today on neutral cost recovery. 1 wilt beg^n by summarizing my conclusions: 

Slow economic growth, rather than politkaJ gridlock or ineptitude, underlies that failure 
of attempts by successive Administrations and die Congress to tame the federal deficit. Tax 
policy for saving and investment is the critical instrument for stimulating U.S. economic 
growth, since investment is the most important source of growth. To revive our lagging 
growth rate, future tax reform should focus on strengthening rather than weakening the 
thrust of the Tax Reform Act of 1986. 

The federal tax system imposes a very substantial loss in opportunities for growth on 
the U.S. economy, but this burden was considerably reduced by ^ 1986 Tax Act. By elim- 
inating a number of special tax provisions for specific types of assets this landmark legislation 
resulted in much greater neutrality in the taxation of income from capital. This has substan- 
tially increased the efficiency of capital allocation within our economy and created new oppor- 
tunities of economic growth. The ^nefits of die 1986 Tax Act have steadily ii^reased as the 
rate of ir^tion has declirted. 

The Neutral Cost Recovery Act of 19^ would provide deductions for depredation that 
would further enhance neutrality in capital income taxation. These deductions would be 
based on the recovery of capital cost over the lifetime of an asset, as under current tax law. 
However, the deductions would be increased annually to compensate for inflation and allow 
for a return on capital of three and a half percent per year. From the point of view of the tax- 
payer these depredation deductions would be equivalent to an immediate write-off of capital 
cost or "expensing” of capital expenditures. 

In a 1977 study. Blueprints for Tax Reform, the U.S. Treasury proposed two alternative 
approaches to shifting the federal tax base from income to consumption. The first of these is a 
value added tax, like that employed in Europe and Japan. The second would eliminate invest- 
ment from the tax base by permitting taxpayers to treat investment expenditures as a business 
expense. Since investment would be excluded from the tax base, all other deductions from 
capital income, such as deductions for interest expenses, would also be eliminated. 

The Neutral Cost Recovery Act of 1995, like the Treasury proposal of 1977, would elim- 
ii\a(e investment from the tax base. To shift the tax base from income to consumption it is 
essential to elimirute all other deductions from capital income at the same time, including the 
deduction for interest experues. Otherwise, tiw U.S. Treasury would be put in the position of 
providing subsidies in the form of tax deductions to taxpayers who choose to finance invest- 
ment through debt rather than equity. 

The neutral cost recovery depreciation adjustment should be regarded as one component 
of a tax system based on consumption rather than inoxne. Shifting the federal tax base from 
income to consumption would create veiy imp(^nt new opportunities for U.S. economic 
growth. I estimate that the benefits would ammint to two trillion dollars. This is the present 
value of the increase in the future standard of living of U.S. taxpayers that would result from 
a shift from income to consumption as a base (or the federal tax system. 

The traditional objection to a coiuumption tax is that it would be regressive rather than 
progressive, falling disproportionately on low irKome taxpayers. Two alternative proposals 
have been develc^d for overcoming this ejection, the Nunn-Domenid "consumed income” 
tax proposal arul the Armey ^t tax" plan. Under these proposals a system of exemptions for 
individual taxpayers would be Introduced to provide the requisite degree of progressivity in 
the federal tax system. These proposals are based on well-tested economic ideas and can 
serve as an appropriate starting point for the development of tax reform legislation. 


2. The 1$86 Tax R^rm 

As the tax policy debate revives, it is essential to concentrate on fundamental issues. My 
paper deals with two of them: First, what did we achieve and fail to achieve with the Tax 
Reform Act of 19867 Second, how can we create new opportunities for future U.S. economic 
growth through tax reform? 1 can summarize my main cortdusiotts suednetiy: The U.S. tax 
system imposes a very substantial loss in effidency on the economy, but this burden was con- 
siderably reduced by the Tax Reform Act of 1986. The benefits of this landmaric legislation has 
steadily iiKreased as the rate of Inflation has dedined. 



422 


My second conclusion is that tax burdens still ditfer substantially among altemaBve tax 
programs, so that very sig;nificant 0 [^)octunities for U.5. eaMU>mic growth can be created 
through tax reform. Orte approach to tax l e tfo nn would level the playing fleld* between busi- 
ness assets and ownerK)CCupied housing by sharply curtailing the tax b^^hts to housing pro- 
vided through deductions for mortgage interest and state and local property taxes. A second 
approach to tax reform would shift ftie fodecal tex base from Income to consumption by 
exduding investment from the tax base. Both appioadtes would substantially enhance the 
growth of our future standard of living. 

I will support my conclusions by first reviewing the achievements of the 1986 tax 
reform. The economic impact of the 1986 r e fo rm was positive and substantial at rates of infla- 
tion like those prevailing before the cuirent economic downturn. As the rate of inflation 
declines toward zero, the benefits grow to the e<]uivalent of more than a whole year of federal 
spending. This was a major contribution to the future growth of the U.S. economy. However, 
the 1986 Tax Act did not go far enough in faroaderting the tax base and eliminating tax prefer- 
ences. The goal of tax reform should be once again to reduce marginal tax rates at the indivi- 
dtial level below thirty percent. 

I have presented supporting evidence for my findings about the effect of inflation on the 
economic impact of tax policy in Table 1, whidi is taken ftom my 1990 paper with Ktin- Young 
Yun, published in the Journal of Political Economy. Zn this table we compare the 1986 Tax Act 
with the pre-existing 1985 Tax Law and two tex r e fo rm proposals advanced by the Treasury 
and the President. Each of these two pn^xjsals involved indexing the tax structure for infla- 
tion. Table I presents estimates of the ^owth opportunities created or destroyed by inflation 
and the alternative tax reform packages; all estimates are in billions of 1987 dollars. The 
benchmark for the comparison is the Tax Law at a sfac percent inflation rate. 

Let me try to be predse in definii^ the meana^ of die term "growth opportunities”. 
From the economic perspective the objective of government policy, including tax policy, is to 
erdxance the standaid of living of U.S. consumes now aiui in the future. The concept of 
growth opportunities is a suomuuy of increases in our future standard of living that result 
from tax policy. This summary measure is simply the present value of these increases in the 
standard of living to U.S. households. It r e p re sen ts the willing^^s of the present generation 
of taxpayes to pay for a diange in tax pcrficy tiiat will aftect their own standard of living and 
that of future generations of taxpayes. 

As a benchmark for comparison of alternative tax policies, we require that all changes in 
tax policy are revenue neutral, that is, revenue and expenditure of the government are the 
same. We adjust tax revenues to maintain tiie budgetary position of the government sector by 
means of a purely hypothetical lump-sum* tax. We consider three alternative methods for 
adjusting goverrunent revenues that involve changes in tex induced distortions. These involve 
proportional changes in taxes on bbor income, sales taxes on investment and consumption 
goo^, and taxes on income from both capital and labcK^. 

Turning to the impact of the 1986 Tax Act, we see that the 1986 tax reform with inflation 
at the benchmark rate of six percent prodiKes a sizaUe gain in opporhinities for future 
economic growtii. For the distorting revenue adjustments, these gains range from S746.9 bil- 
lion 1987 dollars to $999.4 billions, or nearly a trOlion dollars, equivalent to almost a yearns 
federal spending. The Tax Reform Act of 1986 obviously gerterated very substantial growth 


Tabid. 

Growth OpportuRfties Created %y tfaeB8£TiRficfoa]l 
<BUUons of 1987 Datianl 


^te of 
InfUtion 

Revenue 

Adjustment 

1985 
Tax Law 

l| 

President's 
' Proposal 

1986 
Tax Act 


Lump Sum Tax 

724.0 

1489.6 

1691.4 

1561.8 


Labor Income Tax 

478.2 

1468.8 

1642.4 ' 

1565.0 

0% 

Sales Tax 

400J 

1452.9 

1614.6 

1558.7 


Individual Income Tax 

374J 

1456.1 

1619.1 

1563.1 


Lump Sum Tax 

0.0 

1907.6 

44^2 

448.4 


Labor Income Tax 

0.0 

1711.4 

2170.4 


6% 

Sales Tax 

0.0 

1600.1 

2104.9 

901 ? 


Individual Income Tax 

0.0 

.1595.8 

2007.9 

999.4 


Lump Sum Tax 

-^.1 

2060.4 

3015.6 



Lriwr Income Tax 

‘333.7 

179L6 

2584.7 


10 % 

Sales Tax 

-285.2 

li23J> 

2356.4 



Individual Income Tax 

-22L9 

1604.8 

.2353.1 

748.6 


Note: In 1987, the national wealth (Ixtginning of the year) waa $15,92a2 billion dollara. 
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opportunities for the U.S. economy. Tax polky makers should recognize the 1986 reform as a 
giant step in the right direction. 

If we compare the Treasury and President's prt^xssals with the 1986 Tax Act at a six per- 
cent inflation rate, we fixul that tiiese proposals would have produced much greater gains in 
growth opportunities — more than double those of the 1986 Tax Act for the President's propo- 
sal and better than fifty percent more for the Treasury proposal. The obvious question is^ 
why? Fortunately, this complex question has a simple artswer indexlngl At a zero inflation 
rate the two proposals arul ^ actual 1986 tax leg^^hon would have had very similar 
economic impacts, resulting in gains in growth opportunities of or>e and a half trillions. 

The purpose of the exercises that 1 have }ust described is to compare actual tax reform 
proposals wift tiie Tax Reform Act of 1986. The current tax structure retains many of the 
features that resulted from the 1986 reform. While the economic impact of the 1986 tax reform 
was positive and sizable, it is important to underline the conduslon that growth of^rtunJties 
created by the reform expand oonsiderably as the inflation rate declines. This is due to the 
fact that provisions for capital inoxne taxation were not indexed for inflation. 

I have provided furtiier perspective on the 1986 lax reform in Table 2, giving the 
economic impact of hypothetical lax reforms that could have been adopted in 1986. Yun and I 
have conside^ eight alternatives, using tiie 1985 Tax Law with a sbc percent inflation rate as 
our beiKhmazh. These hypotiietical refomis focus on tax distortions induced by differences in 
the tax treatment of Inoom from corponte, noncorporate, and household sectors, and short- 
lived and long-lived assets. In the pariance of the 1986 tax debate, these are different ways of 
"leveling the pla^ng field". As before, we maintain the level of government spending and 
revenues and adjust tax rates to preserve the balance. 

The first hypothetical reform eUmiiutes distortions among assets, but leaves distortions 
among sectors uriaffected. The second removes distortions between corporate and noncor- 
porate business, but does rK>t alter other dlstortior\s, while the third extends this treatment to 
the household sector. The fourth "levels the playing field" among assets in corporate and non- 
corporate sectors, while the fifth extends this treatment to the leasehold sector as well. The 
six^ reduces taxation on corporate assets to those of noi^rporate assets by "corporate tax 
integration”, as proposed by the Treasury's 1992 report. Taxing Business Inamte Oice. 

1 would like to focus attention on the seventii tax reform proposal presented in Table 2. 
This is the ocmsumption tax scheme proposed In the l^easui/s 19^ Biueprfnts for Tax Reform 
and ru>w embodied in the Nunn-Domenid "consumed income" tax propo^. Under these pro- 
posals the tax base for the federal tax system would be shifted from income to consumption 
by exduding investment from fiie tax base. The el^th is a more thorough-going version of 
this scheme that elintinates sales taxes on investment goods. Either of these two tax reform 
proposals would create very substantial future growth opportunities for the U.S. economy. 

The introduction of consumption tax rules for recovery of the cost of investment expen- 
ditures would have doubled the gains In U.S. econootic growth that resulted from the 1986 
Tax Act. This is the consequence of "leveling the playing field* among all economic sectors - 
households, noncorporate businesses, and corporations. At the same time Income from all 
different types of assets — plant, equipment, inventories, and land - would be treated sym- 
metrically under the tax law. The tax treatment Incmne from all the assets employed in the 
U.S. economy would be completely neutral under a consumption lax, like that embodied in 
Blueprints or the Nuruv-Domerud proposal. 

The Neutral Cost Recovery Act of 1995 embodies orte Important component of consump- 
tion tax rules, rumely, tiie exdusion of investment from the tax base. However, to achieve 
the same effect as a full-blown consumption tax, this proposal would have to be combir^ 
with other tax reforms, Induding the exdusion of intmst expenses as a deduction from busi- 
ness income. Otherwise, the elimination of inv^tment from the tax base combined with 
deductions for interest expenses would produce subsidies for taxpayers would choose to 
finance investments through debt rather than equity. 

An important advantage of consumption tax rules is that income from capital employed 
in the household sector, such as owneiKKcupied residual housing, would be treated sym- 
metrically with income from capital emplc^reri by corporate and rwncorporate busirtesses. An 
alternative approach to neutral treatment of all fonns of capital Irtoome would be to try to 
irKlude income horn owrwr- occufried residentiai housing in the federal tax base. However, 
this would require such politically unpalatable measures as reducing or totally elimiruting 
such popular tax deductions as the home mortgage interest deduction or deductions for state 
and local property taxes on owrwr-occupied residential property. 
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tiblcl. 

Grew* Opp-bmite C=bM fef 

(SiBioas of 1987 daOioi 

— ^ 1985 Law 


1. Within Sector Inteiasset Distortion 
Lump Sum Tax Adjustment 
Labor Income Tax Adjustment 
Sales Tax Adjustment 
Individual Income Tax AdjustmetU 


443.9 

248.1 

168.7 

70.2 


2. Inlersectof Distortion: C and NC Sectors 
Lump Sum Tax Adjustment 

Labor Income Tax Adjustment 
Sales Tax Adjustment 
Individual IfKome Tax Adjustment 

3. tntecsector Distortion: All Sectors 
Lump Sum Tax Adjustment 
Labor lixrome Tax Adjustmcfit 
Sales Tax Adjustment 
Individual Income Tax Adjustment 

4. No Tax Distortion: C and NC Sectt«s, AU Assets 
Lump Sum Tax Adjustment 

Labor Income Tax Adjustment 
Sales Tax Adjustment 
Individual Irwome Tax Adjustment 

5. No Tax Distortiofu All Sectors, All Assets 
Lump Sum Tax Adjustment 

Labor ItKome Tax Adjustment 
Sales Tax Adjustment 
Individual Income Tax Adjustment 


-93.3 

-416.7 

-523.8 

-715.5 


2262.6 

2156.9 

2118.6 

2067. 


326.-* 

69./ 

-29.1 

-16V.7 


2663.7 

2603 .^* 

2572.4 

2547.2 


6. Corporate Tax Intention 
Lump Sum Tax Adjustment 
Labor Income Tax Adjustment 

Sales Tax Adjustment 

Individual Income Tax Adjustment 


1313.1 

493.4 

238.1 

•274.5 


7. .'ocuumption Tax Rul« (Zero Btcctive Tax Rales) 

Lump Sum Tax Adjustmertt 
Labor IrKome Tax Adjustment 
Sales Tax Adjustment 
Individual Income Tax Adjustment 


3853.9 

2045.4 

1749.3 

Z045.4 


8. Consumption Tax Rules (Zero Effective Tax Rales) 

NuSales Tax on Investment Co^ . 

Lump Sum Tax AdjustmerU 

Labor Income Tax Adjustment 
Sales Tax Adjustment 
Individual Income Tax Adjustment 


4128.1 

1988.0 

1722.1 
1988.0 


3. Dfrtctions for Future Tax Reform. 

I next provide a more predse assessment of opportunities to contribute to the future 
growth of the U.S. economy through tax reform. For this purpose 1 will draw on a second 
paper, 'The Excess Burden of U.S. Taxation", that I published with Yun in 1991. In this paper 
we link tax induced losses in economic efficiency directly to U.S. economic growth. We use a 
nondistorting tax system as a benchmark in measuring the loss in efficiency from taxation. In 
this tax system all revenue is raised by purely hypothetical taxes that do not distort private 
decisions and involve no efficiency loss. By focusing on differences in losses among alterna- 
tive tax programs, we identify promising avenues for future reform. 

Our first conclusion Is that tiie loss in effidency imposed on the U.S. economy by the 
current tax system is very large. The eCGdency loss is equivalent to eighteen percent of 
government tax revenue. Each dollar of tax revenue costs the private sector a dollar of fore- 
gone investment or consumption and an additional loss in growth opportunities of eighteen 
cents. We call this estimate the average excess burden, defir^ed as the gain in efficiency that 
would result from repladng the whole U.S. tax system by a nondistorting system. Let me 
hasten to emphasize that this replacement is purely hypothetical. 

The concept of effidency loss most relevant to lax reform is the marginal excess burden 
The marginal excess burden of the U.S. tax system is defined in terms of the efficiency loss 
per dollar for the final dollar of revenue raised. The marginal excess burden enables us to 
quantify one of the most familiar propositions in tax policy analysis. Since efficiency losses 
rise as tax burdens increase, the marginal cost of raising tax revenue is much greater than the 
average cost. We estimate that the marginal effidency loss is 39.1 cents per dollar of revenue, 
more than double the average loss. 
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Most important. Urge differences in mazgjnai excess burdens among different tax pro- 
grams remain. For example, Ute marginal cost of rai^g a dollar through taxes on capital 
income at die individual level is one doflar and 1.7 cents, while the cost of raising a dollar 
from labor income taxes is mly 37.6 cents. For every doUar of tax revenue transferred from 
capital income to Ubor income, the U.S. economy gents 64.1 cents in future growth opportuni- 
ties. This transfer would be revenue neutral, so that It would be in perfect conformity to the 
Ointon Budget PUn. This provides a dor indication of important potential gains In future 
Lf.S. economic growth through tax r e f orm. 

My paper with Yun describes the efficiency costs of various parts of the U.S. tax system 
in greater detail. For this purpose, %ve anafyze the growth of the U.S. econom>' under r^uc- 
dons of tax rates for the fc41owing nine co mp o n ents of the U.S. tax system: (1) the corporate 
income tax; (2) capita! income taxes at the faidividual level, including taxes levied on noncor- 
porate capita] income and taxes on individual capital income orlg^ting in the corporate sec- 
tor; (3) property taxes on corporate, noncorporate, and household assets; (4) capital income 
taxes at both corporate and individual levels; ^5) Ubor income taxes; (6) capital and Ubor 
income taxes; (7) the individual income tax: ^ sales taxes on consumption and investment 
goods; and (9) all taxes. 

Table 3 presents the average amd maigirul efficiency costs of all components of the U.S. 
tax system under the Tax Reform Act of 1966. The maiginal efficiency costs of the whole U.S. 
tax system in the runth panel of Table 3 show dut the marginal efficiency cost at rates prevail- 
ing under the 1986 tax act was .391 so that the loss in effiderrcy for each doIUr of tax revenue 
raised was 39.1 cents. However, the average cffiden^ cost for the whole tax system was 
. 160, so that repUdng all taxes by a nondistorting tax would have increased opportunities for 
economic growth by an average of 18 cents per dollar of tax revenue. 

The margirul efficiency cost of sales taxes given in the eighth panel of Table 3 was .262 
after the reform, while the cost of property taxes given in the third panel was .176. By con- 
trast, the margirul efficiency cost of aU irtcome taxes given in the sixth panel of Table 3 was 
.497. The effldency losses were 49.7 cents per dollar of iiKome tax revenue, only 17.6 cents 
per dollar of property tax revenue, and only 26.2 cents per doUar of sales tax revenue. A 
substantUl increase in efficiency could' have been realized by reducing income tax rates and 
increasing the rates of sales arvd p to p ei ty taxes. We condude that the Tax Reform Act of 1986 
did not successfully overcome the exoesave reliance of the U.S. tax system on income taxes. 

The structure of the inoone tax itsdf is completely out of baUnce with marginal effi- 
dency costs of Ubor income taxes at .376, ondividual capital irKome taxes at 1.017, and cor> 
porate income taxes at .448. Very substantUl gains in effidency could have been realized by 
further reductions in marginal tax rates on individual and corporate taxes on capital income, 
even at the expense of increases in nuuginal tax rates on Ubor income. Considerable gairu in 
growth opportunities for the U.S. economy could have resulted from reduced reliance on indi- 
vidual income taxes on cajrital income and more reliance on corporate income taxes. 

An important priority for future tax re f or m is to lessen the dependence of the U.S. tax 
system on iiKome taxes. SecorKl, within the income tax there Is excessive reliance on taxes on 
capital income at the individual level. Taxes on capital iiKome at both corporate and indivi- 
di^ levels are too burdensome, reUtxve to taxes on Ubor income. Every dollar transferred to 
labor income taxes from ca^ntal income taxes at the individual level costs the U.S. economy 
64.1 cents in lost growth opportunities. Reversing the direction of the 1966 reform by raising 
marginal rates for lugh iiKCMne* taxpayers in the Budget Erdorcement Act of 1990 and the 
Omnibus Budget RecondlUdon Act of 1993 has substantially increased the tax burden on cap- 
ital income. 

4. Conclusion. 

My overall conclusion is that dur^ in tax rates for upper Income taxpayers in 1990 
and 1993 has nullified many of the growth opporturuties for the U.S. economy created by the 
Tax Reform Act of 1986. It is important to underline this conclusion, since the iwenl 
emphasis on "soaking the rich" increases reUance on capital incomes taxes reUtive to those on 
labor income. This will be enormously oosdy in terms of future opportunities for growth of 
the U.S. economy. Future tax refoems should strengthen rather than weaken the basic thrust 
of the 1986 Tax Act in enhancing the neutrality of capital Income taxation. 

The Neutral Cost Recovery Act of 1995 is an important contribution to the coming 
debate over tax reform. This Act would introduce provisions for recovery of capital costs that 
are equivalent to the expensing of investment cxpenditiues required under consumption tax 
rules. However, neutral cost recovery must be combined with other tax reforms, such as the 
elimination of deductions for interest expoises, in order to enhance neutr^ty of the federal 
tax system. Achieving neutrality in die taxation of income from all assets in the U.S. econ- 
omy is the most important goal for future tax reform. 

Chan^g the federal tax base from iiKomc to consumption is an idea whose time has 
come. This change will create very important new opportunities for growth in the standard of 
living of all Americans. The traditional objections to consumption as a base for t^a^on on 
grounds of regressiveness have been successfully addressed in the Nunn-Domenici "con- 
sumed income" and the Armey "flat lax" reform proposals. A neutral system for cost recovery 
is embodied in both of these proposals as well as the Neutral Cost Recovery Act of 1995. 
These proposals are based on well tested economic ideas and can serve as the starting point 
for the development of tax reform legislation. 
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Ta^3. 

EffiHcficy C«>«ts •! ILS. Tax ScvcaEocft Aftfs *1^ Qgeteia .<ct.oi 1986 
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Chairman Archer. Thank you, Mr. Jorgenson. 

Our second witness is Ernest Christian, who a couple of years 
back was with the Department of the Treasury, and who is now 
chief counsel for the Center for Strategic Tax Reform. We welcome 
your testimony. You may proceed. 

STATEMENT OF ERNEST S. CHRISTIAN, CHIEF COUNSEL, 
CENTER FOR STRATEGIC TAX REFORM 

Mr. Christian. Mr. Chairman, Mr. Gibbons, members of the 
committee, I attach special significance to the combination of the 
neutral capital cost recoveiy system, the American dream savings 
account, and the capital gains tax reform. 

Together these proposals embody important principles of tax pol- 
icy that serve the national interest. It is that interest and those 
principles that are vital. The details can be handled one way or an- 
other. I recommend to you a statement attributed to Dwight Eisen- 
hower in 1956. He said, “I have but one yardstick by which I meas- 
ure all major decisions, and that yardstick is, is it good for Amer- 
ica.” 

The philosophical and analytical principles of NCRS and the 
American dream savings account are good for America. NCRS and 
ADS are based on the correct analytical principle that income 
should be taxed once, not twice. Either tax the income that is saved 
and invested and do not tax the return, or deduct the amount in- 
vested and tax the return, but do not tax both the investment and 
the return. 

Although NCRS is not, in my opinion, a full substitute for first- 
year expensing, it does implicitly recognize that expensing the cost 
of business capital investment is correct, both as a matter of tax 
analytics and rational economic policy. Although the American 
dream savings account is not a full substitute for a full up front 
deduction for all personal savings, it recognizes that a deduction for 
saving is the correct rule under a tax system that seeks to tax all 
income once and the same and not to penalize those who choose to 
save part of their income for their own and the Nation’s benefit. 

NCRS, ADS, and capital gains tax reform reflect many of the 
worthy precepts of neutrality and income measurement that under- 
lie most of the major proposals for totally restructuring the Amer- 
ican tax system. As one who has devoted a good portion of his pro- 
fessional career in the Treasury Department and in private life to 
fundamental restructuring, I applaud the recognition of these pre- 
cepts. 

The present Internal Revenue Code is not good for America. 
Total restructuring is needed. NCRS and other provisions in the 
Contract are, in my view, steps toward that goal. Many people an- 
ticipate that a total restructuring will soon occur. Many of the res- 
ervations about NCRS that you may hear from witnesses probably 
reflect that expectation. 

NCRS is being compared to an ideal standard. Compared to 
present law, NCRS is meritorious and deserves serious consider- 
ation. NCRS is, however, not perfect. Because NCRS postpones 
present deductions in exchange for larger deductions in the future, 
it is complex. For the same reason, it may involve an element of 
uncertainty and risk from a business’ standpoint. It results in a 
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pattern of near term revenue gains and larger future revenue 
losses that may complicate the transition to the kind of total tax 
restructuring that I understand will soon be on the agenda and 
that I hope will soon be enacted into law. 

If a near-term transitional alternative is sought, one alternative 
is to accelerate depreciation under present law and to modify the 
so-called alternative minimum tax accordingly. In the near term 
this would reduce, but not eliminate, the tax bias against capital 
investment. That would be good for America. 

This near-term relief would also aid the transition to first-year 
expensing under a total restructuring in the future that is also 
good for America. On the other hand, compared to present law, 
NCRS over a long term is also good for America. Thus, the choice 
is between one or more good things, not a choice between bad and 
good. 

That concludes my oral statement, Mr. Chairman. I thank the 
committee for its attention. 

[The prepared statement follows;] 
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STATEMENT OF 
ERNEST S. CHRISTIAN 

CHIEF COUNSEL, CENTER FOR STRATEGIC TAX REFORM 
BEFORE THE 

COMMITTEE ON WAYS AND MEANS 
U.S. HOUSE OF REPRESENTATIVES 

JANUARY 26. 1995 

RE: NEUTRAL COST RECOVERY SYSTEM 


In General 

In the context of addressing the Neutral Cost Recovery System,^ I shall also 
refer to two related tax provisions in the Contract With America now before the 
Committee - the capital gains tax reform^ and the American Dream Savings 
Account.^ 

I attach special, even historic, significance to the combination of these 
proposals. They embody important principles of tax policy that serve the national 
interest. 

In making your decision on the details of NCRS and the related provisions, I 
recommend to you a statement attributed to Dwight Eisenhower in 1956. 

"I have but one yardstick by which I measure all major decisions -- and 
that yardstick is; Is it good for America?" 

Present law penalizes the savings and investment that make labor more 
productive and provide better jobs and higher livings standards for all Americans. 
That economic engine is the ultimate source of everyone's income and well-being. 
To impair that productive process is not good for America; nor is it necessary. 

NCRS would reduce, by some measures even eliminate, the tax bias against 
business capital investment in the future. Other provisions in H. R. 9 and H. R. 6 
would reduce but not eliminate the tax penalty on Americans' abilities to save for 
their own and the nation's future. That is good for America. 

It is also good for America that NCRS and other provisions in the Contract 
reflect many of the same worthy precepts of tax neutrality, correct income 
measurement, efficiency, and unabashed national self-interest that underlie most of 
the major proposals for fundamental restructuring of the American tax system that 
we hear so much about. As one who has devoted a good portion of his 
professional career, in the Treasury Department and in private life, to fundamental 
tax restructuring, I applaud the recognition of these precepts. We are moving in 
the right direction. 

Although it goes about it in an indirect and complex way, NCRS implicitly 
recognizes that expensing the cost of business capital investment is the correct 
result, both as a matter of tax analytics and rational economic policy. 

Both NCRS and the ADS personal savings proposal are based on the correct 
premise: tax income once but not twice. When a dollar of income is deferred 
through savings and investment, either do not tax the dollar when invested and tax 
the return of principal and the earnings on principal when later received, or tax the 
dollar invested and do not tax the earnings, but do not tax both the dollar and the 
earnings on the dollar. 

True expensing of business capital investment, where the dollar is deducted 
at the outset, is the ideal. It is the approach taken in Congressman Armey's 

^ H. R. 9, Title II, Job Creation and Wage Enhancement Act of 1 995. 

^ H. R. 9, Title I, Job Creation and Wage Enhancement Act of 1995. 

^ H. R. 6, Sec. 4, American Dream Restoration Act. 
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restructuring proposal and in the restructuring proposal by Senators Domenici and 
Nunn that has been widely discussed. 

NCRS and the ADS personal saving proposal reflect the next best alternative. 
ADS, for example, is similar to a back-loaded IRA. No deduction is allowed for 
deposits in the account but the withdrawal of principal and earnings on principal are 
excluded from tax. 

In broad outline, NCRS is the same. A partial deduction is allowed at the 
outset. Additional and enlarged deductions are allowed later in order to exclude 
from additional tax a sufficient amount of future returns of principal and earnings 
on principal to equate to a single tax on a discounted present value basis. 

Some may be surprised that I feel it necessary to give such emphasis to one 
tax instead of two taxes. But remember, a fundamental premise of the present 
Internal Revenue Code is to tax both the dollar of income that is saved and invested 
and to tax the earnings on that investment. That is bad for America. The need and 
opportunity to correct this long-standing failing of present law is what makes NCRS 
of vital importance. 

Detailed Comments on NCRS 

Both friends and foes of NCRS may point out deficiencies. Criticisms by 
proponents of improved capital cost recovery may, however, be muted because 
they recognize the overriding importance of the principles of NCRS and the great 
step forward in U.S. tax policy these principles represent. 

On the other hand, it is important to correctly understand NCRS. What it is, 
what it is not, and why. It is also necessary to put NCRS in context. 

A. NCRS Is Not Perfect 

NCRS is not perfect. It is not a full substitute for first-year expensing. It 
does not eliminate the need to move forward promptly toward the goal of a total 
restructuring of the American tax system which I hope will be the next item on the 
Committee's agenda. In some ways, the deficiencies of NCRS highlight the urgent 
need for a total restructuring of the American tax system. Many of its 
imperfections are the result of an attempt to fit an improved capital cost recovery 
system into the faulty structure of present law. 

Such imperfections as exist must be put in perspective. Compared to 
present law, NCRS is a meritorious system. If the only choice were between NCRS 
and present law, NCRS ought to be enacted. It is primarily when NCRS is 
compared to the ideal of first-year expensing that we tend to focus on 
imperfections. 

1 . Cash Flow. From the perspective of a business making capital 
investments, NCRS produces a less good up-front cash flow result than first-year 
expensing. Businesses that invest in capital equipment will in the first year and for 
several years thereafter be allowed to deduct smaller portions of the cost - smaller 
even compared to present law. In effect, they will trade up-front deductions for 
larger deductions in the future. In effect, they are prepaying additional tax — or 
lending the Treasury money - which additional tax will be repaid with interest 
through enlarged deductions in the future. 

2. Indexing and Deductions in Excess of Cost. Because NCRS does not 
allow the full cost of a capital investment to be deducted in the year paid, the 
deferred deductions must be indexed (increased) to reflect inflation. If the full cost 
were immediately expensed, no indexing would be necessary. Also because 
deductions for cost are postponed until the future, the amount of those postponed 
deductions must be increased beyond the initial cost of the property in order that 
their value to the business - taking into account the time value of money -- will be 
equal to the value of deducting the cost of the property in the earlier year when the 
investment was made. 



431 


3. Putting Complexity in Perspective. Postponing deductions and then 
indexing and allowing enlarged postponed deductions adds significant complexity. 
The complexity of NCRS must, however, be put in perspective. 

Should complexity be given greater weight when NCRS attempts to reduce 
the tax burden on capital investment than has been the case in the past when the 
law was amended to increese the burden on capital investment? For example, 
enormous complexity was created in 1 986 when deprecation allowances were 
reduced through a combination of the present Modified Accelerated Cost Recovery 
System (MACRS) and the so-called Alternative Minimum Tax. 

The complexity of NCRS must also be weighed against the importance of the 
principles involved and against the long-term benefits to economic growth and 
higher living standards that are logically associated with relieving the present tax 
bias against savings and investment the United States. 

B. NCRS in Overell Context 

NCRS is being proposed in the context of high federal deficits and a serious 
attempt to reduce and ultimately eliminate deficits in significant part through 
expenditure reductions; while at the same time enacting important tax relief. 

As part of that tax relief, NCRS has a unique characteristic - it actually 
increases tax revenues over the next four to five years by roughly $20 billion 
according to some estimates. 

Here, again, we see the important premise of one tax instead of two as well 
as the important difference between the two possible approaches: (i| either allow 
an up-front deduction for savings and investment and later tax the return, including 
the return of principal, or |ii) do not allow an up-front deduction for savings and 
investment but do not later tax the return. 

By, in effect, opting primarily for the latter approach through the mechanism 
of postponed deductions, NCRS is a valuable approach in the context of the 
near-term budget accounting equation. In that context, it is a way of currently 
enacting and putting in place an improved capital cost recovery system without any 
current-year revenue cost. 

Such a result does not, however, arise by magic or alchemy. It arises from 
changing the timing of deductions - less depreciation deductions now and more 
later. This timing change has consequences. 

From a federal budget accounting standpoint, NCRS will result in very large 
future deductions and very large revenue costs after the first four to five years. 
These future revenue losses - measured off the base of present law - may impede 
efforts to achieve a balanced budget by the year 2002. 

In contrast, actual expensing or some current step toward actual expensing - 
such as increasing currently allowable depreciation deductions ~ would have a 
current revenue cost, say for the next four years, but thereafter would not create 
the large over-hang of future deductions and revenue losses in years five through 
ten that arise under NCRS. 

C. Looking to the Future 

The future-oriented structure of NCRS and its future-oriented consequences 
raise additional considerations. 

1 . A Good System hi the Future. On the positive side, after a few years of 
continuing capital investment with more and more property under NCRS, and as 
postponed deductions start to be realized in large amounts, NCRS will produce 
significant positive cashflow results for businesses. 

2. Changes in Tax Law. Many businesses are, however, aware that the tax 
laws often change. Frequent change has particularly been the case in the past with 
depreciation and capital cost recovery. How reliable are the postponed deductions 
that NCRS inherently generates and upon which its efficacy and rationale depend? 



Those who raise this issue are not necessarily saying that future Congresses will 
renege. Instead, they may be anticipating positive and desirable tax law changes in 
the future - such as lower tax rates. 

How could a lower business tax rate in the future be a case for concern from 
a business' perspective? The answer, I suggest, is mixed. One should be careful 
not to get carried away with criticisms of NCRS which may be based on the 
following proposition: A business will have given up present law deductions 
against a 35% corporate tax rate in exchange for future and enlarged deductions 
against a future tax rate that may be less than 35%. I understand the mathematics 
that the future deductions will, if the future tax rate is less, be worth less, but that 
does not necessarily mean that a business will be less well off than would be the 
case had NCRS not been enacted and present law continued. 

3. Fundamental Tax Restructuring. I hope that a likely future event will be a 
fundamental restructuring of the American tax system. In one way or another, 
most such proposals contemplate first-year expensing of capital investment and 
contemplate lower tax rates as well. Some might be concerned that the existence 
of NCRS would make the transition to actual expensing more difficult. This is an 
issue to be fully explored and thought through. 

My own answer, as an advocate of fundamental tax restructuring, is not so 
pessimistic. 

There are two kinds of transition issues. One is the philosophical or tax 
policy transition of going from present law to full and direct expensing as is 
inherent in most restructuring proposals. That philosophical transition is made 
easier by NCRS. NCRS will in principle have crossed the Rubicon, so to speak. 

The mechanical transition is more uncertain. It’s ease or difficulty, including 
revenue considerations, partly depends on how quickly the transition occurred. If 
restructuring proceeds quickly after enactment of NCRS, the mechanical transition 
would be fairly easy. If it occurred three to five years later after a large amount of 
deductions had been postponed and were starting to become available, these 
deductions in conjunction with first-year deductions under a newly enacted 
expensing system could present a revenue problem. 

D. Alternatives to NCRS. If alternatives are desired and are to be considered, and 
if fundamental restructuring is likely, I would suggest consideration of the 
following; 

• Increase depreciation allowances under MACRS Ithe present 
depreciation systemi to make them coirx:ide as closely as possible to 
the depreciation allowances under the pre-1986 ACRS system as can 
be afforded in light of revenue constraints and the need for deficit 
reduction. 

• Repeal or modify the so-called Alternative Minimum T ax so that it no 
longer penalizes companies for making needed capital investments. 

Like NCRS, these changes would be good tax policy and be good for 
America. They also would be a down-payment on full expensing from a budgeting 
standpoint and, in that respect, ease the transition to fundamental restructuring. 

The most important matter is to preserve the vital principle of NCRS - that 
expensing or its equivalent is the correct analytical and policy result. We should 
not to lose the momentum toward enacting into law that and other principles of 
good tax policy that are in reality important strategic steps for America in the 
competitive world marketplace of today. 
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Chairman Archer. Thank you, Mr. Christian. I think you fin- 
ished even before the yellow li^t went off. We are grateful for 
that. 

Our next witness is Stephen Entin, resident scholar. Institute for 
Research on the Economics of Taxation. Mr. Entin, we would be 
pleased to hear your testimony. You may proceed. 

STATEMENT OF STEPHEN J. ENTIN, RESIDENT SCHOLAR, 
INSTITUTE FOR RESEARCH ON THE ECONOMICS OF TAXATION 

Mr. Entin. Thank you, Mr. Archer. My name is Steve Entin from 
the Institute for Research on the Economics of Taxation. 

It is a pleasure to be here to talk to you about neutral cost recov- 
ery today. I was working at Treasury when the concept was first 
thought up, and it is nice to see that it has gotten somewhere in 
the last 12 years. 

Just yesterday in the Wall Street Journal there was an article 
entitled, “Census Bureau Confirms Eroding Wages.” This has been 
the subject of some concern for many years. It factored in the last 
two presidential elections, and I think it is time to do something 
about it. 

One of the things we could do about it is give workers more and 
better equipment to work with and get businesses busy hiring and 
training them again to muster a work force to use the new capital. 
Unfortunately, the Tax Code is an obstacle. Investment writeoffs 
must be stretched out over many years, and consequently, the 
present value of the writeoffs is less than the investments cost. 
This is veiy peculiar. Revenues are not profit until they exceed the 
cost of producing the product or service. Businesses get to deduct 
all their wage costs, they get to deduct all their fuel costs, all their 
raw materi^s costs, and all their shipping costs. Why are they re- 
stricted to writing off only 75 to 95 percent of the real cost of their 
equipment and less than half the real cost of their factory build- 
ings, offices, shops, and rental housing units? 

By making businesses stretch out their writeoffs of plant and 
equipment, me current tax treatment of capital starts counting rev- 
enues as profits before the businesses really earned a cent. Taxes 
are sometimes due when no real profit has been earned. Invest- 
ments in general have to earn more than otherwise to counter this 
tax bias, and trillions of dollars of otherwise attractive and valu- 
able capital formation is lost. 

The biggest losers are the workers whose productivity, wages, 
and job opportunities are curtailed. Government loses, too, as tax 
revenue is forgone on the lost GDP. Expensing is the straight- 
forward cure, but it has an adverse impact during the budget win- 
dow and it runs afoul of the PAY-GO provisions. 

NCRS gets around that problem. It would provide all of the in- 
vestment incentives of expensing for equipment immediately while 
raising revenue during the budget period. Equipment purchased in 
1995 would benefit fully and the economic benefits of increased 
capital formation would begin right away. 

NCRS would produce a significant reduction in the cost of cap- 
ital, which would necessarily lead to a significant increase in the 
capital stock, higher productivity, and higher wages. GDP would 
ultimately be several percentage points higher. Annual growth 
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rates might be increased anywhere from 0.5 to 1.5 percent a year 
for several years. 

It would take only a small fraction of that projected growth, 
about one-tenth of 1 percent to two-tenths of 1 percent a year, ac- 
cumulating to a bit over 1 percent higher GDP after about 10 
years, to onset the static revenue cost of NCRS as projected by the 
Treasury. No reasonable forecast would show any growth less than 
that. 

Furthermore, the additional growth of wages and employment 
would reduce the need for Federal income support payments. Both 
on the revenue side and on the outlay side, the deficit would be im- 
proved. 

Regrettably, the committee has curtailed the NCRS adjustment 
for long-life equipment and structures to deal with Treasury’s stat- 
ic revenue loss projection beyond the budget period. I think you 
should consider the additional economic growth and corresponding 
revenue reflow that NCRS would generate and restore the full 
NCRS treatment for all assets. 

I also recommended on page 4 of nw testimony that the commit- 
tee consider, not only applying NCRS treatment to the AMT, but 
also adjusting the AMT asset lives to equal those of the ordinaiy 
tax system. I believe that the revenue reflow would justify botn 
steps. I think they are entirely consistent and both are very valu- 
able. 

Criticisms of the NCRS proposal in recent Treasury testimony 
are unfounded. There are no tax shelters here. Treasury is twisting 
the term to mean any departure from the current biased system in 
which savings and investment are doubly or triply taxed. Viewed 
from the perspective of a neutral tax system in which savings and 
investment are treated evenhandedly relative to consumption, 
NCRS is the correct approach and anything less is a bias against 
investment. 

To recap; NCRS can correct the underdepreciation of capital 
within the framework of the current budget rules and can get the 
economy moving forward now. The resulting growth will make it 
that much easier to trim government deficits as more jobs at better 
wages reduce the need for Federal income support payments. 
NCRS is a win-win proposal that is deserving of prompt passage. 
Why wait? 

Tuank you. 

[The prepared statement follows:] 
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HEARING ON NEUTRAL COST RECOVERY 
AND EXPENSING OF INVESTMENT 


Statement of Stephen J. Entin, Resident Scholar 
Institute for Research on the Economics of Taxation (IRET) 

before the 

Committee on Wajrs and Means 
Januar}' 26, 1995 


Mr. Chaiiman and members of the Committee, thank you for the opportunity to present 
my views on the neutral cost recovery system (NCRS) propo^ in H.R. 9. 

The provision at issue — the only business-speciiic growth incentive in the "Contract 
With America" — relates to the write-off of dejseciable assets. Under current law, businesses 
are allowed an immediate write-off (expensing) of only a small amount ($17,500) of the cost of 
plant, equipment, smictunes, and certain other assets. They must stretch out the remainder of the 
write-offs over many years, and, because the total amount of the write-offs is limited to the 
original outlay for the property, the present value of the write-off is less than the property’s cost 
The present value is reduced by the opportunity cost of money and by inflation, and this 
reduction is greater the longer is the life o( the propetty and the higher is the rate of inflation. 
As a result, a real cost of production is understate, and the businesses’ taxable incomes exceed 
their real incomes. Investment, productivity, wages, and employment suffer. 

Under current law, purchases of equipment are written-off over periods of time ranging 
from 3 to 20 years. Most residential structures are written-off over a 27.5 year period. 
Commercial and industrial suuctures are written-off over a 39 year period. Stretching out the 
write-off period reduces the present value of the deductions due id lost interest and inflation. The 
result is that the business d^ucis an amount that is less in present value than the amount paid 
for the property. The under-depieciation overstates taxable income, resulting in a higher-than- 
statutory tax rate on the real earnings of the asset The table illustrates the difference in the 
value of the deductions between expensing and one of the set of depreciation schedules 
commonly used in current law. For example, the real present value of deductions for the 7 year 
asset at 3% inflation is only 84.6% of the cost of the asset The present value falls shott of the 
amount paid for the property by $15.40 on a $1(X) piece of equipment costing the firm an extra 
$5.39 in tax in present value terms, assuming a 35% corporate tax rate. The longer the asset life 
and the higher the rate of inflation, the greater is the loss in present value. At current rates of 
inflation, the present value of write-offs for structures is less than half of the cost of the property 
(not shown in the table). 


Preset Value of Current Law Cqiital Consumption Allowances per Dollar of Investment Compared to 
Expensing ^irst-year Write-off), 

Asset lives: 


5 yrs 

7 yrs 

10 yrs 

IS yrs 

20 yrs 

Present value of first-year write- 
off of SI of investmeDl 

$1,00 

$1.00 

$1.00 

$1.00 

$1.00 

$1.00 

Present value of cur- 
rent law write-off of 
$1 if inflation rate is: 

0% 

$0,964 

$0537 

$0,912 

$0,877 

$0,796 

$0,742 

3% 

$0,935 

$0.S88 

$0,846 

$0,789 

$0,667 

$0,592 

5% 

$0,917 

$0,859 

$0,807 

$0,739 

$0J99 

$0,519 

1 Assumes a 3.5 percent real discount rate, assets purctiased in first quarter of the year. | 


The most straightforward way of coirecting under-depreciation is to permit expensing of 
the investment — deduction of the amount paid for the property in the year in which the property 
is purchased. H.R. 9 takes a useful but small step in that dir^on by increasing the allowable 
amount of expensing ftom $17,500 to $25,000. Going directly to expensing for all write-offs. 
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however, would involve a large cost to the Treasury m the short run, and would run afoul of the 
PAYGO provisions of the budget law. 

A cheaper near-term alternative is to spread the depreciation deductions over time but to 
allow deducdons in amounts such that their present v^ue equals the amount paid for the 
property. Such schedules constitute a "neutral cost recovery system" (NCRS). Under neutral cost 
recovery, businesses (corporate and non-corporate) would be allowed to adjust their depreciation 
write-offs annually by a normal real discount rate of, say, 3.5% plus the rate of inflation. This 
adjustment would approximate the normal real return on investment, and create write-offs equal 
in present value to expensing. It would allow businesses to recover their full teal costs, the 
economically correct approach. NCRS would give a substantial boost to investment and wages. 

One of the best features of NCRS is that it provides all of the investment incentives of 
expensing immediately while being consistent with the PAYGO provisions in the budget law. 
Equipment purchased in 1995 would benefit fully, and the economic benefits of increased capital 
formation would begin right away.' Nonetheless, because the provision requires businesses 
electing to use NCRS for short lived assets to employ the 150% declining balance method of 
depreciation (before NCRS adjustment) instead of the 200% declirting balance method allowed 
under current law, the provision would raise revenue during the budget period. 

H.R. 9 provides that the election of NCRS would be optional. Firms that would prefer 
to retain the slightly higher near term deductions and lower total write-offs of current law would 
be allowed to do so. NCRS will not haim any business, and will benefit mosL 

Investment tax credits (TTC) could also be used to offset all or part of the shortfall in 
value of normal depreciation allowances, though they are generally only an approximation of the 
shortfall. One drawback of the ITC is that the credit rates would have to be adjusted by statute 
as the inflation rate changed in order for the capital recovery system to remain neutral. Another 
drawback, in the current budget climate, is the large up-ftont cost to the Treasury. NCRS avoids 
both of these problems. 

Growth and Budget Effects 

A recent paper by Gary and Aldona Robbins' calculates that NCRS, as originally 
proposed, would have produced a 16% reduction, on average, in the pretax internal rate of return 
needed for an investment to be worthwhile. The modified version, trimming the adjustment for 
long lived assets, would be less effective in this respect. Additional capital would be 
accumulated until the rate of return fell to this new, lower value. It takes a great deal of 
additional capital to depress returns. Consequently, I would expect NCRS to produce an increase 
in the capital stock, over time, of perhaps 20 percent or more above levels that would otherwise 
occur. The higher capital stock and the resulting higher employment and productivity would 
boost the ultimate level of GDP by several percentage points over 5 to 10 years. Annual growth 
rates might easily be anywhere from 0.5 to 1.5 percentage points higher than otherwise during 
that period. 

It would only take a fraction of that growth to make NCRS revenue neutral. Additional 
annual growth of only about 0.1% to 0.2%, cumulating to a bit over a 1 percent increase in the 
permanent level of GDP after 10 years, would offset the static revenue cost of NCRS. No 
reasonable estimate of the economic effect of a major reduction in the tax on capital could fail 
to predict several times that result 

NCRS should be adopted because it is the tight thing to do. It reduces the anti-saving, 
anti-investment bias in the tax code, and raises incomes and employment Nonetheless, the 
Congress does have legitimate concerns about the budget Fortunately, NCRS is one of a small 
group of tax reforms that will almost certainly help rather than hinder deficit reduction. Not only 
would revenue increase, but the additional growth of wages and employment would reduce the 
need for federal inconte support payments. 

Consistent with Neutral Tax Svstents 

A neutral tax system would not discriminate against saving and investment The income 
tax, by taxing both income that is saved and the returns on that income, taxes income used for 
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saving and investment more heavily than it taxes income used for consumption.’ Dissatisfaction 
with this bias, and a determination to create a more neutral tax system, lie at the heart of all the 
major tax restructuring proposals that have been studied in think tanks, academia, and the 
Treasury, or submitted as legislation (such as Domenici-Nunn, the Armey flat tax, Danfoith- 
Boren, and various VAT and national sales tax proposals). Some resemble income taxes, in 
which saving and investment are deducted foam taxable income. Others impose a tax on goods 
and services that constitute final consumption, either at the retail level or during the production 
process. 

Within the general framework of a neutral, consumption-based or saving-exempt income 
tax, there are two general approaches to creating neutrality. Oite is to exempt interest, dividends, 
capital gains, and other returns on capital fiom tax. This is aldn to the tax treatment accorded 
state and local tax exempt bonds. The other method of achieving neutrality is akin to the tax 
deducdble IRA. It involves allowing a deduction for income that is saved or invested, while 
taxing all the returns. 

In such a system, all saving by individuals should get either "municipal bond" treatment 
or deductible IRA treatment (without the limits on contributions and holding periods attached to 
current IRAs, 401(k) plans, 403 (b) plans, SEPs, and Ketrugh plans).' 

In the case of direct investment in plant, equipment, structures, inventory, and R&D, the 
neutral treatment is "expensing", writing off the investment in the year it is purchased instead of 
depreciating it over many years. NCRS, which is equivalent to expensing in present value, is 
consistent with this neutral concept of taxatioo, and may be viewed as a step in the direction of 
a restructured, neutral tax system. 

An additional source of bias in the tax code is the taxation of income at the corporate 
level and again at the shareholder level. This additional "double tax" applies to corporate income 
that is taxed and then distributed as dividends to shareholders, and to afier tax corpatate earnings 
retained for reinvestment, which increase the value of the company and are taxed again as capital 
gains when the shares are sold. Ideally, the corporate and individual income taxes should be 
combined or "integrated" (which means passing tWugh corporate earnings and deduction to the 
shareholders as is done with subchiqrter S corporations and parmerriiips). Short of that, tax 
relief for dividends paid and for capital gains is in order. A final layer of tax on capital is 
imposed by federal and state transfer taxes, which should be elinrinated. 

Difficulties with the Committee Proposal 

It is regrettable that the Committee has curtailed the NCRS adjustment for equipment with 
tax lives of IS and 20 years and for residential, commercial, and industrial structures with tax 
lives of 27.S or 39 years. The Committee proposal grants them only the inflation adjustment and 
not the 3.5% normal teal return accorded other depreciable assets. Also, inventory outlays and 
R&D, which are equally deserving of NCRS treatment, ate not covered. 

The important principal behind NCRS is that businesses should be allowed a full write-off 
for all their costs of production, and that anything less overstates teal business earnings. Once 
it is decided that it is all right to ignore a portion of the costs of production in calculating income 
for tax purposes, where does it end? Should businesses be allowed to deduct only 92% of their 
wage costs, or only 50% of their research expenses? The only deduction that is not entirely 
arbitrary is 100%, and that is also the only way to correctly value income and to maintain neutral 
treatment of income used for consumprion and income used for saving and investment 

The Committee should consider the additional economic growth and corresponding 
revenue reflow that NQIS will generate and should restore full NCRS treatment of long lived 
equipment and structures, and should cover inventory investment and spending on R&D. If the 
Committee is too uncertain of the economic effects to proceed with a full adjustment 
immediately, it should at least affirm the priiKipal of full adjustment by legislating a phase-in 
of the real 3.5% return in the current bilL For example, structures built in 1995 could receive 
inflation plus a 0.1% real adjustment; those built in 1996, inflation plus 0.2%; and so on until 
the full 3.5% real adjustment is achieved for structures placed in service 35 years from now. The 
phase-in would be slow enough to present little static revenue loss near term, and to avoid any 
tendency for investors to defer construction from one year to the next to achieve better tax 
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treatment The drawback to the phase-in, of course, is that the economy will not immediately 
experience die added growth that fiill NCRS treatment would provide. 

H.R. 9 provides the same NCRS adjustment of the depreciation allowances under the 
alternative minimum tax as it does to the d^ireciation allowances under the ordinary income tax. 
This is proper and necessary to prevent additional businesses from becoming subject to the AMT, 
and to allow businesses that are subject to the AMT to recover their full costs of investment. 
It would be even better, however, to go an extra step and utilize the same asset lives in the AMT 
as under the ordinary income tax, in effect using the same capital recovery rules in the two 
systems. Under both systems, depreciation write-offs are to be marie equal in present value to 
the cost of the property. It makes no sense to have two different sets of NCRS-adjusted 
depreciation tax schedules to achieve the same result, and to have two different tax systems that 
treat businesses differently according to whether their investment levels are high or low. 

Unfounded Criticisms of the Proposal 

Leslie B. Samuels, Assistant Secretary for Tax Policy, Department of the Treasury, raised 
a number of objections regarding NCRS in his testimony before this Committee on January 10, 
I99S. Most of his complaints are unfounded. I agree with only one assertion. He states that 
the provision of full NCRS treatment — inflation plus 3.5% — to assets with tax lives of 10 
years or less, with longer lived assets receiving only the inflation adjustment, is discriminatory. 
This is correct The solution, however, is to provide long-lived equipment and structures with 
full NCRS adjustment not to deny the Improved tax treatment to all assets by scrapping the 
entire NCRS proposal. Even as the proposal stands, long lived assets and structures would be 
treated better under NCRS than under current law. Given that they are currently treated much 
more harshly, relative to expensing, than short lived assets, the improvement granted to long lived 
assets, though incomplete, is nonetheless as significant as that given to short lived assets. 

Samuels also expresses concern that businesses will engage in too much investment 
simply to offset other income with NCRS deductions. This is a distorted view. Rapidly growing, 
rapidly investing businesses might be unable fully to utilize their capital consumption allowances 
under NCRS unless they have sufficient other income against which to take their full write-offs. 
Such businesses would experience a penalty, the loss of a portion of the value of write-offs that 
had to be deferred. The presence of other income corrects what would otherwise be an 
unwarranted disincentive. 

Samuels acknoN/ledges that NCRS provides the same present value of deductions that 
would be allowed under (neutral) consumption based tax systems, but he mis-describes this as 
"reducing the effective tax rate on the income for new investment to zero (as under a 
consumption-based tax)." Samuels confuses "returns’’ with "income". In theory, in a competitive 
market, the present value of the returns on capital are driven down to levels that just cover the 
cost of the capital, and the tax saved by expensing the capital would just equal the tax on the 
returns, in present value. Thus, the returns arc taxed, but do not yield a net tax to the 
government unless the returns exceed the cost of the asset. This is as it should be, for unless the 
returns exceed the cost, there is no net real income. If the returns exceed the cost, there is net 
income, and it yields a net tax. Income, properly defined, is taxed at the statutory rate. 

A recent Wall Street Journal article^ compared the results of neutral cost recovery with 
the accelerated cost recovery system plus ITC provisions of the Economic Recovery Tax Act of 
1981, which eliminated the tax liability of some large businesses and supposedly produced 
negative tax rates. The FTC and the rapid write-offs in the 1981 Act may have resulted in a 
present value of write-offs in excess of full cost at low rates of inflation for some kinds of 
property. By contrast, neutral cost recovery, which automatically adjusts for changing inflation, 
cannot produce excessive write-offs or negative tax rates. And if, in some cases and time 
periods, an accurate accounting of the real investment outlays of a business would produce no 
taxable income, then that is the result the tax code ought to allow. 

Other critics of NCRS have claimed, incoTTccily, that there is a subsidy or "negative lax 
rate" applied to debt financed assets in current law, and that NCRS would worsen it. For 
example, a recent CRS paper* laments that, in the case of debt-financed investment under current 
law, businesses receive a write-off of an investment (which NCRS would enhance) plus a 
deduction for the interest paid on the funds borrowed to buy the asset. The tax lost to the 
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interest deduction is called a subsidy to the business. This analysis ignores the fact that the 
interest paid by the borrower becomes taxable income to its lender. The tax paid on the interest 
by the lender is a rough "wash" for the lax saved on the interest by the borrower.^ In the case 
of debt-financed investment, the lender and the bonower are de-facto "partners" In the 
investment, and receive the same combined tax treatment as investment financed within a 
partnership. This evenhanded tax treatment of investn^t regardless of the form of the business 
arrangement involved is a basic tax principal.* It is easy to make an activity appear to be 
subsidized if half the tax paid on the aedvi^ is omitted from the analysis. The truth is, if the 
business were not allowed a deduction for the interest, that amount would be taxed twice, once 
on the borrower’s tax form, and again on the lender’s. The combined tax treatment of the 
investment is correct under neutral cost recovery (hence its name). 

Conclusion 


Revenues aren't profits until they exceed Uie costs of producing the product or service. 
By making businesses stretch out their write-offs of plant, equipment, and structures, the current 
tax treatment of capital starts counting reveni^ as profits before the business has really earned 
a cent Taxes are sometimes due when no real profit has been earned. Investments in general 
have to earn more than otherwise to counter this tax bias, and trillions of dollars of otherwise 
attractive and valuable coital fonnadon is lost The biggest losos are the workers whose 
productivity, wages, and job oppominities would be increased if the lost capital had been created. 
Government loses too, as tax revenue is foregtrae on the lost GDP. NCRS can correct the under- 
depreciation of capital within the frameworic of the current budget rules, and can get the economy 
moving forward now. The resulting growth will make it that much easier to trim government 
deficits, as more jobs at better wages reduce the need for federal income support payments. 
NCRS is a win-win pr(qx>sal that is deserving of prompt passage. 


Endnotes 


1. Other ^roaches for moving to expensing that have only small near term outlays would delay the 
economic gains for years or decades. For example, it would be possible id phase in expensing over time, 
but the budget and ectmomic consequences wcmld be less fivonUe is the near term. One could allow 
businesses to expotse 5% of their investment in 1995, 10% in 1996, and so on until 100% expmising is 
reached in 2014. This would cost some money during the bud^ window. Worse, the incentive u> 
increase investment and capital formation would build slowly, with the result that there would be little 
economic improvement from die proviskm in the next several years. Indeed, the phase-in would create 
incentives to defer investmrat unless the phase-in rate were voy dow. 

2. "Neutral Cost Recovery: Investing for Growth. Not Planning for Taxes", Institute for Policy Innovatioru 
Lewisville, TX. August, 1994. 

3. Suppose that, in the absence of taxes, one could buy $100 of consumption goods or a $100 bond 
paying 4% interest, or $4 a year. Now impose a 20% income tax. One would have to earn $125, and 
give up $25 in tax. to have $100 of after-tax income to consume. The cost of $100 of consumption in 
terms of pre-tax income has risen 25%. To get a $4 imerest stream, after taxes, one would have to earn 
$5 in interest, pre-tax. To earn $5 in interest, cme would have to buy a $125 bemd. To buy a $125 bond, 
one would have to earn $156.25 and pay $31.25 in tax. The cost of the after-tax interest stream has gone 
up 56.25%, more than twice the increase in the cost of consumption. 

Put another way, in the absence of die income tax, each dollar of interest would, in effect, cost the 
saver $25 in current consumption ($100/$4). After the income tax, it would take $156.25 to buy $4 in 
interest or $125 of consumption. Each dollar of interest would cost $31.25 in foregone consumption 
($125/$4). 25% more than in die no-tax sitiiation. 

There are two ways to restore nmitrality. One is to exmnpt interest fiom tax. One would then have 
to earn $125 to buy a $100 bmd, earning $4 with no fuitber tax. This is akin to the tax treatment 
accorded state and local tax exempt bonds. The other method is to allow a deduction for income that is 
saved, while taxing the letums. One would have to earn $125 to buy a $125 bond, earning $5 in interest 
pre-tax. and. after paying $I in tax on the inrerest, have $4 left. This is akin to the deductible IRA. 


For a fuller discusskm of the basic income lax bias against saving and investment, see: 
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Bradford. David F.. et al. Blueprints for Basic Tax Refonn. Second Edition, revised, Arlington, 
VA, Tax Analysts, 1984. 

Schuyler, Michad A., Consumption Taxes: Promises & Problems. Washington, DC. Instimte 
for Research on the Economics of Taxation, 1984. 

Tax Refonn for Fairness. SimpUcitv. and Growth. Vol. 3. Value-Added Tax. Department of the 
Treasury, Washington. DC, 1984. 

Ture, Norman B. and Stefrtien J. Entin, Save. America. Washington, DC, Institute for Research 
on the Economics of Taxation. 1989. 

Ture. Norman B. and B. Kenrteth Sanden, The Effects of Tax Policy on Capital Fonn^on. New 
York, Financial Executives Research Foundation, 1977. 

4. At the very least, all these plans should be liberalized. The best measure would be the Breaux- 
McCrerv universal IRA legislation (S. 1 59 and H.R.328) that would create unlimited tax deferred individual 
investment accounts for all saving, with no restrictions on the amount of saving that could be deducted, 
no penalty tax on withdrawal at any age. and no forced distribution at any age. The Contract with 
America recommends a "back-ended IRA”. While worthwhile in concqx, a back-eiMled IRA could be 
crippled by the implicit taxation of otherwise tax free withdrawals created by the current method of 
taxation of social securi^ benefits. See my testimony on reform of benefit taxation. Ways and Means 
Committee hearing. January 19, 1995. 

5. Lucinda Harper, "GOP Pushing Big Corporate Tax Break In the Form of Depreciation Changes", Wall 
Street Journal, December S. 1994, p.A2. 

6. David L. Brumbaugh and Jane G. Gravetle, "The Neutral Cost Recovery System ai^ the House 
Republican Contract”, CRS Report for Congress, 95-75 E, Congressional Research Service of the Library 
of Congress, Washington. DC. Jan. 5, 1995. 

7. There would be no tax paid by the lentfor if the lertder were a tax exempt entity (charity, state 
govertunent, church, etc., but that is due to the tax exempt status of such entities. Their income is tax free 
regardless of source, whether it be a oomribution foom a wage earner or interest on a savings account, 
federal bond, or corporate bond. The tax exempt status of charities has nothing to do with the correctness 
of NCRS or the treatment of debt ftnanoe at tte business level under current law for taxable businesses 
and individuals. 

8. The evenhandedness is violated, of course, by the "double-taxation" of corporate income at the business 
and shareholder level Volumes of tax analysis have been written urging (Congress to correct that error 
by providing dividend and capital gains relief, or complete miegration of the corporate and individual 
income taxes. It is abundantly dear that it is corporate income that is inconectly taxed, and that debt 
financed investment is receiving more coirea treatment. 
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Chairman Archer. Thank you, Mr. Entin. 

Our next witness is Thomas Usher, chairman of the American 
Iron & Steel Institute and president of USX Corp. Mr. Usher, we 
are pleased to have you with us. You may proceed. 

STATEMENT OF THOMAS J. USHER, CHAIRMAN, AMERICAN 

IRON & STEEL INSTITUTE, AND PRESIDENT AND CHIEF 

OPERATING OFFICER, USX CORP. 

Mr. Usher. Thank you, Mr. Chairman. NW name is Tom Usher. 
I am president and chief operating officer of USX Corp. I am here 
today in my capacity as chairman of the American Iron & Steel In- 
stitute. 

On behalf of the 34 U.S.-based member companies of AISI, I 
thank you for the opportunity to testify regarding certain provi- 
sions in the Contract With America. Our written statement lays 
out the steel industry’s capital formation problems, including our 
technical suggestions on how to improve our tax laws. 

Today, since I am not a tax lawyer, I am going to highlight our 
recommendations and discuss why changes are needed from the 
viewpoint of an American businessman. AISI fully supports the 
Contract With America’s objective of lowering the cost of capital so 
that job-creating businesses can more easily invest in new plant 
and equipment. 

Our cost of capital problems are caused because many of our 
steel companies remain mired in the alternative minimum tax on 
a seemingly permanent basis. The AMT reduces our cash flow and 
hinders our ability to pursue projects that will reduce costs, in- 
crease productivity, and preserve high-paying manufacturing jobs 
for Americans. 

While our strong preference would be the outright repeal of the 
AMT or the consideration of fundamental tax restructuring, the 
Contract With America’s objective of lowering the cost of capital for 
regular and AMT taxpayers is something that does get our atten- 
tion. Conceptually the neutral cost recovery system is a step in the 
right direction. 

NCRS should increase the present value of depreciation deduc- 
tions for both regular and MJUr taxpayers. However, even with 
NCRS benefits, taxpayers in an AMT position would continue to be 
discriminated against when compared to regular taxpayers. 

A simplified version of NCRS, coupled with meanin^ul AMT re- 
form, could go a long way to make the cost of capital for American 
steel producers competitive internationally. My one technical sug- 
gestion concerning NCRS is that it should be simplified. 

We have only so much horsepower and we should be spending it 
to make steel, not projecting quarterly increases in the GNP im- 
plicit price deflator. Why not have Congress fix the depreciation ta- 
bles in advance by projecting an average inflation rate? 

Fixed depreciation percentage would reduce complexity and 
make long-range facility planning more certain. At the very least, 
indexing should be done annually instead of quarterly. In addition 
to NCiS, or if NCRS is not pursued, AMT reform should be a top 
priority and should be based on three principles. 

First, accumulated AMT credits and other credits should be al- 
lowed to partially offset AMT liabilities. Second, investment recov- 
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ery periods under the AMT should be the same as those under the 
regular tax. What economic sense does it make for our industry to 
have a 7-year recovery period for re^ar tax purposes and a 15- 
year period for AMT purposes? This Aange alone would give many 
AMT taxpayers nearly the same benefits as NCRS and would be 
much simpler. 

Third, expenditures for nonproductive assets, such as pollution 
control equipment, should be expensed or at least not subject to the 
lengthy AMT depreciation schedules. 

\^y do American steel companies and other capital-intensive in- 
dustries need these changes to lower the cost of capital? One need 
look no further than last week’s news reports. The U.S. 1994 pro- 
jected trade deficit for goods is expected to be the largest ever. 
Some may argue that the trade deficit is so high because U.S. man- 
ufacturers can’t keep up with the growing U.S. demand for prod- 
ucts. Why? Isn’t it possible that our tax policies have discouraged 
U.S. capital investment, contributing to lost jobs and plant closings, 
and what about the factories that were never built because of our 
noncompetitive cost of capital? 

Today the U.S. steel indust^ is recognized as having world class 
costs and world class quality. However, we are the only major econ- 
omy in the world that is required to import a significant amount 
of steel due to the lack of domestic capacity. If we had added to 
our capital base, the trade deficit would be lower and America 
would have more good-paying manufacturing jobs. These were the 
jobs that made the American factory worker the envy of workers 
around the world. These were jobs with good health care, with 
wages that enabled a person to own a house, own a car, and edu- 
cate their children. In short, quality jobs with a quality of life. 

Americans need these jobs and Americans want these jobs. Sure 
we have created new jobs, but many of them are minimum wage 
jobs or low-paying jobs in the service area — ^fast food, restaurants, 
and shopping centers. More than two of these jobs are needed to 
provide a family with a standard of living than one manufacturing 
job provided years ago. 

In conclusion, we congratulate the Members of the 104th Con- 
gress for recomizing that our current tax system penalizes new in- 
vestment in plant and equipment. The concepts in NCRS combined 
with meaningful AMT reform are needed to improve our cost of 
capital and to preserve quality manufacturing jobs for Americans. 

Thank you. 

[The prepared statement follows:] 
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STATEMENT OF THOMAS J, USHER 
PRESIDENT AND CHIEF OPERATING OFFICER OF 
THE USX CORPORATION AND 

CHAIRMAN OF THE AMERICAN IRON AND STEEL INSTITUTE (AISI) 
ON BEHALF OF AISI'S U S. MEMBER COMPANIES 
BEFORE THE HOUSE WAYS AND MEANS COMMITTEE 
JANUARY 26, 1995 


This statement is on behalf of the 34 U.S. member companies of the 
American Iron and Steel Institute, who together account for more than two-thirds 
of annual raw steel production in the United States. 

Mr. Chairman, AISI's U.S. members are grateful to you and this 
Committee for calling hearings on the fax provisions in the Contract with America 
designed to encourage greater savings and investment. In particular, we are 
pleased that staff has asked that this panel focus on the proposed Neutral Cost 
Recovery System (NCRS) In the Contract and the ways in which Congress can 
best address what continues to be a critical problem for U.S. manufacturers - 
namely, the groasly Inadequate capital cost racovery system In the United 
States, especially as It affects Alternative Minimum Tax (AMT) payers. 

In general, AISI supports a fiscal policy that recognizes the need to 
reduce and hopefully eliminate the federal deficit over time, control surging 
health care costs, promote jobs and economic growth, and accelerate 
investments aimed at rebuilding U.S. infrastructure. As a top priority, Congress 
should enhance the competitiveness of U.S.manufacturing. It should ensure that 
the burden of taxation is as broad-based as possible so that it does not fall 
disproportionately on U.S. manufacturing, the nation's key source of good jobs. 
And it should study the potential advantages of a replacement tax system, 
because our existing business tax code is harming U.S. competitiveness. 

Given these concerns, we would like in this statement to address not only 
the proposed NCRS, but the critical importance of further, significant AMT 
reform; the need to avoid new anti-oompefitive taxes; and the need to look 
seriously at fundamental tax restructuring through an entirely new approach. 

NCRS: A Good Step in the Right Direction 

With respect to NCRS, we applaud Congressman Nick Smith (R-MI) for 
developing this concept as a way of encouraging new Investment by U.S. 
companies in productive plant and equipment. Its introduction as Title II in HR 9 
(the Job Creation and Wage Enhancement Act) is a good stop in the right 
direction, and wo look forward to working with this Committee to ensure that the 
final bill achieves its goals in the vital area of capital cost recovery. 

Our analysis of the proposed NCRS is driven by one overriding factor: the 
reality that many U.S. steel companies remain mired in the AMT on a seemingly 
permanent basis - and the AMT has a 15-year (world’s worst) capital raist 
recovery system. Thus, the chief reason AISI supports the NCRS proposal is 
that it markedly improves the net present value of depreciation under the AMT, 
Additional, substantial AMT reform is one of the most important things the 
104th Congress can do to keep the U.S. economic recovery going. 

With respect to NCRS specifically, we have the following observations: 

• First, AISI absolutely supports the NCRS’ four main goals of improving the 

capital cost recovery sy^em, lowering the cost of capital, removing the 

distortions in the existing business (ax system, and approaching the 

economic equivalent of expensing. 
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• Second, we strongly support the decision to extend NCRS benefits to 
AMT payers, because depreciation under the AMTs excessively slow 
recovery period is particularly subject to erosion by inflation. 

• Third - because the AMT continues to be the single greatest distortion in 
the current system, the biggest disirxsntive to investment, and about as 
far as one can get from the ideal of expensing - the incentive to invest in 
productive plant and equipment that the NCRS provides will not be fully 
realized without additional AMT reform. 

• Fourth, as NCRS is proposed, because 15-year AMT recovery periods 
will stay in place and continue to be more tton double what they are 
under the Modified Accelerated Cost Recovery System (MACRS) of the 
regular corporate tax (seven years), depreciation for AMT payers will 
remain discriminatory and less beneficial than it is for regular taxpayers. 

• Fifth, with respect to recent testimony by Assistant Treasury Secretary 
Leslie B. Samuels, we strongly agree that incentives should be focus^ 
on investments that Improve productivity, but take issue with the idea that 
NCRS will enable permanent AMT payers to 'zero out' their tax liability. 

• Sixth, we would like to work with Congress to ensure the best possible 
provision and, in that regard, concerns have been rais^ about the 
proposed NCRS, including that: (i) it slows down depreciation for regular 
taxpayers in the early years; (ii) its benefits in later years could be 
reduced by a future Congress; (iii) NCRS does not fully meet its own 
objective to provide a present value of future deductions that is equivalent 
to the value of current expensing; and (iv) it represents a complicated new 
depreciation method that would add yet anothw layer of complexity to an 
already complex U.S. business tax system. At a minimum, to reduce 
complexity, NCRS indexing should be done annually, not quarterly. This 
could slightly reduce NCRS benefits, but would be a practical trade-off. 

In view of these concerns, we think Congress should also continue to 
explore alternative, and possibly simpler and tTXxe direct, ways of achieving the 
worthy goals that this proposal embodies. One concept worth considering is 
simply to move to a system of straight expensing, possibly over a 5-10-year 
phase-in period. Yet another approach, which we strongly endorse, is to focus 
in H.R. 9 much more directly on the antt-compeUtive nature of the AMT. if 
the goal is to effect tax code changes that promote Investment In 
productive equipment and manufacturing competitiveness, Congress’ 
highest priority should be additional, substantial AMT reform. 

AMT: The Need for Additional. Substantial Reform 

The AMT originally was intended to ensure that all profitable U.S. 
corporations pay at least some fair share of tax each year. As you know, Mr. 
Chairman, that goal has been turned oti its head. The changes to the AMT in 
the 1 986 Tax Reform Act (TRA) have h^ the uninterxied effect of plating steel 
and other low-profit, capital-intensive companies in a near-permanent AMT 
status, with taxes being payable even in years where ecrxiomic losses are 
itKurred. As a result, the AMT is having a serious, adverse impact on U.S. 
capital cost recovery and a highly distortive effect on U.S. investment flows. 

Unfortunately, the AMT reform contained in the 1993 budget bill - the 
elimination of the AMT's adjusted current earnings ('ACE') adjustment - does 
not solve the problem tor steel and other investors in long-lived assets, including 
many of steel’s key customers. Among other things, the 1993 reform still leaves 
intact the AMT's slower depreciation methods (150 percent declining balance) 
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and long recovery periods (15 years) - periods identicai to those Congress 
abandoned in 1981 as being outdaM and inadequate due to inflation and 
technoiogicai advances. 

The AMT’S discriminatory depreciation methods and excessively slow 
recovery periods have had especially harmful effects on the U.S. steel industry. 
That's because the AMT is most damaging to (i) companies that must invest 
heavily and continuously in productive equipment, (ii) companies in cyclical 
industries, and (iii) companies that are marginally profitable because they make 
products subject to intense domestic and international competition. That sounds 
like a classic definition that fits much of the U.S. steel industry. Thus, a good 
way to understand why the AMT Is such a problem and why additional reform is 
so urgently needed is to look closely at the case of steel. 

Since 1980, thanks in large part to massive self-help efforts and over $35 
billion in investment in new steel plant and equipment, the United States steel 
industry has dramatically improved its competitive position. In spite of suffering 
major economic losses for a number of years, we aggressively restructured and 
modernized. As a result, today labor productivity in our industry exceeds that of 
even Germany and Japan, and we're the low-cost supplier of quality steel 
products to the U.S. market. That’s the good news, because a strong and 
healthy steel industry is critical to the U.S. industrial and defense base. 

The bad news is that we did all this in the face of an anti-competitive tax 
system and at enormous cost. We would have made even greater capital 
investments and competitive gains had it not been for the AMT, which forced 
steel companies to pay effective tax rates well in excess of the regular corporate 
rata and raised our cost of capital by as much as 20 percent. 

The main problem continues to be the AMT’S extreme bias against capital 
investment. This anti-competitive tax treats accelerated depreciation as an 
‘adjustment' or 'preference item ' (an inaease in income) that must be added 
back into the AMT calculation - oven when profits are low or non-existent and 
the economy is in recession. Insofar as U.S. steel companies have no choice 
but to invest heavily and continuously - in good limes and bad - it is this 'add- 
back' that inaeases taxable income, and thus forces many low-profit, capital- 
intensive steel companies into long term, if not permanent, AMT status. 

Since passage of the TRA and its harmful AMT amendments, steel 
companies with significant reported losses (for both financial and regular tax 
purposes) have been forced to pay M4T and to defer any tax benefits 
associated with losses until regular taxes exceed the AMT, which may be never. 
Adding insult to injury, as steel companies have remained stuck in the AMT - 
due to its perverse depreciation provisions - they have been unable to use their 
accumulated minimum tax credits (‘AMT credits'), which accrue in the years 
when the AMT exceeds regular tax liability. 

The AMT credit, which can only be used when a taxpayer gets out of the 
AMT, was designed to ensure that, over time, no company would pay more tax 
than it would if it were in the regular tax. Most steel companies, however, have 
not been able to use the AMT credit against regular tax liability in subsequent 
years, as provided under current law. As a result, the AMT in effect has become 
the regular tax for most steel companies. That’s because the buildup of deferred 
depreciation add-backs keeps us constantly in the AMT and thus unable to use 
our ‘pre-payments' to the government in a meaningful time frame. Meanwhile, 
the government has the advantage of our funds, interest-free, for many years. 

As research done for the American Council for Capital Formation (ACCF) 
has shown, capital-intensive companies, like steel, that must continue to 
modernize immediately before or during an economic downturn, are penalized 
the most because of their buildup of deferred depreciation. What happens is 
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that, when steel company incomes decline, the AMT forces us to pay higher 
effective tax rates that reduce cash flow at a time when cash flow is already 
weakened by low or non-existent profits. In addition, even if we were to choose 
to stop our capital improvement pro^ams during periods of recession - which is 
not a realistic possibility - we would still pay more tax in a given year because 
the AMPs depreciation add-backs relate to prior years' capital spending. 

Some steel companies, fqr example, have had years recently where they 
experienced large financial losses and losses for regular tax purposes, yet paid 
significant AMT amounts. Once again, the ‘problem* was the high level of 
capital investments - and AMT depredation praferencas - arising out of earlier 
years. Once again, loss-making companies were forced tp pay a tax that acts 
more like a maximum tax. And ortce again, AMT credits could not be used. 

With respect to the future, many steei companies are likely to remain 
stuck in the AMT for the remainder of this century and beyond. The reason may 
sound ridiculous but, as things stand now, wa wili have to stay in the AMT simply 
because we will need to continue high levels of investment to modernize our 
facilities and comply with Clean Air Act regulations. 

It is critical, therefore, that Congress start to look at the U.S. busirtess tax 
system as the steel industry now views the marketplace - in a olobal context. 
According to a September 1991 analysis done by Arthur Anderson for ACCF, 
‘when comparing the United States under the Al^ with other countries, the 
United States ranks consistently at or near the bottom in terms of the present 
value of depreciation deductions and with respect to nominal capital cost 
recovery allowances, implying a disirxsntive to capital formation.’ This study 
concludes that , after five years, a U.S. steel company under the AMT recovers 
only 30 percent on its investment in plarrt and equipment, compared to 60 
percent in Japan, 90 percent in Korea, arxl 100 pement in Brazil. We do not 
think the modest AMT reform of 1993 would cha^ those conclusions. 

Capital costs and capital formation remain critical concerns to our 
industry. In spite of the progress made in recent years, U.S. steel producers still 
face numerous competitive challenges, including (i) foreign companies that rely 
on government subsidies, dumping, dosed markets and cartel behavior, (11) 
large new costs to comply with U.S. environmental rules, and (ill) high pension 
and health care legacy costs. Under these drcumstances, the last thing we 
need is an anti-competitive tax that penalizes investment, raises the cost of 
capital, and impairs capital formation. 

The AMT is hitting the wrong people fOr the wrong reasons. It was 
enadad to ensure that no corporation with substantial economic income could 
deliberately strudure its finances to avoid tax liability. Instead, it is placing 
capital-intensive, low-profit U.S. steel companies at a severe competitive 
disadvantage - not only against non-AMT paying domestic producers of 
competing materials but against foreign competitors, who pay no income tax 
when they have no profits arxl whose depredation is not suited to an AMT. 

Congress knows the problems. The AMT is imposing a tremendous 
administrative burden, because it requires numerous depredation and Inventory 
calculations. It is inherently inequitable, because it is providing vastly different 
tax treatment to similar investments made by similar taxpayers. It is ading as a 
competitive drag on U.S. manufacturing. It is penalizing in particular those 
companies that invest the most in relation to t^ir profits. It is impeding new 
investment by many companies, because the AMTs depreciation add-back is 
applied retroadively. And by denying the use of pre-paid regular tax - i.e., AMT 
credits - at all, or within a meanir^l time frame, the value of these credits is 
rendered worthless. It is time for additional, substantial AMT refomt. 
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AMT Rgform: What Congress Should Do 

Mr. Chairman, it is clearly our view that further, significant AMT reform 
should be your highest tax policy priority at this time. Therefore, should 
Congress choose not to adopt the proposed NCRS, we would ask that you 
carefully consider our recommendations on ways in which the AMT can be 
changed to achieve some of the same goals as NCRS. 

With respect to AMT reform, we ask you to consider the following 
principles - that: capital cost recovery provisions should promote, not impair, 
manufacturing investment and competitiveness; recovery under the AMT should 
be no longer than under the regular tax; AMT credits should be made available 
to companies that find themselves in the AMT; the regular corporate income tax 
should be the dominant tax regime for all taxpayers over an extended period of 
time; and under no circumstances should expenditures for non-productive 
pollution control and abatement equipment be subject to the AMT. 

Given these principles, we urge that Congress do three things: 

■ First, make the AMTa anti-competitive capital coat recovery period 
consistent with that of the regular corporate tax for investments In 
long-lived assets. This would help mitigate the discrimination - and 
the penalty - that the AMT now imposes on investment. Such a change 
would be less complex to administer than the proposed NCRS and, 
viewed from a cash flow perspective, many AMT payers might prefer the 
certainty of a shorter recovery period to potential NCRS benefits. If 
Congress still wants to maintain an AMT penalty, it would be more than 
sufficient to limit it to a slower write-off method (150 percent declining 
balance for AMT versus 200 percent declining balance for regular tax). 

• Second, change the way the AMT credit operates to make It usable 
for Industries such as steel. The AMT was never intended to tax 
capital investment at a higher rate than the regular tax on a permanent 
basis. But this is exactly what happens when AMT payers are denied 
use of the credit. Since many A^ payers will not have enough regular 
taxable income to utilize their AMT credits fully in a meaningful time 
frame, a mechanism should be established to allow partial utilization of 
credits against AMT liability. In the past, AMT-paying companies have 
supported legislation to permit taxpayers with certain unused minimum 
tax aedits to offset up to 90 percent of the total of current year regular 
and net minimum tax liabilities. This would monetize these credits and 
thus decrease the cost of capital. It would also stimulate economic 
growth by liberating funds for additional capital investment. 

• Third, exclude investments In snvlronmental equipment from the 
AMTs depreciation add-back calculations. Such investments 
inevitably reduce the money available for modernization projects to 
improve productivity and competitiveness. That is why there are good 
reasons to consider the immediate expensing of non-productive pollution 
control and abatement equipment. At the very least, such expenditures 
should be excluded from the AMT’s restrictive depreciation calculations. 

New Anti-Comoetitive Taxes: What Corwress Should Avoid 

Turning to another Issue of long-standing concern to steel, AISI is 
especially pleased that the Contract takes a strong stand against new anti- 
competitive taxes. In the 1993 debate over the proposed BTU tax, we think one 
key message was that the United States must avoid imposing a layer of new 
costs on U.S. producers of domestic and exported goods - cost increases that 
are not borne by imports and foreign competitors. 
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New energy taxes are of obvious concern to the steel industry, because 
steel remains America's largest industrial user of energy, accounting for about 
three percent of all of the energy consumed annually in the United States. 
Purchases of energy account for roughly 20 percent of the cost of manufacturing 
a ton of steel. And most of this energy — including electricity - is derived from 
carbon fuels such as coal, natural gas and oil, which remain essential inputs in 
the steelmaking process. 

Steel has been doing its part to help create a cleaner environment that 
uses less energy: the Institute's U.S. members have achieved a reduction of 
over 40 percent in energy consumption per ton of steel shipped since 1975. Our 
main concern is that new energy taxes in the U.S. not impose a solution to 
national - and global - energy and environmental problems that would make 
U.S. manufacturers less competitive. For example, the direct and indirect effects 
of the proposed BTU tax - even with the suggested exemptions - would have 
added at least several hundred million dollars to steel's annual operating costs. 

Western Europe has taken steps — including industrial user exemptions 
- to ensure that its manufacturers are not harmed by efforts to promote a 
cleaner environment and energy conservation. Still, U.S. proposals continue to 
surface that would cost jobs and impose unilateral burdens on manufacturers in 
the United States. 

Examples of recent suggestions for new anti-competitive taxes include 
proposals for (i) a 125% increase in the inland waterways fuel tax, (ii) a new 
hard rock minerals tax, (iii) a 200% lead tax, and (iv) a higher tax on vessels and 
cargo which, as part of maritime reform legislation, actually passed the House in 
1994. All of these would have had serious adverse impacts on the United States 
steel industry. With your help, none will become law this year 

The System Is Broken: The Need to Study Fundamental Tax Restructurino 

Of course, not all taxes are anti-competitive, and that brings us to a final 
issue of concern - the prospects for systemic reform. Mr. Chairman, you said 
recently that you have “just about given up hope' that the present income tax 
system can be reformed As AMT payers, we strongly agree with you that the 
present tax system is broken and that the issue of crafting an entirely new 
approach as a replacement to the current system deserves further study. 

Most of AISI's focus over the past several years has been on studying 
the pros and cons of a substitute “border-adjustable* tax (BAT) - a tax applied 
equally to domestic production and imports, but not to exports. 

Our chief interest has been on the international competitiveness aspects 
of a BAT. The United States is virtually the only major economy In the world that 
does not use some form of GATT-legal BAT on business activities in its territory. 
In Western Europe, Japan and other markets, U.S. exporters and the products 
they sell face a BAT upon entry. But in the U.S market, foreign companies are 
not required to pay a BAT on the goods they sell here - and they get a rebate of 
their own government's BAT when their products leave as exports. 

Take the North American Free Trade Agreement (NAFTA) as another 
example. While NAFTA will eventually eliminate duties on intra-NAFTA exports 
of steel and other products, U.S. exports will continue to be charged a seven 
percent goods and services tax upon entry into Canada and a 15 percent value- 
added tax (VAT) upon entry into Mexico. At the same time, these taxes will 
continue to be rebated for Canadian and Mexican exports to the United States. 

These examples show that there are good reasons to think that, if 
properly constructed, fundamental tax reform through a substitute BAT could 
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lower the cost of capital, simplify the U.S. business tax code, improve U S. 
competitiveness, promote U.S. exports, and provide additional revenue (from 
imports) for deficit reduction and other important national goals. In addition, 

BAT proponents say that this could all be done without raising taxes for U.S. 
businesses or causing significant price hikes for U S. consumers, in other 
words, they believe that a BAT need not have the adverse impacts of a 
European Union-type VAT, which is applied at every stage of production as well 
as to the end-user. 

At the same time, some important concerns have been raised about 
fundamental tax reform through a BAT, especially as regards transition rules. To 
be acceptable, therefore, fundamental tax reform must conform to certain key 
principles. Among other things, it should; (i) replace current and proposed taxes 
on U.S. companies, so that there is no net tax increase on U.S. businesses: (ii) 
provide for immediate expensing of new plant and equipment purchases; (iii) be 
simple and relatively easy to administer: (iv) be border-adjustable; and (v) insist 
on good transition rules that would allow U.S. businesses to maintain tax assets 
or credits (e.g., net operating loss carryforwards and AMT credits) that they have 
accumulated under the current system. 

Mr. Chairman, as you proceed to study the pros and cons of an entirely 
new approach to our existing business tax system, AISI stands ready to help in 
any way we can. 

Conclusions 


To summarize: 

• AISI supports the NCRS proposal in the Contract with America designed 
to encourage new Investment by U.S. companies; it's a good step in the 
right direction, because it markedly improves depreciation under the 
AMT, the world's slowest capital cost recovery system. 

• AISI places the highest tax policy priority on additional, substantial AMT 
reform; this is one the most important things Congress can do to keep 
the U.S. economic recovery going. 

• Should Congress choose not to adopt NCRS, we suggest strongly that it 
reform the AMT by (i) conforming its recovery period to that of the 
regular tax, (ii) making AMT credits usable, and (iii) excluding 
environmental investments from the AMT. 

• With respect to other issues of concern to the steel industry, we are 
grateful that the Contract opposes imposition of new anti-competitive 
taxes (e.g., energy taxes), and agree with the Chairman that the issue of 
fundamental tax restructuring deserves further study. 


We thank the Committee for this opportunity to present the views of 
AISI’s U.S. member companies on tax policy issues of growing importance to the 
United States steel industry. 
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Chairman Archer. Thank you, Mr. Usher. 

Our next witness is Andrew Sigler, CEO of Champion Inter- 
national. 

Welcome. 

STATEMENT OF ANDREW C. SIGLER, CHAIRMAN AND CHIEF 

EXECUTIVE OFFICER, CHAMPION INTERNATIONAL COUP., 

STAMFORD, CONN., ON BEHALF OF THE AMERICAN FOREST 

& PAPER ASSOCIATION 

Mr. Sigler. Thank you, Mr. Chairman. And thank you for giving 
us this opportunity today. 

I represent the American Paper & Forest Association and Cham- 
pion. I will attempt to make my comments principally from the po- 
sition of Champion. I have to say, that the first thing I would do 
is second the testimony of Tom. 

One of the things that I think is important to remember when 
I listen to the comments of others here this morning, when you are 
talking about business, you tend to lump us together and we are 
all veiy different. We are a capital-intensive cyclical business, as 
is steel. We spend an enormous amount of money to gain the abil- 
ity to sell one ton of paper. We produce a basic world commodity, 
and our profitability will always flow up and down with cyclical 
swings of the U.S. economy, and for both of our industries, the 
world economy. 

Our tool is capital spending. We have to spend to make money. 
It is not a matter of stopping spending, because technology 
changes. We spend an immense amount of money to keep and 
maintain the equipment that we have. 

We spend the money on new technology to make us more com- 
petitive. We spend an immense amount of money on new tech- 
nology, to meet the requirements that we have on the environ- 
mental side. So it is not a matter of saying we will spend or we 
will not spend. That is the tool we use. And we think the way that 
tool is treated by the tax laws makes it very difficult for us com- 
pared to a lot of other businesses. 

I will use 1986, because I want to make a comment about AMT, 
myself. Since 1986, we have spent more than $6 billion. In that 
time, we have created approximately 4,000 new jobs. These are 
high-paying, highly skilled, highly trained people. We have created 
jobs in regions with the construction and ongoing performance of 
the facilities that we built. It is a great economic ^us for the small 
businesses that supply us at all stages. 

I speak in support of the proposed neutral cost recovery legisla- 
tion, on the basis that anything that can help us in the recovery 
of our capital is a positive thing. 

I would like to speak a little bit more to the recovery side than 
the cost side. I dont believe that we make decisions on $1 and $2 
billion mills based upon a fluctuation in the tax rate, et cetera. 

We make investing when we have the available cash, and the 
speed of recovery of our capital is a lot more important, personal 
opinion, than the cost of our capital. But we tend to lump them to- 
gether and we have talked more about cost than we have about re- 
covery of investment. Certainly, this bill addresses both. 
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We have the same concern that has been expressed before, about 
the lack of confidence that these proposed cost recoveiy rules will 
stand up over an extended period of time. They certainly haven’t 
in the past. 

I want to make a specific comment, and I don’t want to repeat 
what Tom has said, but the 1986 enactment of AMT has created 
a very difficult thing for our company. We have been on AMT for 
the last 6 years. 

I don’t Imow that we will ever get off it. That means that the re- 
covery of our capital is pushed out to the furthest point, which is 
probably, in our case, 13 to 14 years. AMT forced us to pay taxes 
when we were losing money. We were only making money if you 
assumed that depreciation is income, as the AMT does. So we could 
not take advantage of even current law incentives for investment, 
nor could the vast majority of the paper industry, because of AMT. 

So we like to talk about the theory of improved cost recovery, 
and I think the proposal is different and it makes a lot of sense, 
but it is academic to us, because AMT lays out there. And until 
some adjustments are made in AMT treatment of depreciation, we 
will not be able to take advantage of anything that you might do 
under the regular tax. 

Thank you very much. 

[The prepared statement and attachment follow:] 
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STATEMENT ON "CONTRACT WITH AMERICA" 
ANDREW C SIGLER 

CHAIRMAN & CHIEF EXECUTIVE OFFICER 
CHAMPION INTERNATIONAL CORPORATION 

BEFORE THE 

HOUSE COMMITTEE ON WAYS AND MEANS 
JANUARY 26, 1995 


Mr. Chairman and Members of the Committee, I appreciate very much your 
invitation to be here today to discuss the opportunities facing this nation for 
continued economic growth and job creation through increased investment 
in productive plant and equipment. I commend you for including this issue 
as one of your first 1 00-day agenda items. I am speaking to you today, not 
only as a representative of my company, but on behalf of the American Forest 
and Paper Association'. You will not find a stronger supporter nor a better 
example of the role of investment in creating good, high-paying manufacturing 
jobs than the industry represented by this association. 

I have been the CEO of a major forest products company for some 20 years 
now and have seen many changes in tax policy designed to motivate one type 
of behavior or another over the years. I can tell you from experience that the 
tax code does make a difference. It can either encourage or discourage new 
investment. Today, I believe the tax code discourages new investment, 
particularly because of the broad scope of the corporate Alternative Minimum 
Tax (AMT). 

The pulp and paper segment of the industry is one of the most capital 
intensive’ and internationally competitive industries in the world. We have 
invested more than $130 billion in new pulp and paper production and 
pollution prevention equipment since 1980. This amount accounts for about 
ten cents of every sales dollar from paper products, the highest reinvestrrrent 
rate of any U.S. manufacturing industry. 

This industry is also a great example of the positive effect of investment on 
productivity. As a result of our investment, productivity has improved 
dramatically, costs are down and this industry is a strong global competitor. 
That doesn't mean, however, that we can become complacent. Industry 
technology is rapidly changing, world-wide competitors are proliferating, and 
proposed government regulations require new environmental technologies to 
be adopted. 

Because of the requirements of global competition, technological advances 
and environmental protection, the industry must continuously reinvest large 
amounts of capital, yet the current tax code discourages that investment in a 
number of ways. Compared to our international trading partners, the U.S. tax 


'The Amencu Foreet eul Paper AaMciaaon (AFAPA) is ifae natioiial trade associadoo 
repreaeDtina producers of paper, pulp, papertxiard and wood ptoducrs, as well as the growers and 
harvesters of this oatioo’s forest resources. The industiy has over $200 billion aiwisl sales, employs 
1 .6 million workers, has an annual payroll of $49 bUlkm, and is among the top ten employers in 40 
states. Forest products represem more dun seven percent of U.S. maoulacturing output. 


Each employee in the pulp and paper buaineas is supported by $123,000 of plam and equlpmem. 
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code is significantly less favorable for investment.’ The enactment in 1986 
of AMT, plus the loss of the investment tax credit and capital gains rate 
differential, and the lengthening of recovery periods under regular tax 
depreciation have all raised the cost of capital and reduced the funds available 
for investment in job creating assets. This trend of recent tax changes must 
be reversed to provide more favorable and predictable treatment of 
investment. 

The forest products industry strongly supports the goals of the "Contract with 
America” and its proposed Neutral Cost Recovery System (NCRS). We have 
long advocated more favorable cost recovery rules and commend the 
Committee for seeking tax changes to increase productivity and economic 
growth. We believe that in the long-run increased investment is the best way 
to improve the standard of living for all Americans. 

Pulp and paper manufacturing assets are relatively long-lived, with recovery 
periods under the reguiar tax of seven years and 1 3 years under the AMT. 
Since it takes so long to recover the cost of investment for tax purposes, there 
is significant loss in the value of depreciation deductions due to inflation and 
the time value of money. We believe that NCRS, if enacted and left 
unchanged for years to come, would prove quite beneficial in two ways. (See 
attached table.) 

First, NCRS would take a significant step toward removing the AMT penalty 
from future investment and could be an important step toward ensuring that 
investments in similar assets are treated in a like manner regardless of the 
profitability of the taxpayer. Second, it would allow us to more aggressively 
replace old and outdated equipment, meet capital demands for environmental 
spending, and would enable this industry to be internationally competitive 
well into the next century. The benefits of being competitive ultimately flow 
to American workers through development of new job skills that make them 
more valuable and lead to increased wages. 

Our primary hope, however, is that you will make improvements to the cost 
recovery system that will be sustainable over a long period of time. The 
frequent changes in the tax law only create uncertainty in planning for new 
investment and ultimateiy make the tax code less effective in motivating 
positive behavior. We recall all too clearly and all too painfully, the roll back 
of investment incentives in 1986 and the retroactive impaa of AMT which 
changed the economics of many investments in the 1980s after they had 
already been made. 

If budgetary or political constraints require your Committee to fine-tune or 
possibly even consider alternatives to NCRS, I hope you will at a minimum 
try to make improvements to what I believe is the most detrimental aspect of 
the current tax law with respect to investment - the antiopital bias of the 
Alternative Minimum Tax. 

Much of the forest products industry is subject to AMT simply because of the 
amount of investment required to be competitive. In fact, my company has 
been paying AMT since 1 987, when it was first effective. The combination 
of high investment and cyclical profits has meant that the $4.7 billion of 
investment in plant and equipment that Champion has undertaken since 1 987 
has been severely penalized by AMT. 


’ Special Report, "The impact of the Alternative' Minimum Tax on Investment and Economic 
Growth," Table 2, American Council for Capital Formation, Washington DC, November 1990. 
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Under the AMT, our assets are subject to the worst capital cost recovery 
system among our major international trading partners. In fact, the AMT 
directly increases the cost of capital for pulp and paper manufacturing assets 
by some 1 0 percent over what it would be under the regular tax system.' 
This is due in large part to the extended recovery periods under AMT, which 
are about twice as long as that used for tegular tax purposes. 


The AMT is particularly pernicious because a company is hit hardest when it 
can least afford it. AMT increases taxes when profits decline and cash flow 
is constrained. Yet most capital intensive companies cannot simply stop 
investing because profits have temporarily fallen. The investment must be 
completed in order to generate income in the future. As a result, companies 
can pay the AMT penalty on investment even when they may actually be 
losing money. 

When the economy improves and a company's profitability returns, its AMT 
problems are not necessarily over. Often, the company does not have enough 
regular taxable income in the short-term to fully offset the large amounts of 
AMT credits that have been generated in bad economic times. This is 
particularly the case for the forest products industry. At some point during 
the past five years, almost every forest products company was in an AMT 
position. 

When the law was originally written. Congress did not intend for companies 
to incur a permanent tax increase as a result of AMT, so they created a credit 
for the difference between AMT and regular tax liability. This credit can only 
be used to offset future tegular tax liability. The problem with this credit, 
however, is that many companies have accumulated so many credits that they 
will not be able to use them in a meaningful time frame. When they can 
finally use them, the credits will be of little value due to Inflation and the lost 
alternative use of the money. Consequently, many companies are providing 
the U.S. government with an indefinite interest-free loan. 

The proposed NCRS dries in fact provide improved depreciation for both 
regular and AMT firms and, therefore, the forest prrxlucts industry supports its 
enactment. The proposal does not, however, completely eliminate the AMT 
penalty on investment. There will still be a significant cash flow difference 
between AMT and regular tax depreciation because of the extended length of 
the recovery pericxi under the AMT. 

Should your Committee decide to make changes to NCRS or consider 
alternative proposals to encourage investment, we would recommend that 
priority be given to reform of the AMT. One possibility would be to conform 
AMT recovery pericxls to those under the regular tax. 

Additionally, and perhaps more long^etm, we hope the Committee will 
consider solutions to other AMT problems such as the inability of taxpayers 
to fuliy utilize AMT credits in a meaningful lime frame. 

I appreciate the opportunity to ccNnment on the employment and investment 
aspects of the 'Contract with America* and I applaud you for taking this first 
step toward putting our nation ext a path toward sustained economic growth 
and new job creation. 


' Special Report *The Impact at (he Alternative Minimum Taxon Investment and Economic Growth,” 
Table I, American CrHrncil for Capital Formatfon, November 1994. 



455 


TABLE A 

Effect of NCRS on Pulp and Paper Manufacturing Aasets 

7 year - Regular Tax Depreciation 
13 year - AMT Depreciation 
per $100 of investment 
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Chairman Archer. Thank you, Mr. Sigler. 

Our last witness of this panel is Donald Schapiro, partner with 
Chadboume & Parke in New York. 

Mr. Schapiro, we are delighted to have you with us. 

Welcome. 

STATEMENT OF DONALD SCHAPIRO, PARTNER, CHADBOURNE 
& PARKE, NEW YORK, N.Y, 

Mr. Schapiro. Thank vou, Mr. Chairman and members of the 
committee. I appreciate the opportunity to testify before this hear- 
ing. 

I am a practicing lawyer in New York City and I am appearing 
here today in my individual capacity as a person who is familiar 
with the tax law. I work with it every day and I have done that 
for a long, long time. 

My testimony is directed to what may be the unpopular technical 
subject of the technical aspects of this bill. It is not directed to the 
economic issue of lowering the cost of capital. I would like to talk 
with you about and share with you some views I have about the 
language of the bill, how it works and what it does as a matter of 
sound tax policy. 

I would ask you to bear with me and to refer to my testimony. 
There are some tables there which I would like to talk about be- 
cause you cannot really understand this unless you look at num- 
bers, or at least I cannot. So I would like to ask to you look at num- 
bers. It is not talking about budgets, it is just talking about num- 
bers and depreciation, the way businesspeople would see it out 
there. 

Let me start out by saying that the proposed system would give 
taxpayers extra depreciation deductions for tangible property 
placed in service after December 31, 1994. These extra deductions 
would not reduce the cost basis of property and would not be sub- 
ject to recapture. 

They are really very much like tax credits. And to understand 
what the bill does, technically, one must understand what a tax 
credit does. And — ^my prepared testimony tries as best it can to ex- 
plain that. 

Now, I am going to use the phrase “NCR bonus depreciation” to 
refer to these extra deductions which come and which don’t reduce 
basis. Now, there are two kinds of these bonuses in the bill. One 
is automatic and applies only to property having a cost recovery pe- 
riod of 10 years or less. That is the 1.035 inflater. 

The other kind applies to all property, including that benefited 
by the 1.035 inflater, and is indexed to inflation. 

I would ask you to now bear with me. It is really only 2 minutes 
or so that I would ask you to do that, to turn to the tables in my 
testimony — so that at least I can demonstrate how this works. 

Now, on exhibit 2, on page 5, the first column is years. The sec- 
ond, third, and fourth columns, (a), (b), and (c), show inflation rates 
which is just really a mathematical thing on a calculator. And it 
shows that $1 invested at 3.5 percent would grow, for example, in 
39 years to $3.70. That is table (a). Or at 5 percent, to $6.39 or 
at 7 percent to $13.08. 
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Let me now ask you to look at line 10 of that table, year 10. That 
says that a dollar invested at 3.5 percent inflation rate would grow 
to $1.36 and $1.55 and $1.84. The NCR inflation bonus is 36 per- 
cent of the depreciation taken in the 10th year, at a 3.5 percent as- 
sumed rate of inflation; 55 percent, at a 5 percent assumed rate of 
inflation and 84 percent at a 7 percent assumed rate of inflation. 
That is the added bonus measured by the otherwise allowable de- 
preciation. 

Now, if you look at 15 years down the line in columns (d), (e), 
and (f). you see that at a 3.5 percent rate of inflation it is 62, 98 
and 158 percent going across. If you combine the two, both the 
automatic and the other, that is combined in the table below. And 
for 10 years, you would get an additional bonus depreciation of 85 
percent at one assumed rate of inflation, 110 percent at another 
and 150 percent at another. Which means that is the extra deduc- 
tion. 

Now, the tax value of these extra deductions is set out on the fol- 
lowing page, and you can trace it through. 

Let me just say, as a matter of technical tax policy, the commit- 
tee should consider that under a system like this, with increasing 
amounts of depreciation deductions as property ages, the taxpayer 
would have an incentive to keep old property. Unlike the invest- 
ment tax credit, this does not encourage new investment. It encour- 
ages keeping old, worn-out stuff because if you throw it out, you 
lose these bonuses. This is like a wine cellar, the older the wine, 
the better, because it keeps generating these extra bonuses. 

The second thing to keep in mind is the fact that debt is not in- 
dexed, which is a point previously made, and that produces unfair- 
ness. The rest of the comments I have are in my prepared state- 
ment. 

[The prepared statement and attachments follow:] 
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Tutlaony of Donald Sohapiro, Mow York, MY 
January 1*>S 


My neune Is Donald Schaplro. I an a partner of the law 
firm of Chadboume S Parke In New York City, and a visiting lecturer 
In law at Vale Law School. I am appearing today In my Individual 
capacity as a person familiar with the tax law. 

Section 2001 of H.R. 9, (the "Bill") would amend the 
depreciation deduction provisions for property placed In service 
after December 31, 1994. 

(1) It would substitute the ISOt declining balance method 
for the 200% declining balance method for tangible property having a 
recovery period of ten years or less. Property otherwise 
depreciated at 150% declining balance or under straight-line 
depreciation would retain the existing method of depreciation. 

(2) As an offset to the detriment to taxpayers from the 
switch from the 200% to 150% declining balance method, the amount 
allowable under the 150% method In each year for property so 
switched would be Increased by an exponential factor of 1.035 which 
Is shown In column (a) of Exhibit 2 attached. The effect of this 
change Is Illustrated In line 3 of Exhibit 1 attached. 

(3) In addition to the Increase In depreciation deduction 
based on the 1.035 factor described In (2) above, there would be an 
Increase In annual depreciation deductions, as Increased by the 
1.035 factor where applicable, to reflect an indexing for Inflation. 
This Inflation Indexing Increase would apply Irrespective of the 
recovery period of the property. Thus, it would apply to property 
covered by the 1.035 factor as well as property with a longer life. 
Including real estate. The effect of this change would depend on 
the rate of future Inflation and the period of depreciation. 

Exhibit 2 attached shows how the Increased deduction would be 
calculated assuming annual inflation Indexing of 3.5%, 5% and 7%, 
without taking Into account the 1.035 factor. Exhibit 3 attached 
combines the 1.035 factor with various assumed rates of inflation 
Indexing. 


(4) I will refer to the combined extra depreciation 
allowed under the 1.035 formula and the Inflation indexing as the 
"NCR Bonus" (!■£., bonus depreciation under the neutral cost 
recovery system] . Where a separation between the elements is 
relevant, I will distinguish between the 1.035 factor NCR Bonus and 
the Inflation Indexing NCR Bonus. The NCR Bonus does not reduce the 
basis of the property; nor does It increase the amount subject to 
recapture at ordinary Income tax rates. Thus, while the NCR Bonus 
Is referred to as a "deduction," It has the characteristics of a tax 
credit, calculated by multiplying each year's NCR Bonus by the 
taxpayer's federal tax rate. 

(5) The existing federal tax system does not contain an 
equivalent type of "deduction-credit" concept, and so far as I am 
aware there has never been such a concept in the federal tax system. 
There are a number of problems which should be considered In this 
connection, including the following: 

(a) As property ages, taxpayers would have an incentive to 
allow it to remain In service, because the NCR Bonus will 
be available each year the property Is kept in service, 
and will grow with Inflation. For example, assume 
property with a remaining cost recovery period of five 
years Is being depreciated on a straight line basis at the 
rate of $100 a year before the NCR Bonus. If the property 
were abandoned, there would be a deduction of $500. On 
the other hand If the property is continued in service, 
there will be five years of NCR Bonuses available In 
addition to the $500 deduction. 

(b) There could be an administrative problem for the Revenue 
Service in determining when property has been removed from 
service and the NCR Bonus ceases. 
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(c) The NCR Bonus Is available for debt financed property and 
for leased property. Where leased property Is debt 
financed, the NCR Bonus can amount to an Inflation hedge 
for lessors. Assume, for example, property having a 
recovery period of 20 years Is mainly debt financed and 
net leased to a user for an annual rental equal to the 
debt service. In such a case, the higher the rate of 
Inflation, the higher the NCR Bonus each year to the 
lessor, even though the lender Is bearing the risk of 
Inflation. Possibilities such as this suggest that tax 
sheltering may be Increased as a result of the Bill. 

(d) It will presumably be necessary for all taxpayers to 
accumulate additions to the cost of an asset in annual 
segments, l>ecause each year's additions to cost will 
presumably start their own NCR Bonus calculations. The 
required computations are likely to be complex and may be 
difficult to audit. 

(e) The NCR Bonus system is likely to Influence the manner In 
which assets are bought and sold. Thus, where an older 
NCR-quallfled asset Is held In corporate form, a transfer 
by a stock sale would be much more advantageous, because 
the NCR Bonus entitlement would not be lost. This sort of 
transferability could generate tax shelter activity. The 
Committee may wish to consider whether a provision like 
section 382, which is designed to discourage traffic in 
tax losses, might be appropriate. 

(f) Taxpayers will place great stress on avoiding loss of NCR 
Bonus due to terminations of partnerships and other 
transfers of property. A similar problem arose on the 
recapture of investment credits, but the recapture was for 
only seven years at decreasing amounts, and did not apply 
to real estate. 

(g) The anti-churning rules referred to in sub-section (k) (6) 
are not reprinted in the present Internal Revenue Code. 
These rules were not designed for NCR Bonuses. They are 
not wholly clear, and only proposed Treasury Regulations 
have been published under them. I strongly recommend that 
these rules be carefully reviewed, enacted as part of the 
current code, and Illustrated with a detailed committee 
report. They are the first line of defense against 
transactions which are not intended to be covered, and 
should be examined with care and clearly explained. 
Further, rules should be provided as to which types of 
transfers will allow the transferee to step into the shoes 
of the transferor as to retaining entitlement to NCR 
Bonuses . 

(6) The Ways and Keans Committee may wish to consider 
whether the NCR Bonus should be modified where property is debt 
financed and whether special attention should be paid to the passive 
loss rules, traffic In corporations holding old NCR Bonus property, 
and other tax sheltering opportunities. Potential administrative 
difficulties of determining when property has been removed from 
service might also be reviewed. 

(7) The Committee might wish to review Exhibits 1, 2, 3 
and 4 attached to determine whether the benefits of the NCR Bonus 
should be changed. For example. Exhibit 4(a) shows that real estate 
with a 39 year recovery period will generate aggregate tax savings 
over the 39 period due to the NCR Bonuses of 67.4% of its original 
cost assuming a 5% rate of inflation and l.3ie times its original 
cost assuming a 7% rate of inflation. Exhibit 4(b) shows that 10 
year recovery property depreciated at 150% declining balance will 
generate aggregate tax savings over the 10 year period due to the 
combined NCR Bonuses of 15.2% of its original cost assuming a 5% 
rate of inflation and 19.9% of its original cost assuming a 7% rate 
of inflation. 
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Tabltt stiovlBg •ffaot of 1.035 factor only on proporty 
with raeoTory parioda of 3,5 and lo yaara. Tha 
calculationa aaauna a coat of $ 1,000 


3-Year Recovery Year 


Line Period 1 2 3 45678910 Total 


1 . 

200% declining 
balance depn 

667 

222 

111 

1,000 

2. 

150% declining 
balance depn 

500 

250 

250 

1,000 

3. 

1.035 factor NCR 
Bonus^ 


9 

18 

27 

4. 

Cumulative 200% 

declining 

balance 

667 

889 

1000 


5. 

Cumulative 150% 

declining 

balance 

500 

750 

1000 


6. 

Excess of line 4 
over line 5 

167 

139 

- 

_ 

7. 

Aggregate extra 
tax paid at 35% 
at start of 
current year for 
full year 


58.45 

48.65 


8. 

Value line 3 at 

35% 


3.15 

6.3 

9.45 

9. 

35% tax gross-up 
(line 8 x 1.54) 


4.85 

9.7 

14.55 

10. 

Line 9 as a % of 
line 7 


8.3% 

20% 



^ Total neutral cash recovery depreciation adjusted for the 1.035 factor is the amount in 
line 2 multiplied by the factor shown in Exhibit 2 for a 3.5% inflation rate. Line 3 in 
each table is the excess of this total over line 2. 
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5-Yeat Recovery Year 


Line 

Period 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

Total 

1. 

200% declining 
balance 

400 

240 

144 

108 

108 






1,000 

2. 

150% declining 
balance 

300 

210 

163 

163 

164 






1, 000 

3. 

NCR Bonus 


«.7 

11.6 

17.8 

24.2 






60.3 

4 . 

Cumulative 200% 

declining 

balance 

400 

640 

784 

892 

1000 







5. 

Cumulative 150% 

declining 

balance 

300 

510 

673 

836 

1000 







6. 

Excess of line 4 
over line 5 

100 

130 

111 

56 

- 






- 

7. 

Aggregate extra 
tax paid at 35% 
at start of 
current year for 
full year 


35 

44.5 

38.8 

19.6 







8. 

Value llM 3 at 
35% 


2.34 

4.06 

6.23 

8.47 






21.1 

9. 

35% tax gross-up 
(line 8 x 1.54) 


3.6 

6.25 

9.6 

13.0 






32.45 

10. 

Line 9 as a % of 
line 7 


10.3 

13.7 

24.7 

66.3 






. 



10-Year Recovery 





Year 






Line 

Period 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

Total 

1. 

200 % declining 
balance 

200 

160 

126 

102 

82 

66 

65 

66 

65 

66 

1,000 

2. 

150% declining 
balance 

150 

128 

109 

92 

87 

87 

87 

87 

87 

86 

1,000 

3. 

NCR Bonus 


4.5 

7.7 

10.0 

12.9 

16.4 

19.9 

23.8 

27.6 

31.6 

155.4 

4. 

Cumulative 200% 

declining 

balance 

200 

360 

488 

590 

672 

738 

803 

869 

934 

1000 

. 

5. 

Cumulative 150% 

declining 

balance 

ISO 

278 

387 

479 

566 

653 

740 

827 

914 

1000 


6. 

Excess of line 4 
over line 5 

50 

62 

101 

111 

106 

85 

63 

42 

20 

0 

- 

7. 

Aggregate extrm 
tax paid at 35% 
at start of 
current year for 
full year 


17.5 

28.7 

35.3 

38.9 

37.1 

29.8 

22 

14.7 

7 


8 . 

Valua line 3 at 
35% 

_ 

1.6 

2.7 

3.5 

4.5 

5.7 

7.0 

8.3 

9.7 

11.1 

54.1 

9. 

35% tax gross-up 
(line 8 x 1.54) 

_ 

2.4 

4.2 

5.4 

6.9 

8.8 

10.8 

12.8 

14.9 

17.1 

83.3 

10. 

Line 9 as a % of 
line 7 


13.7 

14.6 

15.3 

17.7 

23.8 

36.2 

58.2 

101 

244 

_ 
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Tabltt shoving annual anount to which $1 would grow at various assumsd 
rates of inflation (colunna (a) , (h) and (e)); and the annual inflation 
indexing KCR Bonus anount as a percentage of the depreciation 
deduction without the VCR Bonus {columns (d)/ (e) and (f)) 


Amount to which $1 would grow at inflation indexing NCR Bonus as a 
various assumed rates of percentage of depreciation 

inflation deduction without any NCR Bonus 



(a) 

(b) 

(C) 

(d) 

(e) 

(f) 


Rate 

of Inflation 


Rate of Inflation 

Year 

3.5% 

5.0% 

7.0% 

3.5% 

5.0% 

7.0% 

1 

0 

0 

0 

0% 

0% 

0% 

2 

1,035 

1.05 

1.07 

3.5 

5 

7 

3 

1.07 

1.10 

1.14 

7 

10 

14 

4 

1,11 

1,16 

1.23 

11 

16 

23 

5 

1.15 

1.22 

1.31 

15 

22 

31 

6 

1. 19 

1.28 

1.40 

19 

28 

40 

7 

1.23 

1.34 

1.50 

23 

34 

50 

8 

1.27 

1.41 

1.61 

27 

41 

61 

9 

1.32 

1.48 

1.72 

32 

48 

72 

10 

1.36 

1.55 

1.84 

36 

55 

84 

11 

1.41 

1.63 

1.97 

41 

63 

97 

12 

1.46 

1.71 

2.10 

46 

71 

110 

13 

1.51 

1.80 

2.25 

51 

80 

125 

14 

1.56 

1.89 

2.41 

56 

89 

141 

15 

1.62 

1.98 

2.58 

62 

98 

158 

20 

1.92 

2.53 

3.62 

92 

153 

262 

25 

2.28 

3.22 

5.07 

128 

222 

407 

30 

2,71 

4.12 

7.11 

171 

312 

611 

39 

3.70 

6.39 

13.08 

270 

539 

1208 


Table shoving the amount of VCR Bonus Depreciation as 
a percentage of depreciation deduction without NCR Bonus* 
combining the 1.035 VCB Bonus and the inflation indexing 
VCR Bonus assuming various rates of inflation 

1.035 1.035 NCR Bonus Amount combined with 

NCR Bonus inflation indexing NCR Bonus at 
Year Amount assumed rates of inflation shown 



(a) 

(b) 

(C) 

(d) 



3.5% 

5.0% 

7.0% 

1 

0% 

0% 

0% 

0% 

2 

3.5 

7.1 

8.7 

10.7 

3 

7 

14.4 

12.4 

14.5 

4 

11 

23.2 

28. B 

36.5 

5 

15 

32.3 

40.3 

50.7 

6 

19 

41.6 

52.0 

66.6 

7 

23 

51.3 

64.8 

84.5 

8 

27 

61.3 

79.1 

104.4 

9 

32 

74.2 

95.4 

127.0 

10 

36 

85.0 

110.8 

150.2 
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Table showiag aggregate Inflation indexed HCR Bonus and tax value 
at 35% tax rate assuming a $l/doo asset is depreciated straight 
line over years shovn with various assxuned inflation rates 




Assumed Inflation Rates 


Recovery 







Period 

3. 


5' 


In Years 

NCR Bonus 

Tax Value 

NCR Bonus 

Tax Value 

NCR Bonus 

Tax Value 

27.5 

591 

207 

988 

346 

1709 

598 

39 

1070 

374 

1926 


3760 

1316 


Table showing tax value of 1.03S MCR Bonus combined with 
inflation indexing MCR Bonus at assumed rates of inflation for 
an asset of $i,OQO with a lo-year recovery period 




1 

2 

3 

4 

5 

6 

7 

6 

9 

10 

Total 

1. 

Annual 150% 
declining balance 
amount 

150 

128 

109 

92 

87 

87 

87 

87 

87 

86 

1,000 

2. 

Combined NCR Bonus 
Percentage , exhibit 

3, column (b) 


7.1 

14.4 

23.2 

32.3 

41.6 

51.3 

61.3 

74.6 

85 


3. 

Line 2 times line 1 

- 

9.0 

15.7 

21.3 

28.1 

36.2 

44.6 

53.3 

64.9 

73.1 


4. 

Tsx value of NCR 
Beaus 

(35% of lioe 3) 

_ 

3.2 

5.5 

7.5 

9.8 

12.7 

15.6 

16.7 

22.7 

25.6 

121.3 


5.01 InflatioB 












S. 

Combined NCR Bonus 
percentage, exhibit 

3, column (c) 

_ 

8.7 

12.4 

28.8 

40.3 

52.0 

64. B 

79.1 

95.4 

110.8 


6. 

Line S tiroes line 1 

- 

11,1 

13. S 

26.5 

35.1 

45.2 

56.4 

68.8 

83.0 

95.3 


7, 

Tax TSlus of SCR 

Beaus 

(35% of line 6) 

7.0% laflatioa 

- 

3,9 

4,7 

9.3 

12.3 

IS. 8 

19.7 

24. 1 

29.0 

33.4 

152.3 

8. 

Combined NCR Bonus 
percentage, exhibit 
3, column (d) 


10.7 

14.5 

36.5 

50,7 

66.6 

84.5 

104.4 

127.0 

150.2 


9. 

Line 6 timee line 1 

- 

13.7 

15.8 

33.6 

44.1 

57.9 

73.5 

90.8 

110.5 

129.2 


10. 

Tax value of SCR 

Bobus 

(351 of liae 9) 


4.8 

5.5 

11.8 

15.4 

20.3 

25.7 

31.8 

38.7 

45.2 

199.3 
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Chairman Archer. Thank you, Mr. Schapiro. 

Let me alert the committee that we are nearing a vote on the 
floor on the Barton constitutional amendment, so when the bells 
ring, we will continue for about 5 minutes with our inquiry and 
then we will break to m vote. We will return after the vote. I hope 
that our witnesses will bear with us and stay with us for the com- 
pletion of the inquiry period. 

There are many, many things I would like to ask you, but I think 
I am going to defer to the members of my committee at this point. 
I am going to recognize and 3 neld to Mr. Bunning for the first in- 
quiry. 

Mr. Bunning. Thank you, Mr. Chairman. 

Mr. Usher, I would like to ask you some specifics. You mention 
AMT increases your cost of capital. Do you ever take AMT into con- 
sideration when deciding whether you should or should not make 
a capital expenditure? 

Mr. Usher. We do. When we look at any type of investment, we 
have to be able to recover this cost, or it doesn’t make sense for 
us to do it. And we have a list of things we would like to do that 
is a lot longer than the money we have. So quite often, we find our- 
selves deferring projects because they just don’t provide a sufficient 
return to us. 

However, if we had relaxation of the AMT, where we would be 
able to have capital expenditures depreciated, for example, over the 
same life as the regular corporate tax, there are investments that 
we probably would make that we currently don’t make. 

Mr. Bunning. Mr. Sigler, why does the forest product industry 
seem more susceptible to the problems with the alternative mini- 
mum tax than some others? 

Mr. Sigler. Probably — ^first of all, we are very capital-intensive. 
In other words, it costs us more money to put in a pulpmill or 
paper machine for what revenue we would get as compared to 
other manufacturers. We are the largest in the world. We produce 
a basic world commodity and our prices swing up and down with 
the economy. 

Our prices are almost auction prices. So we can end up with veiy 
large depreciation deductions in relation to our income, especially 
during a recession. Let’s take the last 5 years where Champion 
spent $5 to $6 billion. We ended up with large AMT payments even 
though we broke even or incurred losses under normal financial ac- 
counting standards. 

So AMT kicks in and the way it works, we add back as income 
what is called a depreciation preference item and then pay tax on 
it at a 20 percent rate. Grossly oversimplifying, but for us that is 
a cash out at a time when we can least afford it. Maybe we drive 
the prices up and down a little more violently, but it is those things 
that work together. 

Mr. Bunning. In your testimony, you suggested two changes in 
AMT, shorter recovery periods and a faster use of the AMT credit. 

Mr. Sigler. Well, you know 

Mr. Bunning. Which one would you like first. 

Mr. Sigler. We would like expensing. And if you really get down 
to us, we think that those of us who are essentially in business to 
build things and use money, we think we should be able to expense 
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the same as others do their advertising and research and develop- 
ment budgets. 

Short 01 that, my personal feeling is we ought to get rid of the 
AMT. It makes no sense. It was brought in to address a leasing 
problem in 1986 that doesn’t exist today. Congress never intended 
for the AMT to trap companies and keep them permanently paying 
a higher rate of tax than under the regular tax, yet that is what 
it does today. 

Short of that, I support recovering the investment faster. It takes 
us about twice as long to recover our investment than under the 
regular tax. I agree with Tom’s comment we look at how fast we 
can recover cash in an investment and so I think improved AMT 
depreciation by shorter recovery periods would have the greatest 
effect on new investment. 

Mr. Running. Mr. Entin — this will end my questioning — when 
Assistant Secretary of Treasury Samuels was here, he argued that 
the neutral cost recovery might lead us to new tax shelters. Please 
respond to that for us, if you would. 

Mr. Entin. Treasury always likes to match income and deprecia- 
tion recapture, and tries to balance these things off over the life of 
a project. But very often when a firm has a new project or new 
product coming out, it doesn’t achieve sales and revenues until 
some time later, but it takes some deductions immediately. 

Treasury has gotten to the point where they say any time you 
have a deduction now that is bigger than your current earnings on 
your project, that is a tax shelter. That is nonsense. The term used 
to mean that somehow the writeoffs for a project over the life of 
the project were bigger than the cost of the project. And you could 
get something like that back in the bad old days when you had 
nonrecourse loans and you really did not have that much money at 
risk or back in the days when the investment tax credit might have 
been so big that it overcompensated for the underdepreciation in 
the depreciation schedules and you were giving companies back 
more than they were investing. 

But to say that because in the short run a particular product 
might not have gotten into the market yet, and meanwhile you are 
depreciating some of the equipment, that there is a tax shelter, is 
outrageous. That is not what a tax shelter means. You have to look 
at the whole life of the project. Neutral cost recovery only allows 
a business to write off the full present value of the cost. It doesn’t 
allow it to write off more than that. 

There have been some concerned comments by the Treasury 
about interest and the lack of adjustment of interest and debt for 
inflation. There were comments here today. I think that is a mis- 
take. The tax treatment that we give the purchase of a piece of 
equipment and then the earnings of that equipment is the tax 
treatment that applies to the actual economic activity of the firm. 
How the financing is done is something quite separate. A firm 
should be allowed to deduct the interest that it pays to the lender 
because the lender is being taxed on the interest. 'The two are a 
wash, and the debt financing is treated for tax purposes the same 
as internal financing. There is no shelter there. There is no distor- 
tion there. If we went all the way to a full-blown consumption tax 
like Nunn-Domenici or Mr. Armey’s bill or Mr. Archer’s approach. 
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one would not have to worry about the interaction between the bor- 
rower and the saver. For example, in the Nunn-Domenici bill, the 
saver would get a deduction for his savings and pay tax on the in- 
terest, and then the borrower would not need to be given a deduc- 
tion. 

But if you were not to pve the saver his deduction for his ex- 
penses, or you were not going to exempt the saver from having to 
pay tax on the interest, then to tax the interest at the saver’s side 
and the flow of capital at the business side is to double tax that 
income. 

So this complaint is something which simply suggests that Treas- 
ury might be telling you either A, “We don’t like the bill and we 
are coming up with excuses,” or B, “You really ought to go the 
whole distance and solve this saver-borrower problem in addition 
to the depreciation problem.” 

Well, I don’t think they want you to go full-blown reform. I think 
thev are just making an excuse. In a mil-blown system you would 
address the saver’s problem, but it doesn’t mean that you cannot 
handle the businesses’ depreciation problem in the meantime. That 
is independent and should go forward. 

ChairTnan ARCHER. The gentleman’s time has expired. 

Mr. Gibbons will be our last inquiry. 

Mr. Gibbons. Wouldn’t it be simpler, better for all of you — as 
long as we cling to this old income tax system — if we just simply 
went to an expensing system on purchases of assets? 

Mr. Jorgenson. I would like to respond to that. 

I think that is exactly right. And I think that is precisely why 
it is very important for this committee to look at the neutral cost 
recoveiy system as essentially one element of a transition to a con- 
sumption tax. 

Now, the key things you, and as Chairman Archer and others 
have pointed out in this committee many, many times, is the tran- 
sition problem of going from an income tax system to a consump- 
tion tax system. The problems that are involved are formidable, as 
you just heard. And I think that is something that needs to be ad- 
dressed. But I think the way to look at the neutral cost recovery 
system is that it is potentially one element in that transition to a 
consumption -based system. 

Mr. Gibbons. You would rather have expensing than any of the 
gimmicks we come up with here though, wouldn’t you? 

Mr. Jorgenson. Well, expensing involves a tremendous revenue 
loss, Mr. Gibbons. We have to address issues of the budget agree- 
ment and the deficit that have been brought before this committee. 
And in the process of the transition, those issues are going to have 
to be addressed. But in the long run, if you think about where the 
Tax Code ought to end up, yes, we ought to end up at expensing 
and we ought to take the other steps to eliminate t^ deductibility 
of interest and the other things that have been discussed here to 
produce a completely neutral Tax Code. That should be our objec- 
tive in the long run. 

Mr. Gibbons. Thank you. 

Chairman Archer. Thank you gentlemen. 

We will recess now to vote and we will come back as soon as pos- 
sible. If you will indulge us and remain, we would appreciate it. 
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[Recess.] 

Mr. Running [presiding]. Our guests will take their seats, 
please. 

Mr. Houghton will inquire. 

Mr. Houghton. Thank vou. 

I thank you gentlemen for being with us. I am sorry for the inter- 
ruption, but I guess you understand the reasons. 

I would like to ask a question to anybody, but particularly to Mr. 
Usher and Mr. Sigler. 

I happen to agree with you on the alternative minimum tax. We 
have got to do something about this and I appreciate your com- 
ments. I would like to talk about the main focus of this hearing 
which is the neutral cost recovery. 

Neutral cost recovery is really expensing on a present value 
basis. And the problem is this: l^at it is backloaded so you get a 
lesser depreciation today and a greater one later on. And also prob- 
ably in the process you don’t trust it. I mean, the government will 
get the benefit earlier on, and yet when the pinch comes, this thing 
will change. 

So that is one problem. Now another problem, of course, is if you 
don’t change that, and if you do keep it in place, you almost cannot 
do this thing alone. It is so generous, there is so much money, as 
a matter of fact, you probably could get into the same pit we got 
into before, where people were borrowing to put up buildings or to 
buy equipment which they didn’t need l^cause the advantage was 
so CTeat. It is a huge impact. 

So, the answer to that might be — ^and I am sure there will be 
great howls here — to eliminate the deductibility of interest. So you 
are really between a rock and a hard place here, and I would like 
your comments on it. 

Mr. Usher. Well, I recognize the problems that you have men- 
tioned. And what I would say is that, while certainly a lot of the 
concepts in the NCRS are appealing to us, we find ourselves — and 
I think this is unique to a lot of manufacturing businesses that are 
very capital-intensive, cyclical, and that must compete in a world 
market — the problem we have is that the technology in our busi- 
ness changes quickly. 

We need to continue to invest. And in the steel industry, for ex- 
ample, we are going through a whole phase of new technology. We 
are either going to invest in this or we are going to be left behind, 
and the steel needs of this country are going to be supplied by 
Japan, Korea, Italy, or whatever. We need to nave a system that 
allows us to quickW recover that capital. 

Now, probably from our perspective, the easiest way to accom- 
plish that would be to just reduce the AMT life down to the same 
as for regular taxpayers — 7 years instead of 15 years. It would be 
relatively simple and allow us to continue to invest in this busi- 
ness. 

Absent that, we are going to see, I think, a continually eroding 
manufacturing base in this country. And I strongly feel that, while 
there is a great move to go to high technology, the manufacturing 
base in the United States is important. In addition, these high-tech 
producers sell to us. 'They can only sell so many home computers. 
TTiey have to sell to us. 
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So I think from our perspective, we recomize the problems with 
NCRS. We think Congress’ appreciation that businesses, such as 
ours, need to recover their capital costs quicker is important. I 
guess our preference however, would be toward proposals that 
would allow us to reform the AMT. Most of the members of AISI 
are in a permanent AMT position. They are not going to get out 
of it and that is really where I think the emphasis needs to be di- 
rected. 

Mr. Houghton. Maybe rather than going through all of these 
contortions, it would be a better idea simply to take an expensing 
approach? 

Mr. Usher. I certainly wouldn’t argue with that. 

Mr. Houghton. How do you feel about it, Mr. Sigler? 

Mr. Sigler. Well, expensing is what we would really like. And 
I think that probably the fault we have is we come down here and 
we try to take into consideration what can be done and the things 
that are really yours to decide. I speak from a position of a com- 
pany that has capital as its basic raw material. It is not develop- 
ment, it is not advertising, it is not people. It is capital. Expensing 
is the ultimate way of getting your money back and being able to 
use it again. We run our businesses off of cash flow. 

And so I agree with Tom. If you look at what is the thing that 
bothers us most now, it is AMT. A lot of dollars that we could rein- 
vest to create new jobs are tied up at the Treasury in excess taxes 
we are paying due to AMT. It is a lot of dollars. 

Mr. Usher. We would also favor expensing. It is the practicality 
of it. So many other costs are expensed, it makes sense to expense 
these t)i)e of costs also. 

Mr. Houghton. Are there other comments that other members 
of the panel would like to make on this? 

Mr. EntIN. Expensing has the up front cost. At Treasury, you are 
going to get the same howling about interest and about tax shelters 
in a far more virulent form if you try expensing on them. That is 
not really the issue. Both of those complaints by Treasury are in- 
valid. 

Remember, the problems back in the sixties and the eighties 
came from an ITC that was too generous or nonrecourse loan prob- 
lem. It did not come from the accelerated depreciation itself. 

Mr. Houghton. Thank you. 

My time is up, thank you very much. 

Mr. Bunking. Mr. Zimmer will inquire. 

Mr. Zimmer. Thank you. 

Professor Jorgenson, you scud for purposes of equity and symme- 
try it would be appropriate, if we expensed the cost of equipment 
or went to net neutral cost recovery, for the interest costs of the 
taxpayer to be nondeductible. Have you looked into the 
practicalities of achieving that and how you link specific interest 
payments to a specific purchase and a specific piece of equipment? 
Is it possible? 

Mr. Jorgenson. Mr. Zimmer, as I suggested, I think that the 
neutral cost recovery idea is a very good one, but it really has to 
be viewed in the context of the whole Tax Code, and in particular, 
it has to do with the issue that you just raised. And it seems to 
me that the only way to do that is through a comprehensive reform 
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aimed at shifting the base away from income toward expenditure. 
And within that context, obviously, eliminating interest deductibil- 
ity would be an important element. 

There are two proposals that are going to be before this Con- 
fess. One, the Armey flat tax proposal which was discussed in the 
last Congress. The other, the Nunn-Domenici proposal which has 
also been discussed, and both of them move in this direction and 
involve eliminating the deductibility of interest. So I am not pro- 
posing that one ought to look at neutral cost recovery and the 
elimination of interest expenses in isolation from the rest of the 
Tax Code. I think that you really have to look at this as part of 
a comprehensive reform. 

Mr. Zimmer. Logically speaking, you would have to go to the next 
step and say that the lender won°t recognize any income. 

Mr. Jorgenson. Right. As you realize, many of the lenders in 
this economy are peo^e who are in a tax-protected position — peo- 
ple who essentially don’t pay tax or they pay a modest amount of 
tax. Otherwise, it doesn’t pay to clip coupons on bonds. So many 
of the securities that we think of as debt, in the sense that is used 
in the Tax Code, are securities held by lenders who are themselves 
not taxable. That is what creates the opportunities that we have 
been discussing for tax shelter and why an approach in isolation 
would not be a satisfactory one, in my view. 

Mr. Zimmer. Mr. Entin. 

Mr. Entin. If you went all the way to consumption-based tax 
treatment, as for example in Mr. Armey’s bill, the individual would 
not get a deduction for his saving, but he would not be taxed on 
his interest. 

If you get rid of the deduction for interest at the corporate level 
or business level without simultaneously adopting something like 
the Armey approach to exempt interest at the lender level, you 
would be double taxing the interest in much the same way we dou- 
ble tax dividends. 

The current treatment is correct if the lender is taxable. The bor- 
rower’s interest deduction and the taxation of the lender’s interest 
should both come oflF at once, or the interest deduction should re- 
main until we go that extra route and eliminate the taxation of 
saving at the lender’s level. 

The only time you run into trouble is when you are borrowing 
from a charity or some other tax-exempt entity. But that distortion 
is not due to the way we treat business borrowing or the way we 
treat purchases of supplies and equipment. It is due to the fact 
that Congress said that charities shall be tax exempt. And they are 
exempt on their income whatever the source. If a wage earner 
takes wages out of his paycheck and gives it to the charity and 
takes the charitable deduction, the charity doesn’t have to pay 
taxes on that income. Or the charitv’s income may be interest on 
a savings account or a government Bond or a corporate bond. You 
shouldnt be altering the tax treatment of businesses because you 
have given a certain group of individuals in the economy tax- 
exempt status on any income they might get. 

Mr. Zimmer. We are running out of time, but I would like to put 
a flat question to all the members of the panel, once again compar- 
ing up front expensing to neutral cost recovery. 
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Do you see significant differences between the two proposals in 
terms of their macroeconomic effect and in terms of their long-term 
effect on Federal revenue disregarding any particular budget win- 
dow? 

Mr. Christian. Mr. Zimmer, I think that expensing would be the 
preferred alternative. I think that is generally agreed. People think 
it is not impractical — that it is not practical. But let me make a 
point that it is merely a timing change. 

NCRS gains revenue in the first 3 to 4 years as you know. It 
then loses a very large amount of revenue later on. Now, con- 
versely, if you went to expensing for equipment placed in service 
in 1995 and thereafter, that would create significant — I don’t know 
the number, but significant revenue losses for a number of years. 
Perhaps five. Don’t hold me to that exactly. But expensing turns 
around very quickly relative to present law and starts producing, 
relative to present law, gains in the outyears. 

And you have to thiim about that and it is very interesting in 
the context of trying to reach a balanced budget by the year 2005. 
You might find that expensing beginning in 1995 could fit better 
into that pattern than NCRS does, because the goal is a balanced 
budget in the year 2002, not a balanced budget in 1998 or 1997. 

Mr. Bunning. Mr. Cardin. 

Mr. Cardin. Thank you, Mr. Chairman. 

Let me again thank the panelists. I think this discussion has 
been extremely useful and helpful. There appears to be certain 
agreement among all of you that the preferred route would be to 
expense. But we all know that as a practical matter is not what 
we can accomplish in this cycle, that we are not — we don’t have the 
revenues on our scorekeeping and it is not practical. 

Mr. Houghton raised some very interesting points about the neu- 
tral cost recovery system, and the potential costs to the Treasury. 
Mr. Shapiro has pointed out, I think, very well, that based upon 
what happens with inflation, we could have some very serious 
problems of freezing assets that are relatively old. And that could 
cause a problem. 

But let me just raise what I think is the most serious problem, 
practical problem with the neutral cost recovery, and that is we are 
going to argue as to the costs. We are going to argue as to the eco- 
nomic assumptions. 

There are going to be those who say that it will produce all types 
of economic benefits and, therefore, we should use dynamic scoring 
and not look at these outyear costs. There are going to be others 
who disagree with that and we are going to spend more time argu- 
ing over the economic assumptions and there is going to be a lack 
of confidence that we know what we are doing. And I would sug- 
gest that it is just not going to move forward. 

On the other hand, dealing with the alternative minimum tax, 
we know what we are talking about. We know what impact it is 
going to have. We know what revenues it will in the short term 
cost the U.S. Treasury, and we can at least work off the same song 
sheet on AMT. 

Now, we could maybe disagree as to whether this is an interim 
step or a final step, or whether we are moving toward expensing. 
But I would hope that, as we did in 1993, in making some progress 
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on the depreciation base, that we could try to develop priorities to 
make progress in this go-round. And it seems to me that the most 
practical, pragmatic approach is for us to deal with AMT first, 
rather than trying to argue over the economic assumptions of the 
neutral cost recovery system, which at best most businesses see as 
an interim step toward expensing. 

I would appreciate your thoughts about it. It seems to me that 
we could come together on AMT, although I don’t think we can on 
this neutral cost recovery, though that is just my observation. Does 
anyone wish to comment? 

Mr. Jorgenson. Mr. Cardin, I think this committee really ought 
to proceed on each of these tax proposals within a framework in 
which the overall impact is neutral so far as the government budg- 
et is concerned. That was the approach that was taken in 1986. 

I think that proved to be a very, very fruitful tack. That was an 
approach that led to what I believe to be the greatest achievement, 
as I said a couple of years ago, of this committee in this century, 
the 1986 Tax Act. 

And I think that, therefore, pursuing your line of reasoning, 
rather than get involved in a lot of detailed discussion about dy- 
namic and static scoring and that sort of thing, one ought to con- 
sider in this committee’s proposals in an overall framework of reve- 
nue neutrality. If someone is coming up with a revenue loss of 
something that you have discussed or that the Treasury has put 
before us, one really ought to consider that in the face of other 
changes that are going to produce revenue gains. 

Mr. Cardin. I appreciate that. Of course, the $120 billion over 
the 10-year period that the Treasury has come up with for the neu- 
tral cost recovery, is an amount that it is ping to be extremely dif- 
ficult for any of us to agree to fill that void. 

Mr. Usher. If you could do one thing in the near term, I think 
that lowering the tax life for the AMT taxpayer down to the normal 
taxpayer life would probably be as significant a change as you 
could make to help, and this would help an awful lot of basic man- 
ufacturing companies in this country. 

Mr. Sigler. I find it very stimulating to talk about all these cost 
recovery options, but from a practical point of view, the only thing 
that pvems most of my life, is AMT. And it is the one thing I 
would consider negative to the company and to the economy. 

Mr. Entin. It would be correcting an abuse that hits the AMT 
people harder than other people are hit by the current tax law. You 
wouldn’t be doing anything to help the people that currently are 
not being hit by the AMT. Concerns about the inadequacy of static 
revenue estimation apply equally to AMT and to neutral cost recov- 
ery. Adopting NCRS and fixing the AMT both have outyear reve- 
nue effects that would appear less alarming with dyuamic revenue 
estimation. Look at the outyear revenue effects. Within 10 years. 
Federal revenues will be, roughly, $2.4 trillion. Treasury is esti- 
mating that neutral cost recovery would cost $28 billion in the 
tenth year, which is 1 percent of revenue. If we get 1 percent addi- 
tional growth of GDP out of this proposal, it ought to pay for itself. 

Mr. Cardin. If we correct AMT, we are going to have more unity 
in working toward expensing. 

Mr. BUNNING. Ms. Dunn will inquire. 
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Ms. Dxjnn. Thank you very much, Mr. Chairman. I am sorry for 
the interruption. 

Gentlemen, apparently Mr. Sigler, the questions I would have 
proposed to you having to do with the forest products industry and 
the particularly onerous effect on that industry of the AMT have 
been asked. I will simply look to the record for that and won’t ask 
you to be repetitive, but I do want to ask you to apply some things 
to the creation of jobs in a State like my State, Washington State. 
How would improvements in depreciation under the AMT affect 
jobs? 

Mr. Sigler. I think you have to look at the company’s general 
strength, cash flow determines what you have the capability of 
doing. If you can recoup the cost of an investment, for cash now, 
then new investments can be made. Cash flow is really what gov- 
erns the ability to put in a sawmill or two or to make the large 
capital expenditures to improve a pulpmill or put in a new bleach 
plant. Those are the kinds of investments that create high-wage 
jobs, and provide economic growth and they are made based upon 
your ability to do it — cash flow. 

When our costs are not recovered for 13 years, our decision to 
make new investment is much more dependent on the availability 
of cash flow than on what the total dollar cost may ultimately be. 
Because when you are in our kind of crazy business where the 
prices go up and down 100 percent each way, you don’t make a cap- 
ital investment that is going to take you 5 years to bring on line 
on, based whether it is 14.6 RDCI or 15.3. You make a lot of judg- 
ments and the most basic judgment is, can I pay for it? Cash. Not 
financial accounting, but availability of cash. 

Ms. Dunn. Thank you, Mr. Chairman. 

Mr. Bunning. Mr. Hancock will inquire. 

Mr. Hancock. Thank you, Mr. Chairman. I don’t have any ques- 
tions. 

Mr. Bunning. Mr. Rangel will inquire. 

No questions? 

Mr. Jacobs. 

Mr. Jacobs. Mr. Chairman, the good news is I have no questions. 
The bad news is that Mr. Ford asked me to read two questions, 
and I agreed to do so. So, you cannot win for losing. 

In summary, I think — now, let’s see, Mr. Entin, I think he wants 
to direct this to you. Your summary of testimony states that the 
committee has curtailed the NCRS adjustment for long-life prop- 
erty and for structure. In fact, this committee has taken no action 
with response to NCRS. Are you referring to changes in the so- 
called Republican Contract and do you regard them as major 
changes? 

Mr. Entin. I read in the papers that you were considering a ver- 
sion that would not apply full NCRS treatment to structures and 
longer lived assets, and I had thought that earlier versions did in- 
clude them. If I have the timing of the change wrong, I apolomze. 
But I wanted to make the point that the longer lived assets don’t 
get the full treatment. 

Mr. Jacobs. My mother thanks you, my father thanks you, but 
especially Mr. Ford thanks you. 
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The second question is for Mr. Schapiro. I believe that you are 
argiung that the neutral cost recovery system would create an in- 
centive for taxpayers to keep property in service in order not to lose 
the ever-increasing depreciation deductions. Do you agree? And 
how would this phenomenon affect economic growth? 

Mr. Schapiro. Do I agree with that? Yes, But that is presumably 
not the question to me. 

Mr. Jacobs. I have no authority to play favorites. 

Mr. Schapiro. I think that, yes, it seems to me that inevitably 
there is a tax credit which is provided for property as it remains 
in service. And the simplest case is real estate on straight line de- 
preciation. Each year it is around, it just attracts this credit. It is 
iust a tax benefit. It doesn’t do anything else. And it doesn’t reduce 
basis. So I would think there would be an incentive to keep these 
things around to keep the tax credit rather than sell it to somebody 
else who can use it. 

Mr. Christian. I would not agree with that, actually. I think my 
friend, Mr. Shapiro, is classifying the inflation adjustment and the 
interest a^ustment as bonus depreciation. I would not classify it 
that way. 'The purpose of the inflation adjustment is simply to com- 
pensate the taxpayer for the adverse effects of inflation. 

The purpose of the other ac^ustment is simply to compensate for 
the postponement of a deduction. I fail to see how that is a positive 
advantage that causes me to keep property around. Perhaps I have 
missed something. 

Mr. Jorgenson. Mr. Jacobs, I would like to address the question 
that was left hanging, the impact of a proposal like this on eco- 
nomic growth. I think that is a very important issue. And although 
I tried to address it in my remarks, I didn’t have a chance to give 
the details that are relevant. 

First of all, I think that Ms. Dimn has raised a very important 
point here. What is it that we are trying to accomplish here? 

The answer is that we are trying to increase the productivity of 
workers. That is what creates jobs, making workers more produc- 
tive. That is true of paper. That is true of steel. It is true of high 
technology in this country, including the much despised service in- 
dustries. 

In order to do that, you have to use capital. The issue that tax 
policymakers must face is how to use capital efficiently and the 
purpose of a neutral system is to make sure that every dollar of 
an investment produces the maximum impact on productivity. 
Now, I s^gested before that the impact of the last attempt at tax 
reform did increase neutrality and did produce a substantial con- 
tribution to economic growth. I estimate that to be, roughly, $1.25 
trillion. 

Moving to a system of completely neutral cost recovery, based on 
the idea of expensing would double that gain. In other words, the 
impact on economic growth would be another $1.25 trillion, some- 
thing comparable in magnitude to the Federal budget. 

So my conclusion is that we ought to talk about the impact on 
growth. That is what we are here to discuss. And a neutral cost 
recovery system has a great deal to contribute to economic growth. 

Mr. Jacobs. And now the good news is, Mr. Chairman, I yield 
back the balance of my time. 
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Mr. Running. Mr. Collins. 

Mr. Collins. Thank you, Mr. Chairman. 

And I thank each of you for your testimony. I have enjoyed lis- 
tening to you, especially about the alternative minimum tax. 

Mr. Jorgenson, I disagree with you about the 1986 Tax Reform 
Act being one of the best things that ever happened to this country. 
I believe that act led to the 1990 Tax Reform Act and the 1993 Tax 
Reform Act. And if we don’t do anything, we are going to face a 
similar tax increase in the next 2 or 3 years. 

Mr. Usher, you mentioned the fact that there are a lot of jobs 
that are being created today but they are low-income jobs, low- 
wage jobs. It was mentioned earlier the fact that we are facing a 
high employment rate, a low unemployment rate but a lot of them 
are those low-wage jobs. It takes two low-wage jobs to equal one 
of the jobs that comes from manufacturing and your industry. But 
that brings forth another situation. Low-income wage jobs qualify 
35 million families for the earned income tax credit. So for every 
job that we can create on your side, we eliminate those type jobs 
over there — we are never going to eliminate them all. They are 
needed and they contribute, but we eliminate the need for the ap- 
plication and qualification of earned income tax credit which is a 
drain and transfer of funds from the Treasury. 

A lot has been said about expensing. I thought depreciation in 
interest on cost sheets were supposed to equate out to the cost of 
equipment. Expensing all in 1 year would throw a disruption into 
the cash flow of the taxpayers’ bank account, which is the Treas- 
ury. 

But depreciation and interest is supposed to equal your cost or 
a company’s cost of equipment. That is how you recoup your cash 
flow. But based on the current depreciation schedules linked with 
the alternative minimum tax, is it not true that you can actually 
pay tax, that you are paying tax, and that many companies are 
pa^ng tax on tne cost of equipment? 

Mr. Usher. I would say for the large majority of the companies, 
the steel companies that are associated with AISI, that many of 
them are paying taxes while they are, in fact, in a loss position. 
And the thing that drives them to that situation is the fact that 
the length of the depreciable life for steel assets is twice what the 
normal rate is. So, in fact, instead of depreciating over 7 years as 
the normal taxpayer would do, they are depreciating over 15 years 
and, as such, while they would not be a taxpayer under the normal 
calculation, under the AMT calculation — while losing money — they 
are still paying taxes. 

That tax money is money that could be used for investment in 
equipment. And it becomes a death spiral. You remain locked in an 
AMT status and you never get out. And that is why one of the rec- 
ommendations that I would strongly make would be to shorten that 
depreciable life. This would allow you to recover the cost of that in- 
vestment over the same period of life as a normal taxpayer. 

And this business is no different than most other businesses. The 
technology is moving so fast that you have to keep investing in 
business. It is like being on a treadmill. If you stop, you are going 
to be left behind when measured by a world standard. And if you 
want to be world class, you have got to keep investing in the busi- 
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ness. And that is the problem with a lot of the steel industry, and 
I think it is true in chemicals and refining and paper and many 
basic manufacturing capital-intensive businesses — ^you have got to 
keep investing money. These people tend to find themselves in an 
AMT position and, once there, they are not able to generate suffi- 
cient cash flow to keep reinvesting in the business. 

Mr. Collins. One other point: Mr. Shapiro, you mentioned the 
fact that a lot of companies may freeze assets instead of replacing 
them. How would that affect the economy? 

I think it would affect the economy where equipment is held 
longer. There would be less need of production or manufacturing or 
assembling of that equipment. For example, a truck: If you rotate 
your truck on a 4-year basis, but yet due to encouragement or in- 
centives, you keep it 8 years, then there are less trucks manufac- 
tured, less jobs needed for the assembly lines. I think the creation 
of jobs is the ultimate goal that we are trying to get to. 

Mr. SCHAPIRO. Yes, I think that the incentive to freeze assets is 
a lot less for shorter term assets than it is for longer term assets. 
I was really thinking principally of assets that would go out 10, 15, 
20 years. The question is do you just retire them or leave them 
alive merely to get the tax credits and maybe not sell them to 
someone. And they don’t have to produce income, they are just tax 
credits, and that is all they do and they are valuable for that pur- 
pose as long as they are in service. 

This is something extra. There is a check from the government 
under this system. And it seems to me that people would be in- 
clined to do that rather than put them out of service. They would 
just leave them stacked up. It is pure economics if you look at the 
numbers. And I think the cash flows out there would so indicate. 
This is not to say that you might not buy new ones, too, you might 
well. But why would you get rid of anything? It just sits there and 
generates credits. 

Mr. Running. Mr. Payne. 

Mr. Paynk. Thank you very much, Mr. Chairman. 

I want to thank this panel. This has been a good discussion con- 
cerning the neutral cost recovery system that certainly I have 
learned from. 

I just have a question, and it is really for Mr. Usher and Mr. 
Sigler: Before I ask the question though, I would like to frame it 
just in a context. The New York Times on Tuesday had an article 
about this very system, and in the article, they said business ex- 
ecutives worry that they would forgo some deductions in the early 
years only to have Congress change the law so that they never get 
the promised writeoffs. The president of the National Association 
of Manufacturers, Jerry Jaznowski, then is quoted saying there is 
some element of trepidation about buying a plan that you think 
may be changed in the long term. 

We are now voting on a balanced budget amendment, and likely 
it will pass. We will be then in a position where we will need to 
find $1.2 trillion in deficit reduction between now and the year 
2002. All the tax breaks that are in the Contract With America add 
another $400 billion to that. We will then be looking at $1.6 tril- 
lion. I think it is likely that many issues will be looked at in the 
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next few years as we try to accomplish that objective. Certainly 
this will be one of those issues. 

So my question is, then, as you look at and think about this pro- 
posal in the light of what seems to be going on in terms of public 
policy, does it concern you that this might be somewhat speculative 
in that you might be required to give up something early on and 
find that you don’t really reap the benefits? 

I know that you are now under the alternative minimum tax so 
you are not affected anyway, but assuming that you were looking 
at this as a company that was looking for these benefits in the fu- 
ture. 

Mr. Usher. I believe it is true that about 80 percent of the Fed- 
eral revenue really comes from individuals’ tax receipts. It seems 
to me that the thing that should be foremost in policy planning is 
the ability to create jobs for Americans who are going to become 
taxpayers. 

As we look at different alternatives and how we can achieve this, 
we should certainly take into account the effects on the economy 
as a whole and the ability of businesses that want to invest money 
and build factories and build plants and make capital investments 
so that jobs can be created. 

Absent increased investment in the U.S. steel business, 20 per- 
cent of the steel brought into this country will continue to be im- 
ported, and it will be made by Japanese, Korean and European 
steelmakers, and they will be paying taxes to Japan, Korea, and 
the European countries that they live in. I think from a national 
standpoint, it is much better to provide that type of mechanism 
that allows businesses that want to invest to invest, create jobs, 
and maintain jobs where taxpayers are paying taxes. 

Mr. Payne. Let me say I agree with that, but I think the ques- 
tion really is, from a business perspective, do you think this is 
more speculative perhaps than other ways it might be structured 
to make it somewhat less speculative, such as changing deprecia- 
tion schedules, AMT changes, and other such alternatives. 

Mr. Sigler. Maybe one way of looking at it is we have to spend 
money every year, and we determine how much we can spend 
based on our cash flow. That is, by the general strength of the com- 
pany and the cash flow that it will generate. So if we say we can 
spend $700 million next year, we then have to choose which 
projects to go forward with. We have so many things we have to 
spend money on to fix, we have so many things that we want to 
spend money on for profit improvement, we have so many things 
we want to spend money on for expansion. The rate of tax deprecia- 
tion will be factored into what our cash flow is and how much we 
will be able to spend. Since AMT is our primary tax system, any 
improvement in that depreciation system will get factored in and 
enable us to generate more cash flow. 

Do we look at what the capital will cost 5 or 6 years out? Not 
really. You know, that is a very personal thing because I might 
have people in business disagreeing with me. I don’t think we look 
at what the cost is for long term — you know, I have been doing this 
job for a long time, and what that cost is from the tax side has 
changed numerous times over the 20 years I have been in this job. 
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We can’t anticipate what changes will occur in the Tax Code over 
the next 5 years, but we know it will change. 

Mr. Payne. So you are motivated by 

Mr. Sigler. The speed with which we recover the money we in- 
vest. 

Mr. Payne. Recovery of the money and very little of it has to do 
with whatever the changes are in the Tax Coae? 

Mr. Sigler. Within reason. I mean if we are talking about mov- 
ing the Tax Code a percent or so over so many years, we would 
look at it as that might affect our cash flow. But how fast we re- 
cover the cost is a much bigger factor in my mind. 

Mr. Payne. And the AMT is important because you can see an 
immediate result as it relates to your cash flow? 

Mr. Sigler. AMT just puts such a clamp on cash flow that every- 
thing else is affected too. It makes all of the other discussions of 
what are accelerated this or accelerated that irrelevant. AMT is a 
flat 20 percent we pay, no matter what, taking away the benefit 
of accelerated depreciation. For a capital-intensive business, that is 
a great big number. 

Mr. Payne. Thank you. 

Mr. Running. Mr. English. 

Mr. English. Thank you, Mr. Chairman. 

I have a couple of questions as they relate to AMT. Mr. Usher 
and Mr. Sigler, can you amplify on the testimony you have already 
provided to this panel with regard to the impact of the AMT on the 
competitive position of your industries. 

Mr. Usher. I think when you are an AMT taxpayer and you look 
at a life of 15 years, it puts you on an international scale at the 
bottom of the pack in terms of capital recovery. You go around the 
world and there is no one that has a life that is that extended and 
yet, the equipment that you use to make steel, regardless of where 
you make it, is the same. So compared to a steel business a country 
that can recover this cost in 3 years, 5 years, or 7 years, AMT tax- 
payers in the U.S. steel business, which most of us are and where 
it takes 15 years, are put at an international cost disadvantage. In 
addition, because these costs are the same as the costs of energy 
or labor or whatever, and you have to add them up to make up 
total costs, it really puts us at a great disadvantage. 

Mr. Sigler. I think maybe the best way to show that we are at 
a competitive disadvantage because of AMT is to look at the 
amount of accumulated AMT credits we have because we haven’t 
been able to use regular tax depreciation deductions. It is well in 
excess of $200 million that we have paid the government rather 
than investing in people and equipment. 

Mr. English. Both of you represent industries that have seen a 
considerable impact from the Clean Air Act and its regulations. I 
was wondering if you could comment on the combined effect of the 
Clean Air Act regulations and the AMT in terms of the excess bur- 
den it places on you. 

Mr. Usher. Again, we feel very strongly that pollution expendi- 
tures certainly ^ould be expensed. Just as a rough estimate, at 
U.S. Steel, we spend about half of our capital budget, which ranges 
from $300 to $400 million a year — about half of that just to keep 
the place going at its present level of capacity. We spend about 25 



478 


percent of our money for pollution equipment and about 25 percent 
for modernization and growth. 

That 25 percent is a significant amount, $75 to $100 million 
some years, and you know, we get nothing out of that from a com- 
petitive standpoint. It needs to be done to comply with the law and 
we do it. But again it is something that, when you are competing 
internationally, it is a cost that you incur and, when you have to 
depreciate that over 15 years, it adds that much more to your in- 
ability to compete. 

Mr. Sigler. Our numbers are remarkably similar. I would say 
that between 20 and 25 percent of our capital expenditures would 
go to some form of environmental — I can^; split it between water 
and air, but, I know that a good portion is for air. We might ar^e 
on the margin of parts per quadrillion whether you have to do this 
or have to do that, but essentially we have to spend a great deal 
on environmental and I would just second Tom’s comments. 

Mr. English. Thank you. 

Mr. Entin, welcome again. I appreciate your appearance for a 
third time before Ways and Means and its panels. As you are prob- 
ably aware, earlier in the week Assistant Secretary Samuels testi- 
fied before this panel and trotted out the argument that the neu- 
tral cost recovery system would create some tax shelters that might 
be an inducement for perhaps a lower use of capital than mi^ht 
otherwise be appropriate. Do you think these concerns are le^ti- 
mate and, if so, how would we address them? 

Mr. Entin. I don’t think they are legitimate. I think he is think- 
ing back to days when you had an overly generous investment tax 
credit and the total reward for investment was CTeater than the 
cost of the machine. I think he may be thinking back to the days 
when you had nonrecourse loans and people were being given very 
large writeoffs when they only had a small amount at risk. These 
are things that have been corrected. I don’t think they apply to the 
modern Taix Code. 

If he is merely saying that we are not double taxing capital as 
thoroughly as we normally do in the ordinary income tax, then I 
think that is not the right way of defining a tax shelter. 

If I may on your time make a comment about a previous answer. 

Mr. English. Yes, I was going to follow up on that. 

Mr. Entin. Thank you. 

Many companies do look chiefly to their own cash flow for financ- 
ing before they decide to buy property, but many other businesses 
borrow to buy property when it is very worthwhile obtaining that 
property. Many businesses issue new shares of stock when it is 
very worthwhile to obtain that property. 

I don’t think we can just say that only a tax provision that imme- 
diately increases the cash flow to a firm is going to help invest- 
ment. NCRS is not just a minor one- or two-point change in the tax 
rate; it is something like a 16-percent cut in the cost of capital. 
Most firms do look at something that big and say, “Gee whiz, we 
could even issue a whole new bunch of ^ares and build two new 
profitable factories.” NCRS is enough to get the country moving. 

Second, a lot of firms aren’t in the AMT hole. Granted, AMT 
should be fixed because it was an atrocious piece of legislation, but 
you also need to do something to encourage growth for the rest of 
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the economy as well. You are going to want to have a reputation 
for enacting tax changes that get people back to work all across the 
economy, so you do have to do something in the Contract With 
America to benefit all the industries, not just some of them, if you 
really want to show results. 

Mr. English. And I have noticed one of the things you have par- 
ticularly strongly expressed is on the need to raise expensing. 

Thank you very much, Mr. Chairman. 

Mr. Running. Mr. Ensign. 

Mr. Ensign. Thank you, Mr. Chairman. 

I just have to start with an aside. If you were here earlier by a 
comment that was made, and we have heard it almost on a daily 
basis from the other side, that one of the biggest ways we can free 
up capital is to make sure that we don’t have a deficit. I just think 
that is kind of funny that the people you hear arguing against the 
balanced budget amendment are also the other side. But let’s just 
put that aside for now and talk about neutral cost recovery. 

My question is, to start with you, Mr. Entin, and we have heard 
these arguments about indexing for inflation, address indexing the 
debt for inflation. We have heard arguments that that would be the 
only w^ to make it fair. 

Mr. Entin. Indexing the debt is an entirely different situation. 
That is not something that is of concern to the ’Treasury vis-a-vis 
the tax treatment of the capital. You have a borrower and a lender, 
which gets back a little bit to what Mr. Gibbons was saying earlier. 
Suppose there is 3 percent inflation, and a borrower and a lender 
have agreed on a 6 percent interest rate, and they make sure the 
loan and interest is being paid. Suppose 5 years down the road 
suddenly there is a burst of inflation which erodes the value of the 
principal. If it were a short bond or a note it would be rolled over. 
But this is a 30-year bond, so the lender is stuck with a 6 percent 
interest rate with an eroding principal, and the borrower is saying, 
“^e, this is terrific, I am making out like a bandit.” That is an 
equity issue that is between the borrower and the lender. It has 
nothing to do with the Treasuiy because the borrower is getting to 
deduct 6 percent interest and the lender is paying tax on 6 percent 
interest, so that is a wash. It has nothing to do with the Treasury. 
It really is an irrelevant ar^ment vis-a-vis neutral cost recovery, 
and should never have been brought into it by the Treasury. 

Mr. Ensign. Mr. Schapiro, would you like to address that. 

Mr. ScHAPmo. It seems to me there is an issue from the point 
of view of tax equity. Take the extreme case where someone ac- 
quires property by borrowing and then leases it. Now, that person 
really is fiilly protected, assuming that it is debt financed, against 
inflation I ^ess what people are saying is this: Is it right to give 
a person like that a tax benefit reflecting inflation on the asset 
when that person is protected against it, because that person has 
debt outstanding. 

Yes, he made the deal with the lender, that is true, but in a tax 
system you ask is it a right thing to do to say that someone ought 
to get an inflation protection in a case when that person is not sub- 
ject to inflation. 

Now, much of what we have heard today is about people using 
assets in their own business. In an active business that may be one 
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thing, but when you think about the application of debt financing 
and leasing, which it certainly would go thro^h in any competitive 
economy, you begin to see the sort of inequities that people say are 
associated with getting a benefit for inflation on an asset on which 
the taxpayer doesn’t have the inflation risk. 

Now, people may say that is a great deal that taxpayer made by 
borrowing the money. But in a question of a tax system, you say, 
OK, but should we give that taxpayer that tax benefit. 

Mr. Ensign. Mr. Entin. 

Mr. Entin. Lenders aren’t completely unaware of the possibility 
that inflation might be higher in a few years than it is today, and 
that is factored into long-term interest rates. The lender and the 
borrower have already taken care of that problem between them- 
selves. There is no need to worry about it in terms of tax policy. 

Mr. Ensign. OK. Mr. Usher, we have heard a lot about manufac- 
turing jobs leaving our country, and it would seem to me that one 
of the ways that we can partially correct that is by correcting the 
AMT. It would seem very difficult to me to arme against enacting 
some of the policies that we are talking about here in the Contract 
based on those. 

Your comments? 

Mr. Usher. I appreciate that, and I agree. As I said before, the 
manufacturing base in this country is important, we need to pro- 
tect it, and this would help. 

Mr. Ensign. OK. Thank you, Mr. Chairman. 

Mr. Running. Mr. Christensen. 

Mr. Christensen. Thank you, Mr. Chairman. 

This morning I heard the ranking minority member say that Re- 
publicans don’t borrow money. Well, I would like to remind the Re- 
publicans in this room and my Democratic friends who may be un- 
aware, but Republicans borrow money to purchase homes. Repub- 
licans borrow money to start a business, and unfortunately Repub- 
licans also run up their credit card debt. I would also remind him 
that it was the $15,000 to $30,000 wage earners who crossed the 
line in droves this year to vote Republican because they were sick 
and tired of the taxation, reflation and the government bureauc- 
racy that has continued to be piled upon them over the last 40 
years. I ^ess I just get tired of the class warfare. 

On this panel I consider the experts to be Mr. Sigler and Mr. 
Usher because they are out there in the real world. .Amd I like the 
fact that Mr. Christian here has got his head conservatively 
screwed on straight and Mr. Entin also knows what he is talking 
about and Mr. Jorgenson, I didn’t get your testimony, but I think 
you are also in there. Mr. Entin, yesterday Dr. Jane Gravelle from 
the CRS who is supposed to be working for the taxpayers came and 
talked about why a capital gains tax cut was such a bad deal for 
Americans. 'The day before that another academician spoke about 
why it was bad for America and 2 weeks ago Les Samuels talked 
about why it was bad for America. 

Why is it that the people who are teaching the future leaders of 
this country don’t understand what makes this country work? How 
can we reeducate the educators? Where are they getting offtrack? 
Is it government bureaucracy? Is it the fact that Miss Gravelle 
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spent 25 years of her life in government service? Mr. Schapiro, 
have you ever run a company? 

Mr. Schapiro. I didn’t run a company, but I have run some busi- 
ness ventures and real estate, yes. 

Mr. Christensen. You have never owned and operated a com- 
pany, though, have you? 

Mr. Schapiro. I have never owned and run a company, no, sir. 

Mr. Christensen. Mr. Entin, can you help me on this? I am frus- 
trated. I was sent here by the taxpayers to try to change this place 
and I run against the Harvard and Yale types and they all think 
they have the answers and they don’t. 

Mr. Entin. There is a draft tax primer out of the University of 
Cincinnati business school I worked on a couple years ago which 
goes to some of the history of some of the notions that were built 
into the current income tax and some of the professors who started 
all this. 

If I send that to you you might be able to see where the teachers 
of the current teachers came from and why they did these things. 
I think we are all imprisoned by what we learn in our first under- 
graduate course in economics, we forget to question our professors 
a little bit. 

Some of the things that went on back then will probably give you 
an idea where all this came from, and it might startle you quite 
a bit because a lot of it was nonsense. I will send that over to you. 

Mr. Jorgenson. Mr. Christensen, I would like to respond to your 
question. I am the only academic on this panel. Not only that, I 
teach at Harvard. I was a student at Harvard many years ago. 

I think what you will find is that there has been a sea change 
in opinion among academics and especially among people that are 
going to testify before this committee. The kind of ideas that Mr. 
Christian has put before this committee, which are built around 
the idea of a fundamental shift away from taxation based on in- 
come toward taxation based on consumption is about as close to an 
academic consensus as anything I have ever seen in my relatively 
ler^hy career. 

'Tnat is not something that is specific to Harvard or Cincinnati 
or Yale or any other institution that you want to name. I think 
that the kind of ideas that are represented in the Contract, espe- 
cially the idea of neutral cost recovery, are essentially ideas whose 
time has come, and that is just as true of academic life as it is of 
the business life. 

Mr. Christensen. Well, there is hope for Harvard, then. 

Mr. Chairman, I appreciate your indulgence. I have been think- 
ing about this for the last 4 hours, so I wanted to say thank you. 

Mr. Bunning. Mr. Levin will inquire. 

Mr. Levin. 'Thank you, Mr. Chairman. 

I am tempted to carry on the discussion about the Devil under 
the bed. I just think there are legitimate differences of opinion, 
there always have been, there always will be, and I am not sure 
we ought to look for demons. I went to the University of Chicago, 
which was one of the institutions which fostered conservative eco- 
nomics in this country. 

So why don’t we get back to talking about ideas, and I am sorry 
I wasn’t nere for all of the discussion, but I guess the last exchange 



482 


included some comment on Mr. Schapiro’s chart and its indication 
that there could essentially be overcompensation. And I think the 
response was that when the original deal was made that was taken 
into account. Is that what you are saying, Mr. Entin? 

If you go back to the table and it snows Mr. Schapiro’s testimony, 
some rather startling figures, I think, which indicate that the way 
to handle this problem — and I am in favor of trying to stimulate 
growth in this country and access to capital — that this may be too 
coarse a way to do it, and it will have much too uneven an impact, 
and it will have some consequences that really aren’t predictable 
and aren’t really healthy. 

I think, Mr. Schapiro, that is really what you are saying, so let’s 
have a serious discussion for a minute or two about the figures in 
his chart. 

Mr. Entin. The discussion I had a moment ago, however, was 
about the concept of indexing interest, which was a different ques- 
tion. The figures in the charts only represent in present value 100 
cents on the dollar. 

Looked at another way, the apparent excess above 100 cents on 
the dollar in nominal terms that you see in those charts merely 
represents the value by which current depreciation schedules 
underdepreciate or gyp the taxpayer. If you deflate all of those 
numbers to year one dollars, you get 100 cents on the dollar. There 
is no excess there at all. 

I disagree with the notion that having a large writeoff in year 
23, for example, for the slice of equipment that is supposedly wear- 
ing out in year 23 is going to lead people to lock in the investment. 
This is only compensation for what they were being deprived of by 
time and inflation over the period to that date. 

Improving the writeoff by that amount in that year is appro- 
priate. It will give them the money to go out and replace what has 
actually worn out. A new piece of property similar to the one they 
have been depreciating, which is on the market today, will have 
gone up with inflation over that period, and they will need the 
extra money to be able to turn around and replace what they are 
using up. 

In addition, the NCRS adjustment does not merely apply to the 
property that you already have. It will also apply to property that 
you might be about to buy. Not only is your current property en- 
hanced in value in your eyes, but so is the property you might turn 
around and buy if you sold the old property. 

Mr. Levin. Maybe. 

Mr. Entin. So I do not think this would have a serious impact 
in locking things in. 

Mr. Levin. Mr. Schapiro. 

Mr. Schapiro. My only point is you wouldn’t sell the old one. 
That is the whole point because it is there, and if it is sold you lose 
the benefits, and you have to keep it in order to get these ongoing 
benefits. 'That is the only point that is being made. 

On the indexing point, it is really not indexing interest. It is in- 
dexing principal. V^ere you do not have an inflation risk on the 
principal element, does the tax system wish to provide a benefit re- 
flecting inflation on one side when you are not at risk in the other? 
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That is purely a policy question. That is a question for this commit- 
tee and for Congress. 

It is not economics or anything. It is a question of how this com- 
mittee and Congress wants to run the tax system. You are talking 
about elements of fairness, and you can decide it either way. But 
on the point of keeping old property, you only get the benefit each 
year you keep it. As soon as you sell it, it is gone; or if you abandon 
it, it is gone; and you don’t keep getting that ongoing benefit. 

I am not suggesting that perhaps it isn’t appropriate to give a 
benefit in present value equal to the NCRS benefit up front. I 
mean, if someone said, “Is there any tax policy against immediate 
expensing,” I would say as a tax technician, “No, that isn’t a tax 
policy question.” You can have a sound tax system and do that. It 
might cost a lot of mon^. If someone asks is there a tax policy 
against changing the AMT as a matter of sound tax administration, 
the answer is that there is no such tax policy against it. 'That is 
an economic question. I am arguing only that the NCR system runs 
into some odd, unexpected, unusual and maybe undesirable tech- 
nical tax aspects. 

Mr. Levin. Thank you. 

Mr. Running. The gentleman’s time has expired. 

Let me give a — we are in a 15-minute quorum call vote right 
now. Mrs. Johnson will end the questioning, and we will dismiss 
the panel, and the third panel will come forward when we get back. 
So Mrs. Johnson may inquire. 

Mrs. Johnson. Thank you, Mr. Chairman, and I thank the 
panel. 

I have enjoyed the discussion very much and I regret that I 
wasn’t able to be here for your testimony, but I will review it be- 
cause I am particularly interested in this aspect of the proposals 
before us. That is, the issue of adoption of neutral cost recovery as 
opposed to increasing expensing, and many of the points that you 
made are of great interest to me. 

It does concern me that in adopting neutral cost recovery we 
should go to a richer, in a sense, reward for a certain kind of in- 
vestment in our society when as important to growth as capital 
equipment is, training is equally important, service industries are 
an important gross sector and don’t benefit from these tax expendi- 
tures by the government to nearly the degree that manufacturing 
does, and according to some of my manufacturers we actually have 
a plethora of equipment right now, having increased productivity 
dramatically in the last 10 years. 

It also concerns me that we go to neutral cost recovery with all 
of its costs at a time when obsolescence is driving the useful life 
of equipment rather than wear and tear. 

With those kinds of concerns in mind, it seems to me that at 
least what I take from this hearing is that fixing the AMT prob- 
lems are terribly important and the combination of AMT reform 
and enriching expensing to maybe $50,000 or $100,000 which are 
ideas that came out of earlier hearings might be a combination of 
policies that would have far greater impact on economic growth 
than adopting neutral cost recovery. I open that to comment. 

Mr. Sigler, welcome, it is a pleasure to have you. You have been 
very helpful to me in other instances. 
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Mr. Sigler. Thank you. 

I think one of the things you have to be careful of is what busi- 
ness you are talking to. You are talking to two people here who 
represent companies that have been hard hit by AMT. I think the 
point has been made here that it is different for others, but for us 
AMT is all encompassing and we have to make our investment de- 
cisions based on its effect. 

I would say in response to the comments you made in your re- 
marks, that we spend large amounts of money on training and em- 
ployee development every year, and we expense them all. We get 
an immediate tax benefit for them, but when we spend $1 billion 
to build a pulp and papermill we can’t recover those costs for 13 
or more years. We are spending anywhere from $30 to $50 million 
in a mill for training each year necause if you think about it, every- 
body changes jobs. We expense the $50 million, and that $50 mil- 
lion is back to use again or the tax effect of it, but that is not the 
case with investment in equipment. Investment in equipment — 
whatever equipment it is, whether it is a truck, or a paper ma- 
chine — it gets handled in a more detrimental way for the company. 

But expensing for all investment — whether it’s equipment or 
training — is what we really would like. 

Mrs. Johnson. The ideal is total expensing of equipment. I ap- 
preciate that. 

Mr. Usher. We spent an awful lot of money on training. In fact, 
at our latest mill that we have brought on, we averapd about 
$55,000 per employee in training costs. We found that to be a great 
investment. 

I don’t want you to get the impression that I am running down 
service-type jobs. I am not. We use many service-type jobs nut, in 
the final anaVsis, to maintain and increase the wealth of the coun- 
try, you have to make things. You have to grow things, and you 
have to build things. That is how wealth is created, and it is the 
manufacturing sector that creates a great deal of this wealth. 

Mrs. Johnson. I do appreciate that. I had some conversations re- 
cently that have focused on what it takes to create wealth in the 
service industry, and capital investment plays a smaller role in 
that. But there are some other things we could be doing in the Tax 
Code that would enable service industries to grow more rapidly. 

So in looking at how much, in a sense, of the taxpayers’ dollars 
we spend on capital equipment, I think we have to weigh that, but 
I do appreciate that. 

I appreciate the panel’s input on these issues. Thank you. 

Mr. Bunning. Thank you, panel, for being here, and we will re- 
cess until we finish our vote. We have 5 minutes. Thanks. 

[Recess]. 

Ms. Dunn [presiding]. The committee will reconvene its hearings. 

Our third panel tod^ is composed of Cornelius Powell, chairman 
of Capital Formation ’Task Group, Chemical Manufacturers Asso- 
ciation, and vice president of taxes. Air Products & Chemicals, Inc., 
from Allentown, Pa.; Victor Beghini, president. Marathon Oil Co. 
from Houston, Tex., who will be speaking to us today on behalf of 
the American Petroleum Institute; John D. McCallum, vice presi- 
dent of corporate tax, Potomac Electric Power Co. on behalf of the 
Edison Electric Institute; John Huber, government affairs counsel. 
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Petroleum Marketers Association of America; and Martin Sullivan, 
adjunct scholar from AEI. 

And I would like to start the testimony with Mr. Powell. 

STATEMENT OF CORNELIUS P. POWELL, CHAIRMAN, CAPITAL 

FORMATION TASK GROUP, CHEMICAL MANUFACTURERS 

ASSOCIATION, AND VICE PRESIDENT, TAXES, AIR PRODUCTS 

& CHEMICALS, INC., ALLENTOWN, PA. 

Mr. Powell. Thank you, Madam Chairwoman. 

Philosophically, the neutral cost recovery system would be a wel- 
come addition to the Internal Revenue Code. Its inclusion in the 
Contract With America was an acknowledgment of the need to 
move toward current expensing of capital expenditure for plant and 
equipment. It was also an indication of a commitment to achieve 
a competitive cost recovery system in the United States. 

Despite a philosophical agreement, CMA does not believe the 
backloaded tax depreciation system embodied in NCRS is desirable, 
that is, we do not believe it is desirable. We have four main rea- 
sons. 

First, front-end cash which would otherwise be available for new 
investment would be reduced under NCRS. In the chemical indus- 
try it would take until the end of the fourth year after a plant 
startup before the cash generated under the new system would 
equal that generated under the present system. 

Second, the maximum eventual potential benefit to the chemical 
industry is not substantial before considering risks in the new sys- 
tem. Using typical analytical tools and assuming the 3 percent rate 
of inflation, the maximum present value of tax deductions under 
the proposed system over the current system for the chemical in- 
dustry works out to only about 2.75 percent of original cost. 

Third, concern exists among some member companies as to 
whether the intended benefit from the deferred and indexed depre- 
ciation would be fully achieved. This concern stems from the alter- 
native minimum tax and concern as to possible future legislation. 

Fourth, NCRS would inject a level of uncertainty into projecting 
future Federal tax revenue. For example, it is estimated that at a 
3 percent inflation rate, the reduction in future tax revenue for an 
asset with a 20-year life would be 11.6 percent of ori^nal cost. The 
reduction in tax revenue would rise to 28.5 percent if the inflation 
went from 3 to 6 percent. 

Now, the fact that the proposed neutral cost recovery system 
would be elective as proposed does not answer these concerns. In 
fact, one concern is whether as enacted it would remain elective. 

Past that, if there is an election, taxpayers would tend to elect 
out of NCRS if they had an AMT problem or if they anticipated be- 
cause of the cyclical nature of their business they would be moving 
into AMT. That would in effect stretch out the cash flow benefit, 
the timing of its realization. 

In answer to the fundamental question the Speaker presented in 
his recent testimony, CMA does not believe NCRS would provide 
the additional incentive to create even 1,000 new jobs in the 1.1 
million chemical industry employment. 
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It is suggested that as a first step in U.S. cost recovery reform 
you give consideration to eliminati^ or substantially modifying the 
alternative minimum tax. The AMT is bad policy, penalizes those 
that invest the most in new equipment and increases the current 
tax effective rate when earnings are down. 

You cannot make a meaningful change in our tax recovery sys- 
tem without first fixing the minimum tax problem. We have listed 
suggested reforms in our written statement to the AMT. 

Thank you for your attention. 

[The prepared statement follows:] 
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STATEMENT OF 
CORNELIUS P. POVELL 
VICE PRESIDENT-TAXES 
AIR PRODUCTS & CHEMICALS, INC. 

ON NEUTRAL COST RECOVERY PROVISIONS 
OF IRE "CONTRACT VITH AMERICA” 

ON BEHALF OF 

CHEMICAL MANUFACTURERS ASSOCIATION 
JANUARY 26 , 1995 


The Chemical Manufacturers Association (CMA) welcomes this opportunity 
to submit the views of the U.S. chemical industry on the provisions for 
an Improved and more neutral cost recovery system expressed in the 
"Contract with America" and reflected in H.R. 9. 

CMA is a nonprofit trade association whose 166 member companies 
represent more than 90 percent of America’s productive capacity for 
basic industrial chemicals. Since 1991 the chemical Industry has been 
the nation's leading exporter with an estimated $50 billion in 1994 
exports. These exports help insure 1.1 million high wage, chemical 
industry Jobs throughout the U.S. 

SUMMARY 

Although CMA supports the general philosophy of improved and more 
neutral cost recovery expressed in the Contract, we are very concerned 
that, as Initially proposed, any revenue costs of an elective neutral 
cost recovery system (NCRS) would be principally financed by reducing 
200 percent declining balance depreciation to ISO percent. From our 
industry's perspective, the potential increase in depreciation benefits 
under NCRS does not warrant the attendant risk and added complexity. 

QUESTION PRESENTED BY HIK SPEAKER 

In answer to the fundamental <)uestion the Speaker presented In his 
recent testimony before this committee, we do not believe NCRS would 
provide the additional incentive needed to create 1,000 new Jobs in the 
chemical Industry. In the early years after enactment, NCRS could lead 
to a reduction In Jobs. Thereafter, the Impact of NCRS on Job levels 
would depend on whether industry perceives that Congress will modify 
NCRS if it loses revenue. We believe that modification or termination 
of the alternative minimum tax (AMT) would likely produce more jobs than 
would the NCRS proposal. 

CMA SUPPORTS THE GENERAL PHILOSOPHY OF NCRS 

As indicated, CMA supports the general philosophy embodied in the NCRS 
proposal. A commitment to move toward the economic equivalent of 
current expensing is welcomed. It evidences the acceptance of the need 
for the U.S. to maintain a competitive cost recovery system. Despite 
our philosophical agreement, CHA does not believe that a move to the 
back-loaded tax depreciation system embodied in the NCRS is desirable. 

To focus on our very specific concerns, we list them below in as direct 
and forthright manner as possible; 

o We find it undesirable to trade a part of the front-end cash tax 
recovery under the present syst^ for the hope of improved future 
recovery. 

o Applying a typical 11% cost of capital discount rate employed in 
analyzing new manufacturing projects and assuming a continuing 
inflation rate of 3%, the maximum benefit of the proposed system 
to the chemical Industry is only about 2.75% of the original cost 
of the asset Involved. 

o This modest potential benefit from NCRS is not likely to 

stimulate new Investment even if the perceived detriments and 
risks of the sysjtem are ignored. 


One perceived detriment is that under NCRS, tax cash recovery 
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would be delayed. For chemical coopanles^ the catch up point 
would not be until the end of the fourth year after plant 
startup. 

o Many companies are not short on investment opportunities. They 
are short on cash. It simply is not prudent for them to borrow 
additional cash to undertake new projects. If they adopt NCRS, 
these companies would have to cut back on capital investment that 
otherwise could have been financed by cash generated by tax 
depreciation deductions under the present law. 

o One risk our members see is the uncertainty as to their capacity 
to utilize the deferred and Increased depreciation contemplated 
under NCRS because: 

' They have concern as to whether, once enacted, NCRS would be 
modified as the deferred deductions begin to reduce tax 
revenues . 

- A future economic turndown could reduce the taxpayers 
capacity to use the write-off as it becomes available. The 
taxpayer may have Insufficient profits and, as a result, fall 
into a tax loss or roinimum tax paying position. 

- A substantial turndown in the ccxnpany's profit could occur. 

o Many chemical companies enter into long-term fixed-price 

requirement contracts and build new plants from which to supply 
the required product. Typically, these contracts would not 
provide for a price adjustment to reflect changes in the income 
tax law. NCRS would introduce a higher element of uncertainty 
in the negotiation of these fixed-price contracts in the sense 
that the further out the expected tax recovery, the greater the 
risk. 

o Collateral impacts under other provisions of the code would have 
the effect of reducing the NCRS benefit by a modest amount. 

These areas include: 

- The depreciation in excess of plant cost would reduce the tax 
benefit available under the Foreign Sales Corporation export 
incentive. 

The uniform capitalization rules would have the effect of 
removing depreciation capitalized as part of the cost of 
inventory from further indexing. 

The present value tax benefit on a failed project would be 
less than under the current system. 

Because the applicable GDP deflator would have to be 
estimated, some taxpayers would find it necessary to make 
conservative estimated tax payments in order to avoid the risk 
of penalty for underpayment. 

o Various proposals to substantially restructure the federal tax 
system are now being given serious consideration. Adopting NCRS 
would tend to impede reform for a restructured system by virtue 
of the tax deductions deferred until later. Consequently, a 
greater revenue loss could then be involved in the transition to 
the new system. The taxpayer whose depreciation deductions were 
deferred under NCRS could receive lower tax benefits because of 
lower tax rates under the restructured system. 

o Many capital intensive companies are now paying position or are 
working off AMT credits generated in prior years. Until these 
companies are entirely out of the minimum tax system, the present 
value benefit from additional depreciation under the neutral 
system will not be at the full 35X corporate rate. The present 
value benefit will be somewhere between 20% and approaching 35% 
depending on how long after the depreciation otherwise became 
available the taxpayer works out of Its AMT position. 
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ELECTING OUT OF NCRS 

It is recognized that as proposed, the taxpayer could elect out of the 
neutral cost recovery system. Assuming the election is retained, In any 
election of NCRS, our concern is that: 

o Taxpayers who foresee difficulty in using NCRS effectively will 
not elect the system. This could Include those working out of 
AMT and those concerned about future legislation designed to 
reduce the presently anticipated benefit of NCRS. Thus, the 
presently anticipated front*end revenue might not be there to 
finance the proposed change in law. 

o Under NCRS, depreciation in excess of cost will be generated. 

This will result in increased financial earnings. Assuming an 
election is available under NCRS, a taxpayer concerned with the 
stock market reaction to a competitor's reported earnings from 
participation in NCRS might feel constrained to adopt the NCRS 
system even though it would otherwise not find it desirable from 
the taxpayer's cash standpoint to defer tax depreciation. 

REVENUE IMPACT 

Because NCRS is tied in part to the rate of inflation, we believe it 
will be difficult to predict the future tax revenues generated under the 
system. As we have stated, NCRS would provide little incentive for new 
investment and jobs in the chemical Industry and, therefore, may not 
generate additional taxable profits. 

Our test of the impact of inflation indicates that the eventual tax 
revenue reduction on a 20 year HACRS asset at 3% per year inflation rate 
would be 11.6% of the original cost of the asset. At a 6% inflation 
rate, the loss in revenue would rise to 28.5% of the cost of the asset. 
Admittedly, these projections oversimplify the problem. Certainly, 
additional tax revenue would be generated by virtue of the higher 
inflation, but there Is a heightened risk of revenue uncertainty when 
the amount of the future deduction under NCRS is tied to inflation. 

Attachment A sets forth our estimate of the reduction in tax revenue 
attributable to assets in various groups at different levels of 
inflation. 

AMT REFORM AS AN ALTERNATIVE 

Vhile the present capital cost recovery system can be improved, capital 
intensive manufacturing industries, including the chemical industry, 
would benefit directly from your effort to repeal or to lessen the 
burden of the AMT. Because these reforms would increase front-end cash 
flow available for investment in equipment and jobs even when earnings 
are low, they are likely to have more significant impact on employment 
levels in manufacturing than would NCRS. 

Most importantly, neither improved capital cost recovery nor reform of 
AMT (which itself is largely a penalty on depreciation), should be 
financed by reducing 200% declining balance depreciation to 150%. 

Many chemical companies are not currently paying the AMT because of the 
strong current domestic sales and export demand for their products. 

Yet, the pernicious effect of the AMT on our operations remains. The 
chemical industry is highly capital intensive and fixed costs, 
principally depreciation on equipment, remains high even when income 
declines. In addition, the industry must also continue to make new 
capital expenditures to meet Congressionally mandated environmental 
standards regardless of current economic conditions. Should our sales 
and exports decline because of a downturn in the domestic economy or 
increased worldwide competition, many chemical companies could again be 
paying the AMT when their cash needs arc greatest. In the recent 
recession, this problem was replicated across American industry and may 
even have extended the duration of that recession. 

Without fundamental structural change in AMT, its principal effect will 
be to continue to punish America's basic heavy industries during periods 
of economic slowdown. These industries will find it increasingly more 



490 


difficult to compete Internationally during these periods. There are 
serious public misconceptions about why and under what circumstances 
corporate taxpayers pay the AMT. Moat misunderstood is the effect of 
the AMT In an economic downturn or recession. One principal consequence 
of this tax is that American manufacturers that regularly pay Federal 
income taxes will have to pay the AlfT precisely when their cash needs to 
finance new investment and Jobs are greatest. 

POSSIBLE Arrr changes 

We are appreciative of the work of this Committee in its efforts in 1993 
to alleviate these problems, but much still remains to be done. 
Alternatives Include: 

o The AMT penalty on depreciation would be reduced significantly by 
having AMT depreciation periods match those provided for regular 
Income tax purposes. 

o Accelerated depreciation on capital expenditures to meet 

Congresslonally mandated and voluntary environmental standards 
should not be subject to the AMT. 

o Congress should also reconsider the limitation Imposed on the use 
of accumulated AKT and other tax credits against AMT liability. 

We again commend the framers of the "Contract with America" for having 
included provisions for improved capital cost recovery and AMT reform. 
The vital spirit of that contract is to achieve effective, responsible 
progress toward these goals for America. 

The Federal budget imposes limits on how much reform this committee can 
undertake. Progress toward real AMT reform, however limited, is the 
most important progress toward a rational capital cost recovery system 
that Congress can make at this time. We look forward to working with 
you on this all-important subject. 


Attachment A 


NC8S 

ESTIMATED FEDERAL REVENUE REDUCTION 
AS A PERCENT OF PLANT COST* 


MACRS Write Off Period Inflation Rate 



3X 

6X 

5 year 

5.5X 

8.3X 

7 year 

8.2X 

12. 7X 

10 year 

12. 6X 

20. 4X 

15 year 

8.2X 

19. OX 

20 year 

11. 6X 

28. 5X 


* Represents future reduction in revenue without discount to reflect 
tiaie value. 
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Ms. Dunn. Thank you very much, Mr. Powell. 

We will continue with Mr. Beghini. 

STATEMENT OF VICTOR G. BEGHINI, PRESIDENT, MARATHON 

OIL CO., ON BEHALF OF THE AMERICAN PETROLEUM 

INSTITUTE 

Mr. Beghini. Thank you. Madam Chairwoman. 

My name is Victor Beghini. I am president of Marathon Oil Co. 
I am testifying on behalf of the American Petroleum Institute. 

API represents approximately 300 companies engaged in every 
aspect of the oil and gas industry. I am pleased to appear today 
to discuss the proposed neutral cost recovery system. 

The stated goal of NCRS is to reduce the cost of capital in order 
to make American industries more competitive, stimulate addi- 
tional investment, and create new jobs. API members heartily en- 
dorse that goal. 

The oil and gas industry is a vital part of the Nation’s economy 
and is also one of the country’s most capital-intensive industries. 
We are therefore vitally concerned with the effect of cost of capital 
on our ability to find, develop, and deliver new energy resources. 

In our exploration and production operations, because many 
promising sources of new reserves are located offshore in deep 
water or in operationally difficult frontier areas, huge capital in- 
vestments and very long lead times are required. 

T^ically an oil and gas project in these areas can take over 7 
years to reach the producing stage. It is only then that we can 
be^n to recover our capitalized cost. Onshore lower 48 reserves re- 
quire increasingly sophisticated drilling and recovery techniques 
which are also high cost. In the refining and marketing segment 
of our business, we are faced with enormous costs imposed by gov- 
ernment environmental regulations. 

These are unfunded mandates which are intended to be of a gen- 
eral societal benefit, but they also reduce a company’s income and 
return on investment. Obviously our industry has a very strong in- 
terest in proposals that would reduce the cost of capital. As the Tax 
Reform Act of 1986 amply demonstrated, tax policy does have a sig- 
nificant impact on the cost of capital. 

While T^ did provide a rate reduction for all taxpayers, it did 
so at the expense of capital-intensive industries such as ours by ex- 
tending depreciation periods, repealing the investment tax credit, 
and adding the alternative minimum tax under which taxpayers 
face not only tax acceleration but possibly even double taxation be- 
cause of the limitation on the use of foreign tax credits. 

While NCRS represents some improvement in the treatment of 
depreciable capital expenditures, there are concerns about its de- 
sign and coverage, and it should not be viewed as a substitute for 
a fundamental reform of the AMT. 

First, over the long term, there is a cumulative benefit when you 
analyze the effect of NCRS on a typical investment profile for the 
oil and gas industry, but as the earlier panel testified, some tax- 
payers would actually pay more taxes in the early years of NCRS. 
The Treasury revenue estimate of $18.4 billion for the first 5 years 
confirms this fact. This cash flow drain will likely have a negative 
effect on the economy. 
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Second, while application of NCRS to alternative minimum tax 
depreciation provides some relief for AMT taxpayers, far more fun- 
damental reform is needed if we are to remove the current dis- 
incentive for capital investment. For oil and gas companies, many 
of whom are subject to the AMT, the minimum tax has the per- 
verse effect of penalizing them when prices decline and when in- 
vestment in property, plant, and equipment increases. 

Furthermore, while Congress intended the AMT as a temporary 
prepayment of tax, it actually represents a permanent tax increase 
for some oil and gas companies. Once a capital-intensive company 
gets into the AMT position, it is exceedingly difficult to get out. 
NCRS does not address these fundamental AMT flaws. 

Finally, I must note that under the NCRS proposal, the oil and 
gas industry’s depletable assets would not be provided indexing of 
cost recovery deductions. The segment of the oil and gas industry 
represented by integrated oil companies is the only se^ent of U.S. 
capital-intensive industries that currently does not have acceler- 
ated cost recovery for a substantial portion of its capital invest- 
ment. 

The exclusion of depletable assets from NCRS only exacerbates 
that disparity because such assets would also be denied the bene- 
fits of NCRS indexing. Cost depletion deductions should be in- 
cluded in any neutral cost recovery system. 

In summaiy. Madam Chairwoman, we support your efforts to im- 
prove capital cost recovery. To encourage more investment in the 
oil and gas industry and to eliminate the disparate treatments of 
depletable assets, the NCRS concept should be applied to cost de- 
pletion. 

Let me close by again emphasizing fundamental reform of the 
AMT must be an integral part of any proposed goal to improve cap- 
ital recovery and enhance economic growth in this industry. 

Thank you. 

[The prepared statement and attachments follow:] 
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This atataaant is sulalttad by tha Aaarlcan Patrolaun 
Instltuta (API) for tha racozd of tha January 2S haarlng of tha 
Housa Mays and Maana Caamittaa on tha proposad Nautral Cost 
Recovary Systan (MCRS), Tltla II of H.R. 9, tha Job Craatlon and 
Waga Bnhancaaant Act. API zepraaants appzozisiataly 300 coopanlas 
Involved In all aspects of the oil and gas Industry, Including 
exploration, production, transportation, refining and marketing. 

Tha goal of the HCRS proposal is to reduce tha cost of 
capital by increasing depreciation deductions to achieve the 
economic aciulvalant of expensing. API baartlly endorses the 
overall goal of improving capital cost recovery, and we command 
the Commlttaa for moving expeditiously to address this important 
concern. 

Proposals to modify the currant system of capital cost 
recovery are of particular importance to API's member companies 
because of the capital intensive nature of oil and gas 
operations. Tha capital Intenslvenass of an industry may be 
defined as the ratio of its percentage share of tha national 
capital stock relative to its percentage contribution to national 
income. When this measure is used, as Table 1 indicates, tbs 
petroleum industry can be seen as one of the nation's most 
capital intensive industries, when ccopazed to other major 
manufacturing and service industries. Of the sectors surveyed, 
only electrical utilities are more capital intensive. If one 
simply uses an industry's percentage share of net property, plant 
and egulpmant as the measure of capital intanslvenass, oil and 
gas production and refining are still seen to be capital 
intensive relative to other major manufacturing and salactad 
service industries. Only tbs ccamumlcation industry and electric 
services have larger shares. 

Because tha industry is so capital intanslvo, API members 
are vitally concerned with tha effect of the cost of capital on 
their ability to find new energy resources, and develop and 
deliver them to tha American consnmar at a reasonable price. In 
exploration »"d production operations, because many promising 
sources of new reserves are located offshore in deep water or in 
operationally difficult frontier areas, huge capital investments 
and very long lead tlaws are raguirad. Typically, an oil or gas 
project in these areas can taka over 7 years to roach the 
producing stage. It is only than that a company can begin to 
recover its cepltallxed costs. Onshore lower 48 reserves regulra 
increasingly sophisticated drilling and recovery technlguea which 
are also high cost. In 1991 — the latest year for «diicb complete 
Industry data are avallable--tha petroleum industry invested $22 
billion in exploring for and developing oil and gas reserves. 
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In the refining and marketing segment of the business, the 
industry is faced with enormous costs iiqposed by government 
environmental regulations. For exaagple, the National Petroleum 
Council estimates that over the period 1991--2000, refiners will 
be reopiired to expend $3*7 billion to comply with environmental 
mandates . These are unfunded mandates which are intended to be 
of general societal benefit. But, they also reduce a company's 
ability to add to the manufacturing capacity of the industry and 
decrease a cospany’s income and its rate of return on investment. 

Neutral Cost Recovery System 

Investment in new plant and equipment is quite sensitive to 
capital cost recovery rates, in 1981, the capital cost recovery 
system relevant to most investment in the United States was 
improved, moving toward the goals of full recovery, simplicity 
and economic efficiency. Succeeding tax Acts culminating with 
The Tax Reform Act of 1986 reversed this favorable development. 
While TRA '86 did provide a rate reduction for all taxpayers, it 
did so at the expense of capital intensive industries such as the 
petroleum industry by extending depreciation periods, repealing 
the investment tax credit, imposing complex production period 
capitalization requirements, and adding the Alternative Minimum 
Tax under which taxpayers face not only tax acceleration but 
possibly even double taxation because of the limitation on the 
use of foreign tax credits. NCRS vrould partially redress the 
capital cost recovery dilution, Art<^ in that regard %rauld be an 
improvement over current law. 

under current law, depreciable costs are recovered over a 
statutory asset life dependent on the use of the asset. Even in 
the absence of inflation, this extended recovery period results 
in a loss of the present value of the recovery of capital costs. 
Secondly, inflation during the recovery period adds an additional 
loss by driving up the replacement cost of the asset . As a 
result of both factors, current law may cause a loss of over half 
of real asset value over time, depending on asset life, 
inflation, and discount rates, as seen in Table 2. 

The proposed neutral cost recovery system attempts to 
eliminate the disincentive to investi&ent created by the current 
system. However, rather than simply allow for full expensing of 
the capital, it provides for a system of indexation for both 
inflation and deferral value which exacerbates the recovery 
problem early in the asset life (by substituting double declining 
balance depreciation schedules with 150% declining balance 
schedules for many asset classes) in return for increased nominal 
recovery later in the asset life. 

One concern with NCRS is this move from 200% to 150% 
declining balance depreciation for some assets. It is clear that 
over the long term there is a cumulative benefit when one 
analyzes the effect of NCRS on a typical investment profile for 
the petroleum industry. But, because of the move from 200% to 
150%, some petroleum conpanies and conpcuxies in other industries 
would actually pay more taxes in the early years of NCRS. The 
Treasury estimate of an $18.4 billion revenue increase for the 
first five years confirms this fact. This cash flow drain will 
likely have a negative effect on the economy. Thus, it would 
seem to frustrate the overall goal of the proposal: to stimulate 
economic activity and create new jobs by increasing taxpayer cash 
flow. 


Furthermore, since the benefits of NCRS are signif iccmtly 
"back-loaded" with cash tax savings available for some assets 
only five to seven years after enactment, taxpayers will not 
realize the benefits unless full inplementation of the proposal 
is assured. 
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An additional concern with regard to the design of the 
proposal has to do with consilexity. API's meiobers, as other 
corporate taxpayers, face large coas>liance costs because of 
complexity of the tax law. One goal of any tax legislation 
should be to reduce that laurden. KCRS, as proposed, requires a 
quarterly inflation adjustment calculation. Making the 
adjustment annually rather than quarterly vrould be an 
in^rovement . 

Cost Depletion 


The segment of the oil industry represented by integrated 
oil companies is the only segment of O.S. capital intensive 
industries that currently does not have any accelerated cost 
recovery for a sizeable portion of Its capital investment -- that 
portion that is subject to cost depletion. Dsing API and 
Department of Energy data for 1991, the latest year for which 
complete information is available, API estimates that of $4.0 
billion invested in capitalizable e3q>loration and development 
costs, over one-fourth ($1.2 billion) must be recovered through 
this method. 

Typically, the largest of the depletable costs is the cost 
of acquisition of the right to extract oil or gas. This is 
treated as a capital cost for both financial and tax purposes. 
Another significant portion of capitalized costs of an oil or gas 
property (for tax purposes) consists of geological and 
geophysical exploration costa. For successful projects these 
costs may be expensed for financial accounting purposes while 
they must be capitalized for tax purposes. Cost depletion is 
typically taken by the unit-of-production method -- which limits 
current capital cost recovery to an estimate of how much of the 
property's total remaining output is represented by current 
production. Thus, %dien a barrel of oil is produced, it is 
ratloed with remaining reserves multiplied by the adjusted 
tax basis of the property involved to determine the ajnount of the 
current depletion deduction. For a long-lived property, this 
method of recoupment is one of the slowest methods of capital 
recovery available under current law. Even very modest rates of 
inflation will very rapidly erode the real value of cost recovery 
deductions under the unit of production method. Real costs of 
capital Invested are thus "underrecovered” primarily due to the 
effects of inflation. These costs should be included in any 
"neutral" cost recovery system. 

Geological and Geophysical Coats (<McG) 

Geological and geophysical costs (G&G) are costs associated 
with surveying and evaluating a potential oil and gas property. 
Geological studies and geophysical surveys are the initial steps 
in evaluating an oil and gas prospect. Ihe costs of core 
drilling, seismic studies and other OfcO activity are incurred for 
the purpose of ascertaining the existence, location, extent and 
quality of any deposit of oil or gas* 

Technological change in the petroleum industry is 
increasingly being recognized as one of the most significant 
determinants of future domestic oil and gas supply prospects. 
Recent studies completed by the Department of Energy, the 
National Petroleum Council, the Gas Research Institute, and API, 
as well as a number of recent academic studies, have all 
documented the major influence of technological change on 
stabilizing or reversing the decline in domestic supplies of oil 
and gas. For example, DOB estimates that sustained modest 
increases in drilling productivity could increase the level of 
ultimately recoverable oil resources by nearly 40\ within the 
next 15 years. 
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While a nuaber of innovations have contributed to recent and 
expected increases in drilling productivity, 6&6 expenditures 
have played a major role, and are expected to play even a more 
significant role in the future. In Salomon Brothers annual 
survey of oil and gas industry spending plans, respondents for 
the last three consecutive years have identified seismic 
technology as the innovation with the greatest impact on upstream 
spending decisions. For 1995, 75% of respondents identified 
seismic technology (6&G) as the moat influential technological 
innovation affecting such choices. 

While there still is no technology that permits us to 
reliably identify the location of oil and gas without drilling, 
recent improvements in seismic technology have provided a rapidly 
improving capability to visualize complicated geological 
structures. This provides more information than previously 
available to target drilling activity. The additional 
information can sometimes make it economic to seek out and 
successfully develop far smaller reservoirs than would have even 
been considered a decade ago. Such technology has effectively 
enabled the industry to substitute 6&G for some drilling 
activity. 

Ironically, however, current tax treatment inhibits the 
development and application of such substitution. Under current 
treatment, a taxpayer typically cannot recover much more than 
half of the present value of the cost of successful 6&6 efforts 
over the course of a 20 year field life with cost depletion. 
Furthermore, the administrative costs of determining tracking 
O&O expenditures are burdensome to both the industry and the IRS. 
The current tax treatment penalizes the utilization of these 
critical new technologies. 

Under today's conditions, oil and gas exploration is being 
carried out in increasingly hostile environments and at 
increasingly higher costs. Geological and geophysical costs are 
an important and integral part of the exploration process on a 
daily basis and, as such, should be treated as ordinary 
necessary business expenses. Spreading their recovery over the 
life of the field results in little or no benefit on a present 
value basis because of the long lead times which characterize oil 
and gas development. They should be allowed as a current 
deduction. 

Alternative ly iwiimiiw 

While application of NCRS to Alternative Minimum Tax 
depreciation provides some relief for AMT taxpayers, far more 
fundamental reform is needed if we are to remove the current 
disincentive for capital investment. At the minimum, the NCRS 
should not be biased against AMT taxpayers. For petroleum 
companies--tbe vast aiajority of whom are subject to the AMT-^the 
minimum tax has the perverse effect of penalising them when 
prices decline and when investment in property, plant and 
equipment Increases. Furthermore, ^ile Congress Intended the 
AMT as a temporary prepayment of tax, it actually represents a 
permanent tax Increase for some petroleum companies because once 
a company gets into an AKT position it is very difficult to get 
out because continuing or expanding investment in depreciable 
property triggers additional AMT penalty. NCRS does not address 
these fxmdamental AMT flaws. 

The effect of the AMT is to drive up the after tax cost of 
capital and to depress new investment in plant, property and 
equipment. A 1991 study by the American Council for Capital 
Formation found that the cost of capital for ANT companies making 
new investments was increased by a range of 10 to 22 percent over 
the cost of capital \inder the regular Modified Accelerated Cost 
Recovery System. 
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This increased cost of capital ai^ reduced cash flow 
significantly depresses the leTel of new investment necessary to 
remain competitive. Typically it is these capital intensive 
industries that provide a large fraction of the high paying jobs 
in the economy. The longer lived manufacturing assets such as 
those used in automobile manufacturing* chemicals, oil and gas 
production and refining, pulp and paper, and steel are subject to 
the greatest increase in the cost of capital as a result of the 
AMT. 


While twin objectives of the Tam Reform Act of 1986 were tax 
simplification and compliance cost reduction, neither objective 
was accomplished. A 1993 Tax Foundation study entitled "The 
Income Tax Compliance Cost of Big Business" reports that “there 
is near unanimity aaiong senior corporate tax officers that TRA 
1986 added complexity to the tax system, resulting in a 
combination of higher compliance costs and less accurate 
information transmission [to the IRS]." nie Alternative Minimum 
Tax was the item most often mentioned as contributing to that 
complexity. 

Conclualon 

To Buiomarlza. the goal of MCRS to Improve capital cost 
recovery Is laudable and API conmends the Committee for moving to 
address the Issue. Capital Intensive Industries, such as the 
petroleum Industry, were hurt by the Tax Reform Act of 1986 and 
HCRS would partly redress that problem. However, It does not go 
far enough to alleviate the effect of the Alternative Minimum 
Tax. Finally, the petroleum Industry has a portion of Its 
capitalized costs subjected to an extraskaly slow form of 
recovery- -cost depletion. These coats should be Included In any 
“neutral" cost recovery system. 
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Ms. Dunn. Thank you very much, Mr. Beghini. 

We will move on then with Mr. McCallum. 

STATEMENT OF JOHN D. McCALLUM, VICE PRESIDENT, 

CORPORATE TAX, POTOMAC ELECTRIC POWER CO., ON 

BEHALF OF THE EDISON ELECTRIC INSTITUTE 

Mr. McCallum. Good afternoon. Madam Chairwoman and mem- 
bers of the committee. 

I am John D. McCallum, vice president of corporate tax of Poto- 
mac Electric Power Co., which is more commonly known in this city 
as Pepco. I am here tod^ to testily on behalf of the Edison Electric 
Institute, referred to as EEI and Pepco. 

EEI is the association of the Nation’s investor-owned electric util- 
ity companies. Our member companies provide electric service to 76 
percent of all ultimate electric customers in the Nation. We appre- 
ciate the opportunity to appear today to present our views on the 
neutral cost recovery system proposed in H.R. 9. 

In summary, let me state that as the most capital-intensive in- 
dustry in our Nation, with currently over $500 billion in plant and 
equipment, we strongly support the concepts contained in this neu- 
tral cost recovery proposal. We believe it would reduce the cost of 
electricity for all our customers and therefore the cost of virtually 
all U.S. produced goods and services. 

We also strongly support an attempt to achieve the goals of this 
proposal to the extent we can afford to do so in a deficit neutral 
manner without tax increases. Our analysis of this proposal leads 
us to the following three principal conclusions, each of which along 
with some certain general recommendations are discussed in great- 
er detail in our written statement. 

First, in regard to achieving cost recovery neutrality, as high- 
lighted by the chart on page 4 of our written statement, the pro- 

E osed NCR system will reduce the bias against capital investment, 
ut it will not achieve a fully neutral nor equal system of cost re- 
covery for all taxpayers. Capital investment in long-life property, 
that is, property with a 15-year or greater life, is the most dis- 
advantaged under current law, and it will continue to be substan- 
tially disadvantaged under the proposed NCR system. 

In order to achieve a truly neutral depreciation system, capital 
investment in this long-life property will need to receive equal 
treatment to that of other property under the proposed system, in- 
cluding the full neutral cost recovery ratio. Such treatment is criti- 
cal in order to achieve the objective of neutral cost recovery. 

Our second area of discussion is in regard to neutral cost recov- 
ery in competition. We believe the proposed NCR system should in- 
crease our Nation’s ability to create jobs and to compete inter- 
nationally. We also strongly believe that the proposed NCR system 
should be fundamentally clarified by this committee to ensure a 
level playingfield for all domestic competitors. 

Our principal concern here is that our industry, once highly regu- 
lated, is rapidly moving toward less regulation and more competi- 
tion. As a result, nontraditional electric suppliers compete with our 
industry, and we need to ensure they have the same tax treatment 
under the tax law as we do. This could be achieved by providing 
that similarly situated property, regardless of ownership form or 
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guideline class should have the same neutral cost recovery treat- 
ment. 

Our third area of discussion is in regard to environmental prop- 
erty. We wish to point out to the committee that the proposed NCR 
^stem does not incorporate section 169 of the Internal Revenue 
Code which provides for 60-month amortization of qualifying pollu- 
tion control facilities. 

As highlighted by the chart on page 9 of our statement, it is im- 
portant to include such property because the cost recovery mecha- 
nism provided by section 169 has been substantially eroded over 
the years by tax law changes. This could be addressed by including 
such equipment in the 5-year life category. 

We also recommend that the AMT be generally modified to ex- 
clude adjustments for recovery of capital investment in environ- 
mental equipment. We believe such treatment is consistent with 
good public policy. 

In conclusion, we strongly support the concepts contained in the 
proposed NCR system, and we urge your consideration of our com- 
ments. 

We thank the committee for the opportunity to present our views 
today, and we are available for any questions that you may have. 

Thank you. 

[The prepared statement follows:] 
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POTOMAC ELECTRIC POWER COMPANY 
ON BEHALF OF 
THE 

EDISON ELECTRIC INSTITUTE 
AND THE 

POTOMAC ELECTRIC POWER COMPANY 

REGARDING 

THE 

NEUTRAL COST RECOVERY SYSTEM 
OF 

TITLE II OF H.R» 9 

THE JOB CREATION AND WAGE ENHANCEMENT ACT OF 1995 
BEFORE THE 

COMMITTEE ON WAYS & MEANS 
U.S. HOUSE OF REPRESENTATIVES 

January 26, 1995 


Good day, Mr. Chairman and members of the Committee. I am 
John D. HcCallum, Vice President - Corporate Tax of Potomac 
Electric Power Company (Pepco) , an investor-owned electric utility 
which serves over 1.9 million people in the metropolitan area of 
our Nation's capital. I am here today to testify on behalf of the 
Edison Electric Institute (EEI) and Pepco. £EI is the association 
of the Nation's investor-owned electric utility companies. Member 
companies of EEI generate approximately 79 percent of all the 
electricity in the country and provide electric service to 76 
percent of all ultimate electric customers in the Nation. We 
appreciate the opportunity to appear today to present our views on 
the Neutral Cost Recovery (NCR) System proposed in H.R. 9, The Job 
Creation and Wage Enhancement Act of 1995. 

In summary, we applaud the introduction of Chairman Archer's 
proposal providing for the NCR system and we strongly support it. 
We believe it will reduce the cost of electricity for our customers 
and therefore tie cost of virtually all U.S. -produced goods and 
services. Concurrent with its enactment, we also strongly support 
a congressional commitment to pay for this proposed NCR system 
through prudent reductions in the cost of the federal government 
and not from tax increases. Our analysis of the proposed NCR 
system leads us to the following conclusions and recommendations, 
each of which is discussed in greater detail later in our 
statement: 

1) Cost Recovery Neutrality 

The proposed NCR system will reduce the bias against 
capital investment but it will not achieve a fully 
neutral, nor equal system of cost recovery for all 
taxpayers. Capital investment in long-lived property is 
disadvantaged under current law and will continue to be 
substantially disadvantaged. In order to achieve a 
neutral depreciation system, capital investment in long- 
lived property f i . e. . property with a 15-year or greater 
life) also will need to receive the full neutral cost 
recovery ratio, including the 3.5% real rate of return. 
Such treatment is critical in order to achieve the 
objective of neutral cost recovery. 

If cost recovery neutrality is not achievable under 
our current income tax system, then it may be appropriate 
to examine alternative tax systems in lieu of the income 
tax. Such systems are used elsewhere in the world and 
focus more on taxing consumption rather than savings and 
investment. In that regard, we commend Chairman Archer 
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and other members of this Committee on both sides of the 
aisle who have stated their intent to more closely 
examine such alternatives later in this Congress. As we 
have closely examined the issue of broad-based 
consumption taxes, we would be pleased to share our 
analysis and conclusions with this Committee in the 
appropriate forum. We look forward to that opportunity. 

2) Neutral Cost Recovery and Competition 

The proposed NCR system should increase our Nation's 
ability to create jobs and to compete internationally. 
We also strongly believe that the proposed NCR system 
should be fundamentally clarified by this Committee to 
ensure a “level playing field" for all domestic 
competitors. This could be achieved by providing that 
similarly situated property, regardless of ownership form 
or guideline class, should have the same neutral cost 
recovery treatment. 

3) Environmental Property 

We are also concerned that the proposed NCR system 
does not incorporate Section 169 of the Internal Revenue 
Code (IRC) which provides for 60-month amortization of 
qualifying pollution control facilities. This could be 
addressed by allowing environmental property to be 
included within the five-year NCR system life category 
similar to previously introduced H.R. 4299‘. The 
inclusion of such equipment in the five-year NCR system 
life category is important because the cost recovery 
mechanism provided by Section 169 has been substantially 
eroded by tax law changes. The AMT should also be 
generally modified to exclude adjustments for recovery of 
capital investment in environmental equipment. 

4) Other Recommendations 

We have also included herein certain other 
recommendations regarding tax normalization and the 
proposed quarterly convention. We strongly support the 
continuation of normalization of all book to tax timing 
or temporary differences attributable to the NCR system. 
We have concluded that the adjustments attributable to 
the proposed NCR ratio are not temporary differences; 
however, EEI has not concluded whether such adjustments 
should or should not be subject to mandatory 
normalization. We also recommend that the Committee 
consider minimizing the administrative cost and burden of 
the proposed quarterly convention by adopting an annual 
convention. 

Each of these conclusions/recommendations is discussed more 
fully below. 


Coat Recovery Neutrality 

The electric utility industry (Industry) is the most capital 
intensive industry in the Nation with over $500 billion of capital 
investment in plant and equipment. Our Industry invests over $2 of 
capital for each $1 of annual revenue, substantially more than most 
other industries. We strongly support the goal of enacting a 


H.R. 4299, introduced on February 25, 1992, would have 
established a new class of property identified as 
"environmental property" with a five-year recovery 
period. 
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depreciation system which treats recovery of all taxpayers' capital 
investments equally. Provided below is a discussion and comparison 
of the current depreciation system and the proposed NCR system. 

The Current Depreciation System - MACRS 

The current depreciation system, the Modified Accelerated Cost 
Recovery system (MACRS) , contains substantial bias against capital 
intensive industries with long-lived equipment. For our Industry, 
the majority of our capital investment falls into the 15 and 20- 
year MACRS categories. As highlighted by the following chart, the 
present value of the depreciation deductions provided by our 
current depreciation system do not provide a neutral, nor equal 
cost recovery system for taxpayers. 



Additionally, current depreciation deductions allowed under 
our regular tax system arc eroded for many taxpayers by an AMT 
system which penalizes capital investment. The following chart 
demonstrates the effect of the AMT on MACRS taxpayers. 


PRESENT VALUE OF $1 MILLION 
OF MACRS & AMT DEDUCTIONS 


(MlllIgnI 
*'l 



3 YEAR S YEAR 7 YEAR 10 YEAR IS YEAR 20 YEAR 


WZ MACRS ^ AMT 


PresMt Valu* Discount Rais 6.S% 
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In summary, the current depreciation system contains a 
substantial bias against capital investment in long-lived equipment 
and a key goal of any proposed recovery system should be the 
elimination of such bias. All taxpayers should be treated equally 
with respect to their capital investment. 

The Proposed Neutral Cost Recovery System 

The proposed NCR system will reduce the bias against capital 
investment but it will not eliminate such bias for all taxpayers. 
As highlighted by the following chart, substantial bias will still 
exist against long-lived equipraent- 


PRESENT VALUE OF $1 MILLION 
OF NCRS DEDUCTIONS 

(Million) 



The proposed NCR system helps to reduce the bias against 
capital investment by providing a 3.5 percent real rate of return 
for property with three, five, seven and ten-year MACKS lives. The 
proposal also provides an inflation adjustment for all property 
including those with 15 and 20-year MACKS lives and real property. 

The proposed system creates a new two-tier depreciation system 
where one group of assets receives a 3.5 percent real rate of 
return and others do not. This raises new concern about attaining 
equity and fairness in a competitive environment where we should be 
seeking to achieve a level playing field for all domestic business. 
This concern arises because the NCR system will not fully correct 
the present bias toward longer-lived equipment. The solution to 
this problem is to provide all NCR system assets ultimately with 
the same equivalent present value for their cost recovery 
deductions. In order to achieve a truly neutral depreciation 
system, capital investment in long-lived property f i.e. . property 
with a 15-year or greater life) will also need to receive the full 
neutral cost recovery ratio, including the 3.5% real rate of 
return. Such treatment is critical in order to achieve the 
objective of neutral cost recovery. 

If cost recovery neutrality is not achievable under our 
current income tax system, then it may be appropriate to examine 
alternative tax systems in lieu of the income tax. Such systems 
are used elsewhere . in the world and focus on taxing consumption 
rather than savings and investment. In that regard, we commend 




506 


Chairnan Archer and other aembers of this Committee on both sides 
of the aisle who intend to more closely examine such alternatives 
later in this Congress. As stated previously, we have closely 
analyzed this issue. We would be pleased to make our findings 
available to the Committee. 


The NCR System and the AMT 

With regard to the NCR system and the AMT, we commend Chairman 
Archer for the proposed adoption of the NCR system modifications to 
the AMT which will help ensure both compatible and reasonable 
treatment thereunder. Highlighted below is a table which compares 
the life and method used for the regular tax and AMT purposes under 
the proposed NCR system. 


SUMMARY TABLE OF 
NCR SYSTEM 
LIFE/METHOD 


R«flUl.f Tax AMT MCR Hallo 


NCR 

Property 

Llf« 

Base 

DapraciatioR 

Mathod 

AMT 

Llfa 

AMT 

Method 

Real Return 
Adiuatment 
(3.6%) 

Appilcabie 

Inflation 

Adiuatment 

3 Yr 

150% OB 

6 Yr 

160% DB 

Iha 

Yha 

6 Yr 

160% DB 

6 Yr 

160% DB 

Yea 

Yea 

7 Yr 

160% DB 

10 Yr 

150% DB 

Yea 

Yhs 

10 yr 

160% DB 

16 Yr 

160% DB 

Yea 

Yea 

ie Yr 

160% OB 

20 yr 

160% DB 

No 

l^a 

20 Yf 

160% DB 

26 Yr 

160% DB 

No 

Yea 


As shovm in the graph which follows, although the AMT lives 
are longer than regular tax lives under the NCR system, over time 
the NCR ratio results in the AMT providing a neutral cost recovery 
system for all taxpayers, except those with capital investments in 
long-lived property. 
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PRESENT VALUE OF $1 MILLION 
OF NCRS & AMT DEDUCTIONS 

(Million) 

$1 

$ 0.8 

$0.6 
$0.4 
$ 0.2 

$0 

3 YR 5 YR 7 YR 10 YR 15 YR 20 YR 

(HID NCRS ^ AMT 

Pr*«Ml V«lu« OlteouAt Rat* 4.8% 



In order to achieve a neutral AMT cost recovery system for all 
taxpayers, the full NCR ratio, including the 3.5% real rate of 
return, should be applied to all property. 

In addition, the goal of the AMT should be one of revenue 
neutrality with regard to the costs incurred to meet environmental 
regulation. Currently, however, the AMT includes adjustments for 
recovery of capital investment in environmental equipment, such as 
pollution control property. This can result in heightened AMT 
costs, which increase the overall cost of environmental compliance. 
Adjustments for environmental property should be excluded from the 
AMT computation in order to achieve AMT neutrality with regard to 
environmental policy. Specifically, Section 56(a)(5) relating to 
the AMT adjustment for pollution control equipment should be 
eliminated. 


Neutral Cost Recovery and Competition 

EEI wishes to emphasize the importance of having a neutral 
cost recovery system which helps our ability as a nation to compete 
and to create jobs in the domestic economy. The Industry's views 
on certain facets of the effects of neutral cost recovery on 
international competition and competition in the domestic economy 
are discussed below. 

International Competition 

The cost of producing electricity by our Industry is borne by 
our customers who, in turn, include such costs in the price of 
their U.S. -produced goods and services. Virtually every product or 
service produced in the U.S. includes as a part of its price the 
cost of the electricity consumed. The cost of electricity is in 
part a function of the capital cost recovery system available under 
the tax law for capital investment in such equipment. If other 
nations have better cost recovery systems, which many do, the cost 
of their products and services will be proportionately less. We, 
as a Nation, must have a cost recovery system equal to our 
competitors if we are to compete and prosper. 

Today our Nation enjoys the best electric system in the world, 
than)cs in no small part to the wisdom of this Committee in the 
past. However, other nations are rapidly investing in new electric 
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infrastructure. We estimate that our Industry also will be 
investing substantially in new plant and equipment in the amount of 
$75 billion over the next three years. During the period from 1995 
through 2002 based on current plans, we expect to invest between 
$1.5 and $4.0 billion each year for environmental equipment as a 
result of the Clean Air Act of 1990. A neutral cost recovery 
system which reduces the cost of capital investment will help our 
Nation compete in the new one-world economy. 

Competition in the Domestic Economy 

Our Industry, once highly regulated, is rapidly moving toward 
less regulation and more competition as a result of energy policy 
changes at the federal level, including the enactment of the Public 
Utility Regulatory Policy Act of 1978 (PURPA) and the recently 
enacted Energy Policy Act of 1992. Non-traditional and non- 
regulated competitors in the electric business have established 
themselves and are growing rapidly. We need to ensure a level 
playing field for all competitors in our industry, be they 
investor-owned utilities, independent power producers, co- 
generators, or income tax exempt utilities. 

Any cost recovery system enacted should fundamentally ensure 
that similarly situated property, regardless of form of ownership 
or guideline class, should have the same neutral cost recovery 
treatment. Today, biases exist which need to be corrected. For 
example, in certain cases, if a turbine electric generator is 
placed in service by a co-generator, the current HACRS depreciation 
treatment for the turbine electric generator is determined by the 
co-generator's business activity. As a result, a shorter life, be 
it seven years, ten years or fifteen years, and in most cases a 
more accelerated depreciation method is available dependent upon 
the co-generator's business activity versus the electric utility's 
business activity which requires a 20-year life with a 150 percent 
declining balance depreciation method. This bias as it exists in 
the current MACRS is heightened by the proposed NCR system. As 
currently drafted, the NCR system increases the unlevel playing 
field and unfair competition which should be corrected to ensure 
neutral cost recovery for all competitors. 

Similarly, as technological advances occur, which result in 
opportunities and infrastructure investments in the information 
super highway, capital investment by electric utilities in 
technologies (such as fiber-optics) should not receive any 
different cost recovery treatment than other taxpayers with 
similarly situated property. We urge the Committee, for 
competitive reasons, to ensure the NCR system fundamentally 
provides that similarly situated property, regardless of ownership 
form or guideline class, will have the same neutral cost recovery 
treatment. 

EEI wishes to further emphasize that substantial other 
competitive biases exist for certain segments of the electric 
utility business. The proposed NCR system, as modified by our 
discussion above, would help to overcome such bias. For example, 
governmental and tax exempt electric utilities (such as municipals 
and cooperatives) already have, in effect, a neutral cost recovery 
system because they are exempt from federal income tax. 
Furthermore, they receive huge subsidies from the federal 
government in the form of low interest or tax exempt loans. The 
cost of these subsidies is borne for the most part by U.S. 
taxpayers other than by the customers of the governmental and tax- 
exempt electric utilities. This means that customers of the 
investor-owned electric utilities, which serve 76 percent of all 
ultimate electric customers in our Nation, bear the unsubsidized 
cost of their electricity plus as U.S. taxpayers a portion of the 
cost of subsidizing the customers of governmental and other tax- 
exempt electric utilities. Although these governmental subsidies 
had their time and place in helping to provide electrification to 
every home in America, they are now misplaced in this new era of 
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budget deficits, deregulation and competition. These subsidies 
should be thoroughly reviewed. 


Envi j rowiHental Property 

We are also concerned that the proposed NCR system does not 
incorporate Section 169 of the IRC which provides for 60-month 
amortization of qualifying pollution control facilities. This can 
be addressed by allowing environmental property to be included 
within the five-year NCR system life category similar to previously 
introduced H.R. 4299^. The cost recovery treatment of capital 
investment in environmental property such as pollution control 
equipment has been substantially eroded by tax law changes and is 
currently counterproductive to good public policy. The AMT should 
also be generally modified to exclude adjustments for recovery of 
capital investment in environmental equipment. 

The cost recovery benefit of current law Section 169 has been 
substantially eroded by the special limitations of Sections 169(f) 
and 291(a)(5) and by Section S6(a) (5) of the AMT. Currently, for 
regular tax purposes, only 60 percent of qualifying pollution 
control capital investment is eligible for amortization under 
Section 169 as a result of the limitations of Sections 169(f) and 
291(a) (S). The remaining 40 percent of the qualifying pollution 
control capital investment is required for regular tax purposes to 
be depreciated over the 20-year MACRS life for our Industry. This 
cost recovery benefit has for A^ purposes been further eroded by 
Section 56(a) (5) of the IRC, which provides that the total basis of 
the capital investment in the pollution control equipment must be 
amortized for purposes of computing the AMT preference adjustment 
over 28 years, using the straight-line method. Capital investment 
in environmental property should be included in the five-year NCR 
system life category. 

Additionally, the definitions of qualifying pollution control 
property need to be updated to include expenditures and new 
technologies to comply with the Clean Air Act of 1990’ . This 
definition should include emissions monitoring equipment, fuel 
switching, blending or co-firing modifications, boiler repowering 
modifications, nitrogen oxide controls, flue-gas desulfurization 
and/or other sulfur-dioxide controls, fluidized bed combustion, and 
coal gasification facilities, advanced coal cleaning facilities and 
air toxics control equipment and other emerging environmental 


H.R. 4299, introduced on February 25, 1992, would have 
established a new class of property identified as 
"environmental property" with a five-year recovery 
period. 


H.R. 4299 defined "environmental property" as follows: 
Environmental property is defined as a new identifiable 
item of property which is used in connection with a plant 
or other property in operation before January 1, 1991, to 
prevent, abate, or control water or atmospheric pollution 
or contamination by removing, altering, disposing, 
storing, or preventing the creation or emission of 
pollutants (including dust), contaminants, wastes, or 
heat, and property which monitors the creation or 
emission of pollutants (including dust), contaminants, 
wastes, or heat. The term includes only property which 
does not significantly increase the output or capacity, 
extend the useful life, or reduce the total operating 
costs of such plant or other property (or any unit 
thereof) , or alter the nature of the manufacturing or 
production process or facility. Special rules would be 
applicable to buildings and leased property. 
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technologies. Our Industry estimates, based upon current plans, 
that it will invest between $1.5 to $4.0 billion each year in such 
equipment during the period 1995 through 2002 as a result of the 
Clean Air Act of 1990. As sho%m below, the cost recovery for 
capital investment in environmental property such as pollution 
control equipment under the current MACRS and AMT law highlight the 
need for the inclusion of environmental property in the five-year 
NCR system life category. 


PRESENT VALUE OF $1 MILLION 
OF POLLUTION CONTROL DEDUCTION 

(Million) 

$1 

$ 0.8 
$ 0.6 

$0.4 
$ 0.2 
$0 

^ SEC 16«/MACft8 ^AMT 0110 NCRS 
Pr«««nt ValiM Oiaeoant fUita •.St 



Other R o^^^wwo ^datioBS 
Normalization 

Although our Industry strongly believes that 
normalization of depreciation book to tax timing or temporary 
differences is the proper method of tax accounting required to 
allocate tax expense to our customers, we have concluded that 
the permanent differences created by the unique nature of the 
neutral cost recovery ratio are not temporary differences. We 
recommend the NCR system be specifically clarified to state 
that the temporary differences related to assets under the NCR 
system would be subject to the mandatory normalization 
provisions of Section 168 of the IRC consistent with current 
law. The Industry has not reached a conclusion regarding 
whether or not the adjustment attributable to the NCR ratio 
should or should not be subject to mandatory normalization. 
We would be pleased to work with the Committee in regard to 
this matter. 

Quarterly vs. Annual Calculations 

The proposed NCR system requires ongoing calculations to 
be applied to property relating to the quarter the property 
was placed in service. This requirement adds substantial 
ongoing complexity and resulting administrative cost for both 
business and government. We recommend the Committee consider 
minimizing such administrative burden by adopting an annual 
rather than a quarterly convention. 
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Conclusion 

In summary, we strongly support Chairman Archer's proposed NCR 
system consistent with our comments provided herein. The proposed 
NCR system is of benefit to our customers and will reduce the cost 
of virtually all U.S. -produced goods and services. We conclude it 
will help make America more competitive and it will help create 
more jobs. A key goal for a fair and equitable neutral cost 
recovery system is for it to enable our Nation to be more 
competitive and to provide a level playing field for all to 
compete. We urge the Committee, to ensure the proposed NCR system 
fundamentally provides that similarly situated property, regardless 
of ownership form or guideline class, will have the same neutral 
cost recovery treatment. Finally, we recommend the proposed NCR 
system be modified to include environmental equipment in the five- 
year NCR system depreciation category and that such equipment be 
eliminated from being subject to adjustments under the AMT. We 
thank the Committee for the opportunity to present our views and we 
look forward to working with you in the future with regard to this 
proposal and other important matters. 
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Ms. Dunn. Thank you very much, Mr. McCallum. 

We will move along now with John Huber. 

STATEMENT OF JOHN HUBER, GOVERNMENT AFFAIRS 

COUNSEL, PETROLEUM MARKETERS ASSOCIATION OF 

AMERICA 

Mr. Huber. Madam Chairwoman and members of the committee, 
thank you for providing an opportunity to present testimony on the 
legislative proposals to improve the cost recovery system for busi- 
ness investment. 

PMAA is a federation of 41 State and regional trade associations 
representing more than 10,000 independent small business market- 
ers throughout the United States. The impact of the current sched- 
ules for depreciating property are a strong concern to marketers 
and are clearly inappropriate. 

There are two main areas of concern to marketers. First is the 
impact of the recently enacted Omnibus Budget Reconciliation Act 
of 1993, and the unimrm 15-year schedules for all intangible prop- 
erty. This has a great impact on marketers and heating oil retail- 
ers in particular. 

The other area of concern is the 39.5 year depreciation schedule 
for nonresident! al real property, which prior to OBRA was 31.5 
years. For many marketers who deliver fuel in bulk, the value of 
the business relates directly to the customer served. 

A strong customer list and an extensive penetration of a particu- 
lar geoCTaphic market makes for a valuable business. Without such 
a list, the business is merely a bulk plant, a small office building, 
and a few trucks. The customers are the business. Unfortunately 
customers do not last forever. Homeowners move, farmers sell out, 
trucking companies go bust. Thus, a customer base is always erod- 
ing. 

Prior to the enactment of OBRA, most heating oil dealers amor- 
tized their customer list over a 7 to 10 year period. This time was 
recognized by the courts. The move to 15 years damaged these 
small businesses. 

A second area of concern to petroleum marketers are covenants 
not to compete. Under common law these covenants must generally 
be no longer than 5 years. 

In the heating oil industiy the value of this covenant not to com- 
pete will generally range between 20 and 40 percent of the value 
of the business. A depreciation schedule of 15 years puts a large 
gap between the value of the covenant and its depreciation sched- 
ule and undermines the value of an ongoing business. 

A third area of concern involves the depreciation schedules for 
nonresidential real property. The primary investment activity of 
our marketers involves the construction of service stations or gas 
station convenience stores. 

Marketers are now having to replace many of their tanks that 
are currently in the field. This has led to a great deal of investment 
by petroleum marketers as they decide what stations to continue 
to operate and how their stations should be modernized, either 
through replacement or renovation. Under the existing code, some 
of the investments in gas station convenience stores are subject to 
a 39.5 year straight line depreciation schedule. 
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Industry practice is that these facilities are either worn out or 
no longer suitable for the market after 15 years, and therefore mar- 
keters who are investing in the industry are in a much faster 
schedule than allowed by the code. 

PMAA believes that these extended depreciation schedules for 
this type of property embodied in section 168 are inappropriate. 
PMAA would encourage the committee to reexamine the existing 
schedules in section 168 and shorten the schedules or create addi- 
tional classes of nonresidential real property. 

PMAA is pleased that the committee is considering a capital 
gains tax reduction. We believe such an approach will spur invest- 
ment and provide the appropriate rewards for those businesses in- 
vesting in America’s future. We believe that this item should be a 
top priority for enactment. 

Finally, PMAA is very supportive of the provision to allow 
expensing of a small part of the capital investment in each year. 
An increase from $17,500 to $25,000 is a small increase, but it will 
be helpful. 

PMAA is very pleased that the committee has developed a very 
solid approach to improve the climate for capital investment. These 
capital investments are clearly the key to continued growth. 

We do believe that the committee snould consider taking steps to 
bring the existing depreciation schedules of the code into closer 
conformity with actual industry practice. We believe the practice in 
recent years of extending the schedules to raise revenues has seri- 
ously undermined the principal of matching revenues and expendi- 
tures, which is the basis for an income tax. 

Finally, PMAA remains concerned with the excise tax collection 
procedure and looks forward to working with this committee in the 
future and significant reform to those changes. 

Thank you. 

[The prepared statement follows:] 
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TESTIMONY OF JOHN HUBER 
PETROLEUM MARKETERS ASSOCIATION OF AMERICA 

Mr. Chairman, and members of the Committee, thank you for 
providing an opportunity to present testimony on the legislative 
proposals to improve the cost recovery system for business investments. 
The Petroleum Marketers Association of America (PMAA) is a federation 
of 41 state and regional trade associations representing more than 
10,000 independent petroleum marketers throughout the United States. 
These marketers sell in excess of forty percent of the gasoline, 75 
percent of the home heating oil and 60 percent of the diesel fuel 
consumed in this country. Eighty-nine percent of PMAA's membership is 
classified as small business under size categories established by the 
Small Business Administration. 

The impact of the current schedules for depreciating property are 
of strong concern to marketers, and most believe that the schedules 
established are inappropriate. There are two main areas of concern 
to marketers. First, is the impact of the recently enacted Omnibus 
Budget Reconciliation Act of 1993 (OBRA) and the uniform fifteen year 
schedules for all intangible property. This has a great impact on 
marketers and heating oil dealers in particular. There is a great deal 
of consolidation in this industry, and the value of the firm is 
generally the value of the intangibles. Second, is the impact of the 
39.5 year depreciation schedule for non-residential real property, 
which prior to OBRA was 31.5 years. 

INTANGIBLE ASSETS 

Briefly, PMAA members have a variety of different methods of 
delivering petroleum products to their customers. First, PMAA members 
deliver heating oil directly to homeowners and commercial customers. 
Second, many members deliver motor fuels to farmers, trucking 
companies, and construction crews who need fuel delivered to them or 
to a particular site. 

For marketers who are active in these two areas, the value of 
the business relates directly to the customers served. A strong 
customer list and an extensive penetration of a particular geographic 
area makes for a valuable business. Without such a list, the business 
is merely a bulk plant, a small office building, and a few trucks, 
whose value is reduced with every new environmental regulation. The 
customers are the business. 

Unfortunately, customers do not last forever. Homeowners move. 
Farmers sell out. Trucking and construction companies go bust. 
Additionally, some customers find the service or price of a competitor 
to be better and begin purchasing product from that company. 
Additionally, the Clean Air Act Amendments will require many customers 
to transfer their fleets to alternative fuels. As a result, they will 
not only be lost to a particular marketer, but they will be lost to the 
entire petroleum marketing industry. 

Mr. Chairman, what I am trying to say is that a customer list is 
the most important asset for many petroleum marketers, but 
unfortunately, it does not normally last 15 years. Prior to the 
enactment of this legislation, most heating oil dealers amortized their 
customer list over a seven to ten year period. This time was 
recognized by the courts, and is in line with surveys indicating that, 
on average, homeowners move every six years. The move to 15 years was 
clearly inappropriate . 

A second area of concern to petroleum marketers are covenants not 
to compete. Because many of the companies operated by PMAA members 
were developed through the hard work of a single individual who 
penetrated a market and developed a loyal customer base, businesses who 
acquire that company often enter into a contract preventing that 
individual from becoming a coir^etitor. Under common law, those 
covenants must have reasonable terms, which generally means five years. 

In the heating oil industry, the value of this covenant not to 
compete will generally range between 20 percent and 40 percent of the 
value of the transaction. A depreciation schedule of fifteen years 
would put a large gap between the value of the covenant and its 
depreciation schedule and could substantially harm the acquiring 
company. 
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TANOIBLS ASSETS 

A second area of concern involves the depreciation schedules for 
non-residential real property. The primary investment activity of our 
marketers involves the construction of service stations or gas station 
convenience stores. Under, the environmental laws, marketers are now 
having to replace many of their tanks that are currently in the field. 
This has led to a great deal of investment by petroleum marketers as 
they decide what stations to continue to operate, and how their 
stations should be modernized either through replacement or renovation. 
This heightened level of activity will continue for at least four more 
years . 

Under the existing code and pursuant to Internal Revenue Service 
guidance, some of the investments in gas station convenience stores are 
subject to a 39.5 year straight line depreciation schedule. Industry 
practice is that these facilities are either worn out, not modern 
enough to attract customers, or no longer suitable to the market after 
approximately fifteen years, and therefore marketers who are investing 
in the industry are depreciating the stations much more quickly on 
their own books than the Internal Revenue Code allows for tax 
accounting. 

PMAA believes that these extended depreciation schedules for this 
type of property embodied in section 168 are inappropriate. PMAA would 
encourage the Committee to reexamine the existing schedules in Section 
168 and shorten the schedules or create different classes of non- 
residential real property. 

JOB CREATION AND WAGE ENHANCEMENT ACT 

PMAA is very pleased that Congress is now considering ways to 
improve the depreciation deductions for businesses. In particular we 
are pleased that the Committee is considering a capital gains tax 
reduction. We believe such an approach will spur investment and 
provide the appropriate rewards for those businesses investing in 
America's future. We believe that this item should be a top priority 
for enactment . 

We also believe that an inflation adjustment within the capital 
gains is vital. Taxing gains which emanate from inflation is clearly 
inappropriate and has undercut the value of many productive investments 
and created a windfall for the Treasury. 

PMAA, however, is concerned with the methodology to allow for an 
improved cost recovery system. In particular, a change from the 200 
percent declining balance to a 150 percent declining balance gives 
concern to PMAA. This reduced schedule would result in an immediate 
negative impact on marketers investing in personal property. Marketers 
invest considerable sums in the assets affiliated with their real 
property and make considerable investment in rolling stock. A delayed 
depreciation schedule would thus be harmful. 

Finally, PMAA is very supportive of the provision to allow 
expensing of a small part of the capital investment in each year. 
While, $25, 000 is a small percentage of a marketer' s likely investment, 
it would certainly be a benefit to marketers. 

CONCLUSION 

PMAA is very pleased that the Committee has developed a very 
solid approach to improve the climate for capital investment. These 
capital investments are the key to continued growth in America and are 
thus of vital interest to both business and their employees. 

We do believe that the Committee should consider taking steps to 
bring the existing depreciation schedules of the Code into closer 
conformity with actual industry practice. We believe the practice in 
recent years of extending the schedules to raise revenues has seriously 
undermined the principle of matching revenues and expenditures which 
is the basis for an income tax. We would thus respectfully encourage 
the Committee to more closely examine those schedules and take steps 
to make the schedules reflect economic reality. 
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Ms. Dunn. Thank you very much, Mr. Huber. 

We will do our wind-up speaker, Dr. Martin Sullivan. 

STATEMENT OF MARTIN A- SULLIVAN, PH.D., ADJUNCT 
SCHOLAR, AMERICAN ENTERPRISE INSTITUTE 

Mr. Sullivan. Thank you. Madam Chairman, and distinguished 
members of the committee. 

My name is Martin Sullivan. I am a self-employed economic con- 
sultant and an adjunct scholar at the American Enterprise Insti- 
tute. It is an honor for me to be here today, and I hope my views 
will be helpful to you. 

The neutral cost recovery system is an approach to tax deprecia- 
tion that is radically different from any other. Under NCRS, $100 
of equipment with a useful life of 5 years generates approximately 
$120 of depreciation deductions. A $100 investment in a building 
generates approximately $300 of depreciation deductions. 

The key feature of NCRS depreciation is the adjustment of depre- 
ciation allowances for inflation and for the time value of money. 
This adjustment increases deductions so that their present value is 
equivalent to expensing. 

Expensing is the ultimate in accelerated depreciation. Where 
debt financed property is expensed, that propert^s effective tax 
rate is negative, thus NCRS goes beyond relief and provides a sub- 
sidy for most business investment in new equipment. 

Negative effective tax rates mean that new assets will generate 
more deductions than income. Under NCRS many capital-intensive 
firms will be able to eliminate their corporate income tax liability, 
even though they are profitable. 

There is no doubt that NCRS will result in an enormous increase 
in the buying and selling of tax benefits. Because of the passive 
loss rules, partnership tax shelter activity on the scale like that be- 
fore 1986 is not possible. But the existence of the passive loss rules 
does not mean that there will not be tax shelters as a result of 
NCRS. It only means that their form will change. 

Tax shelter activity will shift to the corporate level. In order to 
convert unusable tax deductions into cash, taxless corporations will 
engage in leasing transactions which will effectively allow them to 
sell their tax benefits. 

In addition to tax-motivated leasing, NCRS will clearly provide 
a large tax incentive for mergers and acquisitions. This is the 
granddaddy of sheltering transactions. In the typical case, a cap- 
ital-intensive firm that is generating deductions in excess of in- 
come, will put excess deductions to work by merging with a profit- 
able labor-intensive firm. 

If enacted, NCRS would impose unduly complex and costly tax 
rules on U.S. businesses. Sometimes complexity in the code is un- 
avoidable, but that is not the case in this situation. i^Tiat is so 
frustrating about the complexity of NCRS is that the same eco- 
nomic benefits can be provided much more simply. This is the Rube 
Goldberg of tax breaks. NCRS forces taxpayers on Main Street to 
face a whole new set of complicated rules and regulations so that 
the folks inside the beltway can game the budget rules. 

NCRS will provide the most generous system of capital recovery 
ever enacted into Federal tax law. Yet, it is entirely possible for 
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NCRS to be scored officially as raising revenue. You don’t need to 
be an economic expert to know there is something fishy about this, 
and this point will not be lost on the bond traders on Wall Street. 

For purposes of preparing this testimony, I constructed a depre- 
ciation revenue-estimating model. Like the Treasury Department’s 
estimates, my model shows that the cash flow effects of NCRS are 
net positive for the government over the first 5 years, but after- 
ward, NCRS rapidly turns into a big loser for the government. My 
model estimates the total 10-year cost in terms of cash flow at $150 
billion. But even these long-term cash estimates do not accurately 
portray the costs of this proposal. 

Our current methods of accounting for revenue changes are 
flawed. We only score cash flows and we do not score the real eco- 
nomic costs. In order to assess the real costs of this proposal, I esti- 
mated the cost of an investment tax credit economically equivalent 
to NCRS. I believe this is the best measure of the true cost of 
NCRS. 

When the cost of an economically equivalent tax credit is esti- 
mated, NCRS can be seen for what it really is, a budget buster of 
monumental proportions. What was scored in the 5-year window as 
a small increase in revenue under conventional cash flow account- 
ing becomes a $160 billion revenue loser in the first 5 years. Over 
the 10-year budget window, the total real economic cost to the gov- 
ernment of NCRS is estimated to be $370 billion. 

It is this type of discrepancy between official cash flow estimate 
and real economic costs that will spook the financial markets. If 
NCRS is enacted and the hundreds of billions of dollars of real 
costs are not matched by real spending cuts or tax increases of 
similar magnitude, long-term interest rates will rise. Because of 
this rise in interest rates, and the crowding out of private invest- 
ment by increased Federal debt, there is a simificant chance that 
NCRS could have detrimental effects on capital formation. 

This concludes my oral testimony. I am very grateful to the com- 
mittee for this opportunity to share my views. 

['ITie prepared statement follows:] 
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JANUART26, 1995 

Good Morning Mr. Chairman and distinguished Members of the 
Committee. My name is Martin Sullivan. 1 am a self-employed economic 
consultant and an Adjtmct Scholar at the American Enterprise Institute. 
Over the past IS years 1 have conducted research and analysis in 
academia, for the Congress, for the U.S. Treasury Department, and for 
clients in the private sector, on tax incentives for capital formation. It is 
an honor to be here today and I hope my views will be helpful to you.* 

1. Some Basics About NCSS 

The Neutral Cost Recovery System (NCRS) is an approach to tax 
depreciation that is radically different from any other that has existed 
since the inception of the income tax. By statute and by regulations, 
previous Congresses and Administrations have on numerous occasions 
tinkered with depreciation methods and lives in such a manner that 
affected only the timing of deductions. Whatever system they devised, a 
$100 purchase of depreciable capital always got a $100 of deductions. 
Under NCRS depreciation, every $100 expenditure for depreciable capital 
will routinely generate deductions substantially in excess of $ 100. In the 
example presented at the end of this testimony (Table 1), $100 of 
equipment with a useful life of 5 yesu^ generates depreciation deductions 
of approximately $120 over the its life. Similar calculations show a $100 
building with a useful life of 39 years generating approximately $300 of 
depreciation deductions over its life. 

NCRS would be available to both corporate and noncorporate 
taxpayers for capital placed in service after December 31 of 1994. 
Taxpayers could elect the NCRS on a property-l^-property basis, and, 
importantly, NCRS would also be available for computing deductions 
tmder the alternative minimum tax. 

NCRS divides depreciable property into two categories. Property 
with a recovery period of 10 years or less would be required to make 
three changes from current law: (1) replace the 200-pcrcent declining 
balance method with the less accelerated 150-pcrcent declining balance 
method; (2) multiply these allowances by a factor to account for 
cumulative amount of inflation since the asset was placed in service; and 
(3) again multiply by a factor representing the cumulative real return 


* The views e^qjressed in this statement are fliose of the author and do not 
necessarily reflect those of the American Enterprise Institute. 
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that could have been earned tqr the amount of that deduction since the 
time the asset was placed in service. For property with a useful life of 
greater than ten years, the only change from current law is that 
allowances are adjusted for inflation. 

Adjustments (2) and (3)— which may be referred to jointly as the 
"cost recovery adjustment"— make sure that no matter in what year a 
deduction is taken, it is equal in present value to taking the unadjusted 
deduction in the first year. Thus, applying a cost recovery adjustment to 
all the depreciation allowances over the useful life of an asset results in 
total deductions equal in present value to a complete write-off of the 
asset in the first year. Completely writing off assets in the first year is 
commonly referred to as "expensing." 

It is noteworthy that the cost recovery adjustment achieves the 
economic equivalent of expensing not only under the prescribed 150- 
percent declining balance, but also imder straight-line depreciation, the 
200-percent declining balance, or any other method. (For an example 
showing this, see Table 2.) Thus, the required switch from 200- to 150- 
percent declining balance plays no role in achieving equivalency with 
expensing. It does unfortunately have the effect depriving small and 
growing firms of precious cash flow. Since the adjustment serves no 
useful purpose, it can only be concluded that it was included in NCRS to 
allow a small immediate acceleration of cash flow to the government so 
that this enormous tax reduction can be official scored as a tax increase. 

Expensing is the ultimate in accelerated depreciation. It provides 
an up-front deduction which by itself has a present value large enough to 
shelter all the income from property placed into service. Thus, solely as 
a result of expensing, the property has an effective tax rate of zero. If the 
property is to any extent financed with debt, additional deductions in the 
form of interest are available to shelter other income. Thus, when a 
debt-financed property is expensed, the property's asset's effective tax 
rate is negative. In part because tangible capital serves as good collateral 
for lenders, most investment in plant and equipment is routinely 
financed by debt to at least some degree. Thus, NCRS goes beyond tax 
relief tind provides a subsidy for most business investment in new 
equipment. 

As noted above, negative effective tax rates mean that new assets 
will generate more deductions than income. Under NCRS, many capital 
intensive and highly leveraged firms will be able to completely eliminate 
their corporate income tax liability even though their fmancial 
statements report that they are profitable. The minimum tax does not 
prevent this because NCRS depreciation methods will also be used for 
the alternative minimum tax. 

Inflation adjustment for longer lived property under NCRS is a 
substantial benefit relative to current law. However, the benefits 
provided under NCRS to long-lived property are not as generous as it is 
to those received by short-lived property that is subject to a full cost 
recovery adjustment. Given this major disparity in treatment between 
equipment and structures, this “neutral" system is markedly non- 
neutral. In particul 2 ir, because of the high concentration of equipment 
investment in manufacturing, it is generally the case that manufacturing 
will be advantaged over other sectors of the economy. 
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2. Tax Shelters and Tax-Uotbaited Leasing 

In addition to the NCRS bias in favor of equipment over structures, 
there are several other inefficient distortions to economic behavior 
induced by NCRS. When tax rates fall below zero as they do under 
NCRS, new assets will generate more deductions than income. These 
excess deductions can be used to shelter income from sources other than 
new capital. Sheltering transactions can take a variety of forms. None of 
them are particultirly attractive from a policy perspective in that they 
usually involve a distortion in the allocation of capiud or businesses 
engaging in transactions that are purely tax-motivated. 

Businesses generating excess deductions from depreciation of their 
new NCRS capital will first use these excess deductions to shelter the 
income generated by their pre-NCRS capital. New and growing firms 
generally will have relatively little pre-NCRS capital income. Therefore, 
new and growing firms unable to utilize the all of their generous NCRS 
deductions will be at a tax disadvantage relative to established firms. 

Over time, more and more firms will be able to eliminate their 
entire tax liability as a result of NCRS. The number of tax-free 
businesses will grow because the proportion of total capital depreciated 
under NCRS will grow and because NCRS deductions will be backloaded. 
Once businesses are no longer subject to tax but continue to generate 
deductions, they are likely to engage in a wide variety of tax motivated 
transactions to get some value from their unused NCRS deductions. 

NCRS will clearly provide large tax incentives for mergers and 
acquisitions. This is the granddaddy of sheltering transactions. In a 
typical case, a capital-intensive firm that is generating deductions in 
excess of income can put these deductions to work by merging with a 
profitable labor-intensive firm. Because NCRS's deductions are heavily 
backloaded, capital intensive firms that are not already in a tax loss 
position will have severed years to seek out the right partner. 

Were it not for enactment of passive loss limitation as part of the 
Tax Reform Act of 1986, much of the sheltering activity resulting from 
NCRS would probably involve partnerships of individuals investing in 
leveraged and tax-advantaged capital. These partnerships would 
generate tax losses that could be used to shelter other sources of 
individuals' taxable income. Although partnership tax shelter activity on 
the scale like that before the 1986 Act is not possible with the passive 
loss rules currently in place, there is no doubt that the enormous 
increase in the supply of marketable tax deductions wrought by NCRS 
will increase pressure on the current passive loss rules. 

With individuals largely prevented by the passive loss rules from 
wholesale participation in the tax shelter market, tax shelter activity will 
shift to the corporate level. On the corporate side, large numbers of 
capital-intensive firms will have no tax liability and soon will be 
accumulating tax losses. In order to convert these otherwise unusable 
tax deductions into current benefit, tax-free firms will engage in leasing 
transaction with firms that have taxable income. The taxable firms will 
purchase assets and lease them to tax-free firms. The taxable lessor 
firms will pass some of the tax benefits through to the tax-free lessees 
through reductions in the lease rate, and will keep for themselves 
whatever is left after the lawyers and accountants get their share. These 
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transactions will have little or no economic substance beyond those 
motivated by taxation. 

3. Compladiy 

If enacted, NCRS would impose unduly complex tax rules on U.S. 
businesses. Sometimes complexity in the Code is unavoidable, but this 
is not the case here. What is so disappointing about NCRS is that there 
are many other ways to provide American businesses with the same tax 
benefits more simply and more efficiently. For example, the same 
economic benefits could be provided by expensing. Under NCRS, 
businesses would instead be required to recovery their capital cost over 
many years and these annual allowances would be subject to 
adjustments. Short-lived property would require a different set of 
adjustments than long-lived property. Moreover, for each class of 
property, in order to accurately index depreciation allowances, NCRS 
requires taxpayers to keep separate accounts for investments made in 
each quarter, instead of each year, as is now allowed under current law. 

Although 1 do no not know who is responsible for the design of 
NCRS, it has "Made in Washington* stamped all over it. Clearly, this 
Rube Goldberg of tax breaks was not conceived on the Main Streets of 
America. Business men and women who have to deal with these tax 
rules will privately tell you that they would much prefer relief from the 
AMT, or extension of R&E credit, or expensing, or a simple lowering of 
tax rates. 


4. Shortfalts in Officiat Scorekeeping and Maintaining Confidence 
in Financial Markets 

NCRS would provide the most generous system of capital recovery 
every enacted into Federal tax law. It is entirely possible, however, for it 
to be scored ofiicially as raising revenue. You do not need a Ph.D. 
economics to know their is something fishy about this, and the point will 
not be lost on financial markets trying to assess the seriousness of deficit 
reduction efforts in Congress. 

It is possible for NCRS to be scored as a tax increase because of 
two serious shortcomings in the accounting for revenue effects of 
legislative changes. First, current accounting only measures changes in 
cash flows and not real economic costs. Second, official scorekeeping 
has a limited horizon that until recently did not extend beyond five or six 
years into the future. (The Senate has now begun to use ten-year 
horizons to evaluate revenue changes.) 

What is particularly troubling about NCRS from the perspective of 
financial soundness is that NCRS appears to have been specifically 
designed to take advantage of these shortcomings. For example, as 
noted above, the combination of indexing allowances of short-lived 
property for the cumulative amount of inflation and real returns achieves 
the economic equivtilent of expensing. Given these adjustment factors, 
the required chtingc from 200-perccnt to 150-percent declining balance 
depreciation has no substantial economic effect (for example, the after- 
tax cost of capital would not be affected) except to give the appearance 
under current rules that this proposal is a revenue raiser. 
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In its estimate of an earlier (more generous) version of NCRS, the 
Treasury Department estimated that under official accounting methods 
NCRS would raise approximately $18 billion in revenue over fiscal years 
1995-2000. For purposes of preparing for this testimony, I constructed 
my own revenue estimating model. In my model NCRS as described in 
H.R. 9 would raise perhaps $3 billion over fiscal years 1995-2000. 

In addition the Treasury Department also provided estimates 
Treasury estimated total costs at $120 billion over fiscal years 1995- 
2005. My model estimates total costs over fiscal years 1995-2005 to be 
approximately $160 billion. Thus, like the Treasury Department's 
estimates, my model shows that the cash flow costs of NCRS are heavily 
backloaded. 

But even these long-term cash flow changes do not accurately 
portray the real cost of NCRS. In order to allow the Committee to better 
assess the real costs of this proposal, I also used my estimating model to 
calculate the cost of the investment tax credit that would be economically 
equivalent to NCRS. I believe this is the best measure of the true cost of 
NCRS because when an asset is placed in service it will be irrevocably 
entitled to a stream of additional tax deductions (because the chance of 
retroactive tax increases are close to nil). The real cost to government— 
and the real benefit to the taxpayer— is the change in the present value of 
those deductions multiplied by rate of tax, and this is exactly how the 
equivalent investment tax credit is calculated. These rates of credit vary 
depending upon the useful life the asset and are shown at the end of this 
testimony (Table 3). 

When I estimate the revenue costs of investment tax credits 
economically equivalent to NCRS, the impact on Federal finances over 
the 1995-2000 fiscal year changed from positive $3 billion under cash 
flow conventional accounting changed to negative $160 billion. Over the 
1995-2005 budget window, the impact changed from negative $167 
billion to negative $370 billion. 

It is this type of discrepancy between the official cost estimates and 
real economic costs that will spook financial markets. If the 1995-2000 
budget window is used and NCRS is officially scored as revenue neutral 
or even a small revenue raiser when its real costs for that period are 
$160 billion, and that $160 billion loss to government is not matched by 
a real spending cuts or tax increases of a similar magnitude, long term 
interest rate will rise as financial markets anticipate the demand for 
increased federal borrowing in the future to make up this shortfall. 
Moreover, unless foreigners invest more heavily in the United States, 
increased government demand for funds will likely crowd out private 
investment and frustrate the objective of NCRS. 

Besides this large tind direct impact on the supply and demand for 
financial capital, there is an additional negative impact of this gimmickry 
embodied in NCRS. A backdoor increase in the Federal deficit is more 
detrimental to market confidence than are increases in the deficit that 
are plain for all to see. This is because use of gimmicks sends a 
troubling signal that the Federal government is not really serious about 
reducing the deficit. It tells the market that when the going gets tough, 
the government will resort to more gimmicks. If the Federal government 
cannot be square with the American people and soundly finance the 
Contract with America, how sincere can be its efibrts to eliminate the 
deficit by 2002? 
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Conclusion 

The objective of NCRS is to promote economic growth with tax 
incentives for investment. However, much of the benefit of lower taxes on 
capital will be offset by higher interest rates and reduced availability of 
funds if the costs of NCRS are not honestly accounted and paid for. 

Under NCRS many profitable corporations would no longer pay corporate 
tax and owners of many noncorporate businesses would pay no income 
tax at all. As these tax-fiee businesses generated more losses, tax-free 
businesses would have large incentives to merge with taxable businesses 
or to sell their tax benefits to taxable businesses. Finally, NCRS’s 
attractiveness to business is substantially curtailed by its complexity and 
its negative impact on cash flow. 


* * * * 


Table 1. Comparison of Cnmnt Law and NCRS Depreciation 


CURRENT LAW: S -YEAR UFE. OOUatE OECUMNG BALANCE. HALF-YEAR CONVENTION 


YEAR 

DEPRECIATION @200% 
NOTE: 

TOTAL ALLOWANCES 
PRESENT VALUE @ 8% 


1 2 3 4 5 6 

20.00 32.00 19.20 11.52 11.52 5.76 


100.00 

S87.62 


NEUTRAL COST RECOVERY SYSTEM: 5-YEAR UFE. 150 PERCENT DECUNING BALANCE, 
HALF-YEAR CONVENUON. ADDING ADJUSTMBITS FOR INFLATION AND EXPENSING 


YEAR 

DEPRECIATION @150% 

INFLATION ADJUSTMENT FACTOR 
'EXPENSING' ADJUSTMENT FACTOR 
NEW DEPRECIATION 
NOTE: 

TOTAL ALLOWANCES 1 21 .04 

PRESENT VALUE @8% $ 1 01 .38 

NOTE: 

REVENUE EFFECT OF CHANGE 1.75 

TO NCRS WITH 35% RATE 


2 

3 

4 

5 

6 

25.50 

17.85 

16.66 

16.66 

8.33 

1.050 

1.103 

1.158 

1.216 

1.276 

1.035 

1.071 

1.109 

1.148 

1.188 

27.71 

21. OB 

21.38 

23.24 

12.63 

1.50 

-0.66 

-3.45 

-4.10 

-2.40 


1 

15.00 

1.000 
1.000 
15.00 



Table 2. A Comparison of the 150- and 200-PerceDt Declining Balance 
Methods— NCRS Adjustments Achieve Equivalent Present Value of 
Deductions Irrespective of the Depreciation Method Used 


ISO PERCENT DECUNWG BALANCE 


YEAR 1 

DEPRECIATION @150% 15.00 

INFLATION ADJUSTMENT FACTOR 1 .000 

•EXPENSING' ADJUSTMENT FACTOR 1.000 

NCRS DEPRECIATION 1 5.00 

NOTE: 


TOTAL ALLOWANCES 121.04 

PRESENT VALUE @8% $101 .38 


200 PERCENT DECLINING BALANCE 


YEAR 1 

DEPRECIATION @200% 20.00 

INFLATION ADJUSTMENT FACTOR 1 .000 

•EXPENSING' ADJUSTMENT FACTOR 1 .000 

NCRS DEPRECIATION 20.00 

NOTE: 


TOTAL ALLOWANCES 117.04 

PRESENT VALUE @ 8% $101.13 


2 

3 

4 

5 

6 

25.50 

17.85 

16.66 

16.66 

8.33 

1.050 

1.103 

1.158 

1.216 

1.276 

1.035 

1.071 

1.109 

1.148 

1.188 

27.71 

21.08 

21.38 

23.24 

12.63 


2 

3 

4 

5 

6 

32.00 

19.20 

11.52 

11.52 

5.76 

1.050 

1.103 

1.158 

1.216 

1.276 

1.035 

1.071 

1.109 

1.148 

1.188 

34.78 

22.68 

14.79 

16.07 

8.73 


Note; Present values do not equal $100 because mechanics of statutory draft only 
approximate the formula necessary to achieve expensing equivalence. To achieve 
equivalence, the capital recovery adjustment should equal (1+r+p)*^ where r is the 
real rate of interest, p is the rale of iidlation, and n is the number of years since the 
property was placed in service. The statutory draft uses an adjustment equal to 
(l+r)''*(l+p)n. Ttiis creates a bias for the cost recovery adjustment to be larger 
than that necessary to provide the equivalent of expensing. 


* * * 


* * 


Table 3. Rates of Investment Tax Credit Providing Equivalent 
Tax Benefits to those Provided Under NCRS 


Class Life 

ITC Rate 

3 years 

2.70% 

5 years 

4.82% 

7 years 

6.73% 

1 0 years 

9.32% 

1 5 years 

7.18% 

20 years 

8.28% 

27.5 years 

9.81% 

39 years 

10.61% 
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Ms. Dunn. Thank you very much. Dr. Sullivan. 

We will move to questioning now, and Mr. Collins will inquire. 

Mr. Collins. Thank you. Madam Chairman. 

Mr. Sullivan, I gather from your testimony that the NCRS is not 
your ideal way of improving capital costs for recovery, and I think 
that is putting it mildly. What do you think of the suggestion of 
improving the alternative minimum tax that others have already 
made? 

Mr. Sullivan. There really is no economic basis for an alter- 
native minimum tax from an economic perspective. Reducing the 
alternative minimum tax, if honestly paid for, is a much preferable 
way of providing capital tax breaks. 

Mr. Collins. Thank you, that is all I have, Madam Chairman. 

Ms. Dunn. Mr. Rangel will inquire. 

Mr. Rangel. Thank you. 

Dr. Sullivan, we are going to have to assume that the Contract 
With America had economists working on it just as smart as you. 
You and the Treasury seem to believe that this is a tremenaous 
budget buster; $150 billion loss. All of us support a balanced budg- 
et. Certainly, scoring is very, very important in our business, be- 
cause there will be devastating cuts unless we can find the right 
numbers. 

Now, why as an economist, would you believe that anyone for po- 
litical reasons would want to cook the books to come up with these 
types of numbers when they, too, are dedicated to providing serv- 
ices and balancing the budget? 

Mr. Sullivan. Well, I am only an economist, I can’t speak to mo- 
tivations. 

Mr. Rangel. Well, let me rephrase the question. Economists that 
support different figures forgetting political motivation, how do 
they justify it? 

Mr. Sullivan. The one thing that has not been part of this dis- 
cussion today that is critically important when we are talking 
about the economic impact of NCRS, is whether it is going to be 
paid for or not. 

Mr. Rangel. Dr. Sullivan, that is a part of the Contract. It has 
got to be paid for. As a matter of fact, it has to be paid for before 
we mark up the bill. But you don’t know what to pay unless you 
know what the cost is. 

And it seems to be a tremendous difference of opinion between 
people, such as yourself, and the U.S. 'Treasury Department, and 
those people that have been used to give estimates to those who 
put together the Contract. So, forget the cost — ^nobody with the 
Contract is indicating that they want the tax relief and not pay for 
it. That is universal. 

Now, my question is, why would they come up with such dif- 
ferent figures? And you have to assume good intent for purposes 
of my question. They are professional people. 

Mr. Sullivan. I do not believe the figures that I have drawn up 
are controversial. I think it is veiy clear to everybody that this is 
a tremendous drain on the U.S. TVeasury. With all due respect to 
the diverse opinions, I think this is a fact. 

The real problem with NCRS is not even within the code sections 
that describe it. If it is not financed, if it is not paid for in a mean- 
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ingful way, and there is an end run around the budget rules, NCRS 
will have a very detrimental impact on the financial markets. 

Mr. Rangel. I know that there are various opinions about this 
recovery program on the panel, but does anyone challenge his anal- 
ysis of the cost? 

Mr. McCallum. Mr. Rangel, I would make a comment, and I 
would try to segregate, for a moment, the difference between this 
proposal trying to get us to a competitive depreciation system with 
the rest of the world and financing that system. I think you are 
talking about financing that system, and I think we are saying that 
it should be paid for and that is, in your judgment, all of you, to 
make sure that that happens and that it is done correctly. 

Mr. Rangel. I will accept that challenge. But you have to tell me 
what it costs so I would know how to pay for it. And if you are talk- 
ing about something that is so — so expensive, we just have to 
weigh how fast we move to competition. 

Most Members of Congress agree with the testimony that we 
have to catch up with the other countries. But politically, we agree 
that we cannot cause an increase in our deficit and a failure of peo- 
ple to rely on our economy. And when these numbers come like 
they are, and there is a dramatic difference of opinion, assuming 
good faith, we have to rely on people such as yourself to help us 
to make these decisions. 

So, this panel will leave the question regarding this tremen- 
dously expensive tax provision. 

Thank you. Madam Chairlady. 

Ms. Dunn. The gentleman’s time has expired. 

The questioning will be continued by Mr. English. 

Mr. English. Thank you. Madam Chairman. 

Dr. Sullivan, we heard an earlier panel discuss the concern of 
Secretary Samuels expressed earlier this week that the NCRS sys- 
tem creates the possibility of some new tax shelters. I judge from 
your testimony, that you share that concern? 

Mr. Sullivan. Yes, I do, Mr. English. 

Mr. English. Could you talk a little bit about the specifics brief- 
ly- 

Mr. Sullivan. The 1986 act, with passive loss limitation rules, 
eliminated what we call the dentist in New Jersey-type of tax shel- 
ter where individuals are able to join partnerships and eliminate 
tax on their unrelated income. That will not occur under NCRS. 

However, because you have all of these losses in the economy, 10 
and 20 and 30 billion dollars’ worth of losses without any income, 
businesses, because they are innovative, will try to engage in trans- 
actions to shelter that income. 

There are two primary forms of sheltering that will occur: Leas- 
ing, mergers, and acquisitions. The economic forces will just be too 
strong for anybody to resist. 

Mr. English. I would like to explore kind of without polemics, 
the question of the difference between your revenue numbers and 
those from the Treasury. Is there any methodological difference be- 
tween your models? 

Mr. Sullivan. I don’t believe so. My model is a much cruder 
model than the Treasury’s model. But I used the same basic meth- 
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odology. I would not have even brought it before the committee if 
I did not think it would be generally accepted as accurate. 

But my second set of figures, the larger set of figures, is different 
from Treasunfs. It is methodol^cally different from the Treas- 
ury’s and different from any official estimate, because I try to 
measure the real costs and not just cash flows. 

Mr. English. Let me shift gears a second. You commented on the 
efficacy of addressing the AMT problem and that impacts on cer- 
tain classes of industries. My own view is that we also need broad- 
er relief for capital investments throughout the economy. 

And I wonder if you would comment on the provision raising the 
small business equipment expensing threshold from $17,500 to 
$25,000. I wonder, particularly for small dynamic manufacturers 
like I have in my district, would raising that threshold further to, 
say, $100,000 have a benefit, and from an economics standpoint, 
how would you anal 3 rze that kind of a tax change? 

Mr. Sullivan. Raising the expensing limitation under 179 would 
certainly be a superior wange in the law relative to this provision. 
It is simpler. It achieves the same economic effects, but in particu- 
lar, for small businesses, it provides much more cash flow, which 
is critical for them. Unfortunately, under current scoring rules, 
that type of change is unduly penalized because the cash flows are 
frontloaded and we only measure the cash flow costs. 

Mr. English. Thank you. 

Mr. Beghini, welcome. 

In your testimony, you discuss some of the problems associated 
with the AMT, and I was wondering what specific changes could 
be made to the AMT that would help your industry? 

Mr. Beghini. Well, one of the first changes that was mentioned 
by the first panel would be to conform the AMT depreciation rate 
to the regular tax depreciation rate. In addition, we believe that 
AMT tax credits should he applicable against future AMT liability. 

We would like to see the IDC, the intangible drilling costs, pref- 
erence item repealed. We would like to exclude environmental- 
related assets from AMT depreciation. We would like to see the 90- 
percent foreign tax credit limitation removed. And we would like to 
repeal the LIFO adjustment, which in our industry is a very, very 
large adjustment when we get price spikes. 

Ms. Dunn. 'ITie gentleman’s time has expired. 

Mr. English, l^t me just say, I appreciate Mr. Powell being 
here. I wish I had had an opportunity to question him. Air products 
has been a good neighbor in the Allegheny Valley just outside of 
my district. 

Ms. Dunn. A vote is appearing on the floor within 5 or 10 min- 
utes, so I ask that questioners and responders be brief. 

Mr. Christensen will inquire. 

Mr. Christensen. Dr. Sullivan, I usually pick on people who I 
don’t agree with, but I like you because you are self-employed and 
I appreciate you coming here and I respect your opinion. I appre- 
ciate the fact that your viewpoints here were very well thought out. 
I am not sure that I aCTee with them all, but I do respect the fact 
that you are a self-employed economic forecaster. 

I wanted to ask Mr. Powell if there were any other tax ramifica- 
tions that were affecting the Chemical Manufacturers Association 
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that we could take a look at on this committee that would help you 
and your association? Is there anything facing your particular in- 
dustry, similar to Mr. Beghini, or is it all the same? 

Mr. Powell. Well, I must say, I haven’t thought about that re- 
cently and I am sure if I had some time, we could come up with 
items that are truly troublesome. But I think capital recovery in 
the chemical industry is very important, we are the largest ex- 
porter of the United States and we are faced with competition. If 
we want to produce in the United States, we need capital recovery. 
And I would say that elimination of the AMT would be a strong 
first step for us. 

Mr. Christensen. Thank you. Madam Chairman. 

Ms. Dunn. Thank you. 

Mr. Payne. 

Mr. Payne. Thank you very much. Madam Chair. 

I had one point of clarification for Dr. Sullivan. Did I understand 
you to say that there would be two kinds of tax shelters that would 
be created by the neutral cost recovery provision, leasing and merg- 
ers and acquisition? I understand the leasing part. Could you ex- 
plain why mergers and acquisitions might become a tax shelter 
product or industry under this provision? 

Mr. Sullivan. Certainly, I would be glad to. A capital-intensive 
business — eventually, and this becomes increasingly the case over 
time because of all the benefits that are backloadea — will zero out, 
that is, pay no income tax. Also, the minimum tax liability will not 
be a factor because NCRS also applies to the minimum tax. These 
capital-intensive corporations will have large amounts of unused 
tax deductions. 

The only way for them to use their NCRS deductions if they don’t 
go the leasing route, would be to merge with a profitable firm, 
which would typically be a labor-intensive, service-sector firm, with 
a steady flow of profits. ’This profitable firm would be able to shel- 
ter its income against those unused losses generated by capital- 
intensive firms. 

Mr. Payne. And that really becomes a situation that would occur, 
as I have looked at these schedules, perhaps in 6, 7, 8, 9, 10 years? 
It is a problem that is down the road? 

Mr. Sullivan. Yes, one big difference between expensing, which 
is up front, and NCRS, whi^ is very backloaded is that you will 
see it coming. The corporate treasurers will see it coming and they 
will be able to create a lot of value by corporate marriages with 
good suitors who have a tax situation which is compatible to creat- 
ing this value. So they will have time. And it will occur starting 
4, 5, 6 years out. That is when the big wave would occur. 

Mr. Payne. Wouldn’t expensing provisions have the same poten- 
tial impact? 

Mr. Sullivan. Expensing will have the same impact, but because 
the cash flow effects are up front, it will happen much more quick- 

Mr. Payne. So you are saying that more expensing could lead to 
more tax shelters more quickly, as a result of mergers and acquisi- 
tions? 

Mr. Sullivan. Yes, I would say that relative to NCRS, expensing 
on a broad scale would also have incentives for mergers and acqui- 
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sition, and that is more likely to occur earlier rather than later in 
time. 

Mr. Payne. As I say, this is only a point of clarification because 
I am in favor of expensing. This committee passed a provision more 
generous than the $17,000 which was enacted, in fact, it was 
$25,000 as it came out of this committee last session. That is some- 
thing that I hope we will revisit, which is why I was interested in 
knowing your thoughts on it. 

Mr. Sullivan. $17,000 to $25,000 is on such a small scale that 
I don’t think that would result in a merger and acquisition prob- 
lem. 

Mr. Payne. Thank you very much. 

Ms. Dunn. Thank you, Mr. Chairman. 

Questioning will resume with Mr. Herger. 

Mr. Herger. Madam Chair, I will yield to Mr. Collins. 

Ms. Dunn. Thank you. 

Mr. Collins. 

Mr. Collins. Thank you, I appreciate the gentleman yielding. 

The comment was made I believe it was Mr. McCallum, pointed 
out that what we have to weigh here is a decision between cost and 
competition. Was not that a fair statement? 

And you agreed with that. Dr. Sullivan. That seems to be a sim- 
ple decision to weigh. However, due to the laws and the regulations 
that we have to operate under, it does throw a roadblock in our 
way because we have to deal with the cost. 

But my point is, and I have said this all along, that I think the 
biggest competitor or the stiffest competition to American business 
and American jobs, is the Congress. It is the U.S. Government. And 
if a corporation who is in global competition is facing a tax policy 
that prohibits them from being competitive, is that not an incentive 
to move that business offshore to where they can become competi- 
tive? 

Mr. McCallum. Mr. Collins, I agree with what you are sa^ng. 
If we look at our depreciation system, it really is a tool for business 
to compete. And if we don’t have as good a tool as other nations 
around the world, then we will ultimately lose that competition. 

Now, the issue of being able to pay for this system, if the facts 
are that we cannot afford that today, that does not take away from 
the fact that we are failing to provide American business competi- 
tive tools. And if the issue is one of trying to pay for this, and we 
can’t do it today, then certainly I know this committee, many mem- 
bers on this committee, have talked about the alternative tax sys- 
tems that exist around the world that favor savings and invest- 
ment and focus more on taxing consumption. 

And I know that Chairman Archer and members of both sides of 
the aisle have talked about taking up that discussion later this 
year. And those types of systems may ultimately have to be the 
long-term solution to this problem if we can’t deal with it here 
today. 

Mr. Collins. The question is, though, is that tax policy, the ex- 
isting tax policy itself, for a business who is noncompetitive in the 
global market, that tax policy then if they can move to a competi- 
tive area is an incentive to relocate; one incentive. 
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Mr. McCallum. It is certainly one element that would be an in- 
centive to move elsewhere, especially if you were a very capital- 
intensive industry where your capital investment is keyed to that 
pricing decision for you and your ability to compete. 

Mr. Collins. Thank you. 

Ms. Dunn. Thank you veiy much panel. We appreciate the brev- 
ity of the panel and the members. 

We will recess for the duration of the vote, and I urge members 
to return as quickly as possible. 

And we will seat the third panel. 

Thank you. 

[Recess.] 

Mr. Herger [presiding]. The Ways and Means Committee will 
reconvene, and if our third panel could please step forward. 

Gary Kachadurian, secretary, member of the executive committee 
of the board of directors of the National Multi Housing Council, 
and also on behalf of the National Apartment Association and prin- 
cipal, RREEF Funds, Chicago, 111.; also Edmund G. “Gill” Woods, 
president. National Association of Realtors and president, Edmund 
G. Woods Co., Holyoke, Mass.; James J. Didion, chairman. National 
Realty Committee, chairman and chief executive officer of CB Com- 
mercial Real Estate Group, Los Angeles, Calif.; and Kemper Free- 
man, Jr., president. International Council of Shopping Centers and 
president, Kemper Development Co., Bellevue, Wash.; and Calvin 
Johnson, professor of law at the University of Texas, Austin, Tex. 

I thank our panelists. 

And Mr. Kachadurian, if you would proceed, please. We do have 
5 minutes and your statements — ^your printed statements will be, 
without objection, submitted for the record. 

Mr. Kachadurian. 

STATEMENT OF GARY T. KACHADURIAN, PRINCIPAL, RREEF 

FUNDS, CHICAGO, ILL, AND SECRETARY AND MEMBER OF 

THE EXECUTIVE COMMITTEE OF THE BOARD OF 

DIRECTORS, NATIONAL MULTI HOUSING COUNCIL, AND 

ALSO ON BEHALF OF THE NATIONAL APARTMENT 

ASSOCIATION 

Mr. Kachadurian. Thank you, Mr. Chairman and members of 
the committee. 

Thank you for this opportunity to appear before you today to dis- 
cuss the issue of capital gains. My name is Gary Kachadurian. I 
am a principal of the RREEF Funds of Chicago, 111., and serve as 
secretary and member of the executive committee of the board of 
directors of the National Multi Housing Council. 

Through our legislative joint program with the National Apart- 
ment Association, we represent the majority of the Nation’s firms 
participating in the multifamily rental housing industry. Our com- 
bined memberships are engaged in all aspects of development and 
operation of multifamily rental housing, including ownership, con- 
struction, development, financing and management. 

There are approximately 15 million multifamily units defined as 
a complex of five or more units in the United States. In normal eco- 
nomic times, rental housing is the fifth largest contributor to the 
U.S. economy. 
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The National Multi Housing Council and National Apartment 
Association are dedicated to providing clean, safe, affordable living 
for millions of Americans. Because our industiy is so competitive. 
Federal and State tax policies have a direct and substantial impact 
on the livability as well as rent levels that are enjoyed by occu- 
pants. 

Mr. Chairman, the National Multi Housing Council and National 
Apartment Association strongly support the capital gains provi- 
sions included in H.R. 9. We want to commend the foresight shown 
in this legislation that reduces capital gains rates, brings the con- 
cept of indexing for inflation and rejects onerous depreciation re- 
capture provisions. 

Real estate is emerging from one of the worst periods in its his- 
toiy. After several years of a severe economic period for real estate 
and many foreclosures, only recently have we begun to see the cost 
and availability of credit for purchase or development of multifam- 
ily housing return to somewhat normal conditions. 

Any broad-based capital gains lemslation that omits real estate 
will cause a tremendous amount of disintermediation in the capital 
markets as monw flows away from real estate into those invest- 
ments that benefit from a reduction in the tax. This will lead to 
fewer Federal income and payroll taxes being collected from real 
estate companies and their workers, foreclosures, pressure on the 
banking and financial system, a reduction in property values and 
finally a reduction in tax revenues to State and local governments 
who rely on property taxes for a majority of the money they receive 
to fund school systems, fire departments, police departments, and 
other services. Any reduction in capital gains rates must include 
real estate. 

In 1992, President Bush proposed a reduction in the capital 
gains rate. Unfortunately, he coupled this reduction with an oner- 
ous provision that required full recapture of all previously taken 
depreciation at ordinary income rates. A meaningful reduction in 
the capital gains rate that does not include an onerous depreciation 
recapture provision, will lead to new investment in tens of thou- 
sands of existing apartment units across America whose present 
owners have no financial incentive to invest in needed capital im- 
provements. 

This new investment is badly needed and will result in the cre- 
ation of many jobs for carpenters, painters, electricians, plumbers, 
appliance makers and others. Little, if any, of this new investment 
will occur under the present capital gains rate of 28 percent be- 
cause of something referred to as the exit tax. 

The provisions of H.R. 9 aid in solving the exit tax problem for 
properties that have substantial negative capital accounts by their 
partners. Under current law, most dispositions of older properties 
would result in hime gains on paper for tax purposes without 
enough actual cash from the sale to pay the taxes. 

At present, existing partners are unable to sell these properties 
for a sufficient amount of cash to pay the taxes that would be due. 
Therefore, these investments will remain frozen for many years. 

There will be a very positive revenue effect accruing to the U.S. 
Treasury from the unlocking of investments in more than 1 million 
apartment units. 
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Just a few weeks ago Speaker Gingrich asked you to challenge 
members of the corporate community regarding creation of high- 
paying jobs in the United States. Speaking for the multifamily 
housing industry, we believe that a significant reduction in the cap- 
ital gains tax will result in thousands of new high-paying jobs for 
modernization of more than 1 million apartment units here in 
America. 

Thank you very much. 

[The prepared statement follows;] 
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TESTIMONY OF GARY T. KACHADURIAN 
NATIONAL MULTI HOUSING COUNCIL 

Mr. Chairman and Members of the Committee, 1 thank you for this opportunity to appear before 
you today to discuss the issue of capital gains. My name is Gary Kachadurian. I am a Principal 
of RR£EF Funds of Chicago, Illinois and serve as Secretary and a member of the Executive 
Committee of the Board of Directors of the National Multi Housing Council. Through our 
legislative joint program with the National Apartment Association, we represent the 
preponderance of the nation's firms participating in the multifamily rental housing industry. Our 
combined memberships are engaged in all aspects of the development and operation of 
multifamily housing, including ownership, construction, finance, and management of rental 
properties. 

There are approximately 1 5 million multifamily units, defmed as part of a complex of five or 
more units, in the United States. A study by Regis J. Sheehan & Associates for the U.S. 
Departments of L^dior, Commerce, and HUD showed that in 1993 "the rental housing industry's 
contribution to the Gross Domestic Product was about $153.2 billion dollars representing 2.3% 
of our economy." In normal economic times, rental housing is the fifth largest contributor to the 
United States economy. 

The National Multi Housing Council and National Apartment Association are dedicated to 
providing clean, safe, affordable living for millions of Americans. Because our industry is so 
competitive (just look at any metropolitan apartment guide), federal and state tax policies have a 
direct and substantial impact on the liveability as well as rent levels that are enjoyed by 
occupants. 

SUPPORT FOR REDUCTION IN THE CAPITAL GAINS TAX 

Mr. Chairman, the National Multi Housing Council and National Apartment Association 
commend you for sponsoring H.R, 9, the Job Creation and Wage Enhancement Act of 1995 and 
we strongly support provisions in Title 1 of this legislation that would reduce the current capital 
gains tax rate and index the adjusted basis of assets for inflation beginning in 1995. We believe 
that a reduction in the capital gains rate will actually bring in more money to the U.S. Treasury 
as real estate capital assets are unlocked by existing investors and new money is brought in for 
investment and modernization by new investors. 

REAL ESTATE MUST BE INCLUDED 

Real estate is emerging from one of its worst periods in history. After several years of a severe 
economic period for real estate and many foreclosures, only recently have we begun to see the 
cost and availability of credit for purchase or development of multifamily housing return to 
somewhat normal conditions. Even today, credit for the construction and modernization of 
multifamily housing is not as broad as for many other areas of investment. 

Any broad-based capital gains legislation that omits real estate will cause a tremendous amount 
of disintennediation in die capital markets as money flows away from real estate and to those 
investments that benefit from a reduction in the lax. The resulting scarcity of credit for real 
estate will drive our industry into another extr^rdinarily difficult period. This in turn will lead 
to fewer federal income and payroll taxes being collected from real estate companies and their 
workers, foreclosures, pressure on the banking and financial system, a reduction in property 
values, and ftnally a reduction in tax revenues to state and local governments who rely on 
property taxes for a majority of the money they receive to fund school systems, police and fire 
departments, and other essential services. 

Any reduction in capital gains rates must include real estate. 

THE DEPRECIATION RECAPTURE ISSUE 

In 1992, President Bush proposed a reduction in the capital gains rate. Unfortunately, he 
coupled this reduction with an onerous provision that required full recapture of all previously 
taken depreciation at ordinary income rates. Tfre theory was that since the basis of a real estate 
asset had been reduced by depreciation which taxpayers had deducted from their ordinary 
income, recapture was necessary in order to be "fair" when lowering the capital gains rate. In 
practice, nothing could be further from the truth. 
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There is nothing wrong with depreciation recapture as long as it does not affect the economic 
rate of depreciation that has been taken in the past. The fact is that real estatejs subject to 
economic depreciation, especially in the case of multifamily housing. 

In addition, recapture would be both punitive and confiscatory vis-a-vis other investments. For 
example, if I invest in the stock of a manufacturing company, I benefit from the cash flow that 
company is able to attain as a result of good operations and depreciation deductions. When I sell 
that stock, I am not assigned a pro rata portion of the depreciation that the company look to 
enhance its overall cash flow. Likewise, taxpayers should not have to incur an onerous provision 
for recapture of depreciation on real estate investments at ordinary income levels. Real estate 
assets do depreciate at an economic rate and recapture is not necessary to bring "fairness" to a 
reduction in the capital gains rate. 

If an onerous recapture requirement is included in any capital gains reduction, then real estate 
will experience the same capital disintermediation I outlined above. The net result of the 1 992 
proposal, which would have lowered capital gains tax rates but required full depreciation 
recapture, was to actually bring in more revenue from real estate under static revenue scoring. 
The reason? The recapture provision resulted in a confiscatory tax and the likely result was that 
real estate assets would continue to be "frozen" in existing investor accounts. Much needed new 
capital investment would not occur and, in fact, capital markets would once again shun real 
estate credit advancement. 

Mr. Chairman, we applaud you for not including a depreciation recapture provision in H.R. 9. 

A LOWERING OF THE CAPITAL GAINS TAX WILL BRING IN MUCH NEEDED 
FUNDS FOR MODERNIZATION OF TENS OF THOUSANDS OF APARTMENT 
UNITS 

A meaningful reduction in the capital gains rate that does not include onerous depreciation 
recapture provisions will lead to new investment in tens of thousands of existing apartment units 
across America whose present owners have no financial incentive to invest in needed capital 
improvements. This new investment is badly needed and will result in the creation of many new 
Jobs for carpenters, painters, electricians, plumbers, appliance makers, and others. 

For example, Drever Partners of San Francisco, California has acquired over 1 8,000 units during 
the past 7-1/2 years with investment groups comprised primarily of tax-exempt investors. The 
capital improvements have averaged $4,000 per unit, or a total of more than $72 million for 
improvements alone, A reduction in the capital gains rate would attract similar private investors 
willing to make the improvements necessary for capital appreciation. 

As just one example, I know of a major apartment owner in New Jersey *who would pour in $1 .5 
million into modernization of a building that would cost $23 million. 

Mr. Chairman and Members of the Committee, this type of anecdotal evidence does not even 
scratch the surface, in the case of apartments, a meaningful lowering of the capital gains tax rale 
would result in thousands of new, good paying jobs here in America. 

THE "EXIT TAX" PROBLEM 

Little, if any, of this new investment will occur under the present capital gains rate of 28% 
because of something referred to as the "exit tax.” The provisions in H.R. 9 aid in solving the 
exit tax problem for properties that have substantia! negative capital accounts by their partners. 
Under current law, most dispositions of older properties would result in huge gains on paper for 
tax purposes without enough actual cash from the sale lo pay the taxes. At present, existing 
partners are unable to sell these properties for a sufficient amount of cash to pay the taxes that 
would be due. Therefore, these investments will remain frozen for many years with no incentive 
for existing owners to put in capital to preserve and modernize the units for tenants. This 
problem will become even more critical considering the millions of units that will be affected as 
HUD Section 8 contracts expire over the next few years. 

Some estimate that a more likely figure of $7,000 to $10,000 per unit would be invested by new 
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partners in the modernization of existing apartment units. There are estimates that more than one 
million units are in need of capital improvements, but existing owners do not have the financial 
incentive to spend the money. 

Mr. Chairman and Members of the Committee, just a few weeks ago Speaker Gingrich asked 
you to challenge members of the corporate community regarding creation of high paying jobs in 
the United States. Speaking for the multifamily housing industry, we believe that a significant 
reduction in the capital gains tax will result in thousands of new high-paying jobs for 
modernization of more than one million apartment units here in America. To accomplish this, 
the Committee may have to look at bringing negative basis in apartment investments to zero 
when applying the new capital gains rates. 

The U.S. Treasury stands to receive a large increase in revenues from capital gains taxed at a 
significantly lower rate. You have heard this before and it is true: the great reservoir of fixed 
investments that are "locked" for many years to come would, in short order, be freed and new 
money brought in that is vitally needed. In the case of multifamily housing, thousands of new 
jobs would be created as new investors spend money to modernize existing apartment units. 
Modernized apartments will enhance both federal and state and local taxes and greatly improve 
living conditions and neighborhoods. 

CONCLUSION 

The National Multi Housing Council and the National Apartment Association strongly support 
the capital gains provisions included in H.R. 9. We want to commend the foresight shown in this 
legislation that reduces capital gains rates, brings in the concept of indexing for inflation, and 
rejects onerous depreciation re«^>ture provisions. 
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Mr. Herger [presiding]. Thank you for your testimony, Mr. 
Kachadurian. 

Mr. Woods. 

STATEMENT OF E.G. “GILL” WOODS, PRESIDENT, NATIONAL 

ASSOCIATION OF REALTORS, AND PRESIDENT, EDMUND G. 

WOODS, INC,, HOLYOKE, MASS. 

Mr. Woods. Good afternoon Mr. Chairman. 

My name is Gill Woods. I am the president of the National Asso- 
ciation of Realtors and Edmund G. Woods, Inc., and I am rep- 
resenting this afternoon 750,000 members of the National Associa- 
tion. 

First, let me thank the committee for inviting me here to speak. 
And I certainly would like to commend Chairman Archer and his 
cosponsors for drafting a thoughtful and meaningful bill dealing 
with capital gains. 

Ever since the enactment in 1986 of the Tax Reform Act, the Na- 
tional Association of Realtors has worked for more equitable treat- 
ment for many small- and medium-sized investors that were 
trapped in the real estate that they couldn’t afford to get rid of be- 
cause of this bill. 

Most, if not all, of these investors were not astute enough to bail 
out of their holdings in the late eighties when the major players 
were able to get out with fairly favorable capital gains treatments. 

Now, there are thousands of small investors. Interestingly, 20 
percent of all families in this country own real estate investment 
who have income between $25,000 and $50,000. We are not talking 
about people that are just worth tons of money, but many of these 
individuals are frozen into investments because of taxes. And what 
is most unfair is that these taxes by and large are based on infla- 
tion, not on real gains and property value. 

And let me just give you a very quick example. If you purchased 
a four family house here in Washington 15 years ago and paid 
$100,000 for it, today, because of inflation and only because of in- 
flation, let’s say, 5 percent a year, compounded over 15 years, that 
property would have to sell for $200,000 just to get back your oriri- 
nal investment without making one single dime of profit. But if I 
sold that piece of property or you sold it at that figure, you would 
owe State and Federal taxes close to $40,000, and that is even 
though you made no profit whatsoever. 

And that is why I s^ so many of these small investors are frozen 
into their properties. 'The Contract With America goes a long way 
to solve this problem in the future by indexing future gains to in- 
flation and helping present owners by reducing the capital gains 
rate of taxation W 50 percent. These two aspects alone would make 
this part of the Contract With America important to our members 
and millions of investors throughout the country. But there is cer- 
tainly another aspect that will help thousands of families, espe- 
cially in the hard-hit areas like New England and California, 
where real estate values have fallen precipitously, in some areas 40 
to 50 percent. 

And that is by allowing families that bought at the very, very top 
of the market in the early eighties, the mideighties to at least get 
some relief from their out-of-pocket capital losses when they sell 
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their home at a loss. Under Chairman Archer’s bill they would be 
allowed to deduct at least $3,000 per year from their income until 
that loss was used up. 

Under the present tax law, if they are forced to sell a house at 
a loss for any reason, that is your tough luck. Many young families 
that I have seen, and I have done business with, have seen their 
entire savings wiped out just because of a forced job relocation they 
had no say in. At least these families will now have a chance to 
get part of their losses back over a period of time. 

Let me change gears just for a moment and briefly discuss the 
American dream savings account. One of the provisions intended is 
to provide funds for a downpavment for first-time buyers. And I 
can tell you as a practicing real estate broker, the biggest obstacle 
to home ownership is not interest rates, but it is the cash it takes 
for downpayments and closing costs today. If you turn to the hand- 
out that you have right here and you look toward the back on 
charts A and B, you will see that there is a substantial dropoff in 
home ownership in the under-35-year-old age group. Studies have 
shown it is not because of lack of interest, it is not because of lack 
of income, but it is because of the inability to put together the 
downpayment that is required to purchase a home. 

Because of the 5-year holding period in the American dream sav- 
ings account, it will have almost no effect on home ownership until 
the year 2000, and that is just too far away. Believe me, there are 
thousands of young families out there that need assistance now. 
They don’t need assistance 5 years from now, and is there a way 
to do it, too. 

If funds from current IRAs and 401(k)s could be used without a 
tax penalty, then tens of thousands of young families could go out 
and purchase their first home now. And if we allow parents and 
grandparents to help out their children in the same manner as sug- 
gested by Congressman McCrery, we could double that figure of 
first-time home buyers using this method to purchase a home im- 
mediately. 

Thank you very much. 

[The prepared statement and attachments follow:] 
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STATEMENT OF THE 
NATIONAL ASSOCIATION OF REALTORS* 
BEFORE THE HOUSE WAYS AND MEANS COMMITTEE 
JANUARY 26, 1995 


INTRODUCTION 

Mr. Chairman and Members of the Committee. My name is E. G. "Gill' Woods, the 
1995 President of the National Association of Realtors*. I am also President of Edmund G. 
Woods, Inc., a residential real estate firm in Holyoke, Massachusetts. I appear here today 
on behalf of the 750,000 members of the National Association of Realtors* (NAR). The 
Association represents virtually every facet of the real estate industry, including REALTOR* 
brokers and salespersons, developers, counselors, appraisers and property managers. We wish 
to thank you for holding these hearings and for receiving our testimony on the Republican 
Contract with America, particularly those parts of H.R. 6 and H R. 9 that deal with 
American Dream Savings Accounts, capital gains and the Neutral Cost Recovery System. 

Each of these provisions has the potential to benefit real estate markets nationwide. 

Real estate contributes about 16% of the goods and services that comprise our national 
economy. The industry has repeatedly demonstrated its capacity to lead the nation out of 
recession into economic recovery and growth. The Contract with America presents a 
balanced real estate package with provisions that apply to both the residential and commercial 
sectors, and to owners, potential owners and investors. The ConU'act corrects some 
imbalances that exist in the present system and some inequities that arose from the reforms of 
the 80's, but it does not undermine the appropriate reforms that were enacted then. Thus, the 
package, when enacted, does not carry the potential for re-igniting the go-go market that 
lead to over building and see-through buildings. 

While the tax battles of 1992 and 1993 were often divisive and partisan, the debate 
then concerning the real estate provisions was bipartisan and widely agreed upon. We are 
hopeful that the same bipartisan spirit can prevail in this debate so that important goals of 
enhancing savings and investment, and achieving a healthy real estate economy across the 
country can be reached. 

Our message today may sound overly familiar to some long-time members of this 
Committee. Indeed, we have previously presented testimony on most of the real estate issues 
found in the Contract. The predictions we made in 1986 about the dramatic decline in the 
real estate market if Congress enacted its proposed real estate provisions all, unfortunately, 
came true. During the period 1989-1992, some locations around the counu-y experienced as 
much as a 30 percent decline in value of real estate in their markets. Imagine the effect on 
local tax bases of that decline. Local governments were forced to cut back on schools, safety 
and basic services that all our citizens have come to expect in their daily lives. Imagine, too, 
the effect on the owners of those properties. Many of these owners are average Americans - 
retirees, working people, owners of small commercial and residential properties who are 
affected in dramatic ways by the sharp fall in values. 

Federal Reserve data show that fairly significant amounts of non-owner-occupied real 
estate are held by households in income groups below $50,000. These individuals are 
adversely affected when real estate values fall. Retirement incomes are reduced, 
improvements are delayed, and family savings plans are eroded. Thus, any decline in property 
values reaches well beyond the syndicators and the glass see-through towers built in the 80's. 
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We strongly believe the provisions of the Contract that we will discuss below will help 
stabilize real estate values and strengthen local tax bases and economies. 

H.R. 6 AMERICAN DREAM SAVINGS ACCOUNT 

H.R. 6 proposes a new type of Individual Retirement Account (IRA) known as an 
American Dream Saving Account (ADSA). The new ADSA is an effort to create a 
tax-deferred and/or tax-free savings vehicle from which individuals can draw in order to pay 
for the fundamental necessities of life - shelter and education - or to protect them from its 
harshest catastrophes - medical expenses and long-term care. ASDA funds are deposited 
with after -tax dollars. The earnings on the funds accumulate tax-free, (or at least 
tax-deferred), and then, if a 3-year holding period is satisfied, the funds may be withdrawn 
tax-free for use as retirement income or for specified uses. By limiting the allowable tax-free 
purposes, the bill's authors assure that the accounts could not be used simply as a tax-deferral 
or avoidance mechanism. 

NAR of course applauds H.R. 6 and any vehicle that might enhance our nation's very 
low savings rate. High capital formation and savings rates can have the effect of lowering 
interest rates, and low interest rates are always good for housing. Our greatest interest, of 
course, is the incentive for potential first-time homebuyers. We urge this Committee to 
incorporate such an investment incentive into any plan it reports to the House for 
consideration. 

Be assured that NAR unequivocally supports investments that, in turn, encourage 
homeownership. We do, however, wish to point out that, as we understand the terms of H.R. 

6, we will be past the year 2(X)0 before any funds deposited in an ADSA would be available 
for use by first-time homebuyers. Thus, there is minimal immediate stimulative effect for 
housing. In order for the funds in an ASDA to be withdrawn tax-free, they must remain in the 
account for 5 years. Thus, funds deposited in 1996 would not be available for downpayments 
until the year 2000. 

Moreover, it is not clear whether the 5- year holding period is a fixed or moving 
period. That is, if an individual deposited the allowed $2000 in the account beginning in 
1996, and deposited $2000 each year thereafter, would funds deposited in 1998 be available 
for tax-free withdrawal in the year 2001, along with the 1996 funds, or would only the 1996 
funds and their earnings be available in 2001? If the 5-year period is a moving period, then it 
would take 8-10 years, depending on the return on investments, to have $10,(XX) of tax-free 
funds available for a downpayment. Over the same 8-10 year period, however, the 
individual who put away $2000 a year in an ordinary interest bearing savings account would 
have $16,000 - $20,000 plus earnings available for a downpayment. While it is true that those 
earnings would have been taxed in an ordinary savings account, it is also true that under any 
measure, the ordinary savings accounts generates more funds for a one-time expenditure like a 
down-payment. 

These observations apply, of course, only if the 5-year holding period is a moving 
measure. If the initial deposit creates the sole baseline for determining the holding period for 
all assets in the account, then all funds in the account would be eligible for tax-free distribution 
at the end of 5 years. Thus, on this assumption, if an individual opened an ADSA in 1996, 
and deposited $2000 yearly, then all $10,000, plus earnings, could be distributed tax - free 
beginning in 2001. Again, we note, that there is no current benefit to housing. Charts A and 
B illusu-ate the need for an incentive for homeownership for younger people. Those charts 
show a continued downward trend for homeownership in general, but an upward mend in the 
age for a first-time home purchase. Most importantly, the charts show that the incidence of 
homeownership among people under 35 is only half the rate of homeownership among all age 
groups over 45. These are alarming trends. 

When young people are asked to identify barriers to homeownership. they invariably 
cite the difficulty of amassing a downpayment. Clearly, some incentives are appropriate. 
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ADSA’s drafters may believe that the IRA rollover provisions in H.R. 6 provide an 
adequate mechanism for the accumulation of funds for a big-ticket item like a downpayment. 

In recent years, economists have learned that saving is a life-cycle process, and that younger 
people tend to save much less than middle-aged and older people. We would point out, 
however, that first-time home purchases generally occur in the young adult or very early 
middle age phases of an individual's life. Thus many prospective first-time homebuyers often 
have not yet begun to save through IRA's, precisely because they need the greater liquidity of 
other non-IRA, savings mechanisms to fund a downpayment. Thus, the rollover provision 
appears to be helpful for middle-aged and older Americans who have savings and use them for 
education expenses, medical expenses, long-term care needs or retirement. A rollover 
provision generally is of less benefit to a younger person who has saved outside of the IRA 
market in order to accumulate downpayment funds that would be subject to penalties if used 
before age 59 and 1/2. 

A useful interim or transition device that the Committee may wish to consider is 
presently embodied in Senator Roth's bill S. 12. which contains an IRA proposal nearly 
identical to one that passed Congress twice in 1992, but was not enacted. This proposal 
permits a penalty-free withdrawal from an IRA or 401(k) plan for use as a downpayment by a 
first-time homebuyer. Significantly, it also permits a parent or grandparent to make 
penalty-free withdrawals to assist a child or grandchild in making a downpayment for a 
first-time home purchase. NAR actively advocated this approach in 1992. and strongly 
believes the "parent and grandparent pass-through " is crucial to making any new IRA plan a 
genuine vehicle for advancing first lime home buying. It is our understanding that Rep. 
McCrery has been studying the merits of the “parent and grandparent pass-through" for 
purpose of first time home buying. NAR looks forward to working with Rep. McCrery and 
other members of the committee in .strengthening the ADSA in this manner. 

Accordingly, we would urge the Committee to modify H.R. 6 so that ADSA funds of a 
parent or grandparent can be used for a downpayment by a child or grandchild for the 
purchase of a first time home. This modification Is consistent with the rule in H.R. 6 that 
applies to education expenses, and, again, would make the ADSA a far more significant tool 
to enhance homeownership. 

H.R. 9 - JOB CREATION AND WAGE ENHANCEMENTS ACT OF 1995 
Capital Gains 

The National Association of Realtors* enthusiastically and actively supports all efforts 
to restore a meaningful capital gains differential. An exclusion and indexing are both 
important elements of a differential, and we fully support both provisions. In particular, we 
commend Chairman Archer and other committee co-sponsors for retaining current law on 
depreciation recapture. We will work aggressively to preserve the integrity of the bill as It 
concerns recapture, and urge the Committee to resist any effort to modify current law 
recapture treatment. 

We also commend the Chairman for avoiding any temptation to expand the alternative 
minimum lax (AMT). The AMT is a backdoor, burdensome lax. We applaud the fact that 
certain incentives are not extended in one area only to be recouped through the AMT. The 
drafters did well in notextending its harsh impact. 

Capital Gains and Real Estate — One of the things that we know about Americans is 
that they buy real estate. Generally, they buy as much real estate as they can afford. They 
buy homes, condos, cottages at the lake, hunting lodges, speculative parcels, a safe new home 
for mother, and farms and ranches. It is no accident that one of our great American epics is 
Gone With The Wind - - a story of devotion to Tara and to the land. 

The incidence of the ownership of real estate is more wide-spread than one might 
expect. Federal Reserve data In the Survey of Consumer Finances show a remarkably high 
incidence of ownership of real estate, other than a principal residence, by individuals in 
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income classes below $50,000. The 1992 Survey shows that 63.8% of all families own a 
principal residence, and that 20% of all families own investment real estate. Among families 
with $25,000-$50,000 of income, 69% own a home, and a surprising 20% also own 
investment real estate. Among families in the $50,000-$100,000 income category, 85% own 
their home, and 30% own investment real estate. 

The reasons for ownership are varied, and, some of those reasons, we fully admit, are 
likely to be influenced by the tax effects of ownership. The important fact to note is that real 
estate, in addition to a principal residence, is held more widely than CDs, mutual funds, 
stocks and bonds. Since it is widely held, the markets for it are large and diverse. We 
strongly believe that the power of those markets can be augmented through the unlocking 
power of reduced capital gains taxes. (Souree: 1992 Survey of Consumer Finances, Federal 
Reserve Bulletin, Oct., 1994.) 

One of the things that we can't measure in that market is pent-up demand. You can't 
after all, measure mansactions that haven't occurred. Every Realtor* we meet, however, has 
stories to tell about properties that would have sold except that the tax beating of current law 
was too great. They have hardships stories, as well, about people in reduced circumstances 
forced to sell their assets, only to face large tax bills. 

Our members tell us that the single most important issue in the Contract with America 
is capital gains. We urge the Committee to enact the provisions of HR 9, and we give our full 
support to that effort. 

The Exclusion - Before its repeal in 1986, the capital gains exclusion operated as a sort 
of rough justice to give taxpayers some incentive to hold property for the long haul, while 
giving an imprecise recognition to the effects of inflation on an investment. Real estate tends 
to be a very illiquid investment, so it was particularly important to the holders of real 
estate that some means of mitigating the impact of inflation would be available. The repeal of 
the capital gains exclusion in 1986 desmoyed even that imprecise mechanism. Lower tax rates 
simply did not overcome the impact of removing the exclusion. 

In 1993, we requested that this Committee review the impact of a tax rate increase as it 
would affect capital gains taxes. In 1993, President Clinton proposed, and Congress narrowly 
enacted, a tax rate increase. At the same time, the capital gains rate stayed constant at 28%, 
and was not increased. A little discussed anomaly thus arose. The effect of the higher tax 
rates was that one class of upper-income taxpayers enjoyed the benefits of the equivalent of a 
30% exclusion, while families with less than about $85,000 of taxable income paid tax on all 
of their gain. Our 1993 testimony pointed out that fundamental disparity and urged this 
committee to review its fairness. Other issues took the spotlight, and that review did not 
occur. Nonetheless, a significant volume of capital gains transactions occurs for individuals 
with less than $85,000 of taxable income, even though the dollar amount is relatively small. 
Many of those taxpayers will have only a limited number of capital gains transactions in a 
lifetime, yet their limited number of assets are presently taxed less advantageously than the 
larger, diversified portfolio of an upper income individual. Now, the Contract offers the 
Committee an opportunity to redress the fundamental unfairness of having of creating two 
classes of taxpayers - those with a capital gains differential, and those without a differential. 
We therefore vigorously support restoration of a 50% exclusion for all individuals. 

Indexing - NAR supports the provisions that permit indexing on a sale of assets. 

While many of our members would prefer that there would be a look-back provision, we 
acknowledge that such a provision would be costly to enact and to administer. We take no 
position on the choice of index used, but simply urge that the compliance provisions associated 
with administering an indexing scheme be as simple as possible. We look forward to working 
with the IRS to develop record-keeping and compliance programs that will be easily 
understood by taxpayers. Taxpayers will need some education about the record-keeping 
challenges posed by an indexing scheme, and we are committed to doing our part in assisting 
in that effort. 
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Loss on Sale of Principal Residence -- The idea of a loss on a sale of a principal 
residence was basically a foreign concept in most of our experience until about 1982-83. 

Then, the price of oil plummeted, and once prosperous housing markets slumped. Since then, 
regions as diverse as Los Angeles, New England, the Rocky Mountains and others have 
experienced reductions In value to housing prices and many families have incurred real , not 
paper, losses on sales of their homes. 

The tax system has never permitted a homeowner to reflect this painful and very real 
economic loss. Chairman Archer for several years has sought to provide taxpayers relief from 
this type of personal economic catastrophe. Now, the Contract has incorporated his efforts to 
provide such relief. The Association's governing bodies will vote on that proposal next week, 
and we fully anticipate that they will give it their full support. 

Depreciation — Neutral Cost Recovery System 

The Proposal - - H.R. 9 proposes a new Neutral Cost Recovery System (NCRS) 
designed to provide a taxpayer with the economic equivalent of expensing assets. In the case 
of real estate, the straight-line allowance is indexed for inflation so that, over time, the 
nominal amount of the depreciation allowance increases because of the compounding effects of 
inflation. Charts C and D illustrate these mechanics. Chart C presents a real estate asset 
with a depreciable basis of $39,000, and shows what the depreciation allowances would be 
under current law, under the present inflation scenario of 2.6 %, and at a higher rate of 5%. 
Chart D show those same results In graph form. Obviously, a period of higher inflation 
would produce even larger allowances and a steeper incline on the graph. 

NAR has no formal position on NCRS, but the proposal is certainly consistent with our 
policy of supporting depreciation systems that reflect an economically viable recovery system 
for investment in an asset. We do, however, wish to share with you some of our concerns 
about NCRS. 

NCRS is a very back-loaded regime. Hence, the significant tax benefits to do not 
begin to accrue until later years, in terms of budget scoring vocabulary, this means that the 
big revenue losses are outside the budget period. Because of this reality, we are very 
concerned about the prospects for having the rules change in midstream. After all, in 1981 the 
depreciable life for real estate was 15 years. In 1982: 18 years. In 1984: 19 years. In 1986, 
the life went to 31 .5 years for commercial property. Even more significantly, the entire tax 
regime for real estate was turned on its head with the passive loss rules. The passive loss rules 
had (he effect of a substantial retroactive tax increase on real estate. The loss of deductions 
and other financial and inventory factors combined to cause a decline in property value of as 
much as 30% . Our members know first-hand that the tax rules affecting real estate can change 
rapidly and retroactively, and with harsh punitive effects. !t is not clear that investors would 
make an election to use NCRS in light of that knowledge. Moreover, the trade off between 
back-loaded deductions and the loss of indexed basis on disposition of NCRS properties is a 
troubling combination. It is difficult to assess the interaction of the depreciation and capital 
gains tradeoffs, because of the difficulty in projecting the variables of holding period and 
inflation. 

We are grateful that the Committee is reviewing cost recovery, however, because there 
are some problems with current law. We are hopeful that the committee will be able to 
address these problems in the context of that review. 

Tenant Improvements - Throughout the debate (1988-1993) on the passive loss rules 
and other corrections to the taxation of real estate, our industry has recognized the 
requirements of the budget process, and has worked with this Committee to find ways to "pay 
for" the revisions we have sought. For good or for ill, the method that was chosen was to 
revise the rules for depreciation. Very reluctantly, NAR supported the 1993 proposal to 
extend depreciable lives of commercial real estate to 39 years, notwithstanding our regrets 
about the impact of that change. We accepted the changes to depreciation with the 
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understanding that they were the means of "paying for" the 1993 efforts to improve real estate 
taxation. 

We must comment, however, that extending the life of commercial property to 39 years 
exacerbates a gross distortion in one aspect of commercial development. When a developer or 
owner secures a new tenant for either a new or existing building, the developer or owner often 
must build out and configure the space to satisfy the needs of the tenant. Prior to the 
enactment of ACRS in 1981, the costs of these tenant improvements were amortized over the 
term of the lease. In 1981 , when ACRS, with its artificial 15-year depreciable life for real 
estate was adopted, it was a reasonable tradeoff to drop this leasehold improvement 
amortization rule in exchange for the simplification brought about by lumping all costs of a 
structure into a single l5-ycar life for the entire property. 

Now, however, we are light years away from a 15~year life, and the trade-off made in 
1981 is no longer valid. It not unreasonable to assert that the life of a building shell can be 
the 31.5 years of pre-1993 law, or even the 39 years of current law. It is absurd, however, to 
believe that the interior elements of any structure will last that long. It is similarly absurd to 
think that the costs of improvements made for a tenant who may stay only for a period as short 
as 3-5 years, will last 39 years. Yet under current law, the costs of tenant improvements must 
be written off over 39 years. Even at the end of the lease, the remaining unamortized costs 
will remain outstanding, to be written off over the remaining unexpired depreciable life and 
not immediately deductible. This violates all familiar accounting concepts of matching income 
with expense, and does great violence to common sense and to the rate of return on the 
improvements. 

As the Committee deliberates on cost recovery, we urge you to review this problem, 
and to find a solution to the problem of amortizing the costs of tenant or leasehold 
improvements. The optimal solution, of course, would be to apply traditional accounting 
concepts and match costs against the income, by returning to the pre*1981 rule that permitted 
the costs to be amortized over the term of the lease. If revenue constraints make this 
impossible, then we would be pleased to work with the Committee to craft a solution that more 
nearly reflects the reality of economic lives for these improvements. We understand that 
representatives Shaw and Rangel have been examining the problems inherent with current law 
in this area and are interested in developing a fair and balanced solution to this problem. We 
are appreciative of their efforts and look forward to working with them and other members of 
the committee in this regard. 

In a slightly broader context, we note that many of our members have expressed 
interest in restoring some sort of modified component depreciation scheme to reflect the reality 
that few internal elements of a building last for anywhere near 39 years. We do acknowledge 
that abuses of this system occurred in the past, so we recognize that it would be important in 
moving toward a component-type system that safeguards against abuses be designed. We do 
not have a specific plan to advance at this time but would hope that such options could be 
explored with the Committee in the coming months. 

Estate Tax Reforms - NAR supports the expansion of the unified estate and gift tax credits. 

Home Office Deduction - NAR supports the clarification of the home office deduction 
provisions. 

Expensing — NAR supports the increase of the expensing provisions from $17,500 to 
$25,000. 

CONCLUSION 

We appreciate this opportunity to express our views, and would be pleased to respond to your 
questions. 



544 


CHART A 


HOMEOWNERSHIP RATES 


During the 1980s, homeownership declined. High mortgage rates 
and home price inflation of the 1970s and early 1980s prevented 
young households from making the step to homeownership. Moreover, 
demographic factors, such as, the growth of single-person and 
single-parent households, prevented many young households from 
becoming homeowners. Even the percentage of young married 
households, who historically become homeowners, fell during this period. 

During the early 1990s, a slight upward trend in homeownership began 
to emerge. Increases in homeownership by older households led the 
way. However, with the continual increase in mortgage interest rates in 
1994, since they reached a 25-year low in October of 1993, the trend 
has begun to reverse itself 
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CHART B 


HOMEOWNERSHIP RATES 

Secong Quarter: 1994 

(in percent) 
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Comparison of Straight Line And Neutral 
Cost Recovery Depreciation Methods 


Straight Line 
Deprecation 


Neutral Cost 
Recovery @ 
2.60% 


Neutral Cost 
Recovery @ 
5.00% 



8 

2002 

$1,000 

$1,197 

$1,407 

9 

2003 

$1,000 

$1,228 

$1,477 

10 

2004 

$1,000 

$1,260 

$1,551 

II 

2005 

$1,000 

$1,293 

$1,629 

12 

2006 

$1,000 

$1,326 

$1,710 

13 

2007 

$1,000 

$1,361 

$1,796 

14 

2008 

$1,000 

$1,396 

$1,886 

15 

2009 

$1,000 

$1,432 

$1,980 

16 

2010 

$1,000 

$1,470 

$2,079 

17 

2011 

$1,000 

$1,508 

$2,183 

18 

2012 

$1,000 

$1,547 

$2,292 

19 

2013 

$1,000 

$1,587 

$2,407 

20 

2014 

$1,000 

$1,629 

$2,527 

21 

2015 

$1,000 

$1,671 

$2,653 

22 

2016 

$1,000 

$1,714 

$2,786 

23 

2017 

$1,000 

$1,759 

$2,925 

24 

2018 

$1,000 

$1,805 

$3,072 

25 

2019 

$1,000 

$1,852 

$3,225 

' 26 

2020 

$1,000 

$1,900 

$3,386 

27 

2021 

$1,000 

$1,949 

$3,556 

28 

2022 

$1,000 

$2,000 

$3,733 

29 

2023 

$1,000 

$2,052 

$3,920 

30 

2024 

$1,000 

$2,105 

K116 

31 

2025 

$1,000 

$2,160 

$4,322 

32 

2026 

$1,000 

$2,216 

$4,538 

33 

2027 

$1,000 

$2,274 

$4,765 

34 

2028 

$1,000 

$2,333 

$5,003 

35 

2029 

$1,000 

$2,393 

$5,253 

36 

2030 

$1,000 

$2,456 

$5,516 

37 

2031 

$1,000 

$2,519 

$5,792 

38 

2032 

$1,000 

$2,585 

$6,081 

39 

2033 

$1,000 

$2,652 

$6,385 

Totals 


$39,000 

$66,197 

$114,095 
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Mr. Herger. Thank you very much for your testimony, Mr. 
Woods. 

Mr. Didion. 

STATEMENT OF JAMES J. DIDION, CHAIRMAN, NATIONAL 

REALTY COMMITTEE, AND CHAIRMAN AND CHIEF 

EXECUTIVE OFFICER, CB COMMERCIAL REAL ESTATE 

GROUP, LOS ANGELES, CALIF. 

Mr. Didion. Thank you, Mr. Chairman and members of the Ways 
and Means Committee, good afternoon. My name is Jim Didion and 
I am chairman of the National Realty Committee, real estate’s 
roundtable in Washington. 

NRC members are engaged in all aspects of the real estate busi- 
ness as leading owners, advisers, builders, investors, lenders and 
managers. While not in Washin^on on NRC’s behalf, I am typi- 
cally traveling the company on behalf of my company, CB Commer- 
cial, or at work in Los Angeles where we headquarter in California. 
I am chairman and CEO of CB Commercial, one of the Nation’s 
largest diversified commercial real estate companies. 

The National Realty Committee appreciates the opportunity to 
present testimony today regarding select provisions of the Contract 
With America’s Job Creation and Wage Enhancement Act. 

Federal tax policy should be rational and balanced and serve as 
neither a disincentive to prudent real estate investment nor an in- 
centive to unjustifiable excessive real estate investment. As an il- 
lustration of our long-term commitment to prudent policy, in 1981, 
the NRC testified against overly generous depreciation for 
nonresidential real estate. At that time, we believed that such a 
policy would lead to the economic overpricing and overbuilding of 
assets. 

Indeed, ^ven real estate’s significant role in our Nation’s econ- 
omy, America’s cities, all taxpayers and savers have a stake in rea- 
sonable growth-oriented real estate tax policy and the sound real 
estate asset values that such policy helps ensure. 

Today, I would like to offer NRC’s views on two critical issues 
being addressed by this committee, capital gains and depreciation. 
Regarding both issues, NRC believes Tax Code modifications are 
necessaiy so that real estate assets and business activities are 
taxed fairly, consistently, and accurately over time. So that capital 
formation, economic growth, and urban investment are facilitated 
and so that traditional real estate cycles are not unnecessarily ex- 
aggerated. 

Specifically, a lower capital gains tax would help assure sound 
real estate asset values, encourage business activity, and spur eco- 
nomic growth. All of which are deterred by today’s excessively high 
capital gains tax. 

It should come as no surprise then that NRC strongly supports 
the capital gains tax reforms contained in the Job Creation Act. 
Why? 

First, the act would cut the capital gains tax to a more appro- 
priate line to incent savings through investment and assets; sec- 
ond, it would allow for indexing so that inflationary gains are not 
taxed; third, it would apply to currently held as well as newly ac- 
quired assets; fourth, it would apply to individually held and cor- 
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porately held assets; and fifth, the proposal very importantly main- 
tains real estate’s historical depreciation recapture treatment. 

In a nutshell, this is the most thoughtful capital gains proposal 
I have seen in 15 years. It represents sensible change and it should 
be adopted. 

Regarding depreciation, NRC also views inclusion of a neutral 
cost recovery system in the Contract With America as conceptually 
a significant and positive step. We agree that the current deprecia- 
tion system should be reviewed and modified. In the case of real 
estate, it is the so-called leasehold improvements issue which I will 
explain briefly that NRC views as the most eCTegious flaw in the 
current system and one that should be addressed most imme- 
diately. 

Simply stated, leasehold improvements, improvements con- 
structed specifically for tenants, are the internal building compo- 
nents that are typically reconfigured, changed or somehow im- 
proved on a regular basis to meet the changing need of new and 
existing tenants; internal walls, ceilings, partitions, plumbing, 
lighting and finishes, these and all the elements that might be part 
of improvements made within a building shell to accommodate a 
specific tenant’s requirements. 

The problem with respect to the Tax Code is that today’s depre- 
ciation rules don’t differentiate between the life of tenant improve- 
ments which typically corresponds with the tenant’s lease term and 
the life of the overall building structure. Current rules subject both 
to a 39-year depreciation schedule even though tenant improve- 
ments, in most cases, have absolutely no useful life beyond the av- 
erage lease term of 7 to 10 years. 

Compounding the problem is significant ambiguity concerning 
whether a real estate owner can close out and deduct currently any 
unrecovered costs at the time a leasehold improvement is de- 
stroyed. To make matters worse, the current policy works against 
urban reinvestment and construction job opportunities as improve- 
ments are delayed or not undertaken at all. And a widespread shift 
to more energy efficient environmentally sound building elements 
is discouragednecause of their typically higher expense. 

To address this issue, the cost of leasehold improvements should 
be recoverable over the improvement’s true useful lives, such as the 
lease term or some other time period necessarily much shorter 
than today’s 39-year requirement. Equally important, it should be 
clarified that owners are permitted to fully deduct and close out 
any unrecovered leasehold improvements expenses remaining at 
the time a leasehold improvement is demolished. 

Both Congressman Shaw and Congressman Rangel, as well as 
others on this committee, have shown a great deal of interest on 
this issue and we look forward to working with them and you, Mr. 
Chairman, toward corrective action. 
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In conclusion, Mr. Chairman, the National Realty Committee 
again wishes to express its thanks for the opportunity to testify 
here today. We are encouraged by the tax proposals contained in 
the Contract’s capital gains and depreciation reform and we are 
pleased to join down the path for a more rational, reasonable and 
growth oriented Tax Code. 

Thank you. 

[The prepared statement follows:] 
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TESTIMONY OF JAMES J. DIDION 
NATIONAL REALTY COMMITTEE 


Introduction 

Mr. Chairman, members of the Ways and Means Committee, good afternoon. My 
name is Jim Didion. I am chairman of National Realty Committee, and chairman and 
CEO of CB Commercial Real Estate Group, one of the nation's largest diversified 
commercial real estate companies. 

We appreciate the opportunity to present testimony today regarding select 
provisions of the Contract With America’s Job Creation and Wage Enhancement Act. 

National Realty Committee believes that federal tax policy should be rational and 
balanced . . . and serve as neither an incentive to unjustifiable, excessive real estate 
investment nor a disincentive to prudent real estate investment. Thai’s why in 1981 NRC 
testified before Congress against overly generous depreciation for nonresidential real 
estate, believing such a policy inevitably would lead to uneconomic overpricing and 
overbuilding of assets. And that’s why in 1986 we strongly urged that Congress reject the 
passive loss proposals, believing that those rules would undermine the economics of real 
estate values, increase bankruptcies and cause great stress to lenders and local tax bases. 

Indeed, given real estate’s significant role in our nation's economy, America’s 
cities, taxpayers and savers all have a stake in reasonable, growth-oriented real estate tax 
policy and the sound real estate asset values that .such policy will help ensure. 

We welcome the opportunity to work with you, Mr. Chairman, and members of 
this Committee, to enact a set of positive tax laws for real estate and the nation, 
Combined with the positive economic and market factors now in place, rational 
government policies toward real estate should help sustain the current real estate recovery 
and minimize unnecessary and unusual exaggerations in real estate cycles. As recent 
history illustrates, secure real estate asset values and adequate liquidity are important keys 
to ensuring that the national economy is in a position to enjoy long term economic growth 
and good health. 

Summary 

Today I’d like to offer NRC’s views on two critical issues included in the 
Contract With America’s Job Creation and Wage Enhancement Act: capital gains and 
depreciation tax reform. 

Regarding both issues, NRC believes tax code modifications are necessary so that 
real estate assets and business activities are taxed fairly, consi.stenlly and accurately 
over time ... so that capital formation, economic growth and urban investment are 
facilitated . . . and so that the heights and depths of real estate cycles are not unnecessarily 
exaggerated. 

Specifically, a lower capital gains tax. as proposed in the Contract With America, 
would help assure sound real estate asset values, encourage business activity and spur 
economic growth — all of which are deterred by today’s excessively high capital gains 
tax. 


At the same time, today’s depreciation rules are inadequate and they should be 
modified so that they recognize (he true economic life of buildings and the leasehold, or 
tenant, improvements made to them. 

Capital Gains Taxation 

National Realty Committee strongly supports the capital gains tax reforms 
contained in the Contract With America’s Job Creation and Wage Enhancement Act. 
Here’s why. 
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The Contract’s capital gains reforms would cut the capital gains tax and thereby 
increase liquidity and unlock investments. 

The combined burden of federal, state and local taxes on capital gains makes it 
more difficult to raise capital for needed and appropriate acquisitions, refinancings, 
and development opportunities. All of which are the source of much economic vibrancy, 
innovation and Job creation. In addition, there is a strong disincentive in many cases to 
dispose of real property because of the relatively high rates of tax on gain. This “lock-in” 
effect discourages the employment of real estate in its highest and best use. Unlocking 
investments is vital to the optimum functioning of an efficient economy. 

The Contract 's capital gains reforms would adopt an indexing system so that inflationary 
gains are not taxed. 

Gain on the sale of real property is strongly influenced by inflation. Even at low 
rates of inflation, taxpayers who sell real estate at a nominal profit are paying tax on a 
fictional element of profit represented by inflation. Eliminating the tax on inflationary 
gains is logical and wise long term tax policy. However, we do want to bring to the 
Committee’s attention two shortcomings we see in the indexation provision as written. 

First, we note with some concern that this indexation proposal would not apply to 
so-called “net leased” assets. We believe that the definition in the legislation of a net 
leased asset is too broad (for example, we would urge at a minimum that only “fixed” 
options to renew be counted). We urge the Committee to look closely at this provision as 
many real estate assets may be arbitrarily and unintentionally excluded. 

In addition, the indexation feature as drafted would not appear to completely 
account for the affects of inflation on depreciable real property. This can best be 
illustrated by noting that the provision would deny any benefit to an asset whose adjusted 
basis is zero — that is, any asset held for its entire projected useful life. This is because, 
under the proposal, indexed basis is to be substituted for adjusted basis in calculating 
gain. Indexed basis is to be determined by multiplying adjusted basis by an inflation 
factor in the year of sale. If adjusted basis is zero, indexed basis will be zero — therefore 
denying inflation indexation benefits to precisely those assets held the longest. Arguably, 
indexing “adjusted basis” may be appropriate in cases where the asset receives, through 
the depreciation system, the present value of expensing. But since real estate assets do 
not, and are not proposed to, receive such treatment under this proposal, this capital gain 
indexation approach does not adequately account for inflation. Indexation of original cost 
is likely a more appropriate approach in real estate’s case. 

We would welcome discussing this matter in greater detail with the Committee 

staff. 

The Contract’s capital gains reforms would apply to currently held assets as well as to 
assets acquired subsequent to the enactment of the legislation. 

Although some have suggested that a capital gains lax cut should apply solely to 
new investments, we strongly disagree. To exclude currently held investments from a 
capital gains tax cut would substantially devalue such assets and introduce very troubling 
implications for lenders and local tax bases, to say nothing of the owners. We urge any 
capital gains reform to apply to all assets — currently owned assets as well as those that 
are later acquired. 

The Contract’s capital gains reforms would apply to individually held and corporately 
held assets. 

We see no justifiable tax policy reason for excluding a class of taxpayers and we 
therefore support this aspect of the Contract With America. 
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The Contract's capital gains reforms importantly maintain real estate's historical 
depreciation recapture treatment. 

The current depreciation recapture rules, in place for over 30 years, are consistent 
with sound tax policy. These rules, which determine the portion of gain-on-sale taxed at 
the ordinary income versus the capital gains rate, recognize that buildings are long-lived 
assets that deteriorate over time, and they appropriately allow recaptured real economic 
depreciation deductions to be taxed as capital gain rather than ordinary income, which 
they clearly do not represent. As a consequence, these rules prevent taxpayers from 
converting ordinary-income deprecation deductions in excess of economic depreciation 
into capital gain upon a real property sale or disposition. Replacing this current system 
with one that taxed all recaptured depreciation deductions as ordinary income, as is 
sometimes suggested, would deny the fact that buildings and their internal systems do in 
fact depreciate. In addition to having no policy justification, a full recapture system also 
would have the net result of increasing taxes on any real estate sale at or slightly above 
original cost. We support the Contract With America depreciation recapture system, it is 
correct long term policy, and we urge its inclusion as part of any overall capital gains tax 
reform. 


In a nutshell, the Contract With Anaerica capital gains reforms are the most 
thoughtful and effective capital gains proposal we've seen in many years; they represent 
sensible change and, with technical modifications to the indexation provision, we urge 
their swift enactment. 

Depreciation 

National Realty Committee views the inclusion of the Neutral Cost Recovery 
System in the Contract With America as a significant and positive step. We agree that the 
current depreciation system should be reviewed and modified to belter reflect the true 
economic useful lives of assets. Indexation of depreciation deductions for inflation is one 
approach to partially achieving this goal. 

But for depreciable real estate, the most egregious flaw in the current system, and 
the one that should be addressed most immediately, concerns the depreciation system for 
leasehold improvements. 

Simply stated, leasehold, or tenant, improvements are the internal building 
components that are typically reconfigured, changed or somehow improved on a regular 
basis to meet the needs of new and existing tenants. Internal walls, ceilings, partitions, 
plumbing, lighting and finish — these are all elements that might be part of 
improvements made within a building shell to accommodate a tenant’s requirements and 
therefore ensure that a tenant leases space. 

The problem with respect to the tax code is that today’s depreciation rules don’t 
differentiate between the life of a tenant improvement — which typically corresponds 
with a tenant’s lease-term — and the life of the overall building structure. Current rules 
subject both the building shell and all its internal improvements to a 39-year depreciation 
schedule, even though tenant improvements, in most cases, have no useful life beyond the 
average lease-term of seven to ten years. Correcting this mismatch between income and 
expense should be a priority. 

Compounding this problem is significant ambiguity in the marketplace today 
concerning whether a real estate owner may “close out” and deduct currently any 
unrecovered costs remaining at the time a leasehold improvement is destroyed. It seems 
almost absurd, but the current rules are in some cases being interpreted to deny the ability 
of a building owner to “close out” its investment for tax purposes even though the 
improvement has been scrapped, demolished or otherwise permanently retired from 
service. Theoretically, in 30 years a building owner could have had 6 different 5-year 
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tenants, each requiring different improvements to accommodate their individual business 
needs. Because of the current confusion, the owner may be required to depreciate 
improvements that in fact no longer exist. In addition to more closely matching income 
from the improvement with its costs, this close out issue needs to be addressed. 

As a result of today’s flawed depreciation rules, the after-tax cost of 
reconfiguring, or “building out”, space to acconunodate new tenants is artificially high. 
This is because owners are unable to fully deduct the economic costs expended on 
leasehold improvements over the period in which the improvements actually generate 
income. 

In addition, the current policy hinders urban reinvestment and construction job 
opportunities as improvements are delayed or not undertaken at all. And a widespread 
shift to more energy-efficient, environmentally sound building elements is discouraged 
because of their typically higher expense. 

To address this issue, the cost of leasehold improvements should be recoverable 
over the improvements’ useful lives . . . such as the lease-term or some other time period 
necessarily much shorter than today’s 39-year requirement. 

Equally important, it should be clarified that owners are permitted to fully deduct 
and close out any unrecovered leasehold improvement expenses remaining at the time a 
leasehold improvement is demolished. 

We are pleased that several members of this Committee, including Congressmen 
Shaw and Rangel, have expressed concern with this aspect of the current depreciation 
system. We look forward to working with them, with you, Mr. Chairman, and with this 
Committee, toward corrective action in this important area. 

Longer term, NRC believes the current one-size-fits-all real estate depreciation 
system should be examined and reformed to recognize the true economic lives of 
buildings and all their various component pans. We aren't, after all, talking about an 
undifferentiated commodity, but assets of a range of different varieties, shapes and sizes, 
uses and useful lives. Our current depreciation system needs greater flexibility to more 
accurately account for this diverse asset class. 


Conclusion 

National Realty Committee is encouraged by the tax proposals contained in the 
Contract With America — capital gains and depreciation reform — and we’re pleased to 
Join you down the path toward a more rational, reasonable, growth-oriented federal tax 
code. 


Thank you. 
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Mr. Herger. Thank you for your testimony, Mr. Didion. 

Our next panelist is a constituent of our esteemed colleague from 
Washin^n, Jennifer Dunn. 

Jennifer, would you mind introducing Mr. Freeman? 

Ms. Dunn. Thank you very much, Mr. Chairman, and colleagues 
on the committee. It is a personal pleasure for me to introduce to 
my colleagues, Kemper Freeman, a long-time friend and a school 
classmate of mine. He comes before the committee as the president 
of the International Council of Shopping Centers and as owner of 
a regional shopping center in Bellevue, Wash., which is in my dis- 
trict. 

Mr. Freeman is no stranger to leadership, to advocacy or to legis- 
lation. He has been a leader ever since I knew him at Bellevue 
High School. Like his father and grandfather before him, he has 
been an articulate and outspoken leader in the Northwest business 
community. 

Beyond that, he has also served with great distinction in Wash- 
ington State’s Legislature. As you will see, he brings particular 
knowledge and insight to some of the most pertinent tax issues be- 
fore our committee. 

And it is my great pleasure and privilege to introduce to you a 
gentleman I know as a leader, an expert, a friend, and what I have 
been told, a pretty adept Harley-Davidson driver, Kemper Free- 
man. 

STATEMENT OF KEMPER FREEMAN, JR., PRESIDENT, 

INTERNATIONAL COUNCIL OF SHOPPING CENTERS, AND 

PRESIDENT, KEMPER DEVELOPMENT CO., BELLEVUE, WASH. 

Mr. Freeman. Thank you, Jennifer. I think I should thank you 
for letting me be here. I wish my mother could have heard all of 
that. 

Mr. Chairman, and distinguished members of this committee, it 
is indeed an honor to join you today and speak on behalf of the 
ICSC in favoring your Job Creation and Wage Enhancement Act of 
H.R. 9. As Congressman Dunn said, I am Kemper Freeman, owner 
and manager of Bellevue Square and Bellevue Place, president of 
Kemper Development in a city near Seattle in the other Washing- 
ton. 

It is my pleasure this year to serve as chairman and president 
of the ICSC, which is an industrial organization of the nearly 
39,000 shopping centers, mostly small shopping centers, and our 
organization is made up of approximately 27,000 members. 

We are here today specifically to address the capital gains issue, 
and I would like to give some testimony on that. 

I believe it is time that we break the myth that capital gains tax 
reduction is only for the benefit of the rich. It is simply not true. 
I can explain that by pointing out, in our industry, the capital is 
the first thing in. That buildings, jobs, and tax base come along 
sometimes over many years after the original capital is put in. And 
only when and if the project becomes successful, successful enough 
so that the capital has become more valuable, only then does the 
person who put up the original money get to take out more than 
they put in. We are the first money in. We are the last to get paid. 
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And the fact is, all America wins when the capital gains tax is re- 
duced. 

We also believe that in this bill there are several other things 
that will be corrected, and the myth of inflationary gains right now 
are taxed by the full rate of capital gains. And investments some- 
times take years to come out of a project and, oftentimes, the entire 
gain is simply the inflation that took place while that capital was 
tied up, and in every case, a large portion of the gain is inflation- 
ary. 

And this bill, as I understand it, would correct that. Also, the 
lock-in effect of capital, because this rate is so high now, now one 
with any common sense would take capital out of a project, suffer 
up to a third of its being destroyed by the existing tax, only to rein- 
vest in the next project. And this makes us less competitive and 
less able to get at the capital to deploy it where it best should be 
and that is, the most viable projects. 

You have seen in our industry that many of us have been forced 
to borrow heavily rather than take equity from one place and move 
it to another because of the severe penalty. The ICSC strongly sup- 
ports the capital gains legislation that we are talking about today. 
And this lemslation presents the best opportunity for the Nation’s 
economy unlocking real estate investment to spur economic growth 
and jobs. 

Cutting the capital gains tax rate and the resulting economic 
growth will significantly lower the cost of capital for the Nation’s 
real estate investors, and for that we are deeply appreciative. 

The inflation indexing will eliminate the taxing and fictional ele- 
ment of property values. Shopping centers are one of the largest 
employers in the United States, with direct employment of over 10 
million jobs, representing approximately 9 percent of all the people 
who work in America, work in these centers, and with your help, 
there will be more investment and simply more jobs. 

While we support this bill and are deeply thankful for your help 
in moving it along, we do want to offer an amendment as to the 
net lease, a technical correction. Most of our industry deals with 
net leases and I think the net lease provision is in there to try and 
coTTect some other problem, but our industry is sort of the dolphin 
in the net, and we really shouldn’t be caught in that net. 

The ICSC strongly supports this capital gains bill, and all Amer- 
ica will love you for passing it. 

Thank you. 

[The prepared statement follows;] 
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I. Introduction 


I am Kemper Freeman, President of Kemper Development Company located in Bellevue, 
Washington. I am also the elected President of the International Council of Shopping Centers (ICSC) and 
I am appearing today on behalf of ICSC. My testimony today will focus on the capital gains provisions 
contained in The Job Creation and Wage Enhancement Act of 1995 which have also been introduced 
separately as The Capital Formation and Job Creation Act of 1995 (H.R. 56), 

The International Council of Shopping Centers (ICSC) is the trade association of the shopping 
center industry Us 27,000 members represent owners, developers, retailers, lenders, and all others having 
a professional interest in the shopping center industry. Its 24,500 U S. members represent almost all of 
the 39,000 shopping centers in the United States. In 1993 these centers accounted for SS30.2 billion in 
retail sales, over 55% of all non-automoltve retail sales. In addition, shopping centers employed 10 
million people, about nine percent of non-farm jobs in the United States. 

U. Canital Gains Tax Treatment 

A. Current Law 

Prior to 1987, assets such as corporate stocks and bonds, land and depreciable property used m a 
trade or business were accorded special “capital gain** treatment on disposition, which resulted in a lower 
rate than the ordinary income tax rate. Since 1987, the capital gains of individuals have been taxed at 
ordinary income rates up to a maximum of 28 percent. 

B. Background 

From 1921 to 1987, non-corporate capital gains were taxed at reduced rates. From 1942 to 1987, 
land and depreciable real property’ used in a trade or business ("section 1231 assets") were accorded net 
capital gain and ordinary loss treatment. From 1921 to 1942, a maximum 12.5 percent tax rate was 
prescribed for capital gains. From 1942 to 1986, the basic structure of the capital gains tax was an 
exclusion of a portion of the gain from income (50 percent from 1946 to 1978, and 60 percent from 1978 
to 1986) with a lax rate lower than the ordinary income rale applied to the non-excluded portion of the 
capital gain. 

The Tax Reform Act of 1986 repealed the capital gams tax preference for all capital assets and 
Section 1231 property and all capital gains of individuals were taxed at the same rates as ordinary income 
subject to a maximum rate of 28%. However, rules regarding capital gains were left in the Internal 
Revenue Code in case a capital gains difTerential was reinstated. As part of the 1990 budget summit 
agreement, a top rale of 3 1 percent for individuals was instituted for ordinary income, but the lop rate for 
capital gains was maintained at 28 percent. In 1993, the top rate for ordinary income of individuals again 
was raised, while the top rate for capital gains was maintained at 28 percent. 
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Corporate capital gains are governed by somewhat difTerent rules with a current maximum rate for 
capital gains of 35%. 

nL Reasons For Capital Gains Tai Reduction 

ICSC believes that a significantly lower tax on capital gains from capital and other assets such as 
real estate must be reinstated to encourage economic growth, to improve long-term productivity, and to 
make the nation more competitive (most other nations do not tax, or impose a very low tax, on capital 
gains). In addition, the reduction of the taxation of capital gains will reduce impediments to the efficient 
functioning of the economy and improve the fairness of the tax system. Among the reasons for lowering 
the tax on capital gains are the following: 

A. Economic 

It is vital to the strength of the U.S. economy that the lax system facilitate the growth of new 
business and job formation, product and process innovation, and development of new and emerging 
technologies. 

Investments in depreciable real property materially improve the growth and productivity of the 
economy and are important to our competitive position in the world. 

Buildings that are energy efficient, that facilitate modem communications and information 
processing, and that are safe and comfortable encourage the effective and efficient performance of workers 
in them. Investments in modem office buildings assist the work of knowledge-based workers. 

Investments in industrial space, warehouses, and shopping centers and other retail facilities make the entire 
production-distribution system more efficient. Multi-use facilities integrate residential units, commercial 
office space, hotels and retail outlets all in one combined facility, bringing broad segments of the economy 
together in one location, and making it easier for each segment to access the services of another. 

The development of high technology office, manufacturing, warehouse, and retail facilities help 
create value that is passed on to tenants who share their productivity gains from occupying efficiently 
designed space with their customers and clients. 

Obtaining the investment necessary to develop these modem commercial facilities requires the 
creation and long-term commitment of capital and will be positively effected by a reduction in the taxation 
of capital gains. 

B. Inflationary Gains 

Because of inflation, building values would need to increase over time in order to maintain a 
constant value. Even at low rates of inflation, each year that passes increases the distortion between 
original and nominal values, especially for assets held for long periods of time, such as real estate. Thus, 
owners who sell capital assets at a nominal profit pay tax on a "fictional" element of capital gain 
represented by inflation and may be paying a tax on capital. 

Therefore, capital gains from capital and other assets such as real estate should be taxed at a lower 
rate than ordinary income to compensate for this problem. 

C. Lock-in of Investments 

Another reason supporting a reduced tax rate for capital gains is to avoid "locking in" investments. 

The "penalty" of paying ordinary rates on the gain from the sale of property "locks-in" real estate 
and other investments and impairs their free alienability. This prevents real property and other assets from 
being employed in their highest and best use. which is vital to the functioning of an efficient economy. 

The investment in real estate in the U.S. is such a large percentage of total private domestic 
investment that any decrease in the efficiency of its allocation can have significant aggregate economic 
effects. 


Real estate provides some of the best examples of the problems associated with "lock-in". For 
example, "lock*in" may prevent the disposition of a family-owned property upon retirement or a taxpayer's 
reallocation of his assets to a more efficient use. There is a direct negative effect on growth, jobs, and 
prosperity, from the higher rates of lax on gain which tend to discourage the natural economic evolution 
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of the changing use of real properties. For example, old industrial loft space may be sold and then 
converted to residential units or retail uses, thus freeing up capital to build new industrial space and 
provide rehabilitated space for new uses. 

Thus, the disincentive to dispositions of real property because of the relatively high rates of tax 
(federal, state, and local) on gain, and the consequent reduction in the funds available for reinvestment in 
another structure, is quite strong in some circumstances for owner-operators. The disincentive may be 
even stronger for lessors, whose decisions on the disposition of their property are more independent of the 
particular situation of any individual business and more based upon aggregate financial incentives and 
disincentives. 

Reducing the tax on sales of existing and new assets would make it economic to sell property 
subject to the lock-in effect now and in the future. Increased sales of property will create greater 
economic activity, improve the efficiency of the economy, and increase federal revenues — a tax is only 
paid when property is sold or transferred. 

D. Bunching 

Still another reason for reducing the tax on capital gains is the "bunching'' problem. 

"Bunching” occurs when gain, both real and inflationary, that has accumulated over several years 
is taxed in one year. This pushes the income of the taxpayer, including the income that otherwise would 
have been taxed at a lower tax rate, into a higher tax bracket in that year. 

The "bunching” problem typically ts more severe the longer the holding period because more 
years of accumulated gain are taxed in one year. Investments in real estate typically are held for longer 
periods than many other investments. Therefore, bunching generally is a more serious problem for real 
estate than for other assets. 

In addition, the "bunching" problem is more widespread the greater the number of investors who 
would be in a lower tax bracket except for a sale with significant gain. Investments in real estate are 
more evenly distributed by income class, and therefore by lax bracket, than investments in other assets. 
Therefore, "bunching" may be a more widespread problem for real estate than for other assets. 

IV. nie Copiuu Fomution «nd Job Cre»li»ii A« of 1»»5 

A. Provisions 

The Capital Formation and Job Creation Act of 1995> H.R. 56, addresses the problems discussed 
above through its provisions, including these that follow: 

• a deduction from gross income of fifty percent of net capital gain (thereby reducing the 
capital gain tax rate to one-half the rate on ordinary income) and a reduction in the impact 
of the phase-out of (he personal exemption and the limitation on itemized deductions; 

• the flow through to individuals and corporations of the fifty percent deduction from pass- 
through entities, such as partnerships, REITs, S corporations, etc.; 

• the exemption of the fifty percent deduction of net capital gain from the alternative 
minimum (ax; 

• the indexation of the "adjusted basis" of capital and certain other assets to eliminate purely 
inflationary gains; and 

• a provision to treat the loss on the sale of a home as a capital loss. 

The 50% capital gains deduction and the home sale capital loss provision would apply to sales on 
or after January 1, 1995. The capital gains indexation would apply to inflation (and sales of capital 
assets) occurring after December 31, 1994. 
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B. ICSC Support 

iCSC believes thai the provisions of H.R. 36 are consistent with the principles for action on 
capital gams enunciated and supported by ICSC and us members over the years and supports its 
enactment. ICSC urges the Committee and the Congress to act promptly in enacting H.R. 56 as a means 
of encouraging the growth of jobs and the economy. 

C. Issue of Concern 

However, ICSC does have concern that the provision in the legislation that excludes net lease 
property' from the assets eligible for indexation may have a serious negative impact on shopping centers 
and believes that it needs to be reviewed by the Committee as to its purpose and scope. 

ICSC is concerned that this exclusion and the definition of net lease property on which it is based 
may be inappropriate in the context of shopping center and other leases. This is particularly so regarding 
shopping centers because of reasons related to the history' and unique nature of the shopping center 
industry. 


A shopping center is a special type of commercial real estate that involves a unique 
interdependence and synergy between and among the shopping center and its tenants. Shopping center 
tenants pay to be located in a setting where they cooperate and compete with other retailers because of the 
high volume of customers attracted to the center by the combination of retailers and the facilities and 
amenities of the shopping center. 

The shopping center landlord designs the "tenant mix" of the center to maximize the customer 
traffic to be drawn from the center's "market area" by leasing to those retail stores that in combination will 
be most attractive to the potential customers in the market area. The shopping center landlord creates the 
desired tenant mix by choosing retail tenants based on their nature or "use", their quality, and their 
contnbution to tenant mix and by entering into leases which set forth and limit the uses to be made of the 
premises and the conditions and terms of operation within the center. Rents reflect the desirability and 
uniqueness of the tenant's use in relation to the tenant mix and vary among tenants on this basis. 

Often, the shopping center landlord’s rental income is directly lied to the success of the shopping 
center through "percentage rents", i e., rent based on a set base amount and an additional percentage of the 
lessee's gross sales. The shopping center tenants join together and pay common area maintenance fees 
and other fees to provide for the maintenance, operation, and advertising of tlie shopping center in 
cooperation with the landlord who bears the costs of managing and operating the center. In addition, 
many tenants control, operate, and maintain their own HVAC systems independent of that of the shopping 
center and pay the costs associated with heating, cooling, lighting, and maintaining their space. The terms 
of these leases generally vary from 5 to 20 years and usually contain one or more options to renew. 

While these leases facilitate the creation and operation of shopping centers and have contributed to 
the growth, modernization, and increased efliciency of the retail sector of the U.S. economy, in some 
instances they may meet the definition of "net lease property" in H.R. 56 and may not be eligible for 
indexation under its provisions. 

ICSC believes that it would be inappropriate and unfair to deny indexation to the large number of 
shopping center leases that may qualify as net lease property under the definition in H R. 56 and urges the 
Committee to examine this provision of the legislation. 

V. Conclusion 

ICSC strongly supports the provisions of the Job Creation and Waee Enhancement Act of 1995. 
and urges the Committee and the Congress to promptly pass the legislation. 

In addition, ICSC asks that the Committee examine the net lease property provision and clarify its 
application, particularly as to shopping center leases. 


'In the legislation, the term "net lease property" means leased property where ■■ (A) the term of 
the lease (taking into account options to renew) is 50 percent or more of the useful life of the 
property; and 

(B) for the period of the lease, the sum of the deductions with respect to such property which 
are allowable to the lessor solely by reason of section 162 (other than rents and reimbursed amounts 
with respect to such property) is 15 percent or less of the rental income produced by such property. 
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Mr. Hergeh. Thank you very much Mr. Freeman. 

And our final panelist, Mr. Johnson, please. 

STATEMENT OF CALVIN H. JOHNSON, PROFESSOR OF LAW, 
UNIVERSITY OF TEXAS, AUSTIN, TEX. 

Mr. Calvin Johnson. I am Calvin Johnson from the University 
of Texas Law School. I teach tax and accounting at Texas. 

My statement is on three errors in the neutral cost recovery sys- 
tem proposal and I propose to follow along fairly closely on the first 
2 pages of that statement. You can both hear and read me simulta- 
neously, if you would like. 

Title II of the Contract With America would allow taxpayers to 
elect a complicated new depreciation system NCRS. The logic of the 
system is that taxpayers should be given tax savings worth the 
value of expensing, which means that one gets to deduct one’s in- 
vestment immediately as soon as the equipment is set up for use, 
although no resources have been lost. 

'The NCRS proposal involves a number of serious errors. Left un- 
corrected, the errors make NCRS an irresponsible or ideological 
proposal. In the political excitement of the moment, it is too easy 
to let professional standards go by the way, but politics needs calm 
deliberation and dispassionate analysis. We need to slow down and 
correct these errors or we will regret at leisure. The mistakes are 
too important to be lost. 

The first error relates to tax shelters. The first error of the NCRS 
proposal is that it creates negative tax or subsidies more valuable 
than just freeing investment from tax. It does this first by combin- 
ing expensing with interest deductions, and second, by combining 
expensing with lower capital gains rates. 

The proposal, for instance, allows both the expensing of the in- 
vestment and also an interest deduction on the debt that makes 
the investment possible. Given the expensing, the interest deduc- 
tion is a mistake. Expensing, plus interest, gives a negative tax 
that is better than zero by about the value of the deduction of in- 
terest. The negative tax subsidy will cause waste of capital because 
it makes investments that are not acceptable in terms of their real 
pretax economics look acceptable to a t^payer after tax. 

The negative tax, moreover, is rate dependent giving more sub- 
sidy to high-bracket taxpayers than to low. A rate dependent sub- 
sidy is a terrible idea. It drives young entrepreneurs, startup com- 
panies and ailing companies out of the market simply because they 
have too low a tax bracket. A rate dependent tax bracket will also 
leave high-bracket investors with windfalls that they do not turn 
over to investment. 

Separately, the NCRS proposal also needs to define NCRS prop- 
erty as not eligible for advantageous capital gains rates. Real es- 
tate needs to have “full” recapture and more. Deduction of inputs 
against ordinary income combined with favorable capital gains 
rates for outputs creates a separate rate dependent negative tax 
better than zero. 

It is the combination of expensing and the interest deduction and 
the combination of expensing and the capital gains rates that are 
the killer issues. The combination is what needs to be corrected. 
Household ammonia is a pretty good cleaner. Chlorine bleach is a 
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pretty good cleaner, too. But pour them in together in the bathtub 
and you will blow out your bathtub. The NCRS proposal didn’t 
check its combinations. 

The second error of NCRS is that it assumes without support, 
that savings will respond powerfully to expensing. Without a pow- 
erful savings response, the proposal just shifts the burden of tax 
off of taxpayers who have capital and on to taxpayers who have lit- 
tle or no capital. That shift will do the country harm. 

We had our experiment with expensing in the 1981 enactment of 
ACRS. We need to learn from that experiment. ACRS was a supply 
side depreciation system, like NCRS, providing for expensing for 
machineiy and equipment. The data from the experiment is in; 
ACRS failed. The 1981 act gave the largest incentives to capital in 
the history of income tax, and yet, savings declined after the act 
for good and solid reasons. 

The consensus of the economics profession across the political 
spectrum from right, to middle, to left, is that the data mves no 
support to findings of high positive response or significant ^asticity 
in response of savings to tax rate reductions. Proponents of ACRS 
were surprised. Congress cut back on ACRS in 1982, 1984, and 
1986 because the incentives were too generous and did not work. 
We need to learn from our mistakes. ACRS failed. We cannot afford 
it again. 

The third error of the NCRS proposal is in scoring the proposal 
as a revenue raiser, when it should be scored as a revenue loser 
more costly than expensing. NCRS is scored as a revenue raiser be- 
cause it switches from 200 to 150 percent declining balance depre- 
ciation in its underlying structure. But NCRS then gives generous 
interest deductions, the “NCR ratio,” intended to give NCRS a 
value like expensing. 

But, because of the 5-year window convention, most of the inter- 
est costs of the NCR ratio are pushed beyond the 5-year window 
and ignored. 

Scoring NCRS as a revenue raiser is dishonest accounting that 
hides the true cost. NCRS is intended to be the equivalent to 
expensing and its cost needs to be scored as equal to the cost of 
expensing. 

If this kind of misleading accounting were done in the private 
sector to sell securities or consumer goods, the promoter should be 
indicted. 

These three errors are explained in greater detail in my state- 
ment in full. 

I thank you very much. 

[The prepared statement follows:] 
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Statement, Three Errors in the "Neutral Cost Rccowry System" Proposal 
Professor Calvin H. Johnson 

Title II of the Contract-With-America bill, HR. 9, would allow taxpayers to elect a 
complicated new depreciation system, the neutral cost recovery system ("NCRS"), for basis in 
machinery and equipment. The logic of the system is that taxpayers should be given tax savings 
worth the value of "expensing" for tangible personal pre^rty with a current tax life of 1 0 years or 
less. "Expensing" mearts deducting the basis of or>e*s investment immediately, as soon as the 
equipment is set up for use, although no resources have yet been lost. Under the NCRS proposal, 
the taxpayer in &ct takes deductions over the tax life of Che prt^rty, but NCRS then gives interest 
and inflation adjustments to compensate for the delay since Uw investment's start. 

The NCRS proposal involves a number of serious errors, judged under neutral, 
professional standards. Left uncorrected, the errors make NCRS an irresponsible or ideological 
proposal. In the political excitement of the moment, it is too easy to let professional standards go 
by the way, but politics needs calm deliberation and dispassion^ analysis. We need to slow down 
and correct these errors now or we will repent at leisure. The mistakes are, however, core errors so 
that correction might well kill the whole NCRS proposal. 

(1) Tax Shelters . The first error of the NCRS proposal is creating negative taxes or 
subsidies by combining experuing with an interest deduction and with lower capital gains rates. 

The proposal, for instance, allows both expensing of the investment and also an interest deduction 
on debt that makes the investment possible. Givoi the expensing, the interest deduction is a 
mistake. Expensing and interest deduction gives a negative tax, better than zero tax by the value of 
deducting interest. The negative-tax subsidy will cause waste of capital by making investments 
that are not acceptable, in terms of their real pretax economics, lode acceptable to the taxpayer 
after tax. 

The negative tax is tax -rate dependent, moreover, giving more subsidy to high bracket 
taxpayers than to low. A bracket-dependent subsidy drives young entrepreneurs, start up 
companies and ailing companies out of the market, simply because they have too low a tax bracket. 
A bracket-dependent subsidy <dso leaves high bracket investors with windfalls they do not turn 
over to investment. 

Separately, the NCRS proposal combines expensing with advantageous capital gain rates 
Given expensing, favorable capital gains rales applied to any gain creates a separate rate- 
dependent, negative tax. 

It is the combination of expensing and the interest deduction or capital gains rates that is 
the killer issue. Household ammonia is a pretty good cleaner, for instance, and chlorine bleach is a 
pretty good cleaner too, but pour (hem in together (o clean the bathtub and you will blow out the 
bathtub. The NCRS proposal did not check its combinations. 

2. Savings don't respond to incentives . The ^cond error of NCRS is that it assumes, 
without support, (hat savings will respond significantly to expensing. Without a significant savings 
response, NCRS just shifts the burden of tax or deficit from taxpayers with capital to taxpayers 
with little or no capital. That shift will do the country harm. 

We have had our experiment with expensing in the enactment of the Accelerated Cost 
Recovery System, "ACRS," in 1981. ACRS was, like NCRS, intended to allow expensing 
equivalence for machinery and equipment. The results of the experiment are in. ACRS failed. 

The 198 1 Act gave the largest tax incentives for capital in the history of the income tax and 
savings declined. The consensus of the economics professicui ^ross the political spectrum is that 
the data gives no support for a significant positive respemse of savings to tax rate reductions. The 
proponents of ACRS were surprised. Congress cut bvk on ACRS in 1982, 1984 and 1986 
because the incentives were too generous. We need to learn from our mistakes. 

3. Revenue Estimates . The third error in the NCRS proposal is in scoring the proposal as 
a revenue raiser. NCRS is equivalent to expensing in intent and impact and scored like expensing, 
NCRS loses roughly S300 billion over five years. NCRS is scored as a revenue raiser because it 
switches from 200% to 150% declining balance depreciatioo in its underlying structure. But 
NCRS then gives interest and mflation adjustments, in (he "NCR ratio," that compensates for the 
delay after expensing. Because of the 5-year window convention, however, most of the costs of the 
NCR ratio are pushed beyond the 5 year window and ignored. 

Scoring NCRS as a revenue raiser is dishonest accounting that hides the true cost and 
impact on the deficit. If this kind of accounting were done in the private sector to sell securities or 
consumer goods, the promoter should be indicted. 

Statement in detail: Three Errors Explained 

la. Negative Tax: Interest Deduction ^ 


* Professor of Law, University of Texas. 

^ This section is based on Johnson. Tax Shelter Gain: The Mismatch of Debt and Supply-Side 
Depreciation, 61 TEX. L. Rev. 1013 (1983), which has more extensive arguments on some issues. 
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NCRS permits expensing of the cost of the investment and also pennits the taxpayer to 
deduct interest on debt financing that makes the investment possible. The combination of 
expensing and interest deduction means that there is a "negative tax" or subsidy on the investment, 
that is, treatment better than mere tax exemption or zero tax. The subsidy is generally worth 
the value of deducting interest. 

Al gebraic description . The negative tax or subsidy can be shown with 
simple algebra, Assume taxpayer Q borrows amount "B" paying interest of to 
make an investment A in equipment that will return profit at return rate "r” 
annually. Assume first that interest, "i," and profit, "r,” are equal, so that in 
absence of tax, investment A is a break-even investment. Every year for the life of 
the equipment, A makes B*r profit and pays B*i interest. B*r-B*i=0. 

Adding tax, with both expensing and an interest deduction, will improve 
Q's return. ^Vith expensing of investments, taxpayer Q can expand the amount 
invested in A, relying on tax savings generated by the investment (at tax rate "r") 
to reduce its cost. With expensing, borrowing of B will allow Q to invest amount 
X such that X-i*X = B Rearranging the algebraic terms, it follows that the 
amount invested X in investment A under exposing will be B/(I-t). The 
expensing allows Q to get pretax return rate r on augmented investment, B/(}~i), 
whereas Q pays interest only on borrowed B itself. The pretax position every year 
is 

[B/(l-t)]*r - B*i 

( 1 ) 

'Hie pretax position in expression ( I ) is subject to tax at rale l, so that Q's after tax 
annual income is 

[B/(l-i)]*r - B*i ■t{[B/(l-t)}*r - B*i}, (2). 

which is equivalent to 

(J-OffB/d^Orr-B*!} or 

B*r-B*i t 

<3) 

When return rates and interest rates are the same, and B*i cancel out and 
expression (3) becomes 

(4), 

Expression B*t*t is an after lax positive value or subsidy equal to the tax saved 
by deducting interest of » on borrowing B for an investment in A that would have 
no net value (r=») in absence of tax 

The subsidy. will allow taxpayers to accept real returns from investments 
that are materially below the prevailing cost of borrowed capital. 

Setting after-tax annual return, expression (3), equal to zero 

BV-S*/ f B*i*i » 0 (5) 

Rearranging the terms and factoring out B: 

r = td-t) (6), 

Hence with the subsidy, an investor will accept a pretax or real loss on the 
investment, which however will cover the cost Going backwards to check, we can 
substitute low return td-t) in expression (3) so that there is a pretax loss: 
B*i*d-t)-B*i or 

-B*/*/ (7) 

But the tax subsidy B*/ *t (in bold in (8) below) will turn the pretax loss in an 
investment able to meet its cost of capital' 

-B*i*i * B*i*t = Q (8) 

Ordinary use of NCRS with debt would be a paradigm tax shelter. A tax shelter is an 
investment that is worth more after tax than before tax because of negative tax from artificial 
accounting losses A tax shelter saves the investor tax that would otherwise be paid on consumed 
amounts or other outside income. Within the parlance of HR 9, ‘’noiiral" means free from lax and, 
under that criterion, NCRS is not neutral because it goes beyond zero lax. To get back to zero tax, 
interest deductions must be disallowed or something equivaloit, that offsets the B *t subsidy. 

The subsidy (B*/*r) will allow taxpayers in competition to bid up the price of investment 
A so that the return, r, stated as a percentage of investment, will dr<^ below the prevailing interest 
rate, to ifl-i). For instance, where pretax interest rates are at 7%, then the return to the hipest 
bracket investors from the NCRS qualified investment needs only be 7%(1-41%) or 4%. 

A tax system that allows investors to profit privately from investments that return less than 
the prevailuig interest rates wastes capital. We saw the waste in the lax shelters prevailing before 
the 1986 Tax Reform Act. Investors put their money into I^U, but economically silly investments 
such as see-through office buildings, garden apartments that were constructed and then promptly 
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torn down, jojoba beans in Costa Rica, twaddling record masters and the like. We have too little 
capital to waste it so. 

The waste will be most significant for situatiois outside of the passive activity restrictions, 
that is, for corporate investors and for investors who actively participate in the business making the 
investment, but the negative tax will have effect even within the limitations imposed by passive 
activity rules.^ The proposal would limit NCRS deductions to the amount of the investor’s 
business taxable income, but that limitation does not prevent use of the subsidy to zero out all 
business real income. Where the negative tax is available, the waste from returns below prevailing 
interest rates is as inevitable as apples falling. 

Rale-dependent . The subsidy. also critically depends upon the investor's tax rate at 
which the value of expense and interest deductions are c<xnput^. High tax bracket investors, with 
the highest values for r, will get the largest subsidy — perversely because they are considered to be 
the best bearers of tax. Lower bracket competitors such as start up companies, young 
entrepreneurs with fresh ideas and ailing companies temporarily in trouble will get lesser or no 
subsidies and will be driven out of the market. The following chart shows the interest cost, less the 
B*i*i subsidy, equaling the required pretax return r, for various tax brackets: 


Tax bracket (/) 

Interest cost ((> 

less subsitfy (> *0 on 

equals required real 

of investor 

7% 

7% interest 

return (r) 

41% 

7% 

2.9% 

4.1% 

34% 

7% 

2.4% 

4.6% 

28% 

7% 

2.0% 

5.0% 

15% 

7% 

1.05% 

5.95% 

0 

7% 

0 

7% 


As the chart shows, it is the highest bracket investors who can accept the lowest returns under the 
subsidy and will pay the most for any given property. For example when interest rates are 7%, a 
41% bracket investor needs orOy a 4% return from the investment and a start up company facing 
no tax will need a 7% return. All other things being equal, high bracket investors will bid up the 
price of the investments, driving down r, and driving out lower bracket investors. 

The B*i*t subsidy would discriminate not only for rich against poor, but also, along 
geographical lines, in favor, of high income tax states. States with high rate income taxes, such as 
California and New York, that have tax systems that trace federal taxable income would give a 
higher subsidy than low rate states such as Texas and Nebraska. California and New York 
residents can thus outbid residents in low tax states in the auction for NCRS-qualified property 
The geographical discrimination arises perversively because the negative tax subsidy depends upon 
the tax rate (the r in the d */ *r subsidy) and is higher when the tax rate is higher. 

Where the price for NCRS property settles will depew! upon market factors, especially on 
how many alternative ways there are to avoid tax. The price will settle giving a return r at one 
effective tax rate, that of the marginal or last investor necessary to make all NCRS property sell. 
The required r (and price) will depend in the market upon the supply (basis that can be made to 
qualify within NCRS) and the demand (inccxnc that can not be sheltered from tax by cheaper 
means) for (ax shelter. Because of the cornucopia of other tax advantaged plans that swamp the 
market,^ we should expect the marginal rate to be less than the 34% statutory tax rate applied to 
large corporations. 

Wherever the market settles, investors in a higJwr-than-the-marginaJ tax bracket will get a 
windfall that they do not turn over to investments. For example if the market settles with a pretax 
return of 5%, investors in the 41% and 34% bracket will ^ windfall returns in excess of their cost 
of capital The 41% bracket investor will get 5% after tax whereas 4% would be a sufficient return 
to meet their cost of capital. The extra 1% windfall is a variety of waslc. 

Investors at or above the marginal rale will also become the exclusive owners of NCRS 
property. Unless they have some material nontax advantages, investors in tax brackets less than the 
marginal return rate will be excluded from the market because the return rate r is too low. 
Assuming again the market settles with a pretax return of 5%, then 15% and tax exempt or tax loss 
entities will not be able to afford the cost of capital and will not be able to buy the machinery 

It is difficult to see how the negative tax subsidy, can be anything other than an 
error. The rhetoric behind NCRS argues for zero effective tax rates, but act for a negative tax 


^ Section 469 of the Code provides that deductions from any passive activity may be used only against 
taxable income from all passive activities. Widely held corporations and active participants in a business 
are exempt from the limitations. Even for non-exempt taxpayers, deductions representing artificial 
accounting losses can be used against consumed amounts or other cash income. The passive activity rules 
are also under constant political assault, in pan, because they represent such bad theory There is rtoUung 
wrong with being passive nor with being active nor with the combination. The assumption behind the 
exemptions that businessmen and public corporations would not use anificial deductions is also nonsense. 
^ Harvey GaJper & Gene Stcuerlc, Tar In^ntives for Savings, 3 Statistics of income Bull, 1 , 4 (Spring 
1 984) estimate that 80% of the assets held in wealth of individuals has an effective lax rate of zero, which 
implies that no high bracket taxpayer would accept very much lower r from NCRS investments. 
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subsidy. If we were going to give a subsidy for invest^^e^t as a budget item with a known cost, we 
would not give the subsidy to the nrximeritorious drivel lilu jcyoba beans and record masters that 
have qualified for the shelter subsidy in the past. We would also not distribute the subsidy in a 
way that would drive start up cwnpetitors and temporarily losing companies out of the market and 
we would not give the greatest subsidy to the richer first, in the exact negation of the pattern by 
which the tax burden is distributed, when Ctxigress thinks about distribution issues and reaches a 
foir compromise. 

The negative tax for debt financed NCRS investments is not justified by consumption tax 
arguments. Expensing has been supported by the consumptiem tax argument that an income tax is 
a double tax on capital,^ but the debt-financed investment is missing the starting step of the double 
tax.. One can not defend the negative tax as a subsidy for capital formation since neither 
borrowing cash nor promising to pay for property in the future is capital formed, but instead is 
anti-capital or use of capital. Consumption tax theorists would correct the error of the negative tax 
by disallowing the interest deduction, taxing borrowed amexmts cu' some equivaJeot measure.'^ 

Interest on debt is in theory taxed to the other side, and if debtor artd creditor were in the 
same bracket and paid tax as interest is deducted, there would be just zero tax. But investors 
arrange themselves into clienteles under which high bracket investors incur debt and pension funds 
or low bracket investors supply debt, so that only trivia! tax is collected on interest. The market 
for interest, in any event, gives little or no premium to cover tax. Even if the creditors did pay tax 
on interest and pass it back to borrowers, that would raise the interest rates, but still leave a tax- 
dependent subsidy on the debtor's side, that would give windfall to some and exclude others just 
because of their tax bracket.^ The combination of expensii^ and interest deduction is a mistake. 

Remedy The remedy to bring tax up to zero is to disallow deduction of interest on debt, up 
to an amount of debt equaling the consolidated group’s NCRS investment. It is neither 
administrable nor fiiir to attempt to "trace" debt to specific uses. Money is fungible. Financing 
from any source goes into a common pool from %%^ch the company needs are withdrawn. Debt 
incurred for any purpose will allow the taxpayer to increase NCRS basis, even if the occasion for 
the debt was not NCRS investment. Two taxpayers with idmtical balance sheets should pay the 
same tax, without regard to the order or occasion of their borrowing.^ The necessary remedy 
follows IRC $263A(f) (construction interest) and identifies interest on the taxpayer's first debt as 
nondeductible. In theory interest should be disallowed on an amount of debt equal to the current 
value of NCRS. A less complete solution would be to identify the target debt according to the 
basis of NCRS property under a slow, economic depreciation schedule. 

lb. Negative Tax: Capital Gain . Negative lax subsidies also arise on NCRS 
property because some part of the return from sale of the property would be eligible for lower- 
rate capital gains tax. As a marter of well established tax thec^ry, expensing of an investment 
is equivalent to zero tax on the return from the investment. With expensing, taxes do not 
reduce the pretax percentage return (he investor gets.^ When expensing of the investment is 
combined with advantageous capital gain, tax increases the taxpayer's return from the 
uivestment. 

Illustrations Expensing . Expensing does not reduce the taxpayer's return. 

Assume for instance an investment with $100 input and $131 .08 revenue in four 
years. In absence of ta.x. the investment has a return ("internal rate of return")^ like 
compound annual interest at 7%, because $100 will grow to equal S 1 3 1 .08 in four 
years at 7% compounded annually: 

$100 -(1+7%)** = $131.08 (9) 


^ See, e.g., Norman Ture (later Assislani Secretary of the Treasury for Tax Policy urging ACRS), 
Statement. I GENERAL TAX REFORM : Panel Discussions bef. Ccmim. on Ways & Means, 93d Cong. , 1 si 
Sess. 160,162 (1973)(benefits for depreciation just reduce the dmible tax on savings) 

® David Bradford, The Economics of Tax Policy Toward Savings, in The Government and Capital 
Formation 42-50 (George Von Furslenberg ed. 1980XdisalIowingintere^). Other advocates of 
consumption tax would cure negative tax by including borrowing in taxable income. Dep't. of 
Treasury, Blueprints for Basic Tax Reform 124 (1975); Nicholas Kaldor, Comment, in What 
SHOULD BE Taxed: Income or ExPENorruREs? I5I (Joe Pechman ed. 1980). 

^ See discussion, Johnson, Tax Shelter Cain, 61 TEx. L Rev. 1013. at 1039-1049 (1983) 

See William Klein, 1962 Wise. L. Rev. 608, 61 1-6I2. 

^ The thesis that expensing is the same as no effective tax on the percentage income from ao investment 
is one of the base Qieorems of modern tax economics. See, e.g., Stt, e.g. Cary Brown, Business-Income 
Taxation and Investment Incentives, in INCOME, EMPLOYMENT AND PUBLIC POLICY; ESSAYS 
IN HONOR OF ALVIN R HANSEN 300 ( 1948); DEPT OF THE TREASURY. BLUEPRINTS FOR 
BASIC TAX REFORM 1 23-24 ( 1 977). 

^ "Internal Rate Return* is the interest-like return on an investmenu used as yardstick of worth. It 
needs to be modified to avoid some pitfalls, not however present here. See. e.g. Higgins, Financial 
Management: Theory and Practice 47 (1977). 
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Rearranging equation (9), 7% is also the discount rate that will make the present value 
of the revenue on tennination equal the present value of the cost: 

-$100 +1131.08/(1+7%)'' = 0. (10) 

Expensing the $ 1 00 input immediately means that tf« taxpayer gets a tax savings 
(here assumed to be at 40% tax rates) which reduces its cost (by 40%). When tax is 
imposed on the revenue at the same tax rate, the net result is that the taxpayer's return 
is not reduced by tax: 

-$100(1-40%) + $131.08(l-40%)/(l+7%)^ = 0. (11) 

Expressicxt (1 i) is an illustration of the thesis that expensing is like a zero tax on the 
percentage return. The investment gives 7% return both before and after tax. 

So recapture . The most dramatic n^ative tax occurs for investments like 
timber, business intangibles and R£D where there is ik> recapture aiui the entire return 
can qualify as capital gain. Assume no rec^)ture and capital gains tax rates of 20% 

(half the assumed ordinary tax rate). All of the $I31.0& received al the end of the 
investment is then capital gain, reduced by 1-20% to $104.S6. The investment now 
has an annual return of 1 5% because 15%is the discount rate that makes the net 
present value equal zero: 

-$100(M0%) + $131.08.(l-20%)/(l+l5%)'' = 0. (12) 

Expensing of the input combined with capital gain for the output has increased the 
return from a pretax 7% to a post-tax 15% 

Expettsing plus capital gain would also allow inferior investments to compete 
with better ones, post tax. Assume an investment that is a guaranteed money loser, 
requiring an input of $100 and giving a return of <Mi}y$S8.31. Nonetheless the 
investment gives 4.2% return a^r ta3c, which equals 7%(l-40%) or exactly what a 
40% bracket taxpayer will get at the given prevaitir^ interest rates on normally taxed 
bonds or CDs; 

-$100(MO%) + $88.31.(l-20%)/II+7%(l-40%))^ = 0 (13) 

Without recapture, expensing will cause wasted capital by turning investments that 
lose money on their economic merits (SlOO to $S8.31) into investments that are 
acceptable to taxpayers who get the subsidy. 

Some capital gain . Traditional "full" recapture remedies have been limited to 
making only gain up to the original cost basis (SlOO) ordinary income and the NCRS 
proposal does not increase recapture. Under such recapture, for the 7% investment of 
S 1 00 in and $131.08 out, the revenue output up to $100 would be subject to ordinary 
tax of 40% at termination, but the extra $31.08 "gain* would be subject to tax at 20%. 

The regime increases the return from 7% pretax to 9% after tax: 

-$100(140%) + 

|$100*(l-40%)+$31.08(l-20%)l/(l+9.05%)‘' = 0 (14) 

A tax regime that increases the taxpayer's return after tax will also waste capital 
because it will make inferior investments acceptable aifer tax. The following ^ 
investment gives only a 3 2% return before tax, because it grows only from $100 to 
$1 13.42 in four years. But to a 40% bracket taxpayer, the 3.2% return will look as 
good as the prevailing 7% return: 

-$100(140%) + 

($ 1 00*( 1 40%)+$ 13.41(1 -20%)J/(1+7%(140%)1'* =0 (15) 

A tax regime that makes a pretax 3.2% investments look as good as a pretax 7% 
investment will cause waste of capital. 

To prevent negative tax, all gain fe(xn NCRS property must be (Mdinary income. ^ ^ An incomplete 
solution, which would prevent some but not all negative tax, ^wMld be to provide that recaptured 
depreciation deductions are increased by 3 .5% interest compounded, just as the NCR ratio 
increases the depreciation deduction by 3.5% interest. 

2. The Failure of Expensing Incentives . 

The second error in t^ NCRS prc^Msal is its assumption that savings will increase 
significantly in response to expensii^. The underlying purpose of NCRS is to provide an incentive 
for the formation of capital. The increased ciq)ital is to increase productivity and economic growth 
and to create more jobs. Unless savings responds significantly to the etemption, however, 
expensing of investment will just shift the burden of tax or deficit from taxpayers who have capital 
to taxpayers with little or no capital. Without increased savings, there will be no added capital to 
justify the shift in burdens downward, nor will there be added growth, increased productivity or 


10 $100 •(1.032)4= $113.42 

11 NCRS property, however, must coiuinue to be subject to the limitation on capital losses, which have a 
different ratioriale. See, e.g, Johnson, Deferring Losses with an Expanded §121 ly 48 Tax L. Rev. 719 
(1993) 
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new jobs. Shifting the burden of tax or deficit downwaM onto the low capital taxpayers, who start 
with a lower standard of living, will do the country harm. 

The assumption that savings will respond significantly to expensing has no support in the 
economic literature or the underlying economic data, if camomics is a science, it is a science 
because it is empirical, that is, it tries to disprove its assumptions on the basis of the evidence. We 
need to look at the record. 

Wc have had our grand experiment with allowing expensing of machinery and equipment 
and the results of the experiment are in. In 1981, in the enthusiasm at the start of the Reagan 
Administration, Congress adopted a tax system for dq)reciable property, the Accelerated Cost 
Recovery System ("ACRS"), intended like NCRS, to gjvc the equivalent of expensing for 
machinery and equipment ACRS reached for expensing-equivalence by giving an immediate 10% 
investment tax credit, whereas NCRS would reach expensing by giving an interest-like 
augmentation to deductions. ACRS in 1981 even went considmbly beyond expensing in value 
because the computation of expcnslng-equivalence ACRS used an interest rate that was materially 
higher than the real interest rate the government must pay. The purpose of ACRS, like that of 
NCRS, was to give incentive to capital formation, i c . to savings. 

Proponents of ACRS in 1 98 1 argued that savings would respond dramatically to the new 
incentive ACRS was part of the "supply-side ecrxiomics revolution" which sought to shifi the 
focus of public policy away &om fiscal stimulus, through gov«nment spending and deficits, and 
onto incentives for the production of goods. Some proponents argued that the economic 
response to tax cuts might be large enou^ to make the 1981 tax cuts self-financing. The Laffer 
Curve, for instance, showed a range where economic response to tax cuts would be so 
extraordinary that the government revenue would rise by participating in the new higher level of 
economic activity. More moderate advocates doubted a ^ponse that was self financing, but 
they did assume a high response, ^ ^ arguing that the "elasticity of savings in response to the real 
after-tax rate of return was relatively large and clastic."*^ 

Judged on its own terms, ACRS was a failure. Savings rates declined, notwithstanding the 
most dramatic cut in tax rates on capital in history. Personal savings, for instance, dropped from 
7.9% of disposable personal income in 1980 to 6. 4%ofdispos^le personal income in 1985,to4.2 
% of disposable income in 1 990, * ^ Supply-side econcwnics nmounces deficit stimulus, * ^ but the 


ACRS. as adopted in 1981. was equivalent to expensing for coiporaiiom (46% bracket) aia24% 
pretax interest rate. See Johnson, Tax Shelter Gain, 61 Tex. L. Rev. lOU. 1022 n. 46(1983) (equaling 
expensing and ACRS at 1 3. 1% after tax which translates into 24% pretax interest at 46% tax rale). Even 
long term federal bonds in 1981 gave only 13-14% interest CouncilwEconomic Advisers. Economic 
ReportOF The President 1993, at 428 . 

Sec Pamela Oanit Neutral Taxation of Capitol Income: An Achirrable Goal^ Law& Contemp. 
PROBS.. Autumn 1985, at 77,97- I08(gjving overview of arguments Tot capital formation) 

See Paul CnigMtufXs, Suppl^ide Economics, in 4 New Palsgraffs Economic Djctionary 615 
(1987). 

Jude Wanniski, Taxes. Revenues and the 'Laffer Curve”, PUBUC Interest. Winter 1978, at 3 
reprinted in Arthur Laffer & Jan Seymour (ed ). Economicsofthe Tax Revolt 7 (1979). See also 
Arthur Laffer, Statement, The economics OF the President's Proposed Energy Poucies: Hearinos 
before THE Joint Economic Committee. 99ih Cong,. 1st Sess 16, 18(1977X’II]I is not only 
conceivable but entirely possible that [the proposed 2.8 billion tax t| will lead to reduced overall revenue... 

Don Fullerton, On the Possibility of An Inverse Relationship Between Tax Rates and Government 
Revenues. 19 J. ofPub. Econ. 3 (1981), concentrating on labor re^xmses, found it possible but unlikely 
that total revenues would increase. Donald Keifer (Library of Congress. Congressional Research 
Services), An Economic Analysis of the Kemp/Roth Tax Cut bill H.R. 8333. CONG. REC. Aug. 2. 1978, 
H7777-7787, using privately developed economic models with an aggressive supi^y-side orientation, 
nonetheless, projected nothing close to elasticity of one peroent saving increase per one percent tax 
decrease. Paul Craig Roberts, an important supply-side advocate argues that self-financing was never the 
goal, but he made the argument only after it was clear that self-financing did not happen. Supply-Side 
Economics, supra note 14. 

^ ^ Mai Nguyen Woo (Research Associate IRET), Taxation, Savings, and Labor Supply: Theory and 
Evidence o/D/srorno/u in Essays IN Supply Side Economics 1 17, 131 (David G. Rab^ ed. 1982). 
Similarly J^chael Boskin, who became Reagan’s Chairman of the Council of Economic Advisor's fouiwl a 
significant positive response (0.4 elasticity) by savings to after tax interest. 5 Taxation, Saving, and the 
Rate of Interest, 86 J, ofPol. ECON. S3 (1978), but seeLans Bovenberg. Tat Policy and National Saving 
in the United States: A Survey, 42 Nat. TaxJ. 123I29(1989X"otbns have found it difficult to reproduce 
his results."); Robert Hall (Hcxrver Institute), infra note 23 (findings that consumers save when expected 
interest rises are in error) artd other sources cit^ infra notes 18-27. 

Deft, of Commerce, Statistical Absthact of the Unhed States, 1994 No. 695 (drawing from 
BEA, National Income and Product Accounts). Personal savings remained low at 4.0% tS disposable 
personal income in 1993. 

See. e.g. Paul Craig Roberts, Supply-Stde Economics, supra note 14. at 615. 
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annual deficit, projected to disappear in the last federal budget before the 198 1 Act,^^ in fact grew 
in size from $74 billion in 1980 to $220 billion, by 1986.^* Proponents of ACRS were surprised, 
even shocked. Norman Ture, one of tlie primary architects of ACRS as a Treasury official in 198 1 
was quoted as saying that the drop in savings is "not only a disturbing result, ... it is very 
surprising "22 

On terms not allowed by Reaganomics, the deficit created by ACRS caused a fiscal 
stimulus to the economy. The fiscal stimulus of deficit spending created economic activity and 
made everv' one riding upward feel good. The high deficits, however, were the target or enemy of 
supply-side depreciation, not its purpose. President Reagan had promised that "we are putting the 
false prosperity of overspending, easy credit, depreciating money and financial excesses behind 
us . 2^ Thus the benefits of the ACRS deficits can not count to its credit 

The conclusion that investable savings did not increase elastically in reaction to the 1981 
incentives is a strong consensus shared by the economics profession across the political spectrum. 
Robert Hall of the conservative Hoover Institute, for instance, has concluded that consumers do not 
defer consumption in response to expected interest returns and that apparent findings to the 
contrary were in error. 2^ Joel Slemrod of the respected NaticmaJ Bureau of Economic Research 
and the University of Michigan and the editor-tn-chief of the National Tax Journal tells us that the 
economic research from the 1980s has concluded that savings are unresponsive to lower tax. 2^ 
Tanzi and Sheshinski of the International Monetary Fund have found that there was no important 
increase in U.S. savings rates after ACRS.2^ Jonathan Skinner and Daniel Feenberg of the 
National Bureau of Economic Research report that the consensus in the economic literature is that 
any positive response of savings to interest rate increase is "fra^le and fleeting." Long-term, since 
the 1970's, they find, savings have reacted negatively to increase in after tax returns. 2 ' Barry 
Bosworth and Gary Burtless of the Brookings Institution show die decline of different kinds of 
private savings throu^out the 19S0s and advise that "govenunent policy-makers should act under 
the presumption that income tax incentives for saving are likely to &ii."28 

Tax incentives do have a powerful influence on the timing, form and channelling of 
uivestment, but those effects do more hann than good. Taxpayers, for instance, delay or anticipate 
sates to take advantage of shifrs in capital gains rates.2^ Taxpayers will also rapidly change Che 
legal or financial forms by which investment is undertaJten In 1986, for instance, Congress 
changed the relation of corporate and individual tax rates S Corporations became better investment 
vehicles than regular C corporations.^^ Corporations responded dramatically, scrambling to make 
S elections.^ ^ Finally, taxpayers will move around fixed capital already in existence to achieve tax 


20 Office OF Management AND BuDOET ("OMB*). U.S. Budget, Fiscal Year 1982, M3 
(198])(projectjon for 1984) 

21 Dept, of Commerce, Statistical Abstract of the United States, 1994 Table No. 505 

2 2 Kilborn, Americans Saving l^ess Now Than Before the 1981 Act, New York Times, Sept 6, 1 983 at 
Al.col.3. 

22 Budget Message of the President, US.BuixjET. Fiscal Year 1983 at M5. See also Paul Craig 
Roberts, Supply-Side Economics, supra note 14, at 615. 

24 Robert Hah (Hoover Inststaie) /niertemporal ^lEsiitulion in Consumption, 96 J. OF POL. ECON. 

339, 350(1988) 

22 Joel Slemrod, Do Taxes Matter? Lessons from the I980’s,82 AM ECON. REV. 250. 251*252 (1992) 

26 Tanzi & Sheshinski, Fund Study Suggest Answer to the U.S. Savings Puzzle, 13 IMF SURV. 353, 366- 
67(1984). 

27 Jonathan Skinner & Daniel Feenberg The impact of the 1986 Tax Reform Act on Personal Saving, 
NBER WORKING PAPER NO. 3257 at 10-17 (1990) 

2 ® Bosworth and Burtless. Effects of Tax Reform on Labor Supply. Investment and Saving. 6 J. OF 
ECON. PERSPECTIVES 3, 14-23 (1992). 

2^ Alan J. Auerbach, Capital Goins Taxation in the United States: Realizations. Revenue, and Rhetoric, 
Brookings Papers on Economic Acnvrrv, 1988- 2. 395, 627(change in capital gains rales in 1986 had 
a strong impact on the timing of sale); FredUnd, Gray and Sunl^. The Six Month Holding Period for 
Capital Gains: An Empirical Analysis of its Effect on the Timing of Gains. 21 NAT. TAX ). 467, 471 
(196gXinvestors sell pn^eity in the month after meeting the holding period tequiiemeDts for capital gain 
at a rate that was eight times the rate of sales in the month before qualifying for the preferential rates). 

29 The terminal value of a SI invesunent in a partnership, sub $ corporation or C corporation debt is 
fl+R(l~ip)J” and the terminal value of a SI investment in equify of a corporation, lerminaied by a capital 
gain transaction. islI*R(I‘tf^]'’- cg*ffJ+R(J-t^/*-Jf, wheraR is the prevailing pretax return on capital, 
n is the years until termination of the invesunent and tp and eg are Ihe maximum tax rates on 
individuals, corporations and capital gain respectively. Myron Scboles & Mark WoLBen. Tax and 
BUSINESS Strategy 57-59 (1992) Prior to 1986 wiihR=10%.n = 25. * 50%, = 46%, andeg* 

20%, the partnership, debt or sid)S would give $2.65 per dollar invested and Ihe C corporation stock 
would give $3.18. After 1986, with r. = 33%, = 34% . eg = 28% and R and n the same, the partnership 

form would give income of $5.03 ana the C corporation stock would give $3.83. 

Robert Leonard, ,4 Prtjgmonc Hew o/Corporote/niegrarion. 35 TaxNotes 889. 895-90 (1987X In 
first 2 weeks of 1987 there were 220,000 subchapter S elections, compared with 70,000 elections for all of 
1985). 



570 


savings When IRA’s and Keogh plans were liberalized in 1981, taxpayers reacted &r more 
dramatically than expected, but apparently without however increasing their total savings.^^ 
Movement in the form or direction of savings does not increase overfall capital and will usually 
cause waste by inducing the use of the fixed savings in inferior investments. Tax incentives can 
affect channelling, short-term shuffling and financial mani|MiIations, but they will not cause capital 
formation nor improve the efficiency of its use. The hard thing to do is to increase real savings and 
underlying savings did not respond to the 1981 incentives. 

Explaining negative and sluggish reactions . The results from the data that underlying 
savings react sluggishly or negatively to tax cuts is plausible in terms of normal economic 
behavior, even if it seems implausible at first. Savings drr^ when taxes go down, first, because of 
"target savers" who quit saving earlier when their after-tax return rate increase. Assume, for 
instance, that Saver A needs $150,000 for tuition payments in 10 years for his child. When after- 
tax return rates are 12% aftcr-tax, A must set aside $8,548 a year for 10 years. Reduce A's return 
to 3% after tax and A will need $13,085 per year. Take away the difference (9%) in tax and watch 
A get really desperate and also increase savings by $4,500 per year per child to meet his targets. 
Taxpayers who are saving for a car or downpayment on a house or retirement security are 
similarly target savers \^o will contract savings rates when after tax returns on saving go up and 
increase savings when tax rates go down.. 

Decreased taxes decrease savings, seccmdly, by reason of what has been called the 
"mail-box effect, that is, taxpayers consume a high proportion of cash received. Under 
traditional theory — the permanent income theory — , rational, far-sifted consumers should 
average their resources evenly over their life limes. They should not increase consumption 
simply because more cash is realized, unless the cash also signals a real increase in wealth or 
the permanent flow of mcome.^'* Under the model, cash is no reason to increase 
consumption.^^ But econometricians are finding increasing evidence that consumers are not 
very far sighted in their savings behavior. Consumption is closely related to receipts, 
averaged over a time horizon of just a few years, and it is more volatile than allowed by life- 
cycle model. Consumers keep only enough savings to buffer uncertain incomes in the next 
few years and they consume the rest, Under these findings, a tax cut increases 
consumption because it increases the cash that consumers have in hand. 

The sluggish response of capital formation to tax incentives also c>ccurs because so much 
of savings goes forward even when read interest rates are n^ativc. Much saving is done to create a 
buffer or to average out consumption. Money that you have for subsistence in case of trouble is 
very much more valuable than money spent on luxuries during good times. It is thus rational to 
save money for a rainy day, even if the r^m rates are n^ative. Pharaoh had a dream that Joseph 
sard meant Egypt would have 7 fat years and then 7 drou^ years. Joseph said save. Mice ate the 
grain so (hat it shrank by 10%-15% per year, so that the real rate of interest on stored grain was a 
negative 10-15%. Still, Joseph was no dummy. Tbe rationality of saving, even in the face of 
expected negative interest rates also explains, for instance, why in high-inflation Latin American 
countries, the wealthy often save in dollars. Dollars give no interest coupon and dollars do lose 
value, although not the rate of the local currency. Saving goes on. 

TTic rationality of saving, even in the face of negative interest rates, suggests that much of 
positive after-lax interest rales that savers in fact receive is "rent,” that is, an amount in excess of 
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to wealth or permanent income.) 
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the strike price necessary to induce the savings. The interest can be reduced by tax to the negative 
range, even by increasing tax on capital, without much effect on such savings. 

3. Revenue Estimates 

The third error in the NCRS proposal is in scoring the proposal as gaining revenue for the 
govenunent. NCRS is intended to be equivalent to expensing in net present value terms and cost to 
the government. It is misleading accounting to score NCRS with a revenue estimate loss less than 
what would be scored for expensing. Scored honestly, t estimate that NCRS will lose over $300 
billion over the five year budget window. 

Under the Budget Act, revenue estimates are prepared for tax proposals by the staff of 
the Joint Committee on Taxation to analyze how a tax pr<^sai will affea federal deficits. The 
federal deficits are large enough now that no one would wish them larger Revenue estimates limit 
how much can be given away by competing tax proposals. 

In substance, the NCRS proposal treats the federal govenunent as owing an obligation at 
the time and amount determined by expensing and requires the government to pay interest on the 
obligation by increasing annual deductions In feet, NCRS gives taxpayers deductions over the tax 
life of the property under the pattern of 1 50% declining balance method of depreciation,^^ but the 
proposal increases the annual deductions by a compound interest &ctor, the "NCR ratio," to 
compensate the taxpayer for the delay since the property was placed in service. The NCR ratio 
augments the annua] deduction to cover both inflatiMi, now at 3.2%, and an after •^inilation 3.5% 
interest amount. The two adjustments mean an annual interest fector of 3.5%+3.2% or 6,7%, or 
slightly higher than the current 6% federal interest costs short-term federal obligations, in which 
the obligee is similarly protected from rises in inflation. 

Since NCRS treats the government as owing an interest-bearing debt equivalent to 
expensing, the revenue cost from NCRS should be scored as the equivalent of the revenue loss 
from expensing. In analyzing the distributional impact of the burden of proposed tax changes, the 
staff of the Joint Committee on Taxation has adopted a principle to maintain consistency in the 
measurement of "tax proposals that are expected to have equivalent economic effects on the 
taxpayer."'^^ It is, for instance, possible to create a zero effective rate on pension fund investments 
either by excluding ctxitributions from tax or by excluding distributions from tax and the present 
value of cither alternative would be the same. The Staff analyzes both as having the same 
economic impact, although in the former case the tax benefits are front-end loaded and in the latter 
they are back-end loaded. That principle applied to revenue Climating would mean that NCRS 
would be scored the same as its intended equivalent, expensing. Using available data, 1 estimate 
that NCRS would lose over S300 billion during the next five ^rs if NCRS were scored as an 
expensing-equivalent.^ ^ 

Because of an artificial five-year convention in revalue estimating,^^ however, NCRS is 
in fact scored as if it were a revenue raiser. Current law allows depreciation deduction under the 
200% declining balance method and switching to 150% declining balance means more 
undiscounted revenue for 5 years, even with the augmentation by the NCR ratio. Most of the costs 


The premium return or "rent” on savings means, t^deflniiion. that the rent or premium could be 
taxed away without changing the amount saved. The maximum revenue from capital (as shown for 
instance in the Laffer Curve) should be at a point in which after-tax interest is negative. Labor income, by 
contrast, could never be taxed into the negative range without ^pressing the income in full. The 
rationality of savings even in the face of negative returns suggests that there might be efficiency gains 
possible by shifting taxes from labor and onto capital 

See Joint Committee on Taxation, Discussion of Revenue Estimation Methodology and Process (JCS 
l4-92XAug. 13, 1992). 

The 150% declining balance method of depreciation first computes what fraction of basis would be 
allowed in the first year if basis were allowed in equal portions in each year of the lax life. (e.g. 1/n, where 
n is the tax life). It then increase the fraction by 150%to l.5/n. TIv fraction I.S/n is multiplied by the 
remaining or adjusted basis from the end of the prior year to determines the depreciation deduction for the 
cunenl year. A constani percentage of an every decreasing adjusted basis would never allow the taxpayer 
to recover the entire basis, so the taxpayer is allowed to deducting remaining basis in equal amounts over 
the remaining years when that amount is bigger (1.5//>^ I/m where m is remaining years of the tax life). 

40 Staff OFTHEJT, comm, ontaxation. Methodology and issues measuring changes in the 
DiSTRiBunON OF Tax BURDENS 4 (JCS 7-93)(July 14. 1993). 

41 I reeach an estimate of revenue loss of roughly $330 billion composed of $775 billion revenue cost 
from expensing, less $445 billion loss from depreciation under cunenl IRC § 168. My estimates assumes 
$3. 1 trillion investment in NCRS eligible property in 1995-1999, assuming Producer ITurable Equipment 
of $528 billion in 1 994 extrapolated forward at 5.4% annual growth. BUREAU OF ECONOMIC 
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42 The 5 year window is a mandate of the Congressional Budget Act (Joint Committee on Taxation, 
supra note 38 at 3). but that mandate does make the accounting any less misleading or the costs less 
hidden. 
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of the NCR>ratio interest &ctor occur beyond the five >«ar window. Revenue costs that occur 
after five years are ignored. 

Scoring NCRS as a revenue raiser is misleading, dishonest accounting that hides the true 
cost. NCRS will not decrease the deficit or federal debt, as it is scored. NCRS will increase the 
federal debt by the roughly S300 billion over five years. A public policy is responsible only if it 
measures the costs of a proposal and compares the costs &irty and forthri^tly with the benefits. 
If the costs are hidden or ignored, then the costs and benefits can not responsibly be compared. 
The hiding of costs by pushing costs to beyond the five year window will distort decision-making. 
Unfortunately, the first victim to be misled will be Confess itself. 
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Mr. Herger. Thank you, Mr. Johnson. 

Mr. Kachadurian, if you could elaborate a bit more, if you would, 
on how the capital gains provisions in the Contract With America 
will help ease the exit tax problem you described in your testimony. 

Mr. Kachadurian. Mr. Chairman, the exit tax comes about when 
there are certainly at least very low or, even in some cases, nega- 
tive capital accounts carried by partnerships that own real estate. 
We see this quite a lot when we are trying to acquire real estate 
and the seller or owner of that real estate has a capital account 
whereby in order to first pay off the existing loan, and then also 
settle up on a basis that is at least zero, and sometimes negative 
because of previous losses that have been taken, the property effec- 
tively cannot be sold because there is not cash available from the 
sale to pay the taxes. So the property is frozen, in effect. 

And we have seen property after property that is frozen without 
money or capital being reinvested in that property to improve the 
property and so the rent roll tends to suffer. I think, in many cases, 
as we nave been told, the only alternative is really death to the 
owner of that property where the basis can finally be stepped up, 
which we don’t think is a solution to creating better real estate and 
better income streams. 

Mr. Herger. Mr. Didion, in your testimony you discussed the 
cost recovery rules for leasehold improvements. If the committee 
were to consider alternatives to the neutral cost recovery proposal, 
as some have suggested today, would changes to the treatment of 
leasehold improvements be appropriate? 

Mr. Didion. Mr. Chairman, we believe that would be absolutely 
appropriate. We think leasehold improvements need to have a 
change in the tax treatment in terms of the life of the improve- 
ments, and we believe that that change will in fact incent the job 
creation and urban reinvestment, so we believe there are lots of 
benefits to it. 

Mr. Herger. Thank you very much. 

Mr. McDermott will inquire. 

Mr. Payne. 

Mr. Payne. Thank you very much, Mr. Chairman. I must tell you 
that as you all were testifying, I was thinking that in 1986 when 
I was a real estate professional and was testifying before the Sen- 
ate Finance Committee about the 1986 Tax Act, many of the things 
that you are talking about and saying here today were things that 
we expressed concern about in 1986. So I feel to some extent that 
the chickens have come home to roost, I suppose. 

I did want just to pursue one element, and that is the element 
of unlocking of capital gains, and there are differences of opinion 
about how much of that might occur if in fact there is a capital 
gains reduction. If each of you might share with this committee ei- 
ther data that you have or any anecdotal information that you 
might have, it may be certainly helpful as we think about this par- 
ticular element of assessing the impact of the capital gains tax, and 
I would start maybe with Mr. Woods. 

Mr. Woods. Well, one of the things. Congressman Payne, is that 
certainly, as I mentioned in the report, there are literallv — no, I 
was going to say thousands, but tens of thousands of small inves- 
tors out there that have been frozen into property because they just 
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aren’t willing to or they aren’t able to pay the tax that they would 
have to pay to get out of it. 

With this bill, with the passage of this bill and cutting that rate 
in half, I think that you would see many, many more properties on 
the market that people just are refusing to put on the market right 
now. So it is a situation where, yeah, you are going to get half the 
tax revenue that you would get if they sold today, but in reality 
they are not going to sell today, so the government really ends up 
with 50 percent more than they would have otherwise, but it is 100 
percent more than they would get if they didn’t change the tax 
laws. 

Mr. Payne. And you would say today that compared to 

Mr. Woods. Anytime since the tax changes of 1986 that you were 
speaking of. 

Mr. Payne. That there would be more potential for unlocking 
than anytime since 1986? 

Mr. Woods. That is right. You have a vast sum of properties that 
have just been locked up tighter than a drum since the elimination, 
the slow elimination of capital gains in the late eighties. 

Mr Payne. Mr. Kachadurian. 

Mr. Kachadurian. Mr. Payne, I couldn’t agree more with Mr. 
Woods. I think he probably said everything I would have said, and 
the answer to Mr. Herger’s question that I gave before really 
summed up my feelings in that there is a lockup of these same 
properties that we see that aren’t being sold, the transactions 
aren’t occurring, and second, the unlocking of these transactions 
will stimulate job growth because as these properties are sold and 
capital flow begins to increase, we will see the same carpenters, la- 
borers, appliancemakers improving, in our case, apartment units 
that are in need of improvements, and as these units are improved, 
the rent rolls improve, and these buildings come back to the same 
place they were when they were built. 

Mr. Payne. Thank you. 

Mr. Didion. 

Mr. Didion. Congressman, I agree with both the previous speak- 
ers on this. 

Mr. Payne. Mr. Freeman. 

Mr. Freeman. Congressman Payne, I think our strongest inter- 
national competitors, such as Japan and Germany, both see fit to 
not even have a capital gains tax or a very small one. 

That is simply to bolster the advantages of capital seeking its 
highest and best use. Clearly in our country now we are seeing 
sales and movement of capital not taking place because up to a 
third of the capital is going to disappear due to this tax upon sale, 
and it takes a pretty good alternative investment to talk you into 
taking that kind of a licking and reinvest the remaining two-thirds 
into that. It is such a differential in return in order to motivate you 
to move that people just don’t do it. 

Mr. Payne. Not only a differential, but, as Mr. Kachadurian 
pointed out, there are probably assets in shopping centers that are 
frozen because of the current situation and the negative basis that 
people might have to deal with. Consequently, they couldn’t get 
enough cash to pav both their debt and to be able to pay their 
taxes in order to sell some of these marginal properties. 
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Is that a fair statement? 

Mr. Freeman. I think so. As you know from being in the busi- 
ness yourself, a loan today requires equity, and that is probably a 
much healthier way for us to restructure, too, and this is capital 
that is equity and it is hard to find sometimes because of this lock- 
in. 

Mr. Payne. Mr. Johnson. 

Mr. Calvin Johnson. I know a man who sold some stock to buy 
his daughter a horse, and that is what capital gain is about. Cap- 
ital gain is given to people who pull their money out of investments 
and put it into consumption. 

The real estate industry already has rollover privileges in 1031 
like kind exchanges and the ability to release property from one 
use to another. If you sell, paying substantial tax, you are not sell- 
ing to reinvest. 

There is an economic theory called the efficient market thesis 
that said that you cannot make money selling investment A in 
order to buy investment B. You can’t make money selling Yugos to 
buy Lexuses. You can’t make money by selling junk investments to 
buy good investments. 

Why? Because the smart market has already taken account of 
relative quality in the pricing. You will have to sell the junk for 
a cheap price and have to buy the good for a high price. Nobodv 
sells to reinvest once they have to lose a big part of their capital. 

The more tax you have involved in any sale transaction, the 
more money at stake, the more money we are really talking about, 
the more I can state with confidence that that person is selling in 
order to consume, not in order to reinvest. 

The economists are also finding a mailbox effect that shows that 
people consume cash that you give them in hand. 

Mr. Payne. Let me just say my experience in the industry I 
think runs more closely to the first four than the last respondent. 

Thank you. 

Mr. Merger. Thank you very much. 

Mr. McCrery will inquire. 

Mr. McCrery. Before I inquire, does anybody else on the panel 
wish to respond to Mr. Johnson’s comments? 

Mr. Kachadurian. Mr. McCrery, I would just say that personally 
and on behalf of our firm, we have reinvested proceeds from selling 
one property virtually on the same block after selling one property 
on the same block and reinvesting it in another, and that is, to im- 
prove the second property, we have brought our management ex- 
pertise, improved property A to a point where we thought that 
property is at its fullest potential, reinvested the proceeds in prop- 
erty B to improve that property, so in our case we have reinvested 
that equity. 

Mr. McCrery. Do you have to pay tax on that capital? 

Mr. Kachadurian. Well, in certain cases, we are all cash inves- 
tors, in certain cases, it is debt, it just depends on a particular case 
in point, but if there is a gain, yes, we pay a tax. 

Mr. McCrery. Thank you. Mr. Woods, I appreciate your bringing 
up the possible expansion of the American dream savings account 
to allow parents and grandparents to make withdrawals for first- 
time purchase of a home for their children or grandchildren. 
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I think that would be an excellent improvement of the proposal, 
and, as you say, would encourage home construction and home buy- 
ing. Just on the chance, Mr. Jenson, let me ask you, do you have 
any thoughts on the current tax treatment of leasehold improve- 
ments? Do you think it is fair today as it is in the Tax Code? 

Mr. Calvin Johnson. There is no question that if the tax life is 
too long, it should be shortened. Our goal is to describe the tax- 
pajrer’s true investment, and if there has been an anomaly imder 
which his adjusted basis is below fair market value, then we ought 
to do something, although I think there is a lot of self-help, tax- 
payers sell and get that adjustment, but basis should equal real in- 
vestment, and if the basis is too high, higher than your real sav- 
ings account equivalent investment, then correction needs to be 
done. 

Mr. McCrery. Good. Thank you. 

Mr. Didion, you mentioned a couple of avenues to correct the cur- 
rent tax treatment of leasehold improvements. If you can’t get the 
life of the lease as the term for depreciation, what would you think 
would be a fair term in the code if you had to just put in a static 
term for depreciation? 

Mr. Didion. We would put in a term of 10 years. The average 
lease term that tends to be written in across-the-board commercial 
leases is probably closer to 7 years, but that is a little too fast, I 
think, and a 10-year term when you look at all types of improve- 
ments seems to make sense to us. 

Mr. McCrery. Anybody else have any idea on that or is that 
pretty much the thinking of the industry? 

Mr. Freeman. Shopping centers, on an average, go through a 
major remodel about every 10 years, certain types of stores, res- 
taurants, food stores, maybe it is as little as 5 years. Others are 
longer, but I think 10 years would be appropriate. 

Mr. McCrery. OK. 

Thank you, Mr. Chairman. 

Mr. Herger. Thank you, Mr. McCrery. 

Ms. Dunn. 

Ms. Dunn. Thank you very much, Mr. Chairman. I was inter- 
ested, Mr. Woods, in your example of the number of folks whose 
incomes are $25,000 to $50,000 a year who would find some posi- 
tive things to say about a decrease in the capital gains tax, and I 
am wondering, sometimes we are accused politically of having that 
change that we recommend in our Contract With America affect 
only the wealthy people. 

How do we sell the fact, what examples do we use that it affects 
people all over this country? 

Mr. Woods. I think you are absolutely right. To be honest, I was 
surprised, too, when I saw that statistic because that is not a sta- 
tistic that I knew about before, just a few days ago, and when I 
saw that 20 percent of all the families in this country own income 
property with an income between $25,000 and $50,000, I was really 
surprised because I wouldn’t have guessed anywhere close to that. 

^^en you go up a little bit more and you are talking about be- 
tween $50,000 and $100,000, it is certainly still not people that 
anybody would categorize as rolling in money, you talk about 30 
percent, so there is a 50-percent increase from that next click up 



577 


of income, so it really, I guess it is the people that you don’t think 
about, the people that own the two-family house, the people that 
own the three-family house, and those are the ones we think, in- 
vestors sometimes think about shopping centers and apartment 
buildings, but we forget the husbands and wives with two kids and 
a dog that own a three-family house, and maybe they are going to 
live in it for their entire life, but they are investors, just like every- 
body else. 

Ms. Dunn. Thank you. 

Mr. Freeman, other real estate groups have spoken in favor of 
changes in the depreciation schedule for leasehold improvements. 
Has ICS taken a position on this? 

Mr. Freeman. We would certainly like to see it shortened. 
Thirty-nine years is a very long time, and major improvements in 
our industry average at least every 10 years and various parts of 
it half that, so current schedules are exceptionally long, more than 
double or triple what we see as normal in the industry. 

Ms. Dunn. Good. Thank you. Mr. Woods — Mr. Chairman, I am 
moving on to another topic just briefly, but I want to take advan- 
tage of Mr. Woods’ background and the background of any of the 
rest of you in asking you about the flat tax proposal that Congress- 
man Armey has proposed. 

I have heard from people in my district, some of whom are real- 
tors, some concern and others say that, no, the fact that mortgage 
interest deductions would not be allowed under the flat tax still 
won’t influence the industry because people like to own their own 
homes and their own property. 

Could you comment on whether this is a good thing or a bad 
thing for your industry. 

Mr. Woods. I could comment whether it is a good thing or a bad 
thing if you could tell me how we are going to work the parameters 
and exactly how we are going to do it. 

You know, there are real questions about it, there are questions 
I am sure amongst everybody that speaks about a flat tax. It has 
to do with how are we going to control it and if we put together 
a flat tax and we pass a flat tax and we have support for it and 
then it is changed 2 or 5 or 10 years down the road to something 
entirely different, well, then, you would have to say, no, we would 
be probably violently opposed to it, but if there were some safe- 
guards that could be put into it so we knew that we were going 
to have a flat tax and the flat tax was going to remain flat, well, 
then, I think you would have to look at that in a whole different 
light, and you would have to examine the impact that it would 
have. 

Buying a piece of property and owning a piece of property, it is 
a multifaceted investment. I mean, you have interest rates and you 
have the benefits. One of the benefits that you have always had is 
the fact that there is mortgage interest deductibility, and to give 
something up that has been in our Tax Code ever since we have 
had a Tax Code like that, you would really have to make sure that 
the controls are in there, so it can’t be a stocking horse for some- 
thing else, and we give that up as an industry and as all the home- 
owners, the 65 percent of the population that owns homes, and 
then we find out 5 years from now we have given it up for nothing. 
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Ms. Dunn. Does anybody else wish to comment on that question? 

Thank you, Mr. Chairman. 

Mr. Herger. Thank you. 

Mr. Rangel will inquire. 

Mr. Rangel. Thank you, Mr. Chairman. Certainly I would have 
to agree with you that we have to revisit the tax laws to make cer- 
tain that we remain competitive and to generate more jobs and 
more revenues for the United States. 

Now, the President and Chairman Greenspan would have me to 
believe that this economy is really pumping, that we have reduced 
the deficit, that factory capacity is topped out, that interest rates 
and inflation are down, that millions of jobs have been added, and 
that it is his concern that it has been the deficit reduction that has 
dramatically caused this healthy attitude. And of course, as he in- 
dicated in his State of the Union speech, that many Members that 
voted for that tax increase in order to reduce the deficit are not 
here. So, he feels very strongly about that. And, as you might sus- 
pect, many of the proposals that are being supported here, espe- 
cially capital gains, there is a lot of concern by TVeasury and other 
economists that the figures may look good the first 5 years, but 
they become really much worse in the next few years. 

I^owing that you all agree that we have to have a balanced 
budget and that we can’t load the deficit and that we would have 
to have cuts to do all of these things, how would you answer the 
President that it ain’t broke, so don’t fix it? 

How about Mr. Freeman because I want all of America to love 
me and I want to do the right thing. I would rather have all Ameri- 
ca’s love than the President’s. So how would you say — he has really 
impressed himself and the Federal Reserve Board that America is 
now moving, and he doesn’t want anything or anybody to stop that 
movement, and I think all of you have to agree that we are doing 
a heck of a lot better for whatever reasons in the last 2 years, 
right? Right, right, right, right. Not good at elections, but the econ- 
omy is recovering, right? Probably it was something that Reagan 
thought about, but an 3 ^ay 

Now what are we going to do, Mr. Freeman? 

Mr. Freeman. Congressman Rangel, I am really going to sleep 
well tonight knowing that everything is in such good shape. 

Mr. Rangel. No, no, you have to tell the President through me 
about where he is wrong and you have got to tell this guy Green- 
span how he is wrong. I mean, he is so excited about how well he 
is doing, he wanted us to sign $40 billion guarantees to foreigners, 
so you know he is excited about how strong we are, how strong the 
economy is. 

Now, you know, I have witnesses to many of the things that you 
are proposing. Unfortunately, you know, the mandated balanced 
budget, that is all right, but I want answers, what would you say 
if the President is saying you are right, but give me a break, not 
now. 

Mr. Freeman. I am going to give an answer, and believe me I 
am not trying to be a smart aleck, but the rest of America has to 
balance its budget every day, and Congress needs to do it, too. I 
don’t know how else to answer it. 
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Mr. Rangel. That is not a smart aleck. The President would say 
I am doing that, and you are asking me to do something that would 
cause me to do things that are more painful. 

The economy is moving, and he is not complaining about bal- 
ancing the budget, he is way ahead of you in terms of reducing the 
deficit, so that is not an issue. 

The issue is he is saying that the economy doesn’t need this jump 
start that you want to give it, and I am not arguing with you be- 
cause you have been introduced by one of the most esteemed mem- 
bers of the committee, so I respect her judgment, and your connec- 
tion with a higher authority, but tell me, what would I tell my 
President? 

Mr. Freeman. It is time to do it, and we have to do it. 

Mr. Rangel. Anybody want to help him before the red light 
comes on? 

Mr. Kachadurian. Mr. Rangel, I would again add that there are 
transactions that are not occurring with the present capital gains 
tax. Freeing up those transactions and freeing up that capital will 
produce more revenues for the Treasury and lower the cost of cap- 
ital. 

Mr. Rangel. No one challenges — well, I am not going to chal- 
lenge you for the first 5 years, but when you get out to the next 
10 years, there seems to be a lot of storm out there about the dra- 
matic shortfall. 

Do you challenge that? 

Mr. Kachadurian. Well, I am personally not that involved and 
knowledgeable about the discussions about after 5 years. 

Mr. Rangel. OK. Listen, I am all right. 

Thank you, Mr. Chairman. 

Mr. Herger. Thank you, Mr. Rangel. 

Mr. Christensen will inquire. 

Mr. Christensen. Well, I am batting 1,000, Mr. Chairman. 

You know, I have heard testimony again today from a panel of 
individuals in the private sector, working, representing various in- 
terests, and then comes along an academician or a government bu- 
reaucrat who is against the capital gains tax reduction or neutral 
cost recovery or anything that is going to give more power back to 
the small businessowner and the American family. 

I am going to give you the benefit of the doubt, Mr. Johnson. 
Let’s say we didn’t do a couple of the things in our proposal here. 
Let’s just say we did the capital gains tax reduction, would you still 
be opposed to the bill? 

Mr. Calvin Johnson. I think capital gains reduction unlocks lots 
of capital for consumption. You have a very strong mailbox effect 
under which you give people big cash and they consume it. Real es- 
tate has lots of opportunities to roll over their investment if they 
wanted to keep money invested. That is not where the demand is 
coming from. 

Mr. Christensen. Mr. Johnson, capital gains does not apply only 
to real estate. 

Mr. Calvin Johnson. I am sorry, I don’t understand. 

Mr. Christensen. There are a lot of things that we can do. 

Mr. Didion, Mr. Freeman, would you like to respond? I wanted 
to follow up on Mr. Payne’s questioning also. Are there other things 
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that we could talk about as far as what Mr. Johnson is referring 
to? 

Mr. Didion. I guess I am in just fundamental disagreement with 
Mr. Johnson in his view that the sale of an asset in fact changes 
the character of the incentive to invest the money that derives from 
that sale. My sense is he is talking about apples and oranges, and 
I just don’t fundamentally agree with him. 

Mr. Christensen. Mr. Freeman. 

Mr. Freeman. I agree. 

Mr. Christensen. Mr. Kachadurian. 

Mr. Kachadurian. I agree. 

Mr. Christensen. Mr. Woods. 

Mr. Woods. I agree also. 

Mr. Christensen. I just wanted to make sure there wasn’t some- 
thing I was missing. 

Thank you. 

Mr. Merger. Thank you, Mr. Christensen. 

Mr. Ramstad. 

Mr. Ramstad. Thank you, Mr. Chairman. 

I am going to be brief. I apologize to the panel for getting here 
late, but I was able to figure out which one is the professor, with 
all respect, Professor Johnson. 

Representing the world’s largest shopping center, the Mall of 
America, I am pleased to see you here today, Mr. Freeman. I think 
you are too humble. I think you present a very articulate defense 
of the reasons for capital gains tax reduction and the effect on the 
macroeconomy, so I am going to send your testimony to the White 
House to answer the question that was addressed to you today. I 
think you very effectively, as you put it, break the myth that the 
capital gains reduction is somehow a tax break for the rich as well. 

But I want to ask you another question. In your testimony you 
mentioned the exclusion of net lease property from capital gains in- 
dexing. Could you elaborate on this? You didn’t get much time. It 
was toward the end of your testimony. 

Mr. Freeman. Thank you. Congressman. I would like to — that is 
the one — we are very happy with this bill, mind you, we are not 
trying to be critical, but there is one part of it. 

In the past 20 years during the time this net lease provision 
somehow found its way into the capital gains law, our industry has 
changed from what used to be basically a gross lease to a net lease, 
and so — when I refer to us being caught as the dolphin in the net, 
when this provision was drafted, our industry didn’t do it this way, 
and we, believe me, we are not passive investors, this is not some- 
thing that we just do as a hobby. 

For most of us, this is our work, and these leases are net, the 
rent is listed separately from the other expenses, and they are basi- 
cally in that lease, so if we were not to make some technical correc- 
tion here, it would preclude us from the advantages of capital gain 
that we so badly need. 

Mr. Ramstad. Thank you for that clarification. I want to thank 
all of the witnesses. I also want to thank you as long as the green 
light is still on, Mr. Freeman, your organization in particular has 
been very helpful, particularly Jim Hale, my good friend from Min- 
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neapolis and Judy Black, in providing input. I really appreciate 
that. As a new member of the committee, it has been very helpful. 

Thank you very much. 

Mr. Freeman. Thank you. 

Mr. Merger. Thank you, Mr. Ramstad. 

We do have a vote going on. We will recess for 15 minutes, and, 
at that time, we will call up our next panel. Thank you very much. 

Mr. Rangel. Could I ask the professor one question before we 
go? 

Mr. Merger. Yes. 

Mr. Rangel. Professor, I did not know by the title you bad that 
you were teaching economics, and certainly I normally yield to 
those people that are out there doing it rather than those who 
study and teach it, but if the capital gains tax reduction actually 
passes, do you personally stand an opportunity to have any gain in 
terms of income? 

Mr. Johnson. Yeah. 

Mr. Rangel. So you really are testifying against your own self- 
interest there? 

Mr. Johnson. Yes. We are system loyal, that is what teachers 
do. 

Mr. Rangel. Thank you very much, Professor. 

Mr. Merger. Again, I thank our panelists for your testimony, 
very helpful. We do have a vote on now. We will recess for 15 min- 
utes and return for our final panel. 

Thank you. 

[Recess.] 

Mr. English [presiding]. Thank you very much. Calling the 
meeting to order. 

I am happy to reconvene this hearing of the Mouse Ways and 
Means Committee and entertain comments from our final panel. 

Serving on that panel are Michael Callahan, executive vice presi- 
dent and chief financial officer of the FMC Corp. on behalf of the 
Chicago Coalition for the Reform of AMT, welcome; Wayne E. 
Chambers, member, board of directors of the Association of Pro- 
gressive Rental Organizations in Austin, Tex., welcome; Alan E. 
Ross, chairman of the board of directors of the Semiconductor In- 
dustry Association and president, telecommunications, Rockwell 
International Corp. of Newport Beach, Calif., welcome; and Thomas 
B. Rumfelt, owner and chief executive officer. Risk and Insurance 
Brokerage Corp., Lake Wales, Fla., welcome. 

What I will do is give you an opportunity to each speak for 5 
minutes. If you have any additional testimony, you can submit it 
for the record, and then we will have members of the panel submit 
questions to you. Thank you. 

Mr. Callahan. 

STATEMENT OF MICHAEL CALLAHAN, EXECUTIVE VICE 

PRESIDENT AND CHIEF FINANCIAL OFFICER, FMC CORP., 

ON BEHALF OF THE CHICAGO COALITION FOR THE REFORM 

OF AMT 

Mr. Callahan. Thank you. Congressman. Mr. Chairman and 
members of the committee, not many here at this late hour of the 
day, wish there were more, the Chicago Coalition for the Reform 
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of AMT appreciates this opportunity to express its views to the 
committee on the important subject of capital cost recovery within 
the context of the Job Creation and Wage Enhancement Act. 

My name is Mike Callahan, and I am executive vice president 
and chief financial officer of the FMC Corp., a diversified manufac- 
turer with headquarters in Chicago. 

However, I am speaking on behalf of the coalition, which you 
mentioned, which consists of eight Illinois-based companies with 
their headquarters in and around Chicago, such as the Amoco Oil 
Co., United Airlines, Chicago Bridge & Iron, and a number of oth- 
ers, although obviously their operations are spread throughout all 
of the United States. 

We agree with the committee that the subjects of future invest- 
ment by business, capital formation, and the rates of capital recov- 
ery for tax purposes are all very important to capital formation and 
the creation of jobs. As you know, the Tax Code has had a simifi- 
cant impact on the potential return on future investments made by 
businesses. 

Our coalition is concerned that the existing alternative minimum 
tax system, as it is currently in effect today, has a negative effect 
on project investment returns. As a result, American capital invest- 
ment behavior has been negatively affected, and in reality Amer- 
ican business has become less competitive. 

Now, earlier in the week you heard testimony by the American 
Council of Capital Formation and others that it would attest to 
these general macroeconomic aspects of the current system. We are 
really very pleased by your committee’s proposals that they address 
these issues, and we would really like to make some very specific 
and simple comments in the time that you have given us today. 

First, our coalition specifically supports your efforts to eliminate 
the economic distortions caused by the capital cost recovery provi- 
sions of the Tax Code for both regular and AMT taxpayers to en- 
courage new investment in plant and equipment and the creation 
of new jobs through the enactment of the NCRS. 

In addition, it must be realized that for AMT taxpayers, such as 
the members of this coalition, the intended benefits of the NCRS 
can only be fully realized if fundamental corrections are made to 
the AMT capital cost recovery system. 

Even with the changes made in this area by the NCRS proposal, 
AMT taxpayers must wait on average twice as long for the recovery 
of their capital versus regular taxpayers. Thus eliminating the cur- 
rent law, AMT capital cost recovery system with this bmlt-in dis- 
incentive to investment should be a priority for Congress and this 
committee to both increase investment and promote job creation. 

Therefore, this coalition would propose that for taxpayers which 
elect NCRS, the AMT and the regular tax capital cost recovery sys- 
tem should be made the same to in effect level the playingfield for 
all taxpayers. 

Second, if for any reason the NCRS initiative should not move 
forward, this coalition would urge this committee to look for a more 
narrow targeted solution to meet substantially the same objective. 
Specifically we would propose that the most beneficial change 
which can be made would be to reform the AMT system in the fol- 
lowing ways: 
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One, the AMT depreciation system should be conformed to the 
existing system available to reralar taxpayers for all future, not 
past investments. This part of the proposal is prettv straight- 
forward for the same reasons mentioned above. Two, all long-term 
AMT taxpayers should be allowed to utilize their built-up AMT tax 
credits to reduce current and future year AMT tax, but not below 
the amount payable under the regular tax system. This proposal 
would provide relief across the entire spectrum of AMT taxpayers 
who may never receive the benefits of these credits, which was not 
really the intent of the law back in 1986. 

Why do we make these recommendations at this time? Each 
member of the companies of our coalition is significantly affected 
by AMT. At the time of the enactment of that law, it was really 
assumed that the companies would be subject to the AMT for, say, 
1 or 2 years when profits were low and use of credits or deductions 
happened to also be high. Thus the AMT would result in a tem- 
porary prepayment of tax with credits to be used in future years. 

In practice, the AMT system has not worked as planned for 
many taxpayers, and that has been pretty well documented by a 
number of studies, since many taxpayers pay AMT every year and 
cannot claim AMT credits as contemplated. FMC, my company, is 
an example of just such a company, having been subject to AMT 
in each year since the AMT system became in effect. 

If you look at the credits building today and going forward that 
we would not have for investment, this is money that really could 
have gone for investments and is really not going to go into the sys- 
tem simply because of the nonuse of the AMT credits. Therefore, 
this proposal would return the operation of the AMT to that of a 
temporary prepayment of tax and help mitigate this investment 
disincentive which the AMT currently imposes on all AMT tax- 
payers. 

Mr. English. Mr. Callahan, would you like to complete your re- 
marks, then summarize, and I will go to Mr. Chambers. 

Mr. Callahan. Thank you, sir. In closing, the coalition again 
wants to applaud the direction of your committee. We are encour- 
aged that we are seeing some meaningful change. I think consist- 
ent and stable change is what would create an environment to give 
us the confidence to invest on a sustainable basis, and we would 
like very much to work with you in your proposal as we go forward. 

[The prepared statement follows:] 
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Committee on Ways and Means 
1100 Longworth House Office Building 
Testimony for the Written Record of Mr. Michael Callahan, 
Executive Vice-President. FMC Corporation, speaking on behalf of 
the Chicago Coalition for the Reform of AMT 
Thursday. 26 January 1995 


Mr. Chairman and other members of the committee, the Chicago Coalition for (he 
Reform of AMT appreciates this opportunity to express its views to the 
committee on the important subject of capital cost recovery within the context of 
the Job Creation and Wage Enhancement Act. My name is Mike Callahan and I 
am Executive Vice-President and Chief Financial Officer of FMC Corporation, a 
diversified manufacturer with headquarters in Chicago. I am speaking on behalf 
of the Coalition which consists of eight Illinois based companies with their 
headquarters in and around Chicago. 

As you know, the tax Code has a significant effect on both the potential return on 
future capital investments made by business, and the ability of business to make 
such investments. Following (he enactment of the alternative minimum tax 
system, businesses that have been routinely subject to the AMT have been 
affected in a number of ways; capital intensive businesses had their capital 
recovery periods lengthened and the rates of recovery slowed; businesses with 
foreign operations which pay foreign taxes saw their ability to claim foreign tax 
credits subjected to a further limitation; businesses which export goods and help 
mitigate the still growing trade deficit saw their foreign sales corporation export 
incentives eliminated; and businesses lost their ability under the AMT system to 
use credits designed to encourage certain taxpayer behaviors, such as the 
creation of jobs and the investment in research and development. 

By having a negative effect on the investment returns of projects and on 
business sales subject to the AMT rules. American business investment behavior 
also has been negatively affected, and as a result. American business has 
become less competitive. This is especially true for American manufacturing and 
service businesses that require significant investments in capital, and which also 
provide relatively high paying jobs to the American economy. Moreover, based 
on a study by the Treasury's Office of Tax Analysis, the AMT affects many more 
taxpayers than originally envisioned. In any given year. AMT will be paid by at 
least one out of every six companies with assets over $50 Million AMT is a 
significant tax! Therefore, our coalition encourages this Committee to reverse 
these barriers to future business investment. 

Our coalition specifically supports efforts to eliminate the economic distortions 
caused by the capital cost recovery provisions of the tax code, and to encourage 
new investment in plant and equipment and the creation of new jobs through 
enactment of the NCRS The coalition shares some of the concerns about the 
NCRS system previously expressed by others; Is there a need to slow the rate 
of capital recovery from 200% to 150% declining balance? Is there a more direct 
method of achieving the economic equivalent of a current deduction for capital 
costs so that the complexities associated with the NCRS system might be 
avoided”? Is there a risk that the system could become mandatory rather than 
elective, thereby imposing (he 150% recovery rate on all new investments'? Is 
there a risk that the system could be altered or repealed before the benefits are 
realized? But the coalition believes that on balance, the direction of the NCRS 
proposal is both appropriate and beneficial. In addition, it must be realized that 
for AMT taxpayers such as the members of this coaltbon, the intended benefits of 
the NCRS can only be fully realized if fundamental corrections are made to the 
AMT capital cost recovery system For taxpayers permanently paying AMT, the 
AMT capital cost recovery system is one of the slowest in the industrialized 
world Even with the changes made by the NCRS proposal, AMT taxpayers 
must wait for the relief over the longer AMT recovery periods rather than the 
shorter periods available to regular taxpayers. Thus, eliminating the current law 
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AMT capital cost recovery system which acts as a disincentive to investment 
should be a priority for Congress and this Committee to fully achieve the 
intended increase in investment and to promote job creation. This coalition 
would propose that the AMT and regular tax capital cost recovery systems be 
conformed for taxpayers which elect the NCRS system. When the same 
depreciation rules apply to all taxpayers the investment incentives contemplated 
by the NCRS are achieved for all taxpayers and administration is simplified. 

If, for any reason the NCRS initiative should not move forward, whether for 
political or budgetary reasons, this coalition would urge this committee to look for 
a more narrow, targeted solution to meet the same objective. Our coalition 
would propose that the most beneficial change which can be made would be to 
reform the AMT system In the following ways. First, the AMT depreciation 
system should be conformed to the existing system available to regular 
taxpayers, for all future investments. This part of the proposal is relatively 
straightforward. In addition, ad long-term AMT taxpayers should be allowed to 
utilize their built-up AMT credits to reduce current and future years' AMT tax. but 
not below the amount payable under the regular tax system This proposal 
would provide relief across the entire spectrum of AMT taxpayers, as described 
earlier. Either a dual tracking system for use of the AMT credits against future 
AMT and regular tax, or a system similar to that currently used to track 
investment tax credit carryovers for use against AMT could be used to achieve 
the intended result 

Each member company of our coalition is significantly affected by AMT, which 
was enacted in 1986 to prevent otherwise profitable companies from escaping 
taxation altogether through the use of deductions, credits or exclusions. At the 
time of enactment, it was assumed that companies would be subject to the AMT 
for one or two years when profits were low and use of credits or deductions 
happened also to be high. (( was assumed that the AMT paid in those years 
would be used to reduce the regular tax in subsequent more profitable years 
through the credit mechanism enacted as part of the AMT system Thus, the 
AMT would result in a temporary prepayment of tax. In practice, the AMT 
system has not worked as planned for many taxpayers, since many taxpayers 
pay AMT every year and cannot claim the AMT as credits as contemplated. 
Therefore, this proposal would return the operation of the AMT to that of a 
temporary prepayment of tax and help mitigate the Investment disincentive which 
the AMT currently imposes on all AMT taxpayers. 

In closing, the Coalition again wants to applaud the direction which the 
Committee is taking We are encouraged that meaningful change may at last be 
at hand. Our Coalition wants to encourage the Committee to adopt provisions 
which can be sustained for the foreseeable future Constant change in areas 
that affect business investment should be minimized; capital cost recovery 
provisions should be both favorable and stable to promote the certainty of result 
for the future which promotes investment, and is critical for job creation and the 
American economy. Permanently reforming the AMT system would be a very 
significant step to achieving all of these objectives. 


Our Coalition has developed draft statutory language to achieve the objectives I 
have outlined and would be pleased to share it with the Committee if this would 
be helpful. 



586 


Mr. English. Thank you, Mr. Callahan. 

Mr. Chambers. 

STATEMENT OF WAYNE E. CHAMBERS, MEMBER, BOARD OF 

DIRECTORS, ASSOCIATION OF PROGRESSIVE RENTAL 

ORGANIZATIONS, AUSTIN, TEX. 

Mr. Chambers. Thank you, Mr. Chairman. Mr. Chairman and 
distinguished members of the committee, perhaps my difficulties 
are a little bit more simplified than what we have heard today. I 
am a small businessman operating a company called Dow Rentals 
out of Houston, Tex. 

I represent a majority of dealers who like myself rent household 
durable goods to consumers on a short-term basis. My industry has 
a major problem with the way the current depreciation laws are 
being applied. If a reasonable solution is not reached to bring about 
equity in the application of the depreciation laws, it will have a 
crippling effect on my business and those of the rental purchase in- 
dustry. 

I am here today to talk about these depreciation laws and sug- 
gest a couple of simple solutions. In my stores we rent televisions, 
VCRs, appliances, furniture, and other items for the home, usually 
on a week at a time or a month at a time basis. Most customers 
rent for a while and simply return the property. This usually hap- 
pens after 3 to 4 months. Customers return the merchandise be- 
cause their needs change or their financial circumstances change. 
Also customers can terminate the agreement at any time and have 
no obligation to make additional payments, or customers can renew 
the agreement for a stated number of periods, at which time title 
to the property is transferred to the customer. 

Meanwhile, as a dealer, I am responsible for bearing the expense 
of keeping the merchandise in good condition. Statistics show that 
only 25 to 30 percent of the rental agreements result in the cus- 
tomer obtaining title to the property. Additionally, the average rev- 
enue generated by the products for a rental company is approxi- 
mately 21 to 24 months. An average of three to four customers will 
rent the merchandise before it exits the store’s inventory. 

Because of the use and the abuse of the property during its rent- 
al life, it becomes economically unrentable within a 21- to 24- 
month period. 

A word about our industry. I represent an industry that has ap- 
proximately 7,500 store locations nationwide. We employ in excess 
of 50,000 people, and we do approximately $4.5 billion annually in 
revenues. Interestingly enough, in our industry 80 percent of the 
companies are generally called mom and pops who are owner- 
operators with five stores or less. 

I also am a member of the board of directors of the Association 
of Progressive Rental Organizations which represents a majority of 
these businesses. So you ask what is my problem. After 6 years of 
litigation, a recent tax court decision mandates a cost recovery of 
rental property over 5 years under MACRS, even though the reve- 
nue stream of rental merchandise rarely exceeds 2 years. This cre- 
ates an enormous distortion of income and the related tax liabil- 
ities. 
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The industry itself has generally used an income forecasting 
method as a form of depreciation on this rental merchandise 
matching the revenues with the cost of doing business. In my way 
of thinking, Mr. Chairman, depreciation should match revenues 
and the expenses that are utilized to obtain those revenues, and 5- 
year MAC^, as an example, simply doesn’t do that. 

What it means is that it makes me, as a small businessman, pay 
taxes on income that has not yet been received. An example might 
be if a new item of rental property is rented on January 1 in year 
one, after three or four customers have rented the merchandise, it 
completes its rental life on June 30 of year two. 

Income forecasting, for example, recognizes two-thirds of the in- 
come and two-thirds of depreciation in year one and one-third of 
each in year two. Five-year MACHS recovers 20 percent of the cost 
in year one and 80 percent of the cost in year two, overstating the 
tax liability in the first year and understating it in the second year. 

Some of the dealers in my business simply do not have the capac- 
ity to pay the accelerated tax liability. I propose a simple solution 
in our case. We would need for Congress to enact legislation clarify- 
ing the Tax Codes by authorizing the application of the income 
forecast method of depreciation for the rental purchase transaction 
used in this industry or alternatively, enacting legislation authoriz- 
ing the depreciation of rental purchase property over a 3-year re- 
covery period under MACKS. 

This would provide a better match for revenues and expenses. It 
would also make it consistent with the statutes that already exist 
in 38 States, recognizing the rental purchase agreement as a valid 
lease and confirm them as a true lease for tax purposes. 

Mr. Chairman, thank you for this opportunity to express the 
views of this industry. 

[The prepared statement follows:] 
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Statement of Wayne E. Chambers 

of the 

ASSOCIATION OF PROGRESSIVE RENTAL ORGANIZATIONS 
before the 

COMMITTEE On Ways And Means 
United States House Of Representatives 


January 26, 1995 


Mr. Chairman and distinguished Members of tbe Committee; 

My name is Wayne Chambers. I own and operate a rental-purchase business. I am 
also a director of the Association of Progressive Rental Organizations ("A "PRO"), which 
is a nonprofit national trade association representing the rental-purchase industry. The 
rental-purchase industry is comprised of hundreds of businesses that rent household durable 
goods to consumers on a short term basis. A*PRO represents nearly 500 of the businesses 
in the industry, most of which are small companies. 

I am pleased to present to this Committee A 'PRO’S and my views regarding the 
principles of neutral cost recovery set forth in H R. 9, the "Job Creation and Wage 
Enhancement Act.” In particular. 1 want to discuss a cost recovery problem currently faced 
by the rental-purchase industry that should be addressed in connection with the proposed 
legislation. 

By indexing depreciation against inflation, the proposed legislation promises to 
reduce the economic costs of the deferral of depreciation deductions. The economic costs 
to the rental-purchase industry of the deferral of depreciation deductions may well eliminate 
jobs and could even put some companies out of business. Inflation, however, is only one 
factor contributing to such economic costs. For the rental-purchase industry, unjustified 
economic costs of much greater magnitude are created by an IRS interpretation of tax rules 
(upheld in one case by the Tax Court) that would mandate cost recovery of rented property 
over five years (or longer). Under the IRS interpretation, rental-purchase property would 
be depreciable over a five year class life, even though the income stream generated by that 
property rarely exceeds two years. This postponement of cost recovery deductions cannot 
be justified on any theory of matching income with related deductions. 

Description of Rental-purchase Industry 

The rental-purchase industry is a young industry comprised of more than 7,500 stores 
throughout the 50 states that currently employ approximately 50,000 persons and are 
estimated to generate more than $4.5 billion of revenue per year. The typical rental- 
purchase dealer is a small company or sole proprietorship that has very limited capacity to 
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finance its inventory with borrowed funds. Most of them have virtually no capacity to 
finance the additional tax liability attributable to the postponement of cost recovery 
deductions. 

Rental-purchase businesses rent household durable goods - such as furniture, TVs, 
stereos, VCRs, refrigerators, washers and dryers - to consumers on a short term basis. 
Virtually all of the industry’s customers are individuals who obtain the property for personal 
household use. While customers enter rental-purchase transactions for a broad variety of 
reasons, many customers enter the transactions becaue (i) they have only a temporary need 
for the property, (ii) they want no continuing payment obligations, or (iii) for a variety of 
reasons, they are not sufficiently creditworthy to purchase the item on a credit sale basis. 
Thus, the rental-purchase industry occupies an important niche among suppliers of 
household goods. 

Rental-purchase transactions are designed to provide flexibility to customers by 
permitting them to obtain immediate use of the property on a week-to-week or month-to- 
month basis without incurring financial obligations beyond the one-week or one-month term 
of the agreement. Because the customer has no obligation to continue making rental 
payments, rental-purchase dealers do not conduct credit checks or require a deposit. The 
customer makes one rental payment on the date he enters a rental-purchase agreement and 
has no obligation to make any additional payments. The typical rental-purchase agreement 
has an initial term of one week or one month. Although a customer has the option to 
renew the agreement for an additional term of one week or one month, the customer has 
no obligation to renew the agreement. The customer can elect at any time to return the 
property (or have the dealer pick up the property) without any further obligation. 

If the customer elects to renew a rental agreement for an item of property for the 
maximum number of rental periods stated in the agreement, title to the property is 
transferred to the customer. The maximum number of renewal periods stated in the 
agreement usually covers a period of 12 to 24 months, depending on the type, age and 
condition of the property. The customer also can purchase the property before the end of 
the maximum number of rental periods by paying an amount stated in the agreement. The 
purchase option price generally equals a stated percentage (usually ranging from 50% to 
80%) of the payments that would be made during the remainder of all possible renewal 
periods stated in the agreement. 

Industry ex;,;rience shows that only 25 to 30 percent of all rental-purchase 
agreements result i.i the customer ultimately obtaining title to the property. On average, 
a customer will make rental payments and maintain possession of an item of rental property 
for approximately 12 to 14 weeks after which the customer returns the property to the 
dealer. An item of property typically is rented to three or four different customers before 
a customer obtains title or the dealer abandons the property. Moreover, rental-purchase 
dealers often experience theft of 10 percent or more of their inventory per year. 
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Rental Income Stream 


The average stream of income from an item of rental property is approximately 21 
to 24 months. After an item of property has been rented to two or three different 
customers and subsequently returned to the store, obsolescence and wear and tear force the 
rental-purchase dealer to reduce the rental amount and/or the maximum possible number 
of renewal periods. As a result, the third or fourth customer is more likely to renew the 
rental-purchase agreement enough times to acquire ownership of the used property. 
Moreover, because renters tend to treat property with less care than owners, the used 
property often becomes unrentable and must be abandoned by the rental-purchase dealer. 
Thus, because of customer payouts and the destruction or theft of rental-purchase property, 
on the average a dealer’s income stream from an item of property does not exceed two 
years. 

Cost Recovery 

Income Forecast . Members of the industry generally have depreciated rental- 
purchase property using the income forecast method.' Under this method, a rental- 
purchase dealer’s depreciation deductions are closely matched with the income stream 
generated by the rental property. Using the income forecast method, the annual 
depreciation deduction is determined by multiplying (i) the adjusted basis of an item of 
property by (ii) a fraction, the numerator of which equals the amount of rent received 
during the year under all agreements relating to such property, and the denominator of 
which equals the total estimated rent that will be received over the remaining life of the 
property. For example, if rent in the amount of $50 is received during the year from an 
item of property, and the item of property had been expected to generate a total of $150 
over its remaining life, then the depreciation deduction for the year using the income 
forecast method equals one-third (50/150) of the adjusted basis of the property. 

Five-Year MACRS . Late last year, the U.S. Tax Court held that a particular rental- 
purchase dealer could not use the income forecast method. ABC Rentals of San Antonio 
Inc. V. Commissioner. T.C. Memo 1994-601 (December 7, 1994). Despite its finding that 
the rental property on average remained in the taxpayer’s inventory only 21.6 months, the 
Tax Coun indicated that the rental-purchase dealer was required to depreciate its rental 
property under Section 168 of the Code using a MACRS class life of five years.^ The Tax 


' Section 168(f)(1) of the Internal Revenue Code allows a taxpayer to elect out of the 
Modified Accelerated Cost Recovery System ("MACRS") depreciation rules and properly 
use a method not expressed in terms of years. The income forecast method is such a 
method. 

^ For purposes of computing the alternative minimum tax, such rent-to-own property 
generally would be depreciable using a MACRS class life of nine years. 



591 


Court held that the income-forecast method could be used only for property that is "similar 
in character" to motion picture and television films and sound recordings. 

Economic Harm from Deferral of Depreciation 

If rental-purchase property is required to be depreciated using a five-year class life 
there will be a significant mismatch between the income stream generated by an item of 
rental property and the costs of producing that income. Such a mismatch will result in 
income from that property being taxed more quickly than it should be, to the economic 
disadvantage of the dealer. While the income stream from an item of rental property in 
general is spread over a 21 to 24 month period, the use of a five-year recovery period under 
MACRS defers most of a dealer’s cost recovery until the last year the dealer uses the item 
of property in its rental inventory. The postponement of the rental-purchase dealer’s cost 
recovery deduction is a significant economic loss based on the time value of money. The 
loss reduces the dollar amount available to a rental-purchase dealer to reinvest in new 
rental inventory items. The economic harm is particularly acute because most rental- 
purchase dealers are small companies or sole proprietorships that have very limited capacity 
to finance their inventory with borrowed funds. Thus, the postponement of cost recovery 
deductions will effectively reduce the volume of their business. 

As an illustration, assume that a dealer acquires an item of rental property and 
places it in service on January 1 of Year One and depreciates the property using five-year 
MACRS (using the applicable half-year convention and the double declining balance 
method). Assume that a customer ultimately obtains title to the property as of June 30 of 
Year Two. In this example, 66%% of the dealer’s rental income from the property is 
recognized in Year One, and 33'/3% of the rental income is recognized in Year Two. Using 
five-year MACRS, the dealer recovers only 20% of the costs of the property in Year One 
as a depreciation deduction, and recovers 80% of the costs in Year Two.^ 



Percentage of 

Percentage of 

Cost Recovered 
Using 

Percentage of 

Cost Recovered 


Income 

Income Forecast 

Under 5-Year MACRS 

Year One 

66 2/3% 

66 2/3% 

20% 

Year Two 

33 1/3% 

33 1/3% 

80% 


’ To the extent the dealer places property in service later in Year One, the mismatch 
is less dramatic, but nonetheless significant. 
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This mismatch between the timing of a dealer’s income and cost recovery deductions 
causes an economic distortion. The dealer’s taxable income and tax liability during the first 
year of the life of an item of rental property are unfairly overstated. Although the dealer’s 
taxable income and tax liability during subsequent years is understated, the dealer bears the 
economic burden of the time value of the front-loaded tax liability. 

Recommendation 


A ‘PRO urges Congress to enact legislation expressly authorizing the application of 
the income forecast method for depreciating rental-purchase property. The tax law should 
reflect the actual business conditions in, and practices of, the industry. To require the 
MACRS depreciation period of five years results in a mismatching of revenue and costs in 
the rental-purchase industry. By reflecting depreciation for the periods that the property 
is actually leased, the income forecast method properly matches costs and revenue and more 
clearly reflects income. 

Alternative Recommendation 


In the alternative, A ‘PRO urges Congress to enact legislation authorizing the 
depreciation of rental-purchase property over a three-year class life under MACRS. 
Although three-year MACRS would not match a rental dealer’s income with its depreciation 
costs as closely as the income forecast method, a three-year class life would provide a closer 
match (and a clearer reflection of income) than a five-year class life under MACRS. 


Legislation expressly providing for depreciation of rental-purchase property under 
the income forecast method (or over a three-year class life) would reduce the economic 
costs to the rental-purchase industry of the unjustified deferral of cost recovery deductions 
until the end of a rental dealer’s income stream. Moreover, consistent with statues in 38 
states recognizing rental-purchase agreements as valid leases, such legislation would 
expressly confirm that rental-purchase agreements are true leases for tax purposes. Without 
such legislation, the economic costs to the rental-purchase industry of the unjustified 
postponement of cost recovery deductions will unnecessarily paralyze these small businesses, 
causing some to close. 

Thank you for the opportunity to present my statement on this important issue. 
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Mr. McCrery [presiding]. Thank you, Mr. Chambers. 

Mr. Ross. 

STATEMENT OF ALAN E. ROSS, CHAIRMAN, BOARD OF 

DIRECTORS, SEMICONDUCTOR INDUSTRY ASSOCIATION; 

AND PRESIDENT, TELECOMMUNICATIONS, ROCKWELL 

INTERNATIONAL CORP.; ACCOMPANIED BY JOHN J. 

SALMON, COUNSEL 

Mr. Ross. My name is Alan Ross, I am chairman of the board 
of directors of the Semiconductor Industiy Association and presi- 
dent of the telecommunications group of Rockwell International 
Corp. 

I am accompanied today by John Salmon of the law firm of 
Deway Ballantine, who is the SIA counsel. I am here on behalf of 
the Semiconductor Industry Association to discuss the proposed 
neutral cost recovery system’s impact on semiconductor manufac- 
turing equipment and the need for economically accurate cost re- 
covery rules. 

Semiconductors are the crude oil of the information age, driving 
technological advances in computers, telecommunications, and 
consumer electronics, and changing our society in ways ranging 
from telecommuting to electronic banking to promoting citizen ac- 
cess to legislation through the Internet. 

Semiconductors are at the heart of the $500 billion U.S. elec- 
tronics industiy that employs 2.3 million Americans. The U.S. 
semiconductor industry alone provides over 200,000 American jobs 
and has recently regained its position as the world’s leading pro- 
ducer of silicon chips. 

It is a highly dynamic industry based on an ever evolving tech- 
nology that demands continuing changes to our manufacturing in- 
frastructure. This rapid pace of technological change results in 
equipment that becomes obsolete technologically and economically 
soon after being placed into service, but U.S. tax rules depreciate 
semiconductor manufacturing equipment over 5 years, a period sig- 
nificantly longer than the equipment’s true economic life. 

As a result, the U.S. semiconductor industry is at a competitive 
disadvantage with foreign firms whose cost recovery rules far more 
accurately reflect realities of the marketplace. The Job Creation 
and Wage Enhancement Act aims to stimulate economic growth 
and capital investment by reflecting the true cost of investment in 
depreciable assets. Indexing depreciation deductions will signifi- 
cantly affect investment in longer term assets. 

However, the proposed system will provide little positive cash 
flow impact for short-lived assets. These assets will be subject to 
a reduction in the current law declining balance method but will 
not benefit significantly from indexing. 

The problem is compounded for semiconductor manufacturing 
equipment because its statutory class life set by Congress in 1986 
now is clearly longer than its economic life. To encourage capital 
investment in semiconductors, the SIA urges Congress and the ad- 
ministration to reduce the depreciable life of semiconductor manu- 
facturing equipment from 5 years to 3 years. 

The case for an adjustment in the depreciable life of semiconduc- 
tor manufacturing equipment is clear, and we think compelling. 
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First, the technological life of semiconductor manufacturing 
equipment is shorter than the current law’s 5 year classification. 
Two recent reputable economic studies have demonstrated that 
two-thirds of the economic life of semiconductor manufacturing 
equipment is exhausted in the first 24 months of use, and the full 
economic life of such equipment is less than 4 years, thus qualify- 
ing it for a 3 year class life under tax depreciation rules. 

Second, more accurate cost recovery is necessary to offset the tax 
advantages enjoyed by foreign competitors. For example, Japanese 
firms enjoy a wide range of tax incentives for investment in semi- 
conductor manufacturing equipment. As a result of these incen- 
tives, Japanese companies can write off up to 88 percent of their 
investment in new equipment in the first year, whereas U.S. com- 
panies can write off only 20 percent. 

This neutral cost recovery proposal not only fails to address this 
unfair advantage, it would actually reduce first-year depreciation of 
semiconductor equipment to 15 percent. As such, several of our 
members have already indicated that they would not even elect to 
use the new system if it is enacted. 

Third, faster depreciation is needed to continue to strengthen the 
global position of U.S. semiconductor equipment manufacturers. In 
1980 all 10 of the leading semiconductor equipment manufacturers 
were U.S. companies. By 1989 four of the top five producers were 
Japanese. 

However, U.S. firms have managed to regain their position in the 
highly competitive environment by undertaking a strong commit- 
ment to new capital investment. In 1992 the National Advisory 
Committee on Semiconductors, a government industry panel estab- 
lished by Congress to develop a national semiconductor strategy 
found that setting semiconductor manufacturing equipment’s de- 
preciable life at 3 years would have the most significant impact on 
the industry, increasing semiconductor industry capital investment 
by 11 percent per year. 

In recent years Members of Congress of both parties, including 
Speaker Gingrich, Majority Leader Armey, Democratic Leader Gep- 
hardt, and many members of this committee have cosponsored bills 
to align the depreciable life of semiconductor equipment with eco- 
nomic reality. 

We urge the Congress to act now to ensure that the industry is 
able to meet its future capital needs and maintain its leadership 
in promoting U.S. economic growth. 

Thank you very much. 

[The prepared statement follows:] 
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TESTIMONY OF ALAN E. ROSS 
SEMICONDUCTOR INDUSTRY ASSOCIATION 

My name is Alan Ross. I am Chairman of the Board of 
Directors of the Semiconductor Industry Association (SIA) and 
President, Telecommunications, of Rockwell International Corpo- 
ration. I am accompanied by John J. Salmon of the law firm of 
Dewey Ballantine, SIA's counsel. The Semiconductor Industry 
Association is pleased to have this opportunity to testify before 
the Committee on Ways and Means about the need for more economi- 
cally accurate cost recovery rules. In particular, I am here to 
discuss the proposed neutral cost recovery system's impact on 
short-lived assets such as semiconductor manufacturing equipment. 

SIA is an association of U.S. -based semiconductor manufac- 
turers that account for ninety percent of all U.S. semiconductor 
production. SIA was formed in 1977 to address public policy 
issues impacting the industry's ability to remain internationally 
competitive. Semiconductors are the enabling technology for the 
$ 500 billion U.S. electronics industry that employs over 
2.3 million Americans. The U.S. semiconductor industry alone 
provides over 200,000 American jobs and is once again the world's 
leader in this most critical of technologies. We have regained 
our position in a highly competitive environment through strong 
commitments to research and new capital investment. The semicon- 
ductor industry is a dynamic industry using ever evolving techno- 
logy that demands large changes to manufacturing infrastructure 
on an ongoing basis. It is anticipated that, globally, the semi- 
conductor industry will invest more than $ 120 billion during the 
remainder of this decade to develop new fabrication facilities 
needed to keep pace with the rapidly changing nature of semicon- 
ductor technology. 

This rapid pace of technological change results in equipment 
that becomes obsolete, technologically and economically, soon 
after being placed into service. Nevertheless, U.S. tax rules 
depreciate semiconductor manufacturing equipment over five years, 
a period that two recent studies and normal business practice 
demonstrate is significantly longer than the equipment's true 
economic life. This inability to depreciate such property over a 
period that reflects its actual useful life places the U.S. semi- 
conductor industry at a competitive disadvantage versus foreign 
competitors who receive substantially more advantageous deprecia- 
tion. In recent years, Members of Congress of both parties, 
including Speaker Gingrich, Majority Leader Armey, Democratic 
Leader Gephardt, and many members of this Committee, recognizing 
the need to correct semiconductor manufacturing equipment's depre- 
ciable life rules, sponsored bills aligning depreciable life with 
economic reality. 

The Job Creation and Wage Enhancement Act ("the Act") aims 
to stimulate economic growth and capital investment and to accu- 
rately assess the true costs of investment in depreciable assets. 
Increasing depreciation deductions to account for inflation and, 
for certain assets, for the time value of money, will signifi- 
cantly impact investment in longer-term assets, particularly 
those with class lives accurately reflecting their economic use- 
fulness. However, the proposed system will have relatively 
little impact on short-life assets because these assets will be 
subject to a reduction in the declining balance method yet, will 
not benefit significantly from indexing. The problem is exacer- 
bated for semiconductor manufacturing equipment because its class 
life is longer than economic reality. The proposed neutral cost 
recovery system, therefore, would not sufficiently improve the 
U.S. semiconductor industry's competitive position in relation to 
its primary foreign competitor, Japan, or adequately stimulate 
the industry's level of capital investment. SIA urges Congress 
and the Administration to encourage capital investment in semi- 
conductors by changing the depreciable life of semiconductor 
manufacturing equipment from five to three years. This change 
will correct the existing system's failure to allow semiconductor 
manufacturing companies to recover the real cost of their capital 
investments . 
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BACKGROUND 

A vibrant, world-class semiconductor industry is universally 
acknowledged as vital to America's national security and economic 
growth. Semiconductors are the "crude oil" of the information 
age -- driving technological advances in computers, telecommuni- 
cations, and consumer electronics. Semiconductor technology is 
the heart of a growing $ 1 trillion world electronics industry 
that employs 2.3 million Americans. In 1994, the global semicon- 
ductor industry had sales of $ 100 billion. Semiconductors are 
essential for defense capabilities, playing an important role in 
18 of the 21 defense-critical technologies identified by the 
Department of Defense. i/ 

The semiconductor industry's pace of technological change is 
astounding. The number of transistors on a computer chip 
increased from 10 in the early 1960's to 10 million today. By 
the year 2,000, the U.S. industry hopes to place over 10 billion 
transistors on a single chip. This chip could store the equiva- 
lent of a 20-volume encyclopedia, or provide all of the computing 
power of one of today's leading-edge supercomputers. 

This technology was invented in the United States. However, 
the U.S. industry's position as world leader steadily eroded 
during the 1980's. From 1982 to 1990, the U.S. industry's world 
market share declined from 56.7 percent to 39.8 percent, while 
Japan's share rose from 32.5 percent to 47.1 percent. Although, 
in 1993, the United States passed the Japanese in world market 
share, this position is tenuous with new investment needed to 
maintain and improve this mark. The earlier decline in market 
share occurred for a number of reasons: 

• The U.S. industry has been injured by competing nation's 
unfair trading practices, including illegal "dumping" of 
their products in the U.S. market and denial of foreign 
market access. For example, Japanese dumping of DRAMs in 
the mid-1980's forced six of the eight U.S. DRAM manufac- 
turers out of the market. 

• Other governments made their semiconductor industries a 
national priority, "targeting" the industry by funding R&D 
consortia, extending low-interest loans, a.nd providing 
favorable tax depreciation treatment and other tax 
incentives. Our primary competitor, Japan, for example, 
allows first year depreciation of up to 88 percent of 
semiconductor equipment's original acquisition cost to be 
written off in the first year compared to only 20 percent 
allowed for U.S. firms. 2/ 

• The U.S. lost many industries which use semiconductors, such 
as the consumer electronics industry. 

• Between 1984 and 1989, Japanese firms invested $ 12 billion 
more in plant and equipment and R&D than U.S. firms. 


U.S. and Japanese capital spending rates are particularly 
important, since there is a high correlation between investment 
and market share. The difference in depreciation rates between 


1/ See Department of Defense, Critical Technologies Plan, 
(Washington, D.C.: May 1991); and National Critical Technologies 
Panel, Report of the National Critical Technologies Panel, 
(Washington, D.C.: March 1991). 

2/ Technecon Analytical Research, Inc., Analysis of the Relative 
Economic Benefits of Tax Depreciation Policies for Semiconductor 
Equipment and Facilities in the United States and Japan, 1991., 
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the United States and Japan negatively impacts U.S. capital spend 
ing and consequently lowers U.S. market share and competitive- 
ness . 


In 1992, The National Advisory Committee on Semiconductors 
(NAGS) , a government -industry panel established by Congress to 
develop a national semiconductor strategy, found that shortening 
semiconductor manufacturing equipment's depreciable life to three 
years would have the most significant impact on the industry's 
capital expenditure level by increasing semiconductor industry 
capital investment by 11 percent. 

SIA strongly supports NACS's conclusions and recommenda- 
tions. While the Act's other changes in tax policy would enhance 
U.S. capital formation, the NACS study and SIA's analysis of the 
current proposals indicate that a reduction in semiconductor 
manufacturing equipment's depreciable life would have a greater 
impact on increasing semiconductor industry capital investment. 


THE SEMICONDUCTOR INDUSTRY NEEDS A DEPRECIATION PERIOD 
THAT ACCURATELY REFLECTS THE ECONOMIC LIFE OF ITS 
MANUFACTURING EQUIPMENT 

The case for an adjustment in the depreciable life of semi- 
conductor manufacturing is clear and compelling. 

1. The technological life of semiconductor manufacturing 
equipment is shorter than the current law's five year classifi- 
cation. The semiconductor industry's rapid pace of technological 
change results in equipment that becomes obsolete, technologi- 
cally and economically, soon after it is placed into service. In 
fact, in the first year of use alone, a substantial amount of the 
true economic life of this equipment is consumed. Two recent 
economic studies by American Appraisal Associates, and Lane, 
Westly Inc. show that the economic life of semiconductor manufac- 
turing equipment is 3.75 and 3.27 years respectively. Because 
the current law's tax depreciation rules classify property with 
an economic life of less than four years as "three year 
property, " semiconductor manufacturing equipment should be 
classified as three year property. 1/ 

Historical trends indicate that every three years a new 
generation of semiconductors is released. These chips, on 
average, increase four times in performance and capacity over the 
previous generation. The introduction every three years of new 
generations of semiconductors results in rapid obsolescence 
because more advanced manufacturing equipment is required for 
volume production of state-of-the-art integrated circuits. This 
fact clearly indicates that a change in depreciation is necessary 
if the United States intends to maintain a world-class semicon- 
ductor industry. 


2. Faster depreciation is necessary to offset the tax advan 
tages enjoyed by foreign competition. Japanese firms enjoy a 
wide range of tax incentives for investment in semiconductor manu 
facturing and equipment. Japan provides for substantially more 
generous depreciation of semiconductor manufacturing equipment, 
allowing firms to accelerate depreciation if equipment is 
operated more than eight hours per day -- a significant advantage 


1/ American Appraisal Associates, Depreciation Rates Report for 
Semiconductor Manufacturing Equipment, January, 1992. Lane, Westly 
Inc. , Estimating The Proper Depreciation Lifetime for Semiconductor 
Manufacturing Equipment, January, 1995, Under current law, assets 
with useful lives less than four years are treated as "three year 
property" and depreciated accordingly. This result will not change 
under the neutral cost recovery proposal. 
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given that most wafer fabrication facilities operate twenty- four 
hours per day. Additional accelerated depreciation is provided 
to companies that locate in certain geographical areas. As a 
result of these incentives, Japanese companies can write off up 
to 88 percent of their investment in new equipment in the first 
year, whereas U.S. companies can write off only 20 percent. The 
neutral cost recovery proposal fails to address this unfair 
advantage held by foreign competitors. Ironically, under the 
neutral cost recovery proposal, first year depreciation of semi- 
conductor equipment will actually be reduced by 25 percent, so 
that only 15 percent of the asset can be written off in the first 
year . 


3. Faster depreciation Is needed to continue to strengthen 
the global position of U.S. semiconductor equipment manufac- 
turers. The U.S. semiconductor equipment industry's market share 
eroded rapidly in the 1980's- In 1980, all ten of the leading 
semiconductor equipment manufacturers were U.S. companies. By 
1989, four of the top five producers were Japanese. U.S. firms 
have regained their position in a highly competitive environment 
by undertaking a strong commitment to new capital investment. 
Continued investment on a large scale basis, however, is needed 
if the domestic industry is to maintain its position. Faster 
depreciation would increase U.S. capital spending, which would 
stimulate demand for semiconductor manufacturing equipment and 
strengthen the U.S. semiconductor manufacturing industry. 

4. Allowing firms to accurately recover capital Investment 
costs Is critical in Industries characterized by rising capital 
costs and product prices that fall rapidly after Introduction. 

In 1992, the U.S. semiconductor industry devoted 14 percent of 
sales per year to capital spending and another 12 percent of 
sales to R&D. The cost of a new fabrication facility is cur- 
rently more than $ 1 billion, and is rapidly approaching $ 2 bil- 
lion. While prices for manufacturing facilities continue to 
rise, prices for semiconductor products drop sharply soon after 
they are introduced. From 1978 to 1989, the price per bit for 
DRAMs decreased at a compound annual rate of 26 percent. 4./ 

This means that the window in which firms can hope to recover 
their investments is extremely small. 

5. The Information highway is paved with semiconductors. 
Semiconductors are at the core of all aspects of the information 
highway -- the computers, televisions, and phones as well as the 
satellites and switching systems connecting them. Supporting 
these pervasive electronics products is expected to help double 
worldwide semiconductor industry sales between now and the end of 
the century -- from $ 100 billion in 1994 to $ 200 billion in the 
year 2,000. To support a doubling of sales will require a 
doubling of plant and equipment. To double the worldwide 
industry's net fixed assets will require cumulative investments 
of about $ 120 billion in the remainder of this decade. U.S. tax 
depreciation rules will be one factor determining whether firms 
will build new plants in the U.S. or overseas. 

Each billion dollar semiconductor fabrication facility 
requires 1,900 people to construct the building and about 
2,000 people to make the manufacturing equipment in the building. 
Once operating, the facility supports 750 to 1,000 manufacturing 
jobs. The 214,000 U.S. semiconductor jobs and 38,500 semiconduc- 
tor manufacturing equipment jobs are the base supporting the 
2.3 million Americans employed by the U.S. electronics industry 
-- more than the U.S. automotive, steel and aerospace industries 
combined. U.S. tax depreciation rules that reflect the short 
economic life of semiconductor manufacturing equipment will help 


4 / From 1978 to 1989, the price per bit for DRAMs decreased by a 
factor of 37.8 -- from 48.39 millicents per bit to 1.28 millicents 
per bit . 
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insure that the 214,000 U.S. semiconductor employees have the 
tools they need to do their part in building the information 
highway. 

6. The Job Creation and Wage Enhancement Act does not 
address the needs of high-technology industries. The neutral 
cost recovery proposal correctly attempts to remove inaccuracies 
in the existing system which limit companies' ability to recover 
the true cost of their capital investments. The proposal's index- 
ing for inflation and a standard discount rate allow companies to 
recover the cost of inflation and the time value of money. 

In spite of its intention to stimulate economic growth the 
proposal will not sufficiently improve the U.S. semiconductor 
industry's general competitive position or capital investment 
level. Although the proposal provides incentives for investing 
in assets with long lives, relatively short-lived assets, such as 
semiconductor manufacturing equipment, receive little economic 
benefit as the advantage of indexing over only a few years is 
offset by the loss of the 200 percent declining balance methodo- 
logy. Industry analysis demonstrates that firms with long-lived 
assets will receive a substantially greater increase in their 
ability to recover cost than firms with short-lived assets. 

Under NCRS, the present value of the benefit of depreciation 
deductions for an investment in a twenty-year asset (discounted 
at 7 percent) will increase 24.3 percent, while increasing 6 per- 
cent for a similar investment in a three-year asset. Under the 
proposal, semiconductor manufacturers will remain unable to 
recover the real cost of their capital investment. The proposal 
therefore fails to achieve its goals of stimulating capital 
investment and economic growth in the semiconductor industry. 


CONCLUSION 

The United States must adopt capital formation policies 
which reflect the economic realities of the semiconductor indus- 
try and international competition. Adjusting the depreciable 
life from five to three years will more accurately reflect the 
rapid pace of technological change in the semiconductor industry. 
The resulting increase in capital investment will bolster the 
semiconductor industry and the semiconductor manufacturing equip- 
ment industry, thereby strengthening U.S. electronics firms. 

Such a change will reduce the gap between U.S. and Japanese capi- 
tal spending in semiconductors, which is attributable to the wide 
range of incentives that the Japanese government extends to their 
industry. If the United States fails to correct the existing 
inaccuracy in capital investment cost recovery, the U.S. semicon- 
ductor industry will have great difficulty in making the large 
capital expenditures needed to stay at the forefront of technolo- 
gical innovation. 

Microelectronics technology has had an enormous and perva- 
sive impact on our quality of life and on the productivity of new 
and existing industries. There is every reason to believe that 
the pace of technological change will continue to accelerate. If 
America is not to be left behind, we must act now to ensure that 
the U.S. semiconductor industry is able to meet its future, 
large-scale capital investment needs. Congress and the Adminis- 
tration have expressed a true commitment to promoting U.S. high- 
technology industries. It is now time for Congress to act on 
that commitment by correcting the inaccuracies in the existing 
cost recovery system. 



600 


Mr. McCrery. Thank you, Mr. Ross. 

Mr, Rumfelt. 

STATEMENT OF THOMAS B. RUMFELT, FOUNDER, OWNER 

AND CHIEF EXECUTIVE OFFICER, RISK & INSURANCE 

BROKERAGE CORP., LAKE WALES, FLA.; AND NATIONAL 

CHAIRMAN, NATIONAL BUSINESS OWNERS ASSOCIATION 

Mr. Rumfelt. Thank you, Mr. Chairman. 

Mr. Chairman and members of the committee, my name is 
Thomas B. Rumfelt, and I am founder, owner and CEO of Risk & 
Insurance Brokerage Corp., a small business headquartered in 
Lake Wales, Fla. R&IB is a full-lines property and casualty insur- 
ance agency. I am appearing at the request of the National Busi- 
ness Owners Association and currently serve as its national chair- 
man. 

Thank you, Mr. Chairman, for holding this hearing to find new 
ways to help America’s small businessmen and -women, nearly 22 
million strong, that are the driving force of our economy today. Al- 
though they represent slightly more than 10 percent of our popu- 
lation, it is small businessowners who are creating businesses, pro- 
viding new jobs, and keeping local communities and big cities pros- 
perous. They are our best hope for a future — a future of growth and 
opportunity for everyone. 

What is it about small businessowners that sets them apart, that 
makes them so successful? 

The fact that truly distinguishes them is their firm belief in the 
future. It is their optimism about the future and the opportunities 
it holds that prompts them to invest. They know that investment 
today will bring rewards tomorrow. 

Too often, small businesses experience difficulties in getting 
ahead. Banks are often reluctant or unwilling to loan money. And 
government does not always extend a helping hand. Its policies are 
one of the greatest obstacles small businessowners face. In fact, t£ix 
policies are a disincentive for savings and investment — the sources 
of capital entrepreneurs need to start and expand companies. For 
example, the current tax treatment of capital gains hurts invest- 
ments as well as small businessowners who spur growth and the 
many millions who benefit from it. 

That is why it is important that this committee do something 
about the tax policies that inhibit growth. These policies punish 
both those who are willing to save and invest and those who help 
create businesses and the jobs and growth that our Nation needs. 
As any successful small businessowner will tell you, it is invest- 
ment that drives business growth and productivity. 

In 1989, I started my own company, R&IB. When we opened our 
doors, we had two employees — I was one — and we rented a small 
executive suite. I made a commitment to invest my personal sav- 
ings from the beginning. I searched for the best talent, and I in- 
vested in training and technology to help our employees be their 
best. I invested in anything that would give our team an advan- 
tage, and it paid off. Five years later, I am pleased to say that my 
company has grown to 110 employees in our own commercial space. 
We now have several offices and our growth continues. 
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One secret of this success is a commitment to continued invest- 
ment. Our future growth will continue to come from investment. 
Without it, I cannot envision our company remaining as successful 
and as profitable as it has been the years since its creation. 

I know small businessowners can do more with a dollar than 
most other businesses because they have to. It is time that Con- 
gress remove the obstacles to investment in small business that 
pays for itself many times over. The cost recovery provisions are a 
good start to help small businessowners recoup more of the dollars 
they invest in plant, equipment, and technology. As a small 
businessowner, I endorse this proposal. 

I can see how this provision will help promote business invest- 
ment, improve productivity, which will also mean higher wages for 
employees. It is wron^ to suggest that investment helps only the 
individual who makes it. Whenever my company invests in comput- 
ers, in a building, or any other asset, many benefit from that in- 
vestment. 

I am pleased to see a proposed increase in spending of $7,500 
that will bring the writeoff total to $25,000. This is an important 
change and one that will encourage investment. All of these propos- 
als, if enacted, will result in jobs for Americans and products for 
the world. Incentives that encourage savings and investment are 
the very ones that promote economic growth. 

I appreciate this opportunity to offer my views on the important 
tax and investment incentives contained in the Job Creation and 
Wage Enhancement Act. 

Thank you. 

[The prepared statement follows:] 
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TESTIMONY OF THOMAS B. RUMFELT 
NATIONAL BUSINESS OWNERS ASSOCIATION, INC. 

Mr. Chairman, Mr. Gibbons, and Members of the Committee, my name is Thomas B. 
Rumfelt, and I am the founder, owner, and chief executive officer of Risk' and Insurance 
Brokerage Corporation, a small business headquartered in Lake Wales, Florida. R&EB is a 
full-lines property and casualty insurance agency with operations in several states. I am 
accompanied by Mr. J. Drew Hian, Executive Vice President and Director of Government 
Affairs of the National Business Owners Association. 

I appreciate very much the opportunity to appear before this Committee to offer a 
small business owner’s perspective on specific tax and investment provisions contained in the 
Job Creation and Wage Enhancement Act. 

Thank you, Mr. Chairman, for holding this hearing to find new ways to help 
America’s small business men and women — nearly 22 million strong - who are the driving 
force in our nation’s economy today. Although they represent slightly more than 10 percent 
of our population, it is entrepreneurs who are creating the businesses, providing the new jobs, 
and keeping local communities and big cities alive and prosperous. They are our best hope 
for a better future - a future full of growth and opportunity for everyone. 

If one thing is certain, it is that small business - and small business owners - have to 
be one of the most-studied subjects in all history. It seems that everyone wants to know the 
secret of their success. Many have pointed to their ability to endure and wait out hard times. 
Some have focused on their capacity for developing ideas and bringing new products to the 
marketplace. Others have sought to explain their success by noting their remarkable 
determination and tenacity. Still others have said that the secret to their success lies in their 
hard work, in their self-confidence, and in their strong faith. 1 think there is a little bit of 
truth in all these explanations. But many Americans share the traits and talents that make 
small business owners successful. Having good ideas is not unique to small business owners 
alone and neither is the ability to work hard. Other Americans have good ideas and work 
hard as well. 

What is it about small business owners that sets them apan, that makes them mote 
successful in many cases than other business owners? The detractors of small business and 
those who deride their contributions and achievements over the years would say the success 
of small business is more luck than hard work, mote luck than talent - mote luck than 
anything else. But I believe it is all the things 1 have mentioned. The one single factor that 
comes to my mind that truly distinguishes small business owners and makes them successful 
is their firm belief in the future. It is their buoyant optimism. 

It is this optimism about the future and the opportunities it holds that prompts small 
business owners to invest for the future. This is why they invest in new ideas and businesses. 
They know that investment today will bring rewards tomorrow. And they are not the only 
ones who benefit from investment - those around them benefit as well and often in equal 
measure. 
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Small business owners understand the value of investment and its potential and power 
to create business, jobs, higher wages, and economic growth. For them, it is easy to see how 
an idea fueled by investment can create unlimited opportunities. They are smart about the 
investment decisions they make, even though not all of their investments pan out they way 
they would like, but they know that investment brings rewards and they are willing to risk 
now to reap rewards later. Small business owners, like farmers, understand the law of the 
harvest -- we reap what we sow. Farmers would never dare not to sow the seeds of the crops 
they hope to harvest next fall. Likewise, small business owners know that an investment 
today, if it is a good one, will pay off tomorrow. 

Over the years, small business owners have, more times than not, had to help 
themselves to get ahead. Banks have often been reluctant or unwilling to loan them money, 
refusing to bet on a promising idea and a practical dreamer. This has deterred some from 
pursuing their dreams, but it has not deterred the test -- the bold risk-takers - who have bet 
everything on themselves and their dreams and their ability to achieve them. It is 
government, more times than not, that has not extended a helping hand to small business 
owners as they have sought to invest in new companies to create jobs and growth for 
themselves and their communities. Government poUcies, including tax policies, have been 
one of the greatest obstacles in the path of small business owners. In fact, tax policies have 
acted as a disincentive for savings and investment -- the sources of capital entrepreneurs need 
to start and expand companies. For example, the current tax treatment of capital gains has 
hurt investment as well as the small business owners who spur growth and the many millions 
who benefit from it 

That is why it is important that this Committee do something about the tax policies 
that have inhibited growth. These policies have punished both those who are willing to save 
and invest and those who help create businesses and the jobs and growth our nation needs. 

Like many small business ownen, ambition, determination, and hard work have 
carried me far. I have been helped by my own faith and the blessings that come from it. 

And, I might add, I have had my share of good luck and fortune along the way. But as any 
sman small business owner will tell you, it is investment that drives business growth and 
productivity. In 1989, I staned my company - R&IB -- a full-lines insurance brokerage 
company. When we opened our doors in July we had five employees and rented a small 
executive suite. Since money was tight 1 had to finance my company's operations from its 
cash flow. This same cash flow also provided the investment funds we needed to grow. 

1 made a commitment to invest from the beginning. Then I searched for the best 
talent 1 could find, and I invested in the technology that our employees needed to work faster, 
smarter and better than our competitors. Soon 1 moved our company from rented rooms into 
newly acquired space so that we would have room to expand and provide quality service to 
our customers. I increased training for employees to keep giving them the skills they needed 
to succeed in their jobs. In fact, I invested in anything that would give us an advantage. 
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Some five years later, I am pleased to say my company has grown from five 
employees in rented space to more than 1 10 employees in our own commercial space. We 
now have several offices, and our growth condnues. 

What has been the secret of this success? Well, to agree with several cridcs, I would 
admit that luck has played a role. But more than that so has hard work, determinadon, 
tenacity, customer service, and many other factors. The decisive factor that has helped to fuel 
our growth has been a continuing commitment to investment. Our future growth will also 
condnue to depend on and come from investment. Without it, I cannot envision that our 
company will long remain as successful and as profitable as it has been in the years since its 
Creadon. 

Many other small business owners could recount similar success stories. They have 
been fortunate enough to finance their own growth through cash flow or from the generosity 
of friends and family, through personal savings, or from bank loans. But many others have 
been unable to attract the investment they need. Others have been taxed with such a heavy 
hand that it has diminished the return on investment. I believe small business owners can do 
more with a dollar than most other businesses can do with three. Isn't it dme that Congress 
begin to remove the impediments to savings and investment and the obstacles to investment 
in small businesses that pay for themselves many dmes over? 

I believe that the neutral cost recovery provisions are a good start to help small 
business owners recover more of the dollars that they invest in plants, equipment, and 
technology. These investments help build strong and prosperous companies that employ local 
residents. Because infladon is not taken into considerarion and is not figured as part of the 
write-offs, small business owners are unable to recover the real value of their investments. 
Inflation always chips away at this value. Another problem is that the write-off does not take 
into account the time value of money. This also reduces the present value of an investment. 
As a small business owner, I endorse the neutral cost recovery proposal because I believe that 
there is a fundamental issue of fairness at stake here. I believe these provisions will help to 
correct an inequity in the current tax treatment of write-offs as they relate to recovery of the 
full value of investments in depreciable assets. 

From my perspective as a small business owner, I can see how this new recovery 
provision will help spur additional business investment and could lead to new advances and 
improvements in productivity. This will also mean higher wages for employees. It is wrong 
to suggest that an investment helps only the individual who makes it. In my years of 
experience, whenever my company invested in computer equipment, in a building or in any 
other asset, many benefited from that investment. I believe these recovery provisions will 
indeed spur economic growth, and new Job creation through increased investment. 

Over the years, many small business owners have taken advantage of the expensing 
write-off. This has been a benefit to many small business owners. But in many cases, the 
write-off has not been as helpful as many intended it to be. lam pleased to see that the 
Committee has proposed that this expensing provision be increased $7,500, up to $25,000, on 
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the first $200, CXX) in investment. This is an imponant change and, one that, I believe, will 
help promote investment at the local level and increase economic growth and job creation. 

By passing the proposals we have discussed today, this Committee can help small 
business owners to start and expand companies. Their efforts will result in Jobs for 
Americans and products for the world. The incentives that will encourage savings and 
investment are the very ones that will promote economic growth. 

Tm a simple businessman, but I take pride in the fact that I employ a lot of people 
and many families depend on a business I started from scratch. I’ve met thousands of small 
business owners across this great country who have also created this American dream, and 
thousands who want this same opponunity for themselves. 

Won’t you help them by helping to create this opponunity? I know they will help 
others and eventually help support this great country. Won’t you give them increased 
incentives and breaks that I could have used and know that they can? Small business owners 
are optimistic about the future, and if we can help them invest in their dreams, we will all 
benefit. 


With 700,000 new businesses started each year in this country there are men and 
women in every state brimming with new ideas and energy to make new companies work. 1 
saw a film last year that touched my heart, and obviously millions of others. It was Forest 
Gump, and even though he was possibly not as bright as everyone else around him, with hard 
work and diligence, and yes, some lucky breaks, maybe even breaks created by Providence, 
he created a business that helped support many families. Yes, it is a film fantasy, but it is a 
fantasy that comes true every day in this country. It is the American dream of starting and 
owning a business, and I think that is one of the reasons that this film touched so many 
hearts. 1 ask you to help keep this American dream going. 

1 appreciate this opportunity to offer my views on the important tax and investment 
incentives contained in the Job Creation and Wage Enhancement Act. 
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Mr. McCrery. Thank you, Mr. Rumfelt. 

I thank all of you gentlemen for your excellent testimony and 
bearing with us throu^ a long day of hearings. 

Mr. Hancock, would you like to inquire? 

Mr. Hancock. Thank you, Mr. Chairman. 

Mr. Chambers, I was not here for your testimony, but I am spe- 
cifically interested in the rent-to-purchase industry. That primarily 
is small business individuals. Is there a national company, a large 
organization engaged in that business? Is there a franchise oper- 
ation? Have they started franchising this type of business? 

Mr. Chambers. Yes, Congressman. The industry itself is com- 
prised primarily of mom and pops, what we classify as owner- 
operators. About 80 percent of the businesses are that way of the 
7,500 stores that we have. There is one larger group that operates. 
It is commonly called Rent-a-Center, and that is probably the larg- 
est group that we have. 

Mr. Hancock. You don’t happen to know how many stores they 
operate? 

Mr. Chambers. Not off the top of my head. I would assume it 
is somewhere in the thousand-store range. 

Mr. Hancock. I understand that there has been a little bit of a 
problem showing up all of a sudden about whether a rent-to-own 
is actually a lease-purchase, or whether it is a sale. And Internal 
Revenue, as I understand, in some instances, has decided that 
when you sign a lease, that that is a sale and that the entire value 
of that lease is income and that you should pay income taxes on 
it. 

Mr. Chambers. Yes, sir, that is correct. We feel it is a lease pri- 
marily because it has a terminability clause and no obligation on 
the part of the customer. The Service, for example, has decided 
that if a piece of merchandise is rented, let’s say, on December 25, 
and the tax year ends on December 31, and the customer makes 
a $15 payment, what they want us to do is accrue all the future 
income associated with that agreement back into the current tax 
period and tax it accordingly. "That puts a tremendous burden, tax 
burden on the taxpayers, one of which most of the companies in- 
volved in our industry would not be able to fund and survive. 

Mr. Hancock. OK. Let me understand this. I want to be sure 
this gets in the record. You sign, let’s say, a 5-year contract on 
merchandise, and let’s say, it is $50 a month, which would be a 
total of $3,000 that they will pay you over a 5-year period in rent- 
als if, in fact, they pay the full 5 years. 

You sign the contract for a Christmas present, and on December 
24, let’s say in 1994 you signed this, you would be required to de- 
clare in that year the full $3,000 as income, even though all you 
had been paid is $50? 

Mr. Chambers. Yes, sir, that is correct. And taxed upon that 
amount. 

Mr. Hancock. Now, 6 months from now there is no overhead ex- 
pense or anything else. That would be pure profit, except finance 
charge. 

Mr. Chambers. They allow us to deduct the cost of the merchan- 
dise — which is minimal. 
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Mr. Hancock. If they want to handle it that way, could they 
carry it one step further and deduct the cost of the merchandise 
from the profit rather than make you capitalize it? 

Mr. Chambers. That is correct. 

Mr. Hancock. Are they doing the entire rental business that 
way now or are they just doing it in specific cases? 

Mr. Chambers. Well, Congressman, over the last 2 or 3 years, 
there has been a heightened audit activity upon our particular 
business. And most of the audit activity, I would say probably 
somewhere in the range of 80 to 90 percent of the audit activity, 
deals with the issue that you are speaking of. And as they audit 
the dealers throughout the country, they are, in fact, making them 
or asking them, to recognize all future revenues back into the cur- 
rent period and tax it accordingly. And in a lot of cases, they are 
assessing penalties and interest because they feel as though the 
taxes were not paid appropriately the first time. 

Mr. Hancock. That is going to put some of those operations out 
of business. 

Mr. Chambers. I would venture to say someone like myself it 
would definitely put out of business. I am a small businessman 
within the industry, and I would say it would put probably 80 to 
90 percent of the small businessmen in the industry out of business 
because banks will loan us money to buy merchandise to create 
revenues but they will not loan us money to pay taxes on income 
not yet received. 

Mr. Hancock. We know what happened to the banking industry 
when they started having to book high-income loans that defaulted. 
We know what happened to that industry a few years ago. Well, 
thank you very much. I would like to talk with you further or to 
your organization or whoever is representing you, about how we 
can work something out in the regulations to at least be fair on the 
basis of a cash business. You haven’t received the money, therefore, 
you have not made the profit. You have a paper profit and that is 
all. 

Mr. Chambers. That is it, yes, sir. The future money that we 
would hope to receive is still out there. We have that one payment 
that you spoke about. 

Mr. Hancock. And I understand according: to history, you are 
going to have 10 percent of those customers just vanish with the 
merchandise. 

Mr. Chambers. That is correct. Over a period of, roughly, 12 
months, somewhere in the neighborhood of 10 percent of the mer- 
chandise will be lost, stolen, poorly used and abused, and come 
back in an unrentable situation. 

Mr. Hancock. And under these laws, you would have paid in- 
come tax on it, even though you cannot find those people. 

Mr. McCrery. Thank you, Mr. Hancock. 

I think you made the point. And there are several of us here who 
would like to help you get that straightened out. 

Ms. Dunn. 

Ms. Dunn. Thank you. 

Mr. Chambers, I would like to ask you another question. How 
would your industry, the rental-purchase industry be affected if we 
were to adopt in H.R. 9, the neutral cost recovery provisions that 
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we are talking about, without adopting the cost recovery rules for 
the rental-purchase business? 

Mr. Chambers. Congresswoman Dunn, the H.R. 9, the adoption 
of H.R. 9 would not exactly help us in terms of as it relates to 
NCRS. We are looking at H.R. 9 being a place where if we are 
going to talk about depreciation law and the equitable administra- 
tion of the depreciation laws, particularly for our industry, this is 
the place that we need to talk about them. 

As a layman and a businessman, I am not an attorney or CPA, 
I am only a businessman, the only place I have, in my experience 
with the IRS and with the courts out there, the only place left for 
me to come, is to a forum as this is say, as a small businessman, 
I need help. I don’t know where else to go to get the help. 

Ms. Dunn. As a lajmian to a businessman, the reverse probably, 
why do customers choose to engage in a rental-purchase trans- 
action, rather than a retail sales transaction? 

Mr. Chambers. Really for three simple reasons: For the conven- 
ience of it. If they come into our locations, they can generally have 
the merchandise the same day. 

Second, most of our customers come to us because they don’t 
want to have a continuing obligation placed upon them. 

And third, customers come to us because we don’t do credit 
checks and we don’t extend credit. A lot of these customers come 
to us because for some reason or another we are not the judge of 
that. They may be uncreditworthy and they can’t go to a retail op- 
eration and get the proper financing in order to get the goods. 

Ms. Dunn. Thank you. 

Thank you, Mr. Chairman. 

Mr. McCrery. Thank you, Ms. Dunn. 

Mr. Collins. 

Mr. Collins. Thank you, Mr. Chairman. 

Mr. Callahan, can you explain how the alternative minimum tax 
system works against the normal business cycle or why is the alter- 
native minimum tax particularly troublesome during recessionary 
times? 

Mr. Callahan. I heard the first part, you may have to restate 
the second part. If you look at the mechanics of the AMT over the 
business cycle and you look at the add-backs that lead you into 
AMT and the tax itself when you are in the low end of the ousiness 
cycle and profits are down, the add-backs that lead you to the cal- 
culation of paying an AMT don’t change and go down with your 
profitability. So you can find yourself in the bottom of the business 
cycle, paying almost the same AMT because of the add-backs and 
preference items that get you to that calculation. And, therefore, 
you are not stimulated in the bottom of the cycle to invest your 
way out. It is a bit of a trap on the bottom. 

Mr. Collins. The situation would be even worse in recessionary 
times. 

Mr. Callahan. Yes, and I am speaking of recession 

Mr. Collins. Your cash flow goes down, but your tax liability 
stays level. 

Mr. Callahan. Yes, sir. 

Mr. Collins. What are the advantages of simply conforming the 
alternative minimum tax depreciation system to the current system 
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used for regular taxpayers rather than conforming the system to 
the proposed neutral cost recovery system? 

Mr. Callahan. Well, probably the biggest of those is to put us 
all on the same basis. If you look in the industries we compete in, 
we can find ourselves against a competitor in the same industry, 
where they would be a regular taxpayer with the 5-year deprecia- 
tion and we would be an AMT taxpayer with almost twice the 
length of that recovery period, 9, 9V2 years, within the same indus- 
try by two corporations. You can have two recovery periods of A 
versus B competing in the same industry. 

So, the biggest single reason to put the two together is to have 
a level playingfield in the same industry; and second, it would 
make it simpler in terms of running two separate depreciation sys- 
tems, the regular and the AMT system, both from a corporate point 
of view — ^figure it out, what to pay, and also from the IRS point of 
view. Recent studies have been pretty clear in their comments and 
with their documentation of the cost of collection under such a com- 
plex system. Both of those depreciation systems just add to the 
complexity of the whole tax system; but the biggest reason is to put 
all t^payers on the same tax basis. 

Mr. Collins. Thank you, sir. 

Mr. Rumfelt, some have expressed that the neutral cost recovery 
system would really cause some complexity to the depreciation 
schedules. Is the neutral cost recovery system really worth it? Is 
it too complex? 

Mr. Rumfelt. I think for the benefit of small business, that right 
now it is the opportunity that is on the table. And it is something 
or other that is being proposed, and certainly has advantage for 
most small businessowners, to some degree. 

And, of course, there is some criticism with regards to the meth- 
od of which this is calculated as being complicated and cum- 
bersome, but I also have to rely on the wisdom of our congressional 
representation to simplify this so that small business can under- 
stand it and CPAs can deal with the issue. 

I am not certain that is enough clarification, but I think the 
issue at hand is certainly a starting point. I think it is something 
that we can build upon and it is certainly going to have a positive 
impact on the 22 million small businessowners throughout Amer- 
ica. 

Mr. Collins. Well, as you say, it is a starting point. 

We have had a lot of testimony today dealing with alternative 
minimum tax, and I am very pleased to hear some colleagues from 
the other side of the aisle speak very favorably about making some 
changes to alternative minimum tax, which I think would be very 
beneficial to the business world and also to jobs. 

I thank each of you for being here. 

Mr. McCrery. Mr. Christensen. 

Mr. Christensen. Thank you. 

Mr. Ross, in your testimony you touched on the fast-changing 
semiconductor world and how quickly things become obsolete. Can 
you describe for the committee the decline in value of the semi- 
conductor, how quickly it is changing, and how would this neutral 
cost recovery system affect your association? 
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Mr. Ross. I hear several questions in that question, but I think 
there are two very important responses. The semiconductor indus- 
try is, as has been stated, a very fast-moving industry. And the ex- 
ample that I like to use — one that is common knowledge to most 
of us — is the microprocessor. In the past 5 years, we have all be- 
come accustomed to the term 286, and 386 and 486, and now the 
Pentium. These products have all arisen, and except for the 
Pentium and the 486, have died within a 3- or 4-year period. 

We have seen product cycles where 10 years ago a 286 was in 
production for 4 years. The Pentium will be in volume production 
for less than 2 years. The cycle is shrinking. 

Now, these products are infinitely more complex today than they 
were 5 or 10 years ago. The functionality on the integrated circuit 
has increased by order of magnitude factors of 10 every 2 or 3 
years, and as a result, the equipment required to produce them has 
had to keep pace with this increase in functionality. 

Now semiconductor products typically come into the market sell- 
ing for a fairly high price. However, competitive pressures force the 
reduction in the average selling price, the ASP, as we refer to it 
in our industry, by 10 or 15 percent per year. That is sort of bad 
news, but the good news is that the American semiconductor com- 
munity has learned how to reduce cost at a faster rate than the 
ASP deteriorates every year. 

The neutral cost recovery system impact is on the 
semiconducting manufacturing equipment, the effect of which is 
twofold: First, it has the effect of eliminating the double-declining 
balance depreciation method. And if enacted may have the actual 
result of reducing the current level of 20 percent per year deprecia- 
tion to 15 percent. So we are going in the wrong direction here in 
terms of the global competitive reality that we face. 

We are competing with companies who in some cases are depre- 
ciating equipment over a 1 to IV 2 year period. 

Mr. Christensen. When Speaker Gingrich and Majority Leader 
Armey introduced the bill in the previous years, I was not around 
here. I am new to Congp^-ess and to this committee. How did that 
do on vote totals? Do you know? 

Mr. Ross. I personally do not know. Counsel advises me that it 
has never been formally considered for a vote. 

Mr. Christensen. It was locked up in committee, maybe? And do 
you know what committee that was in? 

Mr. Ross. Ways and Means. 

Mr. Christensen. Ways and Means? Amazing. I wonder if there 
is anything we can do to get it out. 

We thanx you for your testimony. 

Mr. Ross. The questions were excellent. 

Thank you for the opportunity to address them. 

Mr. McCrery. Mr. Cojme — ^this is the last — thank you. 

Mr. Chambers, one quick question. With respect to the item that 
Mr. Hancock was asking you about with respect to the interpreta- 
tion by IRS that the lease agreement really amounts to a sale and 
you have to pay taxes on the full amount of the object that you are 
leasing. Has that always been the case? 

Mr. Chambers. No, that has not always been the case. That has 
surfaced since 1986 when they changed the Tax Code and did away 
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with the installment sales accounting provision. It has surfaced 
more readily in the last 3 to 4 years, however. It has become the 
number one topic, the audits, as they do the audits on the industry. 

Mr. McCrery. So this is a problem that is just now coming to 
the fore. 

Mr. Chambers. A fairly new problem and a very significant prob- 
lem. 

Mr. McCrery. Thank you all gentlemen for your excellent testi- 
mony. We appreciate very much your being with us today. 

n^ereupon, at 4:37 p.m., the hearing was adjourned, to recon- 
vene at 10 a.m., Tuesday, January 31, 1995.] 




SAVINGS AND INVESTMENT 


TUESDAY, JANUARY 31, 1995 

House of Representatives, 

Committee on Ways and Means, 

Washington, D.C. 

The committee met, pursuant to call, at 10 a.m., in room 1100, 
Longworth House Office Building, Hon. Bill Archer (chairman of 
the committee) presiding. 

Chairman Archer. If we could ask our guests to take seats. To- 
day’s hearing will consider the portion of the Contract With Amer- 
ica concerning the American dream savings account. We all realize 
that in the last several years, our savings rate in the United States 
has been entirely too low. The low savings rate adversely affects 
our standard of living, as well as business’ ability to compete in the 
global marketplace. 

The Contract With America has several tax incentives intended 
to stimulate savings, investment and growth. One of those incen- 
tives is the American dream savings account. It is unique and inno- 
vative in the way that it uses the current IRA provisions. It ap- 
peals to a broad range of taxpayers by granting preferential treat- 
ment for distributions that are used for such desirable purposes as 
educating one’s family, purchasing a first home, or meeting emer- 
gency medical needs. 

By granting tax benefits to distributions that are for worthy pur- 
poses, it encourages a broad spectrum of taxpayers to use the 
dream savings account. The American dream savings account also 
encourages owners of existing IRAs to transfer their current IRA 
account balances to the American dream savings account by grant- 
ing these transfers special tax treatment. 

One criticism has been that the dream savings account is back- 
ended; that is, the tax benefit is delayed until the funds are with- 
drawn. In contrast, the current IRA, which would continue to be 
available, is called frontloaded because the tax benefit is granted 
when the contribution is made. However, in a recent Boston Globe 
article, my good friends and noted economists Martin and Kathleen 
Feldstein noted that the American dream savings account can 
produce as much benefit as the traditional frontloaded IRA. I hope 
that some of our witnesses today will comment on this aspect of 
this new approach. I ask unanimous consent to make the Feld- 
steins’ article a part of the record. 

[The following was subsequently received:] 
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THE BOSTON GLOBE « TUESDAY, JAWJAHY ID, 

Opinion 


Good news for savers 


MAIM IN' I KI.DSTKIN 

AM) katmm;i:\ i i:i.i)sti.i\ 


HERE IS GOOD NEWS FOR SAVERS IN 
the Republican Contract with America. A key 
promise of the contract is for a ne^»' and better 
kind of individual retirement account (IRA) 
called the American Dream Sanngs Account. 
Since President Clinton has now sijpiaied his willing- 
ness to support these new IRAs, it seems a sure bet to 
pass in the early months of the new Congress- 
The increased .saving that the American Dream 
program is likely to generate in the years ahead means 
that the new accounts will be good for economic growth 
as well as for individual savers. 

The favorable tax treatment of savings made (RAs 
popular and led to their rapid growth after Congress au- 
thorued them in 197-1. But the Tax Reform Act of 1966 
sharply limited eligibility by excluding taxpayers with in* 
comes over $50,000 (or $35,000 for single taxpayers) who 
participate in a pension at work. 

"Die new legislation will give every employee the op- 
portunity to have an ADS account that is actually a bet- 
ter deal than the traditional IRA. And those who are cur- 
rently eligible for a traditional IRA will be able to have 
both Che traditional IRA and a new ADS account as well. 

The new ADS accounts are more appealing than tra- 
ditional IRAs because funds can be withdrawn without 
penally for spending on rirst-time home purchases, high- 
er educauon and medical care. There is. however, a dif- 
ference in the timing of tax savings that causes some 
skeptics to doubt whether (he new ADS accounts will be 
as popular as the tradiuonal IRAs. Unlike the immediate 
tax sanng that results from a deposit in a traditional 
IRA. the Lax sa%*ings in the ADS is "backloaded'* and not 
immediately visible. The two methods are nevertheless 
really equivalent dollar for dollar m their value to a tax- 
payer. .Moreover, the backloaded ADS accounts actually 
proMde (he opportunity to save a larger percentage of 
pretax income on favorable terms. 

To understand why, lei's look first at (he rules of the 
rwo plans and then at an example of how ihei' would 
work in practice. Under the tr^idonal IRA. an eligible 
individual can deposit up to $2,000 a year and get an im- 
mediate tax break by not having to pay income taxes on 
the amount that is deposited in the IRA The earnings on 
those savings in the form of interest, dividends and cap- 
ital gams accumulate free of tax. When the funds are 
withdrawTi. the taxpayer pays income taxes on the Inlual 
deposit as well as on ail the accumulated earnings. 

In contrast, the ADS account offers no immolate tax 


break but the accumulated fundi in the account are free 
of all tax when they are withdrawn. 'Rie maximum indi- 
vidual contTibution would again be $24)00, but it would 
have first been counted in taxable income. 

To see why the two methods are really doUar-for -dol- 
lar equivalent, let's look at an example. Consider a 45- 
year-old employee with a matgina] tax rate of 28 percent 
who deddea to put $1,000 into a tnditaonal IRA If that 
saving is invest^ in a long-term bond yielding 8 percent 
and accumulates until the employee withdraws the funds 
at age 75, Che initial $1,000 grows to so smazing $10,062. 
If the funds are withdrawn at that point, the employee 
will pay a 28 percent tax on the total s^v- 

ir.^. or $^.B1Y. TTiat leaves the employee with $7,245. on 
an ioitiai investment of $1,000. 

But the employee didn't really give up the chance to 
spend $14100 at the time of the initial deposit If tknr 
money had not been put into an IRA. the individual 
would have had to pay taxes of $280 before using the 
money fm* consumption. So one way to interpret the tra- 
ditional IRA is to think of the individual giving up $720 
of consumption today to get $7,246 of cons'unption 30 
years from now. 

Now think about what would happen to the same in- 
dividual who puu savings into an Arnerican Dream Sav- 
ings account after paying income on his or her full 
income. Putting an after-tax $720 into an ADS account 
means giving up the same amount of current consump- 
tion as putting $1,000 into a tnditioDal IRA If the sav- 
ings are invested in the same way and withdrawn at age 
75. the $720 in the ADS account will have grown to 
$7,245. And sinee no further taxes are due. the actual 
spendable return on the ADS account is indeed exactly 
the same as in the traditional IRA , 

Because depositing $720 in an ADS account produces 
as much retir em ent consumption as $1,000 deposited in a 
traditional IRA while the limit on contributions is $2,000 
to either plan, the new ADS plan has the advantage that 
savers can »/»wTTwiiiata more retirement income with the 
new ADS plan than with a traditional IRA 

We're sold on the new ADS accounts as an attractive 
way to encourage saving. We're also conviaced from 
studies of the experience with traditlona] IRAs that such 
accounts do raise the national uving rate even if the loss 
of tax revenue causes the budget deficit to rise. So the 
new ADS accounts are indeed a good place to heg m » 
legislative shift to polidea that favor tapital formation 
and growth. 


\fortin ftldsUin. the former chairman of the Council of 
Economic Adviaen. and hie vife Kathleen, alao an econo- 
mist. write frequently together on economies. 
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Chairman Archer. I now recognize our colleague, Jim 
McDermott, for an opening statement on behalf of the minority. 

Mr. McDermott. Thank you, Mr. Chairman. I ask unanimous 
consent to revise and extend my remarks. 

I think you can tell by the number of Democrats here how much 
we think this hearing really means. Clearly, the minority believes 
that the majority is going to roll a bill out of here with no lan- 
guage, no numbers, and it really is the American dream. I think 
that this might best be called the peyote savings account act, be- 
cause when I was a kid, I remember opening my first bank ac- 
count; and the bank gave away Lincoln heads, and you could put 
your pennies in those Lincoln heads and you could save and some 
day, if you put your pennies in that head, you were going to be 
wealthy and live happily ever after. 

Now, in a society where, increasingly, people do not have pen- 
sions, in which 1 million people every year are losing their health 
insurance, in which there is no long-term care in a society where 
everybody is living longer and longer — our medical system nas cre- 
ated a population that is living well into their eighties — and in 
which higher education is costing so much that even physicians 
come out of medical school $150,000 in debt, to say that you can 
put a little bill through the Congress here and reestablish the 
American dream is simply nonsense. 

I come from the party that provided Social Security, that pro- 
vided loans for houses, that provided the GI bill of rights, that pro- 
vided a whole series of public programs that made the American 
dream possible, and most of us in this room, my generation espe- 
cially, were the beneficiaries of these programs on 1,000 different 
levels. 

Now, what this says is — and you have got to remember, this is 
in a context where we already have IRAs for people earning less 
than $35,000 in income for singles, and $50,000 for couples. We are 
talking about extending IRAs up to the top of the income ladder 
in this country. It is simply a benefit for rich folks. These new 
ADSAs are not going to change the lives of the people in this coun- 
try that are struggling with the American dream. Because in Se- 
attle today, if you want to buy a house, a starter house costs more 
than $100,000 in Ballard, which is the area where you start, or 
Wallingford, so that means you have got to come up with ten 
grand. 

Now, if you are making $35,000, raising a family and trying to 
come up with ten grand, using this IRA as the basis for buying 
that house simply is never going to make it. Most of us know that 
our children — my kids are 28 and 26 — will not buy houses unless 
their father or tneir mother can back the loan for them, or put up 
the downpayment. And to say that you are going to create this sav- 
ings account is simply giving them a dream, albeit everybody ought 
to nave a dream, but there ought to be some reality to it. 

The reality of this is that in this Congress we are going to pass 
this bill out with this “dream savings account” in it at the same 
time that the Appropriations Committee is sitting over in another 
building cutting Medicare, cutting Medicaid, cutting student loans, 
cutting HUD — all the programs that make it possible for people to 
actually participate in the American dream. 
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And I say that this committee will be fools to pass this bill out 
if they don’t know how it is going to be paid for. Because if you 
are going to balance the budget and cut taxes, as this does, and 
give people tax saving or benefits without understanding what the 
cuts are in the rest of budget, you are simply putting the American 
dream further out of people’s reach. 

For that reason, Mr. Chairman, most of the members of the 
Democratic side didn’t bother coming, because this is just plain 
smoke and mirrors. 

Thank you. 

Mr. Thomas. Mr. Chairman. 

Chairman Archer. Without objection, any members who would 
like to enter a written statement in the record may do so. I believe 
Mr. Thomas wishes to do that. 

Mr. Thomas. Thank you, Mr. Chairman. This would be in sup- 
port of H.R. 682, which is the companion bill to Senator Roth’s S. 
12. Thank you very much. 

[The opening statements follow:] 
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STATEMENT OF THE HON. BILL THOMAS 
COMMITTEE ON WAYS AND MEANS 
January 31. 1995 

Mr. Chairman. I am pleased that the Committee is finally 
getting an. opportunity to consider restoring the savings 
incentives provided by the Individual Retirement Account. The 
''backloaded" IRA covered by the Contract With America is a good 
start but we should consider going beyond that and adopting the 
"Super IRA” proposal Congressman Neal and I introduced last week. 
Our bill. H.R. 682. is much like the "Super IRA" provisions many 
members of this Committee and of the House supported when they 
were included in H.R. 11 in 1992. Now. more than ever, we need 
to consider those provisions. 

H.R. 682 provides a range of savings options for taxpayers 
to use and it eliminates a key concern some younger taxpayers 
feel when considering whether to open one of these accounts. 

H.R. 682 will phase out the income limits on making deductible 
contributions to IRAs. give homemakers the option of creating an 
IRA as large as that available to one working outside their home 
and creates a "backloaded" IRA like the Contract's so taxpayers 
can invest net income in return for tax-free earnings later on. 

The need to expand savings is clear. Americans typically 
save less than people in other countries and the effect is to 
reduce families' security. A Merrill Lynch survey shows half of 
American families have less than $1,000 in net financial assets. 
Even those within ten years of retirement (ages 55 to 64) only 
have $6,880 in net financial assets such as checking, savings. 
IRAs or 401(k) savings. 

Another survey shows that the 76 million Americans in the 
"Baby Boomer” group are saving at rates far below what they need 
to maintain their standard of living after retirement. When we 
consider the prospect that Social Security may run out of funds 
early in the next century, the security of the Baby Boomers looks 
poor indeed. We need to develop savings incentives that will 
make them more secure. I strongly support the use of the 
Individual Retirement Account for that purpose. 

Tax-preferred savings accounts such as IRAs and 401(k) plans 
do increase savings. Viewed on a long term basis, taxpayers do 
contribute new savings to these accounts when the accounts are 
made available. While some "shuffling" of existing savings into 
tax deferred accounts may occur, one study indicates that as much 
as 66^ of IRA Investments comes from new savings. Few people 
have enough liquid assets to continue shuffling assets from one 
type of savings into tax-preferred accounts for very long. 

A 1991 Money Magazine reader survey confirms the popularity 
of the "super IRA" truly is with the people we want to serve. An 
unusually high 23,000 Money readers responded to the survey. 97^ 
said they would contribute to IRAs if IRAs were restored: the 
remaining 3* were largely already retired. 80* said they would 
contribute earned income, new savings, to their IRA. IRA 
popularity cuts across all income groups and people were more 
interested in IRAs than in capital gains. 

The Money survey also shows why young people do not use IRAs 
today: risk avoidance. While many of the respondents indicated 
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they were not inclined to make early withdrawals, some three- 
quarters of the respondents in their 20s says they do not use 
IRAs because they do not want to lock away funds they cannot 
touch in emergencies or in meeting critical family needs. The 
super IRA, with its elimination of the lOX early withdrawal 
penalty for withdrawals for education, medical costs, buying 
homes, long-term care and times of unemployment, provides a 
savings vehicle which gives working families the liquidity they 
want. At the same time, it provides a savings vehicle taxpayers 
cannot easily invade to fund current consumption of consumer 
goods. 

H.R. 682 provides savers with a variety of incentives and 
options. People deserve choices in managing their money and I 
hope my colleagues will join me in seeking H.R. 682’s passage 
this year. 



STATEMENT OF REPRESENTATIVE JIM RAMSTAD 
WAYS AND MEANS COMMITTEE 
HEARING ON CONTRACT WITH AMERICA 


Mr. Chairman, as I have stated at several of these hearings, I am deeply concerned about 
our nation’s declining savings rate. 

The United States household saving rate compares miserably to that of our partners in the 
Group of Seven industrialized nations (G-7). In 1993, the U.S. household saving rate was 
just half that of the next lowest G-7 member, at 4.4%. 

Relieving the tax burden on those who invest in IRAs will prompt Americans to save more 
of their income than they currently do. I firmly believe that in addition to enacting tax 
policy that encourages rather than discourages saving, we must keep that policy in place 
over the long-term. Nothing is more frustrating and disheartening to American taxpayers 
than constant changes in the tax code that severely limit their ability to plan for the future. 

I am pleased we have a panel of distinguished experts to discuss these issues today. 

I thank you all very much for being here today and look forward to your testimony. 
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Chairman Archer. Senator Roth, you are our first witness today, 
and we are delighted to have you over here on the House side. I 
know that you, early on, were one of the initiators of the back- 
ended IRA. We welcome your testimony. 

STATEMENT OF HON. WHXIAM V. ROTH, JR., A U.S. SENATOR 
FROM THE STATE OF DELAWARE 

Senator Roth. Well, thank you, Mr. Chairman and members of 
the Ways and Means Committee. It is particularly a pleasure to be 
here today with our new chairman. I appear before this committee 
to testify concerning the need to encourage increased savings in 
America. 

I believed back in April 1989 when I last testified before this 
committee, as I do now, and as Federal Reserve Chairman Alan 
Greenspan has since confirmed, that our national savings crisis is 
the key domestic economic policy problem of this country. 

A few months after offering that testimony, in an effort to in- 
crease our Nation’s rate of saving, I introduced a little-known pro- 
posal referred to as the backloaded IRA. And my idea was rather 
simple. By offering Americans an individual retirement account, an 
IRA that would mlow them to determine when to take their tax 
break, we would encourage savings, investment and economic 
growth; and at the same time, we would decrease our dependency 
on foreign capital, and we would ease somewhat the tax burden 
that was growing on the backs of middle-class Americans. Little 
did I know that in 1994, House Republicans would move forward 
with this same basic IRA plan, including it in their popular “Con- 
tract With America.” Indeed, this is an idea whose time has come, 
and I am here today to offer strong encouragement for this new 
kind of savings account, the backloaded IRA. 

In the Senate, I have reintroduced my original legislation, S. 12, 
now called the “Roth-Breaux super IRA.” Companion legislation 
has been introduced here in the House by Congressmen Bill Thom- 
as and Richard Neal (H.R. 682), both members, of course, of this 
committee. This is encouraging, as is the fact that well over half 
of the Senate has cosponsored this legislation in each of the last 
two sessions of Congress. In fact, even the President of the United 
States has joined us. 

Indeed, the savings issue appears to be getting the attention it 
deserves. And I believe the reason why is clear: America’s rate of 
personal saving is last among the G-7 nations. Between 1992 and 
the present, the rate has plunged from 6 to 4 percent, translating 
into a drop of personal savings of $100 billion. At the same time, 
taxes have steadily increased, consuming more than 40 percent of 
the average family’s income, when we consider Federal, State and 
local obligations. 

The IRA I introduced will not only create powerful incentives to 
increase our Nation’s rate of savings, but it will provide tremen- 
dous tax benefits. It will give all Americans the option to choose 
between tax-deductible contributions, traditional frontloaded IRAs, 
or contribute to a new backloaded IRA. Contributions to this new 
type of IRA would not be deductible, but earnings would not be 
taxed when they are withdrawn. It is important to note, Mr. Chair- 
man, that under our bill, these IRA contributions, contributions up 
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to the full $2,000, can also be made by all spouses who work at 
home. 

By making IRAs more available and more attractive, we address 
four pressing national problems; The extremely low U.S. personal 
savings rate; the lack of capital for investment, economic growth 
and job creation; the high tax burden carried by American families, 
including the double taxation of savings; and the lack of family re- 
sources to pay for higher education expenses, home purchases and 
medical care costs, ^ch of these areas will be improved with the 
super IRA. 

We will increase the rate of personal saving. This increase in 
savings will stimulate economic growth. As IVofessor Henry S. 
Rowen of Stanford explains, an increase in the net national savings 
rate by 5 percent of GDP would increase real wages of the next 
generation by about 15 percent above its trend, a major increase. 

By giving American families tax incentives to save, we will offer 
a very productive and beneficial way to ease some of the tax bur- 
den they are now carrying. And to help our families pay for nec- 
essary costs, like first-time homes, education and medical bills, our 
proposal allows family members to make penalty-free IRA with- 
drawals across generations to help other family members. 

Mr. Chairman, my time has expired, but I would ask that my full 
statement be included as if read. 

Chairman Archer. Without objection, your entire statement will 
be included in the record; and we appreciate your testimony. 

Are there any questions, anyone that would like to question? 
Raise your hand. 

Thank you. Senator. 

Senator Roth. Thank you, Mr. Chairman. It was a pleasure to 
be here. 

[The prepared statement and attachment follow:] 
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SENATOR WILLIAM V. ROTH, Jr. 
WAYS & MEANS COMMITTEE TESTIMONY 
AMERICAN DREAM SAVINGS ACCOUNT 
JANUARY 31, 1995 


Mr. Chairman and Members of the Ways and Means Committee, in April of 1989 -- almost six 
years ago 1 appeared before this committee to testify concerning the need to encourage increased 
savings in America. 1 believed then, as I do now -- and as Federal Reserve Chairman Alan 
Greenspan has since confirmed --that our national savings crisis is "the key domestic economic 
policy problem of this country." A few months after offering that testimony, in an effort to increase 
our nation's rate of saving, I introduced a little-known proposal, referred to as the "backloaded" 
IRA. 

My idea was rather simple: by offering Americans an Individual Retirement Account, an IRA that 
would allow them to determine when to take their tax break, we would encourage savings, 
investment and economic growth. At the same dmc, we would decrease our dependency on 
foreign capital. Artd we would ease, somewhat, the tax burden that was growing on the backs of 
middle class Americans. 

Little did 1 know then that in 1994, House Republicans would move forward with this same basic 
IRA plan, including it in their popular "Coniiact with America." Indeed, this is an idea whose time 
has come, and I'm here today to offer strong encouragement for this new kind of savings account - 
- the "backloaded" IRA. 

In the Senate, I have re-introduced my original legislation — S. 12 - now called the "Roth-Breaux 
Super IRA." Companion legislation has been ino^uced here in the House by Congressmen Bill 
Thomas and Richa^ Neal (H.R. 682), both members of this committee. This is encouraging, as 
is the fact that well over half of the Senate has co-sponsored this legislation in each of the last two 
sessions of Congress. In fact, even the President of the United States has finally joined us. 

Indeed, the savings issue appears to be getting the attention it deserves! 

And I believe the reason why is clear; America's rate of personal savings is last among the G-7 
nations. Between 1992 and the present, the rate has plunged from six percent to four percent, 
translating into a drop of persona! savings of about $100 billion. At the same time, taxes have 
steadily increased, consuming more than 40 percent of the average family's income, when we 
consider federal, state and local obligations. 

The IRA I introduced will not only create powerful incentives to increase our nation's rale of 
saving, but it will provide tremendous tax benefits. It will give all Americans the option to choose 
between tax deductible contributions to traditional "fronUoaded" IRAs, or contribute lo a new 
"back-loaded" IRA. Contributions to this new type of IRA would not be deductible, but earnings 
would not be taxed when they are withdrawn. It’s important to note, Mr. Chairman, that under 
our bill, these IRA contributions — contributions up to the full $2,000 •• can also be made by all 
spouses who work at home. 

By making IRAs more available, and more attractive, we address four pressing national problems: 
(I) the extremely low U.S. personal savings rate; (2) the lack of capital for invcsimeni, economic 
growth and job creation; (3) the high tax burden carried by American families, including the double 
taxation of savings; and, (4) the lack of family resources to pay for higher education expenses, 
home purchases and medical care costs. 

Each of these areas will be improved with the Super IRA. We will increase ihe rate of personal 
savings. This increase in savings will stimulate economic growth. As Professor Henry S. Rowen 
of Stanford explains, "An increase in the net national savings rate by five percent of GDP would 
increase real wages of the next generation by about 15% above its trend, a major accomplishment!" 

By giving American families lax incentives to save we will offer a very productive and beneficial 
way to ease some of the tax burden they are now carrying. And to help our families pay for 
necessary costs like first-time homes, education and medical bills, our proposal allows family 
members to make penalty-free IRA withdrawals across generations to help other family members. 
Parents and grandparents can help children and grandchildren; children and grandchildren can help 
parents and grandparents. 

This is how we should be preparing for the future, by adopting legislation that provides incentives 
for self-reliance, thrift, investment and economic growth. Strengthening the Individual Retirement 
Account will do just this. And I appreciate the strong support we're seeing toward achieving these 
objectives. 

Mr. Chairman, I thank you for the opportunity to testify before you on this important legislation. I 
would ask that you also include a copy of a skle-by-side comparing the provisions in the American 
Dream Savings Account with ihe provisions in the Roth-Breaux Supier IRA. Thank you. 



COMPARISON OF INDIVIDUAL SAVINGS PROVISIONS 
IN THE SAVINGS AND INVESTMENT INCENTIVE ACT OF 1995 (S. 12) 
AND THE CONTRACT WITH AMERICA (H.R. 6) 
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Investment Incentive Act of 1995 (S.12), introduced by 
Senator Roth and Senator Breaux on January 4, 1995; and the 
American Dream Restoration Act (H.R, 6), introduced by Mr. 
Crane and others on January 4. 1995, as part of the Contrac 
with America. 
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Chairman Archer. Our next two witnesses are Senator Kay 
Bailey Hutchison from the State of Texas and Senator Barbara 
Mikulski from the State of Maryland. If you would like to take 
seats at the witness table, we would be pleased to hear from you. 

Is Senator Mikulski here? 

Senator Hutchison. I have not seen her this morning. She was 
planning to come when I talked to her yesterday. I am sure she 
will be here, and I hope that she makes it before we finish. 

Chairman Archer. Senator Hutchison, we are delighted to have 
you before our committee. We know that you have taken the lead 
in moving for homemaker IRAs. We would be pleased to hear you 
tell us about that. You may proceed. 

STATEMENT OF HON. KAY BAILEY HUTCHISON, A U.S. 

SENATOR FROM THE STATE OF TEXAS 

Senator Hutchison. Thank you, Mr. Chairman. I am very 
pleased to be here with you as chairman of the Ways and Means 
Committee. I have worked with you and known you for a long time, 
and I know you are going to do a terrific job for the people and the 
taxpayers of America. 

I want to add another dimension to the bill that you are discuss- 
ing now, and I hope that you will be able to add homemakers into 
the present system in the bill before you today. It would mean a 
lot to the homemakers of America to know that the Confess of 
America has acknowledged that work done inside the home is every 
bit as important as work done outside the home, if not more so. 

This bill would just very simply — and let me say that Senator 
Mikulski and I are the prime cosponsors in the Senate, a similar 
bill has — in fact, an exact bill has been introduced in the House by 
Congresswomen Nancy Johnson, Jennifer Dunn, Barbara Kennelly, 
and it — it is a very bipartisan effort. We have 57 sponsors in the 
Senate at this time, and I believe that there is really no one who 
is against this bill. 

V^at our bill would do is allow homemakers simply to set aside 
$2 000 a year, just as those of us who work outside the home are 
able to do. Today, under current law, a single-income, married cou- 
ple saving $2,250 per year, which is the maximum, for 30 years 
would have $188,554 for retirement if you assume 6 percent aver- 
age interest. But if that couple is permitted to save $4,000 a year, 
after 30 years they will have $335,207, an increase in savings of 
almost $150,000. 

According to the Bureau of Labor Statistics, 23 percent of all 
women over the age of 16 are married homemakers. So it is obvious 
that their retirement needs for their families are the same as two- 
income earner couples. In fact, their needs may be greater; because 
the homemaker stayed home to raise the children, a single-income 
couple may have earned less money to set aside for the future. We 
can help them meet that need by enacting this legislation. 

Everyone knows that women go in and out of the work force at 
a greater rate than men, because they have children. Many times 
they stay home for a few years, so they don’t have the total accu- 
mulation that people who work outside the home continually would 
have. So I think it is very important that we acknowledge that this 
is a matter of equity and it is good economics. Although there is 
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a modest cost in the bill, right now about $55 million per year, for 
which we can suggest offsets— but I know that you are aware of all 

of the offsets that could be gotten 

Chairman Archer. Don’t be bashful. Senator. 

Senator Hutchison [continuing. But for $55 million a year, I ac- 
tually think if we had dynamic scoring, it would be a net plus, not 
a minus, because we all know if you nave more capital formation, 
that creates more jobs which creates more revenue. So I hope that 
you will look at this as a matter of equity and a matter of good 
economic policy. 

Thank you, Mr. Chairman. 

[The prepared statement follows:] 
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STATEMENT OF UNITED STATES SENATOR KAY BAILEY HUTCHISON 

COMMITTEE ON WAYS & MEANS 
HOUSE OF REPRESENTATIVES 

January 30, 1995 

Mr. Chairman, thank you very much for allowing me and my 
colleague, Senator Barbara Mikulski of Maryland, to appear today. 
Last Thursday, Senator Mikulski and I, along with 55 co- 
sponsoring Senators, introduced a bill that will allow the 
homemakers of this country to make fair, fully deductible 
Individual Retirement Account contributions. Representatives 
Johnson, Kennelly, and Dunn introduced identical legislation in 
the House. The bills will allow equal IRA contributions by 
Americans that work at home -- women, and a growing number of 
men, who have suffered unfairly under an out-of-date section of 
the tax code . 

Under the current IRA rules, single-income married couples 
are limited to a deductible IRA contribution of $2,250 each year; 
$2,000 for the working spouse, and $250 for the homemaker. But 
if both spouses in a household work outside the home, each is 
permitted to contribute up to $2,000 annually to an IRA -- that's 
a combined contribution of $4,000. The bill does not change the 
current pension limitation of section 219(g), which phases-out 
the deductibility of IRA contributions for married active 
participants in retirement plans if they earn more than $40,000 a 
year. 


Under current law, a single-income married couple saving 
$2,250 each year for thirty years will have $188,554 for 
retirement, at six percent interest. If that couple is permitted 
to save $4,000 a year, after 30 years they will have $335,207 -- 
an increase in savings of almost $150,000. 

According to the Bureau of Labor Statistics, 23% of all 
women over the age of sixteen are married homemakers. It's 
obvious that their family's retirement income needs are the same 
as a two-income couple's. In fact, their needs may be even 
greater -- because the homemaker stayed home to raise the 
children, a single- income couple may have earned less money to 
set aside for the future. We can help them meet that need by 
giving them the incentive and opportunity to save. 

Women have longer life expectancies than men, and make less 
money for the same work. They leave work to have children and 
care for their families, and then return to find that they have 
fallen behind on their retirement savings. With lower pension 
and social security benefits, homemakers have much less for 
retirement. We must not deny them their best opportunity to 
save . 


I support many of the tax policy changes that have been 
proposed this year, including expanding IRAs. But before we 
expand IRAs or make other changes, we need to make IRAs fair. We 
must permit homemakers to save, like all other Americans, for 
their retirement. 

It is time the Congress recognizes that work done inside the 
home is as important as work done outside the home, if not more 
so. I urge the Committee to include this legislation in the 
Contract tax bill so that American homemakers can begin saving 
this year. 


Thank you, Mr. Chairman. 
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Chairman Archer. Thank you. Senator. 

Senator Mikulski, we are delisted to have you with us this 
morning, and we would be pleased to hear your testimony, and you 
may proceed. 

STATEMENT OF HON. BARBARA A. MIKULSKI, A U.S. SENATOR 
FROM THE STATE OF MARYLAND 

Senator Mikulski. Thank you very much, Congressman Archer. 
It is a delight to come before the Ways and Means Committee, and 
I congratulate you on your chairmanship and look forward to work- 
ing with you, both on the IRA equity for homemakers, as well as 
the super IRA, because I feel one of the most important national 
objectives we must accomplish is to encourage savings and invest- 
ment and to mve, if you will, “good guy” and “good gal” bonuses to 
ordinary, middle-class people. That is why I am d^ighted to join 
with my colleague. Senator Kay Bailey Hutchison, and members 
also of the Ways and Means Committee on the IRA Equity Act for 
Homemakers. 

Ladies and gentlemen of the Ways and Means Committee, all 
women work. Work is work, whether it is done inside the home or 
outside the home. Senator Hutchison has given a very clear and 
concise and crisp discussion of this legislation, and I just want to 
amplify why it is important that we do it. 

The Hutcnison-Mikulski bill in the Senate has stayed simple and 
to the point. Why? What we want to say is this: Homemakers who 
stay at home work. They perform some of the most important and 
valuable work that is done in the United States of America, child 
rearing. In this, equity demands that they get the same IRA oppor- 
tunity as their income-earning spouse. 

This legislation accurately reflects their values. It gives help to 
those who are willing to practice self-help through saving. It ac- 
knowledges the value of motherhood and the work that is done in 
the home as being important to the American society. 

Not all work is done in the marketplace. Productivity in the 
workplace is the result of the work of mothers in the home, prepar- 
ing America’s workers and leaders. We often don’t count what 
counts. The gross domestic product just looks at the marketplace. 
We need to stand up and count the work that goes on in the home. 

Motherhood has always been important and today we are saying 
it is absolutely important. When we say, honor your father and 
your mother, it should not only be a commandment, but a public 
policy. The law should be clear that moms and dads will be re- 
warded — will not only be rewarded now, but in their future and in 
their retirement years. Current rules of government do not support 
this. The Hutchison-Mikulski bill acknowledges the pattern of 
women working in and out of the marketplace. 

This is an empowerment strategy for women. Many women work 
some time in the marketplace, are at home for child rearing, and 
then back in the marketplace. This essentially constitutes a port- 
able benefit package for them. They don’t have linear careers, they 
don’t follow that pattern where, once in the marketplace, they stay 
in the marketplace. So what we are able to do is analyze that situ- 
ation and see that often when it comes to retirement, because 
women take time out to be in the home, or always stay in the 
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home, they don’t have a pension plan; and if they do, it is spotty, 
erratic and most often skimpy. 

This is not a recipe for a relaxing Gucci retirement. It is a plan 
to make sure that ordinary women who choose to be in the home — 
or men, because it is not gender identified — will be able to give 
help to themselves and practice self-help. 

So, Mr. Chairman, I am going to leave my testimony here for 
you. I have gone into it in great detail. But I like this because it 
accomplishes several national goals, and I am happy to join with 
the architect of the legislation. Senator Kay Bailey Hutchison. 

Chairman Archer. Without objection, both of your statements 
will be inserted in the record in their entirety. 

[The prepared statement follows:] 
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(202)224-4654 

STATEMENT OF SENATOR BARBARA A. MIKULSKI 
ON IRA BQUITT LEGISLATION 

I am delighted to work on a bi-partisan basis with Senator 
Hutchison again to pass IRA Equity legislation. 

Work is work, whether it is done inside the home or outside 
the home. And we should reward work. With this legislation we 
do . 


I like this legislation because it reflects our values; it 
gives help to those who practice self-help. 

It acknowledges the value of motherhood and it acknowledges 
that work done in the home is important to American society. Not 
all work is done in the marketplace. A substantial amount of the 
most important work of America goes on in the home. 

This legislation will provide the same IRA tax deduction to 
stay-at-home moms and dads as is available now to those who earn 
an income. 

Current law allows workers to set aside up to $2000 a year 
in an IRA -- but only if they get an income. So two-income 
couples can contribute $4000. 

But one-earner couples, where one spouse stays home to raise 
the kids, well, the best they can contribute to their IRA each 
year is $2250. 

Our IRA Equity bill says every couple gets the full $4000 
contribution. Period. 

Motherhood has always been important. Today we're seeing 
it's absolutely important. 

I believe that when we say honor your father and your mother 
it should not only be a commandment, but a public policy. The 
law should be clear that mom and dad will not only be rewarded 
now, but in the future, in their retirement years. 

For someone whose work is as a full-time mom, it's not only 
an occupation, it's a pre-occupation. 

When we're talking about productivity in the workplace we 
need to remember that the work of mothers today is preparing 
America's workers and leaders of tomorrow. 
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Often in our society we don't count what counts. We look at 
the Gross Domestic Product, we look at what is done in the 
marketplace, but what is not counted is what is done in the home 
or what is done as volunteer work. 

I happen to believe that one of the most important areas of 
productivity is the work that goes on in the home. 

The current rules of government do not support this. We see 
this in the rules governing pension plans. And we continue to 
see inequity for women in the workplace in many ways, like 
bringing home smaller paychecks. 

This is important pro-family legislation. It truly 
acknowledges the value of the family. It gives help to those who 
practice self-help. And it builds strong communities. 

It also acknowledges the pattern of women as they work in 
and out of the marketplace. Many women do not have linear 
careers, with glittering resumes, tickets being punched and 
revolving rolodexes that take them on the path to glory. 

Most women do the ordinary with enthusiasm, whether its 
raising their family or raising the productivity of the private 
sector in the marketplace. But because they work, and have their 
children, and return to the marketplace, often their pension 
plana are spotty, erratic, and most often, skimpy. 

That is not a recipe for a relaxing retirement, but a plan 
for poverty. 

Passing this legislation not only offers a measure of 
fairness and hope, it just makes good sense. It -- 

-- boosts our national savings, 

— helps women have the opportunity for a comfortable 
retirement, and 

-- strengthens our commitment to family values. 

I support this legislation because I want to put our values 
into pragmatic public policy, and I am pleased to join with my 
colleagues on a bipartisan basis to reward hard-working 
Americana . 

I will continue to fight for passage of IRA Equity because 
it's time Congress puts the law where our values are. 


# » # 
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Senator Hutchison. Mr. Chairman, could I add one thing? 

Chairman Archer. Surely. 

Senator Hutchison. We have a broad range of support for this 
bill from the American Association of University Women, the Busi- 
ness emd Professional Women, the Concerned Women of America, 
the Eagle Forum and the Women’s Political Caucus, among others. 
So I think that there is a broad range of political support, as well 
as support for the concept on the merits. 

Chairman Archer. I think the fact that you and Senator Mikul- 
ski are sitting there side by side, both embracing this, is pretty 
good evidence that there is bipartisan support. 

Senator Mikulski. We are pals. 

Chairman ARCHER. Let me ask you, does your bill apply to all 
income levels? Can anyone qualify, irrespective of their annual tax- 
able income? 

Senator Hutchison. Yes, within the current law caps. We don’t 
change current law, so that deductibility depends on the total in- 
come of the single-income earner family. 

Chairman Archer. So vou would limit it only to people under 
$35,000 a year, as under the current law? 

Senator Hutchison. Well, for the deductibility, but of course 
anyone can contribute to an IRA, whether it is deductible or not. 

Chairman Archer. So that is current law? 

Senator Hutchison. Yes. It does not change current law. 

Chairman ARCHER. OK So you have a current law which permits 
a nondeductible $2,000 contribution, and you would add a deduct- 
ible contribution. I assume that that would be in lieu of the $2,000 
nondeductible contribution, or would it be in addition thereto? 

Senator Hutchison. No, Mr. Chairman. This does not change 
current law standards. Everything that applies today would apply 
in the future. The one-income-eamer couple’s joint income would be 
the test for deductibility or not. So I am not adding deductibility 
where we don’t now have it. 

Chairman Archer. But what I am trying to determine is wheth- 
er this would permit a $2,000 nondeductible and an additional 
$2,000 deductible? 

Senator Hutchison. No. 

Senator Mikulski. Mr. Chairman, just to clarify, under current 
law, a $2,000 contribution can be made. For the spouse at home, 
if you wish to add the spouse, you are capped at only being able 
to contribute $250, so it would be $2,250. 

This would allow a $2,000 and a $2,000. The deductibility would 
only apply according to whatever standards the Congress ulti- 
mately decides, what will be the standards for deductibility. 

Chairman Archer. How high could the family income oe before 
you would not qualify for this new benefit? 

Senator Mikulski. Whatever is in current existence would be 
that. And also if — in the super saver legislation, which I know the 
committee is considering, if it raises the income levels for deduct- 
ibility, this will go by the same rules of the game as you establish 
for IRAs generally. 

Chairman Archer. So this would go right along with the Amer- 
ican dream savings account provision insofar as any limit to de- 
ductibility based on taxable income? 
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Senator Mikulski. That is i^ht. 

Senator Hutchison. Right. Tnere is no change. 

Chairman Archer. Senator Mikulski, did I understand you to 
say that you support the American dream savings account? 

Senator Mikulski. No, I didn’t support the American dream sav- 
ings account. I said I supported lemslation related to a super IRA, 
but I would hope that we could find common ground and bipartisan 
support on this, because we must encourage savings; there is no 
doubt about that. 

The capital needs of the world when one sees what they are — 
even in our own country we must encourage capital formation. And 
we need — and that capital formation is going to come not only from 
big institutional accounts like pension plans, but ordinary people 
saving through ordinary instruments of savings in our country, 
whether it is savings accounts, CDs, mutual funds, the good old 
American way. I want to give help to those who are practicing self- 
help. And that is why I would support raising the income deduct- 
ibility limits and what we can do to encourage that. 

Chainnan Archer. How would you distinguish between the 
super IRA and the American dream savings account? 

Senator Mikulski. Well, Mr. Chairman, I am not prepared to an- 
swer that today, because I don’t have my side-by-sides with me. 
But I don’t want the headline news to be tomorrow that “Mikulski 
Supports the American Dream IRA.” 

I support the American dream, and then what the legislative 
framework will be, I think will be arrived at through bipartisan ne- 
gotiation. 

Chairman Archer. Well, my understanding is that there are dif- 
ferences between the American dream savings account and the 
super IRA. 

Senator Mikulski. I am sure there is. I just haven’t focused on 
the precise details this morning. I have already had two meetings 
in the commute from Baltimore. I wish all that was aerobic. 

Chairman Archer. Thank you very much. Are there any ques- 
tions from members? 

Mrs. Kennelly. 

Mrs. Kennelly. Yes, thank you, Mr. Chairman. 

The other night we heard Mr. Clinton really embrace IRAs. We 
have heard two Senators, in a bipartisan manner, embrace IRAs; 
and Ms. Dunn and Mrs. Johnson and I are sponsoring this bill on 
the House side. And, Mr. Archer, I understand you are going to let 
us move forward if at all possible, if it fits in the plans. 

How are we doing, Mr. Archer? 

Chairman Archer. How are we doing on moving this forward? 
Well, the committee, of course, will take action on this when we get 
into markup. 

Mrs. Kennelly. Thank you, Mr. Archer. 

Chairman Archer. Mrs. Johnson, Ms. Dunn and yourself may 
offer an amendment to include this in the Contract, and it will be 
duly considered. 

Mrs. Kennelly. I thank you for this hearing, Mr. Archer. 

May I just put on the record some of the figures that Mrs. 
Hutchison cites with regard to why this is a good iaea? 

Chairman Archer. Yes. 



642 


Mrs. Kennelly. Yes. 

[At the time of printing, no information was received.] 

Chairman Archer. Apparently we have a number of people that 
want to question, so we will do it in the regular order. 

Mr. Thomas. 

Mr. Thomas. Thank you very much, Mr. Chairman. 

I want to thank both of you for this obvious plus in addition to 
the whole concept of IRAs. I think at this stage, it is less useful 
to talk about the American dream IRA, or the super IRA, and talk 
about the fundamentals. Senator Mikulski, I want to thank you for 
the statement you made about the fundamentals of the saving con- 
cept. 

The gentleman from Washington prior to your arrival indicated 
that the reason there weren’t very many Democrats here was that 
he believes that this is all smoke and mirrors. I was going to make 
a comment about the fundamental difference between the two par- 
ties, that we really believe that somehow creating incentives for 
people to put their own money away is not only good public policy, 
but it is very smart public policy, and that, frankly, it is very much 
a part of the American dream. 'The legislative process will work out 
what that particular format is. 

I am a cosponsor, original — was with Senator Bentsen and Jake 
Pickle in the old days of the super IRA — and pleased to share with 
Roth and Breaux and Richard Neal on this side. Your comments 
I think are really critical, because one of the things that I have no- 
ticed among homemakers is a concern, in a relative sense, about 
a sense of worth and that they know they are important and doing 
a good job. I have had a number of discussions with friends whose 
wives choose not to work, and the idea of getting a monthly state- 
ment in which savings have been put away in their name and see- 
ing the growth of that amount is, I think, a very strong reinforcer 
of their worth. Your approach, especially the difference in dollar 
amounts — clearly at the maximum end of someone’s income, but 
translate these into a middle income — is nevertheless a clear 
reinforcer of worth, getting these monthly statements. I want to 
compliment you for making sure that we focus on that aspect of the 
American dream. 

I invite any comments. Have you had folks talk about the rein- 
forcement aspect of a savings account like the IRA that you are 
asking for? 

Senator Hutchison. Absolutely, ConCTessman. I appreciate your 
bringing that out, because it is one of uie important ways that we 
can say to the homemakers of America how important the work 
they do is; and this does quantify, if you will, what they will be 
able to build up. 

And let me say that this works for families or for broken fami- 
lies. If a single-income-eamer family stays together, they have 
taken a loss in income through their working lives, and this gives 
them a chance not to lose the security in their retirement years. 
But if it is a broken family, if a homemaker loses her husband, ei- 
ther through death or divorce, she then has that security which is 
denied her without this opportunity to set something aside in her 
own name. 'That is her security for retirement years. And this is 
perhaps the greatest need that we have for divorced mothers who 
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have not been in the workplace. So it is a win-win situation from 
every standpoint, and I thank you for bringing that out. 

Mr. Thomas. Thank you very much, Mr. Chairman. 

Chairman Archer. Mrs. Johnson. 

Mrs. Johnson. Thank you, and I welcome my colleagues and 
commend you on the leadership you have provided on this issue, 
and we look lorward to joining you in advocacy of the homemaker 
IRA as we move this process forward. 

I think it is important to focus on the difference between the bill 
you are advocating and the American dream savings account, emd 
that is the issue of deductibility. Nondeductibility makes it harder, 
and the American dream savings account is a nondeductible con- 
tribution. There are some very real benefits from it and it is a won- 
derful idea, but in terms of helping homemakers and particularly 
young couples, helping women, early, to save, you really need that 
deductibility, a family needs to be able to get that. 

And I thank my colleague from California for putting so clearly 
the ownership issue. Women in America, partly ^cause of the se- 
curity of today’s world, do need from very early in their life to have 
their name on retirement benefits. So it is not just the portability, 
it is the ownership; and deductibility in this sector is critical to 
being able to make that second contribution. And I really thank 

{ 'ou for your testimony here today, and I commend you on your 
eadership. 

Senator Hutchison. Well, thank you for your help and leader- 
ship from the beginning on this. I really appreciate it. 

And I also think that the difference is, which Mr. Archer men- 
tioned, it is front-end deductibility or back-end deductibility; and I 
think having the range of choices is very important. The American 
dream can go hand in hand with the present system and people 
can choose what is best for them, and it is like a cafeteria of op- 
tions. And I think adding this to the present system — and I know 
the American dream accounts are gender or homemaker neutral — 
this would just add another option that is able to be gotten for 
homemakers that is not now on the books and wouldn’t be even in 
the future without this amendment. 

Mrs. Johnson. Right. In other words, a lot of those who would 
benefit from your bill simply couldn’t benefit under the American 
dream savings account, because they wouldn’t have enough assist- 
ance in savings. 

Senator Mikulski. Congresswoman Johnson, I think you have 
outlined a very serious issue in terms of the deductibility. Con- 
gresswoman— Senator Hutchison and I wanted to be very careful 
that when we proposed this idea 2 years ago — this was really Sen- 
ator Hutchison’s first and prime legislative initiative when she 
came to the Senate, and I was the first on the other side of the 
aisle to join with her, for all of the values that we said we wanted 
to achieve. 

We were also very mindful of the deficit, to be careful that we 
wouldn’t run into a buzz saw of opposition, that we would be add- 
ing to the deficit, so we were very careful to keep within the cur- 
rent law related to deductibility. As the Congress works on the 
super saver and the American dream savings account and someone 
looks at the deductibility issue, again, we didn’t want to be de- 
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feated under the guise of the deficit. So that is why we put our- 
selves within that framework. 

The policy concerns that you have raised are the same that Sen- 
ator Hutchison and I and all of the cosponsors have, particularly 
where there is a single wage earner. So that is an important point. 

But I just want to make one other point about the so-called 
American dream restoration or super saver. The other aspect that 
I like is that while the homemaker is at home and has her IRA, 
at such time where she might choose to return or enter the market- 
place, she would then have the ability to turn to this as an edu- 
cational expense. 

If I think of a homemaker who has been at home, her kids are 
now through school, and guess what? They are tuition poor, be- 
cause about the time she is ready to return to the marketplace or 
enter the marketplace, they have hefty tuition bills for higher edu- 
cation. But if she chose to study being a paralegal or something, 
that would be right there for her; she could borrow and — then I am 
sure quickly — ^be able to quickly repay it. Also, for long-term care 
in the future. 

Mrs. Johnson. That is really an excellent point, because most 
women who stay home and take care of their children, particularly 
if they end up staying at home 10 or 15 years really do need to 
go back to school and would need the resources to do that. 

Senator Mikulski. I know the red light is on, and there are 
women — Kay Bailey and Barb Kennelly and Jennifer Dunn — and 
Roscoe Bartlett backing this; this is an incredible alliance. 

But I just want to say this, that we need to show that this lems- 
lation really helps women help themselves. We are in a postri^ts 
era, and the most important right, though, that you can have is the 
right to be able to take care of yourself in your old age and prepare 
for education. 

Mrs. Johnson. Thank you. 

Thank you, Mr. Chairman. 

Chairman Archer. Mr. Rangel. 

Mr. Rangel. Thank you both. Senators. And Barbara, welcome 
back home, and I want you to know that I look forward to support- 
ing this amendment to tne American dream. 

One of the very few benefits of being in the minority, unlike it 
was for us last year, is that we don’t nave to worry about paying 
for anything, because that is done through scoring mechanisms; 
and so even though I was excited about the deficit being reduced 
for the third time in 3 years — ^the first time since Harry iVuman — 
we will have the luxury here of perfecting a bill that we can all 
vote for, all of the popular things. And I can’t wait to vote for the 
$500-per-child tax credit that costs us in 10 years $288 billion. 

Another exciting provision is the neutral cost recovery; that is 
only $120 billion over 10 years. 'The most exciting, really, I guess, 
everyone would know is tne capital gains tax preference; and that 
is only $183 billion over 10 years. Of course, these are only U.S. 
Treasury Department estimates. I am certain the majority will 
have something far more exciting to come up with. 

But under the Treasury, the dream savings account in its 
present form is $17.7 billion, and of course the additional contribu- 
tion, which I support, will increase that. 
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I am not certain, because the Chair hasn’t advised us yet, but it 
appears as though after we excitedly support all of these parts, 
then we would vote on the total package. And that is where we are 
going to have a problem, because like someone said on the other 
side, you keep putting together these billions and pretty soon you 
are dealing with real money. 

But I would want you to know that you can count on my support 
for the inclusion, but I don’t know where I am going to be during 
the markup when this is finally over. But thank you both for your 
contribution. 

Chairman Archer. 'The gentleman from Kentucky, Mr. Bunning 
will inquire. 

Mr. Bunning. No questions. 

Mr. Thomas [presiding]. Mr. Merger. Mr. Merger is not here. 

Mr. McDermott. 

Mr. McDermott. 'Thank you, Mr. Chairman. I want to echo the 
remarks of Mr. Rangel. I think all of us are looking forward to vot- 
ing for all of the good things and leaving the cutting to the Repub- 
licans, because I think that turnabout is sort of fair play. We will 
have a really great session on this side of the aisle, we will vote 
for it, just because it is a good idea; there ought to be equity. 

But what I am concerned about is, what do you think the likeli- 
hood is that this can be paid for in the Senate? We sort of lose 
touch with what is going on over there, and I keep wondering if 
you have any feeling for whether or not you will be able to make 
20- to 30-percent reductions across the board. If you take Social Se- 
curity ana Medicare and defense off of the table, will they be able 
to balance the budget in the Senate? Can you get the votes up for 
a 20- to 30-percent cut on the rest of the budget? 

Senator Mikulski, If you can balance it in the Mouse, we will be 
able to balance it in the Senate. 

Senator Hutchison. Let me say that, yes, I do think we can, and 
I think it is a matter of setting a budget and then prioritizing. And 
I would just say. Congressman, that in the lists of priorities, I 
think equity in IRAs for homemakers would be at the top of the 
list. 

Now, I have suggestions of potential cuts that could be used, but 
they could be used for the entire bill, and I am sure that you will 
make those choices. But I just think we have to say, like evep^ 
other home, every business, every State and local government in 
this country, that we can set a bottom line and then determine 
what the priorities are within that framework. And if I were vot- 
ing, one of the priorities that I would have would be savings incen- 
tives, and I think adding homemakers into the mix is a matter of 
equity. 

Mr. McDermott. Senator, if you — ^you heard the array that Mr. 
Rangel put forward of things that are being proposed in that body, 
and I wonder if you could rank them in order for me, which of 
those things do you think is most important? Would you think the 
$5,000 deduction for adoptions would be the most important, or the 
$500 credit per child, or this particular proposal you are making? 
Would you say this proposal is more important than the $500 per 
child or the $5,000 for adoption or the capital gains proposal? If we 
have to make tough choices here, which item would you put first? 
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Senator Hutchison. Well, not surprisingly, I would put equity 
for homemakers and retirement security ri^t at the top of the list. 
But I also think, Congressman, diat pnasing in is an option that 
we are all going to have to look at. And I would rather phase in 
this equity, just as I would phase in tax credits for children or 
other very good proposals that you might determine. But I think 
we will find when we phase in Uiat these are things that will add 
to the economy, not take away. 

I truly believe that there will be a benefit, not a detriment, to 
revenue if we encourage savings. So if we phase it in, I think we 
will be able to reap that benefit as we 

Senator Mdculski. Congressman McDermott, you raise a very 
important issue, and I think that whatever legislation we come out 
with, it should have the fundamental goals that we wish to achieve 
in our society — one of which, of course, is truly to reward work and 
work among the working poor. That is why I would hope that no 
matter what we do, we would keep the earned income tax credit 
and think how we will even strengmen that as we move to welfare 
reform, so that we can reward work and make sure that for the 


working poor, work pays. 

The second public policy assumption should be that we should be 
stimulating savings over consumption, and therefore, whatever the 
lemslative framework is that stimulates savings should do that. 

When we look at issues relating to the family and help — mving 
help to those who wish to practice self-help, the deduction, the al- 
lowance, if you will, for children does need to be changed. The chil- 
dren’s deduction has been held constant even though inflation has 
been a simificant issue. 

I joined with Dan Coats last year in increasing the deduction for 
children, because I think that is important. But if you get to a 
$200,000 limit on that as income, I think that is excessive. I think 
once you reach $200,000, you are beyond being ordinary, middle 
class. So I think that income level would need to oe changed. 

In terms of encouraging adoption, I don’t think people need a tax 
deduction for adoption. What I find is that among Maryland fami- 
lies, people are willing and eager to adopt children, particularly 
childless couples. The issues are the at-risk children and also the 


rules that get into the very complicated issue of interracial adop- 
tion. So it is not that people need — the middle-class people I know 
that are willing to go to Russia, willing to go to Romania, willing 
to go to Argentina, Chile, Peru, Brazil to adopt children don’t need 
a $5,000 ts« credit; they need other types of help. And for those 
other American families that wish to adopt, we need to work at the 
adoption rules for the at-risk children that often prevent people 
who wish to adopt children from being able to adopt them. 

Mr. Thomas. TTie gentleman’s time has expired. 

Mr. McDermott. Thank you. 

Mr. Thomas. The gentlewoman from Washington, a cosponsor of 
the bill. 


Ms. Dunn. 'Thank you, Mr. Chairman. Yes, as an original cospon- 
sor in the House on this legislation, I want to commend the two 
Senators for their leadership in pushing this issue, keeping focus 
on this issue; and just tell you that the important points of the IRA 
Equity Act, I believe are its focus on values that we hold dear, the 
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value of giving credence and standing to the people who stay at 
home and raise our children and care tor our elderly; or who do vol- 
unteer work in the commimity, which we need to focus on much 
more seriously as we look toward the new operation of proCTams 
like welfare, for example; or who are retraining themselves during 
a phase in their life when thev need to be at home and not em- 
ployed in the workplace; and also the value of equity to folks who 
are staying at home and to women who are working in the home. 

I think it also achieves that goal that this committee has sup- 
ported, and that is so important, which is to increase savings in 
this Nation. I do want to inform the Senators that in a meeting 
where I was present with Republican women Members they 
showed great enthusiasm for this legislation. I expect that we will 
be able to increase our sponsors very considerably in the next few 
days, and I also believe that it is a responsibility that comes down 
to us when we find how we are going to fund this program. 

I believe that we will find the sources. I have some sources in 
mind that I want to contribute. Senator Hutchison, to your list; and 
I look forward to working with you on this very important legisla- 
tion. 

Senator Hutchison. Thank you for your leadership. Congress- 
woman Dunn. 

Chairman Archer [presiding], I am delighted to hear all of these 
gratuitous offers of extra revenue. We will certainly find a use for 
all of them as the year goes on. 

Senator Hutchison. Mr. Chairman, as long as you don’t take 
them and then not put our amendment in the bill, that will be fine. 

Chairman Archer. Well, I am sure that the proponents who will 
offer the amendment will carefully craft it. 

I am curious, though. We had an opening statement. Senator Mi- 
kulski, from our colleague. Congressman McDermott in which he 
said he basically didn’t think that we ought to give IRA opportuni- 
ties to people who had incomes over $35,000, because that would 
be giving money to the rich. I believe that is what the gentleman 
from Washington said; I don’t want to quote him incorrectly. 

But your support of the super IRA would eliminate all of the 

Mr. McDermott. If the gentleman will yield 

Chairman ARCHER I just hope that you can have some influence 
over our colleague, Mr. McDermott, so he will go along with us. 

I will be happy to yield to the gentleman from Washington. 

Mr. McDermott. If you recall, I said at the end of my statement 
that I am for all of these good things, I support everything, as long 
as we can pay for it. And I stand ready when you show us where 
you are going to get the money. 

However, if you are going to ruin all of the things that you are 
trying to fix with the I^, it simply doesn’t make sense to me. And 
I am willing to support these things as long as you can come up 
with a balanced budget — and I was pleased to hear Senator Mikul- 
ski say if we can balance it, it will pass in the Senate. We look for- 
ward to seeing your budget and your numbers. 

Chairman AiCHER. Well, I can assure the gentleman that we will 
offset any tax reductions with spending cuts, and the gentleman 
can put that in the bank. So I am glad that he supports 

Mr. McDermott. In my piggybank? 
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Chairman Archer. I am glad that he supports the concept, irre- 
spective of the earnings limit. 

Are there any other members who would like to question the wit- 
nesses? 

We thank you very much. Both of you have made excellent pres- 
entations to the committee this morning. 

Senator Mikulski. Thank you very much. It is good to see old 
colleagues, and new Members that I hope to become better ac- 
quainted with. 

Senator Hutchison. Thank you, Mr. Chairman. 

Chairman Archer. Thank you. 

Our next witnesses are two of our colleagues in the House, Con- 
CTessman Bill Orton of Utah and Congressman Bill Baker of Cali- 
fornia. If you will take seats at the witness table. 

Congressman Orton, you will be our first witness, and we will 
ask you to keep your oral presentation under 5 minutes. Without 
objection, your written statements will be made completely a part 
of the record in their entirety. Congressman Orton, you may pro- 
ceed. 

STATEMENT OF HON. BILL ORTON, A REPRESENTATIVE IN 
CONGRESS FROM THE STATE OF UTAH 

Mr. Orton. Thank you, Mr. Chairman. I have submitted a de- 
tailed written statement with several exhibits to explain some of 
the technicalities of how my proposal would actually function. 

Mr. Chairman, members of the committee, I ve^ much appre- 
ciate the opportunity to testify before you today. The goal of in- 
creasing savings and investment is critical to our country’s long- 
term economic prospects. I commend you for calling this hearing. 

Mr. Chairman, study after study nave demonstrated that the 
most significant barrier to home ownership in this country is the 
high level of downpayment generally required to secure approval of 
a mortgage loan. Yet, because of our current tax laws, the $850 bil- 
lion currently invested in individual retirement accounts are effec- 
tively precluded from being used for such downpayment purposes, 
either directly by a homeowner or through a parental loan. I have 
come before you today to advocate changes to these laws to dynam- 
ically open up this $850 billion of assets and put them to work to 
promote home ownership. 

Yesterday, I reintroduced the First-time Home Buyer Afford- 
ability Act in this Congress. It is H.R. 726. I have been working 
on this legislation for over 3 years. It was introduced in the pre- 
vious two Congresses. The last Congress, H.R. 1149, was a biparti- 
san effort with 28 cosponsors, almost equally split between Repub- 
licans and Democrats, including the distinguished chairman of the 
Rules Committee, Gerald Solomon. It was also endorsed by both 
the National Association of Home Builders and the Mortgage Bank- 
ers Association of America. The bill that I filed yesterday is vir- 
tually identical, with a few minor perfecting changes. 

I would like to take just 1 minute to explain to you the need for 
this legislation. Current IRA statutes prohibit an IRA 
accountholder from engamng in a number of what are called “pro- 
hibited transactions,” including loans to family members and one’s 
own personal use of IRA funds. If anyone uses IRA funds for a pro- 
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hibited transaction, the penalties are severe. The money that is 
used is subjected to full taxation at the State and Federal levels, 
plus a 10 percent premature withdrawal penalty. Combined, that 
can equal over 50 percent of the money withdrawn. The result is 
that, under current law, individuals are effectively precluded from 
using IRA funds to make a downpayment to buy a home. 

My legislation overcomes this barrier by providing a targeted ex- 
emption of the prohibited transaction rules to allow individuals to 
access IRA accounts to make a downpayment on a first-time home 
purchase. 

Specifically, my bill permits individuals to borrow money from 
their own IRA account to make all or part of a downpayment for 
a first-time home purchase of a primary residence. This is similar 
to loans permitted right now from one’s 401(k) account. 

It also permits parents to lend money within their IRA account 
to their children for the use of a downpayment on a first-time home 
purchase of a primary residence. It also permits these transactions 
to be structured either as a loan or an equity investment, a home 
equity participation agreement. 

I would like to pose just one general question of fairness to my 
colleagues. IRA accountholders are currently permitted to invest in 
Ginnie Mae mutual funds, which consist of single-family mortgages 
on other people’s homes. However, IRA funds may not be used to 
finance their own home nor that of a family member. In other 
words, your IRA can be used to purchase the home of anyone in 
the country, except for your own home or that of a family member. 

This policy is unfair, antihome ownership and antifamily. My 
proposal would change this. It would do so in a flexible manner but 
it would also do so in a targeted and careful manner. 

The public policy purpose of the bill is to promote entry into the 
housing market. TTierefore, the home buyer must be a first-time 
home buyer. In addition, the home purchase must be a principal 
residence. Finally, the loan or equity investment must be repaid 
upon the sale of the home. 

My bill also contains specific provisions to prevent self-dealing or 
tax gaming. I won’t take you through each provision right now. 
Simply stated, my bill takes a somewhat different approach from 
most of the penalty waiver provisions, because my bill would also 
allow the use of the funds without taxation. It does so by changing 
the prohibited transaction rules to allow the IRA itself to invest in 
the home mortgage rather than having to withdraw the money 
from the IRA and pay the tax on it, even though the penalty is 
waived and then use what is left over. 

I believe, Mr. Chairman, that this approach is totally consistent 
with the proposal in the Contract With America. It does no harm 
to the concept and I would urge this committee to consider includ- 
ing this general approach in the bill that is marked up. And I 
would be happy to respond to questions. 

Thank you. 

[The prepared statement and attachments follow:] 
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STATEMENT OF REP. BILL ORTON 
before the 

House Ways and Means Conunittee 
January 31, 1995 

"FIRST-TIME HOMEBUYER AFFORDABILITY ACT OF 1995" 

Mister Chairman, members of the Committee, I appreciate the opportunity to testify 
before you today. The goal of increasing savings and investment is critical to our country's 
long term economic prospects. I commend you for calling this hearing. 

Mr. Chairman, study after study have demonstrated that the most significant barrier to 
homeownership in this country is the high level of downpayment generally required to secure 
approval of a mortgage loan. 

Yet, because of our current tax laws, the $ 850 billion currently invested in individual 
retirement accounts (IRA's) are effectively preclutted from being used for such downpayment 
purposes, either directly by a homebuyer or through a parental loan. I have come before 
you today to advocate changes to these laws to dynamically open up this $ 850 billion of 
assets and put them to work to promote homeownership. It is my hope that this 
committee will consider addressing this issue when marking up HR 6, the "American Dream 
Restoration Act. " 

Yesterday, 1 re-introduced the "First-time Homebuyer Affordability Act." I have 
been working on this legislation for over three years. I first introduced this bill back in 
1992, in the 102nd Congress. Last year, I re-introduced this legislation, as HR 1149. HR 
1149 was a bi-partisan effort, with 28 co-sponsors, about equally split between 
Republicans and Democrats, including the distinguished Chairman of the Rules 
Committee, Gerald Solomon. HR 1149 was formally endorsed last year by both the 
National Association of Home Builders and the Mortgage Bankers Association of 
America. The bill I re-introduced yesterday is virtually identical to HR 1 149, with a few 
minor perfecting changes. 

First, let me explain the need for this l^islation. Current IRA statutes prohibit an 
IRA account holder from engaging in a number of "prohibited transactions" , including loans 
to family members and use of one's own IRA funds for personal use. If anyone uses IRA 
funds for a prohibited transaction, the penalties are severe. The money that is used is 
subjected to full federal and state income taxes. In addition, a 10 percent premature 
withdrawal or distribution penalty is assessed on the amount withdrawn. Combined, an IRA 
account holder may be forced to pay over 50 % of the amount withdrawn in taxes and 
penalties [see Exhibit B]. The result is that under current law, individuals are effectively 
precluded from using IRA funds to make a down payment to buy a home. 

PROVISIONS OF "FIRST-TIME HOMEBirVER AFFORDABILITY ACT OF 1995" 

My legislation overcomes this barrier by providing a targeted exemption from 
prohibited transaction rules to allow Individuals to access IRA accounts to make a down 
payment on a first-time home purchase. By stiucturing the use of funds as an economic 
transaction entered into by a self-directed IRA account, the tax and premature withdrawal 
penalties are avoided — resulting in a substantial savings to the homebuyer. By eliminating 
barriers to the use of IRA funds, this change would have a significant impact in increasing 
homeownership. Finally, this approach is pro-savings. By structuring use of IRA funds as 
an economic transaction within an IRA, the monies used to buy a home are eventually 
restored to the IRA, available for continued tax-deferred re-investment. 
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Specifically, my bill: 

(1) Permits individuals to borrow money from their own IRA account to make all or 
part of a down payment for a first thne home purchase of a primary residence. 
[This is similar to loans permitted from one’s 401(k) account]. 

(2) Permits parents to lend money within an IRA account to their children for use as 
a down payment on a first-time home purchase of a primary residence, AND 

(3) Permits the transactions permitted in (1) and (2) above to be structured as an 
equity investment (ie., a home equity participation agreement). 

Mr. Chairman, I would like to pose a general question of fairness. IRA account 
holders are currently permitted to invest in a Giimie Mae mutual fund, which consists of 
thousands and thousands of single family mortgages — on other people’s homes. However, 
IRA funds may not be used to pay for or finance your own home, nor for the home of a 
family member. In other words, your IRA account can be used for the purchase of any 
home in the country except your own home or the home of a family member? This 
policy is unfair, anti-homeownership, and anti-family. 

Moreover, consider the purpose of IRA’s. IRA’s are intended to promote long-term 
productive investments to provide a nest egg for retirees. Historical studies have shown that 
one's home is generally the largest and most impoitant asset people have. It is probably also 
the best investment they will ever make. Shouldn’t IRA funds be available for this important 
purpose? 

Consider, finally, that we do permit individuals to borrow from their 401 (k) 
retirement accounts to purchase a home. A 40l(k) plan is nothing more than a self-directed 
retirement plan — in much the same way an IRA account is. If we allow people to borrow 
money from a 401 (k) plan for this purpose, shouldn’t we also allow borrowing from an IRA 
account? 


I believe we should. My legislation allows this to be done in a flexible, but 
responsible manner. My bill allows 100 X of the funds in one’s IRA account to be used for 
a first-time home purchase, structured either as a loan or an equity sharing investment. 

Under my bill, IRA advances structured as a loan may be flexible. Any loan from an 
IRA can be for a term of up to IS years. The loan may be interest only (no principal 
amortization). And, interest on the loan may be deferred until repayment of the loan. These 
two options increase flexibility with respect to cash flow. Finally, the loan may be 
unsecured or may be secured (typically by a second lien on the home). This increases 
flexibility with respect to second mortgage limitations typically imposed by secondary market 
mortgage lenders like Fannie Mae and Freddie Mac. 

IRA advances structured as an equity sharing agreement are intended to mirror 
current free market practices, in which tomebuyers give up part of the appreciation of value 
of their home in return for vital down payment assistance. To preserve the concept of 
having the IRA engage in economic transactions, my bill requires that equity sharing 
arrangements be structured under terms similar to those made in arm’s length transactions. 

While fl«ible, the bill is also structured in a careful, targeted manner. The 
public policy purpose of the bill is to promote entry into the housing market. 

Therefore, the heune buyer must be a first-time homebuyer. In addition, the home 
purchase must be a principal residence. Finally, the loan or equity investment must be 
repaid upon the sale of the home. 

My bill also contains provisions to prevent self-dealing or tax-gaming. For 
example, the interest rate tm the loan must be no less than 200 basis points below and not 
more than 200 basis points above comparable Treasury rates. In this way, the IRA earns at 
least a fair rate of retuin, but individuals cannot funnel excessive tax-deferred funds into an 
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account. Perhaps most importantly, my bill provides that forgiveness or default on loan or 
equity repayment subjects an IRA to premature distribution treatment — making the funds 
subject to tax and withdrawal penalty. This effectively prevents individuals or parents from 
converting IRA fiinds tax-free to personal use through a fabricated default. 

COMPARISON WITH PENALTY WAIVER 


Over the last few years, there has been a great deal of support for the “penalty 
waiver" concept. This approach was included in HR 4210, a major tax bill approved in the 
102nd Congress, but v^oed by the President. The penalty waiver provision was also 
included in the Super-IRA bills introduced last year by Senator Roth in the Senate and 
Representatives Thomas and Pickle in che^House. Many members of both the House and 
Senate have introduced legislation incorporating this concept. 

Quite simply, the penalty waiver approach provides for a waiver of the 10 % penalty 
on premature IRA withdrawals for certain identifi^ purposes. Typically, qualified purposes 
in legislative proposals include first-time home purchase, higher education expenses, and 
emergency medical bills. 

Clearly, adoption of this type of proposal would make it easier to access IRA's for 
these purposes. However, penalty waiver advocates generally fail to emphasize that the IRA 
account holder would still owe federal and state income taxes. At best, a penalty waiver 
would marginally reduce the huge negative incentive against using IRA funds to buy a home. 

Let me illustrate this point [see Exhibit B]. Take a hypothetical case in which a 
young couple plans on buying a house, requiring a down payment of $ 10,000. Let's assume 
the couple's sole source of long-term savings is the $ 10,000 they have in their IRA account. 
Let's also assume that this couple is in a marginal 28 % federal tax bracket, and a 6 % 
marginal state tax bracket. As Exhibit B shows, even under a penalty waiver approach, 
this couple would still forfeit almost 1/3 of the amount in their IRA account to state and 
federal taxes. Moreover, they would only have $ 6,768 left to invest » not enough to 
make the required down payment. In contrast, under my legislation, the couple could 
lend themselves all of the $ 10,000 - with no tax or penalty consequences. 

This difference is especially important when considering parental loans. It is true that 
certain penalty waiver proposals permit parental withdrawals to assist their children with a 
down payment. But 1 think it would be a very rare case in which a parent would be willing 
to take $ 10,000 from their IRA account, suffering an unnecessary tax of from $ 3,000 to 
$ 4,000, to assist their children with a down payment. 

Thus, a penalty waiver sounds like a good public policy change. However, in 
practice, it would have only a maigioal impact -- reducing one's tax/penalty by only around 
20% of the amount otherwise owed. This incentive will induce relatively few people to 
actually take money out of their account to buy a house, compared to current law. As a 
result, it will produce a very small increase in the level of homeownership in this country. 

Let me turn now to your legislation, Mr. Chairman. As 1 understand it, the 
"American Eheara Restoration Act" does not provide for a penalty waiver, or other direct 
incentive to take money directly out of an IRA account to buy a home. However, current 
IRA account holders would be permitted to toll over their account into a new Dream Savings 
Account, after which they could withdraw that money, tax and penalty-free, for a fu^t-time 
home purchase (among other things). The effect is to give current IRA account holders the 
equivalent of a penalty waiver -- since they will suffer a tax from the rollover, but no tax or 
penalty from the subsequent withdrawal. Again, I believe this is a commendable change. 
However, I believe we can and should do more to access IRA accounts for homeownership. 

Mr. Chairman, the impact of your "American Dream Restoration Act" is to increase 
opportunities for IRA investments and to increase flexibility for meritorious purposes, such 
as a fu^t-time home purchase. I believe my l^slation is consistent with and promotes these 
goals. TTie "First-time Homebuyer Affordability Act" could easily be added onto your bill. 
Therefore, I would ask the Ways and Means Committee to consider adding the provisions of 
my legislation to the American Dream Restoration Act when that bill is marked up. 
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EXHIBIT A 

EXECUTIVE SUMMARY 

FIRST-TIME HOMEBUYER AFFORDABILITY ACT OF 1995 


Current IRA statutes prohibit an IRA account holder from engaging in a number of "prohibited 
transactions", including loans to family members and use of one’s own IRA funds for personal use. This bill 
provides a targeted exemption from such prohibitions to access IRA accounts to make a down payment on a first- 
lime home purchase — without tax or premature withdrawal penalty. This approach could be used either in place 
of or in conjunction with the so-called "penalty waiver a{^roach. Specifically, the bill: 


( 1 ) Permits individuals to borrow money from their IRA account to make all or part of a down payment for a 
first time home purchase of a primary residence [similar to loans permitted from one's 401(k) account], 

(2) Permits parents to lend money within their IRA account to tl^ir children for use as a down payment on a 
first-time home purchase of a primary residence, AND 

(3) Also permits the transactions permitted in (1) and (2) above to be structured as an equity investment (ie., 
a home equity participation arrangement). 


UNDER THIS APPROACH, FTJNDS WOULD BE FREE OF TAX AND PREMATURE WITHDRAWAL 
PENALTIES. IN COMPARISON, UNDER THE PENALTY WAIVER APPROACH, INDIVIDUALS 
WOULD SUFFER TAX CONSEQUENCES OF OVER $ 3,000 ON A $ 10,000 INVESTMENT. 


ANOTHER ADVANTAGE IS THAT FUNDS ARE AVAILABLE FOR TAX-DEFERRED 
REINVESTMENT WHEN THE FUNDS ARE RESTORED TO THE ACCOUNT. 


GENERAL PROVISIONS 

* Home purchases are limited to first-time homebuyers. 

* The home purchased must be a principal residence 

* All funds in one's IRA account can be used for a down payment. 

* Loan may be either secured or unsecured 

* Interest on loan may be deferred; loan may be interest only 

* Loan can be for a term of up to 15 years 

“ The interest paid on any loan aiKl the repayment of a loan or equity investment continues to accumulate 
within the IRA account cm a tax-deferred basis 

RESTRICTIONS TO PREVENT SFXF-DEAIJNG 

* Loan or equity investment must be repaid upon the sale of the home 

* Loan interest rate must be no less than 200 basis points below and not more than 200 basis points above 
comparable Treasury rates 

* Foi^iveness or default on loan or equity repayment objects IRA to premature distribution treatment - 
subject to tax aiKl withdrawal penalty. 
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EXHIBIT B 

USE OF FUNDS COMPARISON - 

FIRST-TIME HOMEBUYER AFFORDABILITY ACT of 1995 

and 

PENALTY WAIVER APPROACH 


TYPICAL TAXPAYKW 


Investment within IRA Account 

IRA Account: $ 10,000 

Less tax; -0- 

AVAILABLE FUNDS: $ 10,000 


Penalty Waiver Approach 

IRA Account: S 10,000 

Less tax: 3,232 

AVAILABLE FUNDS: $ 6,768 


NOTE: UNDER CURRENT LAW, AVAILABLE FUNDS = $ 5,768 

[Additional effect of 10 % penalty for premature withdrawal] 


ASSUMPTIONS: 

* Marginal federal tax bracket » 28 % 

* Marginal state tax bracket = 6 % 

* EFFECTIVE STATE/FEDERAL TAX = 32.32 % 

(Note: effective rate is lower than sum of both, due to federal tax deductibility of state income taxes) 


TOP BRACKET TAXPAYER 


Investment Within IRA Account 

IRA Account: $ 10, (XX) 

Less lax: -0- 

AVAILABLE FUNDS: $ 10,000 


Pen alty A pp roa ch 

IRA Account: $10,000 

Less lax: 4,434 

AVAILABLE FUNDS: $ 5,566 


NOTE: LT^DER CLTIRENT LAW, AVAO-ABLE FUNDS = $ 4,566 

[Additional effect of 10 % penalty for pi^ature withdrawal] 


ASSUMPTIONS: 

* Marginal federal tax bracket = 38.5 % 

* Marginal State tax bracket = 9.5 % 

* EFFECTIVE STATE/FEDERAL TAX = 44.3425 % 

(Note; effective rate is lower than sum of both, due to federal tax deductibility of slate income taxes) 
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EXfflBIT C 

QUALITATIVE COMPARISON OF 

FIRST-TIME HOMEBUYER AFFORDABILITY ACT of 1995 

with 

PENALTY WAIVER APPROACH 


1. SHORT TERM TAX SAVINGS TO INDIVIDUAL. 

The First-time Homebuyer Affordability Act has two major short term advantages over a penalty waiver; 
(a) the individua] avoids imposition of taxes and (b) more funds are available for down payment on a 
home purchase, [see Exhibit B for comparison). 


2 . PROMOTION OF HOME OWNERSHIP/ECONOMIC GROWTH 

Because of the advantage in 1 above, it wit) result in significantly greater use of IRA funds for home 
purchase. This will stimulate higher levels of homeowneiship. Resulting increased housing starts should 
also stimulate economic growth. 

3. LONG TERM TAX SAVINGS TO INDIVIDUAL 

Under the penalty waiver approach, there is a permanent withdrawal of funds from the IRA account. As 
a result, the compounded tax deferral of principal and interest is lost. In contrast, since all IRA funds are 
retained under the First-time Homebuyer Affordability act, interest/eamings continue to be tax deferred 
during the period they are invested in the home AND are tax deferred in the period after the home 
investment ends. 


4. PREVENTION OF LEAKAGE FROM RETIREMENT FUNDS. 

Economists have made a strong connection between our low rate of national savings and our failure to 
make productivity gains. Adequate national savings is critical as a source of capital for modernization so 
that American companies can compete intemationaily. The "First-time Homebuyer Affordability Act" 
promotes (he goal of increased individual savings, by permitting first time home investments within IRA 
accounts, thus avoiding leakage from retirement and savings accounts. In contrast, a penalty waiver 
approach tends to encourage funds to flow out of savings accounts. 
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Chairman Archer. Thank you. 

Congressman Baker, we are delighted to have you here with us 
today, and we will be pleased to hear your testimony. 

You may proceed. 

STATEMENT OF HON. BHX BAKER, A REPRESENTATIVE IN 
CONGRESS FROM THE STATE OF CALIFORNIA 

Mr. Baker. Thank you very much. Chairman Archer, and it is 
an honor to be here. 

I want to thank you for allowing me to come before the commit- 
tee to discuss the critical issue of IRA reform and the national sav- 
ings rate as it relates to the Contract With America. I have pre- 
pared a written statement to supplement my testimony, and with 
your permission, request that it be inserted in the appropriate 
point in the record. 

Americans save but a fraction of what other people in other na- 
tions save. Our savings rate in America is an anemic 4 percent. 
Taxpayers don’t reco^ize how their lack of savings harms overall 
productivity and how it relates to interest rates. 

The American taxpayer’s aversion to saving money is partially 
due to our erratic and punitive tax policies. It is very difficult to 
tell someone who is struggling to raise a family and who is being 
taxed between 40 and 46 percent of their income, to go out and ac- 
crue another $2,000 to $5,000 and put it away for their retire- 
ments, especially without any tax deduction. 

Before 1986 — and this is important — 19.5 percent of individuals 
filing tax returns claimed IRA deductions. So prior to the disas- 
trous 1986 Tax Act, almost 20 percent of the people were saving 
for their retirement; 16 million people saved in those days $13 bil- 
lion. So these horrendous figures you hear, if you go back to an IRA 
you are going to bankrupt the Nation and keep the budget from 
being balanced, in 1986, 16 million were saving $13 billion, an av- 
erage deduction of just over $2,000. In 1993, an equal number of 
returns filed, only 5 percent of taxpayers claimed deductions. 

So what happened is people when they didn’t get the carrot of 
deductibility, forgot about preparing for their retirement years, so 
only 4.1 million people saved a total of $7.9 billion. So without that 
incentive of tax deductibility, we have told people, don’t prepare for 
your future, just go to the Social Security window. 

The Federal Government should encourage greater savings. In a 
Merrill Lynch survey recently conducted, married people earning 
$50,000 a year need to accumulate $170,000 by the time they reach 
65 to maintain their current standard of living, even with pension 
and Social Security benefits. The average baby boomer couple will 
save only 40 percent of that during their lifetime because they have 
no incentive to save. 

IRA reform is needed now and to be effective it must bring more 
people into the pool. It has to be more flexible, as Mr. Orton just 
mentioned, and it cannot sacrifice the purpose, retirement savings, 
for other duties, such as the social welfare aspects of the current 
Social Security program. 

Mr. Chairman, my IRA reform, the Family Reinvestment Act, 
meets these criteria. It replaces the inadequate $2,000 deduction 
with $2,500 each spouse, regardless of whether they work. It is 
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cruel for the nonworking spouse to raise a family and come then 
to the end of the line and have no retirement benefits. Even more 
cruel if a divorce occurs during that time and the person who has 
spent their time at home is left without adequate retirement. 

It extends eligibility to a nonemployed spouse. We phase in this 
bill over a 10-year period, and I wouldn’t care if it was over 100 
years, as long as the road of 1,000 miles bemns with the first step. 
This allows investors to borrow from their plans for only three pur- 
poses: One, first-time home buyer, and for college; and for medical 
and retirement benefits, for the person himself or herself, before re- 
tirement. 

It maintains the focus of IRA on retirement. I want to emphasize 
the word “borrow.” If you have a son or granddaughter that needs 
to go to college, you can take from your IRA and loan them that 
money. But they must repay it — ^fat chance. 

You will probably during your working life repay it so that at the 
end of the line, you would have your retirement plan intact. So the 
borrow facility is important. 

The nonworking spouse part of this bill is important. And raising 
over a number of years the amount saved each year to $5,000 per 
couple is extreme^ important, if we don’t want to depend totally 
on government-financed retirement accounts. 

I would like to close with this warning. 'The optimists tell us that 
if we go through the baby boomers receiving money from Social Se- 
curity and they collect for 20 years before we bankrupt Social Secu- 
rity, we will go to the year 2030. If the pessimists are correct and 
we bankrupt it in the first few years of the baby boomers coming 
to the window, then we will bankrupt Social Security by 2013. It 
has nothing to do with politics, has nothing to do with Republicans, 
Democrats, Contract With America; just there are too many people 
asking for too great a retirement amount, considering the number 
of people still working, and you will run out of money. That is a 
feet. 

What is the answer; to bemoan that, to change Social Security, 
to get into a long war in which we go to the ballot box and tell 
somebody they hate the elderly more than I love the elderly? That 
is not the answer. The answer is to wean people today, get them 
on their own retirement plans, and IRA is the way to do it. If, to 
answer Mr. McDermott’s question, this means postponing bal- 
ancing the budget for 1 more year to take care of the $13 billion 
that people will save if they get the deductibility so be it, because 
you have corrected a problem that will reach us in the middle of 
the 21st century and hit us very hard. 

I appreciate the time to speak and will answer any questions 
that you might have. 

[The prepared statement follows:] 
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TESTIMONY OF 
THE HONORABLE BILL BAKER 
BEFORE THE HOUSE WAYS AND MEANS COMMITTEE 

IRA REFORM IN THE CONTRACT WITH AMERICA 
AND THE FAMILY REINVESTMENT ACT 

January 31, 1995 


Mr. Chairman, I appreciate having the opportunity to speak 
here today on an issue of national economic importance. The health 
of our economy is obviously dependent upon many factors, most of 
which you will consider in this committee. And now, as we consider 
the various reforms contained in the Contract with America in 
Congress, we have an opportunity to address one such economic 
concern in the near future - our national saving rate. So today, Mr. 
Chairman, I am here to talk about my bill to reform Individual 
Retirement Accounts, the Family Reinvestment Act, which I will 
soon reintroduce. 

That Americans save but a fraction of what people in many 
other nations do is well known. The current estimate of the rate of 
saving in the U.S. is an anemic four percent. Most Americans, 
however, are less aware not only of the magnitude of the problem, 
but of its very existence. The fact is, in order to maintain even 
modest economic growth, we must either bring money into the 
economy through foreign investment, or increase our own saving 
rate. 


What most Americans know about the savings crisis is limited 
to what they see reflected in their own lives. Many find themselves 
increasingly unable to meet their own needs. But what they see less 
is how their inability or unwillingness to save harms overall 
productivity. Few notice the drop in the availability of investment 
capital. But many people do know of American industry’s increasing 
reliance on foreign capital to fund operations and fuel the economy, 
and they recognize it as a disturbing trend. The connection must be 
made between personal savings and our addiction to foreign capital in 
order to maintain economic growth if people are to clearly recognize 
their role in this tenuous situation. 

A study released last year by the National Center for Policy 
Analysis demonstrates that the household saving rate has a greater 
impact on foreign capital imports than does the federal budget deficit 
(as is commonly blamed). According to the study, the $55.3 billion 
decline in personal savings between 1992 and 1993 exceeded the 
$42.8 billion decline in the budget deficit at the same time. 
Meanwhile, foreign capital imports increased because less savings 
were available for investment. Government borrowing, it seems, is 
less a factor than personal savings. 
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So why don’t Americans save more? Though no one reason 
can be given, certainly our government’s erratic and punitive tax 
policies have had a forceful impact. Our tax code rewards 
consumption and discourages saving. When the average wage earner 
learns that accumulating interest only raises his taxes, the benefits of 
consumption seem greater than the tenefits of saving. Some sort of 
tax neutrality is needed if Americans are to be convinced to put more 
money away for their future needs. And they must be convinced. 
Getting our saving rate up to around eight percent would add over 
$180 billion annually to Ae national supply of savings, and virtually 
eliminate the need for foreign-capital. 

Because the federal government has a role in reducing interest 
costs and increasing jobs and production, it can and should play a 
significant role in encouraging greater savings. As fewer and fewer 
young workers finance the retirement of more and more retirees, 
recent polls reveal that young Americans no longer believe 
government-run Social Security will be sufficient to sustain them in 
later years (indeed, it was never intended to). And a survey done by 
Merrill Lynch indicates that the average married couple making 
$50,000 per year would need to accumulate at least $170,000 in 
savings by age 65 to maintain its standard of living, even with a 
pension and Social Security. Yet these same individuals are 
penalized through the tax code from saving more on their own. The 
average baby boomer couple is likely to save only 40 percent of what 
it will need to retire. It is for these reasons that expanding the 
availability and scope of Individual Retirement Accounts is a timely 
public policy consideration. 


For true reform of the current IRA to be effective, it must 
make IRAs more attractive and thereby bring more taxpayers into the 
investment pool. It must also make I^s more flexible to be used as 
individuals’ needs arise. But flexibility must not sacrifice the true 
purpose of the IRA — retirement savings. 


Mr. Chairman, my IRA reform bill, the [Family Reinvestment 
Act, meets these criteria. 


First, my bill seeks to bring new investoji 
It scraps the wholly inadequate $2,000 deduct) 
with a $2,500 yearly deduction. It also expai^i 
non-employed spouses, a group which is unfaijrl 
current IRA rules. And my bill "phases in" 
as it increases the current income phaseout le\|i 
period. The levels are raised from $25,000 tq 
individuals and from $40,000 to $200,000 for 
levels in my bill are indexed to inflation after 
complete. 


s into the IRA system, 
ijon level, replacing it 
s eligibility to include 
ly excluded under 
hjigher-income taxpayers 
'els over a five year 
$100,000 for 
couples. All of the 
[the phase-in period is 


Next, my bill seeks to make IRAs at least as flexible for the 
average American as the popular Thrift Savings Plan, or TSP, is for 
government employees. The TSP is a benefit that many workers take 
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advantage of here on Capitol Hill. Though my purpose here is not to 
sing the praises of the TSP, I should explain that involvement in the 
plan allows investors to borrow at the current rate from their plans. 
The key is that this money is a qualified distribution which must be 
repaid. It is time for all American families to be offered this kind of 
flexibility. 

My bill allows qualified distributions for first-time home buyer 
expenses on a principal residence for the IRA holder, his spouse, his 
child, or his grandchild. This includes acquisition costs, construction 
or reconstruction, and financing and closing costs. This loan must be 
repaid with interest within 15 years of the distribution to avoid being 
taxed. 

Similarly, qualified distributions for higher education expenses 
are allowed, including for such items as tuition, fees, books, supplies 
and enrollment and attendance costs. This loan must be repaid with 
interest within ten years. My bill also treats numerous qualified 
distributions received in the same taxable year as one, so individuals 
may borrow from their accounts as money is needed. 

Finally, my bill maintains the focus of the IRA option on its 
principal purpose -- increasing savings. The repayment requirement 
is meant to assure that these accounts are not used only as tax-free 
pools for home-buying or education expenses, but remain the 
retirement investment tool they were originally intended. Loans 
outstanding at the end of the repayment period are treated as 
"unqualified" distributions and taxed as income, plus the current ten 
percent penalty, plus interest. Distributions from the IRA also may 
not drop the total balance below $1,000. Together, these rules will 
help to ensure that taxpayers continue to plan for their retirement, 
even as they confront important financial hurdles along the way. 

Mr. Chairman, I don’t think we, as fiscal conservatives, will 
disagree that these are important measures to address. But what 
concerns me is that the proposed IRA changes in the Contract with 
America do not go far enough in accomplishing our stated goals. 

The American Dream Savings, or ADS, account outlined in the 
Contract in H.R. 6, the American Dream Restoration Act, is 
commendable in its goal, yet I believe it comes up short in the areas 
my bill addresses. First, the ADS account, as a "back-ended" IRA, 
effectively repeals the current IRA deduction, a significant incentive 
for lower- to middle-income wage earners. My bOl actually 
increases this deduction in order to make saving for retirement a 
more attractive option. Despite the unique nature of a "back-ended" 
IRA, I do not believe the ADS offers sufficient incentives to bring 
additional taxpayers into the IRA system. And although the rules of 
the ADS do not include special purpose qualified distributions as 
gross income, I believe the most important goal of the savings tool is 
compromised in that there is no repayment requirement. This is 
essential to any IRA reform. 
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The debate over the Contract, Mr. Chairman, is really about 
empowering people to provide for themselves. The federal 
government should seize its role as the facilitator of greater personal 
freedom and opportunity. I believe very strongly in the stated goals 
of the Contract. They are, to a substantial degree, why I am in 
Congress. But as it stands right now, I believe the provisions related 
to IRA reform can be improved. 

Thank you, Mr. Chairman, for letting me come here today to 
express my opinions on IRA reform. I am sure this committee has 
and will continue to consider very seriously issues like IRA reform, 
which affect the well-being of families, individuals, and the 
economy. I call upon you, Mr. Chairman, to lead your colleagues in 
this committee in examining all opportunities for increasing savings 
in America. I firmly believe that as you do, you will discover that 
my Family Reinvestment Act clearly corresponds with the other 
monumental changes we are all striving to make to enhance the lives 
of Americans in Ae future. 

Thank you very much for your time. 

# # # 
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Mr. Thomas [presiding], I thank the both of you for your testi- 
mony. It is interesting how economics gets in the way of politics. 
We appreciate your indication that there is an inevitable facing us, 
regardless of what the political position is that we take. Any mem- 
ber on the majority side wish to inquire? 

Does the gentleman from Washington or the gentleman from 
Michigan wi^ to inquire. 

We thank both of you very much for your testimony. 

Mr. Thomas. I would ask that the next panel come forward, John 
L. Steffens, chairman of the board of Securities Industw Associa- 
tion, Kenneth Feltman, executive director. Employers Council on 
Flexible Compensation; William Gale, senior fellow, Brookings In- 
stitution; Mary Mohr, chairperson. Savings Coalition of America; 
John Brennan, president, The Vanguard Group; and Charles 
Hazen, Southampton, Pa. 

Any written statements will be made a part of the record, and 
you have 5 minutes to proceed. If you will allow me, I will start 
with Mr. Steffens. 

STATEMENT OF JOHN L, STEFFENS, CHAIRMAN OF THE 

BOARD, SECURITIES INDUSTRY ASSOCIATION, AND 

EXECUTIVE VICE PRESIDENT, MERRILL LYNCH AND CO., 

WASHINGTON, D.C. 

Mr. Steffens. I am John Steffens, the chairman of the Securi- 
ties Industry Association and executive vice president of Merrill 
Lynch. The SIA is the securities industry’s trade association, rep- 
resenting 800 securities firms in North America which account for 
about 90 percent of all securities activity in the United States. 
These firms have had extensive experience with IRAs in the past 
and overall, our industry manages about $585 billion of clients’ IRA 
assets. 

Thank you for focusing your attention on what I think is a vital 
issue, the Nation’s savings crisis. This issue is vital to our economic 
future. 

The name of the saving vehicle you are considering today, the 
American dream savings account, is right on the mark. 'The SIA be- 
lieves that savings crisis has truly put the future of the American 
dream at risk. Whether the American dream is defined as financial 
security, a home, an education, a good job or comfortable retire- 
ment, low savings is going to make that more difficult to achieve. 

Congress has an opportunity and a responsibility to change this; 
to help solve the savings crisis that exists today; and most impor- 
tantly, to put Washington back on the side of the American dream 
by expanding IRAs. IRAs are a proven and powerful tool to boost 
savings. The SIA believes the facts are fairly simple. IRAs worked 
before from 1982 to 1986. And the newly proposed IRAs will work 
even better. 

The SIA’s full position is outlined in the written testimony. Let 
me summarize six reasons why IRAs are the right economic policy 
for America, the right tax cut for the middle class, and the right 
savings vehicle for American families. 

First, it is clear that the American people themselves want to 
bring the IRA out of retirement. A postelection survey done by The 
Luntz Research Companies showed that the IRA was the most pop- 
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ular tax proposal included in the Contract With America. This 
shouldn’t be su^rising since other research has shown that con- 
cerns about savings and retirement rank higher than almost every 
other political issue. 

Second, there is a growing consensus among academics that IRAs 
work. SIA recently asked two leading economists, Jonathan Skin- 
ner and Glenn Hubbard to sort through the scores of IRA studies 
that had been done over the last several years. After reviewing this 
body of scholarly work, these professors concluded that there is 
compelling evidence that IRAs ^d, in fact, boost personal and na- 
tional saving. They noted that even some past IRA critics now ac- 
knowledge IRAs work. 

Third, IRA critics overstate the significance of any shuffling of 
assets into IRAs. A quick look at the tacts shows wlw. In 1983, half 
the American families had less than $1,000 in net financial assets. 
Even families headed by people 45 to 54 years old had median net 
financial assets of only $2,600. The bottom line is these people sim- 
ply don’t have enougn assets to shift savings from other vehicles 
to IRAs for long. 

Fourth, middle-class Americans will be the biggest winners from 
the new IRA. The committee should recognize that IRAs were over- 
whelmingly used by middle-income Americans from 1982 to 1986. 
Over 75 percent of IRA contributions were made by families with 
incomes of less than $50,000. 

Fifth, the new IRAs will foster a culture of savings in the United 
States. A new IRA program is going to encourage financial firms 
to spend tens of millions of dollars advertising the savings benefit, 
and I think this will help educate Americans on the need for long- 
term savings. 'This will send a very important signal to Americans 
that it is time to become a nation of savers again. 

Finally, while IRAs worked before, the features of the new IRAs 
will help them work even better. New proposals like the American 
dream savings account, the Thomas-Neal super IRA, the Presi- 
dent’s IRA, and certainly the homemaker IRA, which creates equal 
treatment for spouses who work in the home, all of these include 
withdrawal features that will make the IRA even more popular and 
effective. 

The other key feature of the proposed IRAs is the back-end tax 
incentive. At Merrill Lynch, we have conducted extensive market 
research on back-end savings accounts and we are convinced that 
they hold CTeat appeal to the American public. In fact, we forecast 
that roughly one-naif of Americans, if given a choice and clear ex- 
planation 01 the benefit, would opt for a back-end IRA. 

Ideally, the SIA would like to see IRAs with both front-end and 
back-end account options. Then Americans could decide for them- 
selves which t 3 q)e of an account would be better given their per- 
sonal view of the future. But even if the new legislation includes 
just the back-end option, as the American dream savings account 
does, SIA still believes that it would boost savings in the United 
States dramatically. 

Let me close by mentioning that most Americans feel today that 

f ovemment discourages them from saving. You can change this by 
ringing back the IRA. Contributions to a new and popular IRA 
could accumulate to more than $1 trillion over the first 10 years 
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of this program. This would not only provide a huge pool of capital 
to help the U.S. economy CTOw, but would also create a $1 trillion 
nest egg for American families in the future. 

Finally, as IRAs boost savings, they will also pay fiscal dividends 
for the Federal Government. The econometric model used by Mer- 
rill Lynch suggests that the successful implementation of IRAs 
could reduce U.S. interest rates by 50 basis points over the coming 
years. This would mean a savings of some $25 billion a year to the 
U.S. Government in terms of reduced interest payments on govern- 
ment debt and would help eveiy American in terms of reduced in- 
terest costs on mortgages and other loans. 

In short, a revitalized IRA would not only work, we at SIA be- 
lieve that an expanded IRA would be a first and very important 
step toward saving the American dream. 

Thank you very much. 

[The prepared statement and attachments follow:] 
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TESTIMONY OF JOHN L STEFFENS 
SECURITIES INDUSTRY ASSOCIATION 

Mr. Chainnan and members of the Committee, I am John L. Steffens, chairnan of the 
Securities Industry Association (SIA) and Executive Vice President, Merrill Lynch and Co., Inc. 
SIA commends you, Mr. Chainnan, and the Ways and Means Committee for focusing attention 
today on America's “saving crisis.” We appreciate the opportunity to share our views with you. 

The membership of SIA accounts for more than 90% of securities activities in North 
America. Its roughly 800 member firms range from large firms engaged in a full spectrum of 
domestic and international securities and securities-related activities to small or local firms 
engaged exclusively in retail brokerage. The securities industry manages over $585 billion of 
client Individual Retirement Account (IRA) assets — about 64% of all IRA assets. 

SIA has long been convinced that the United Stales is not saving enough to remain 
globally competitive as a nation or financially secure as individuals. The membership of our 
association believes it is vital that we begin to address this crisis by expanding and modernizing 
IRAs. 


The name of the new saving incentive you are considering today -- the “American Dream 
Savings Account” - is particularly apt. In many ways, the U.S. saving crisis has put the future of 
the American Dream at risk. Whether the Dream is defined as financial security, a home, an 
education, a good job, or a comfortable retirement, the continued lack of adequate saving makes 
the American Dream more difficult to achieve. 


SIA believes that an expanded IRA will help solve the saving crisis and go a long way 
toward saving the American Dream. My statement this morning will outline the scope of the saving 
shortfall in the U.S., address the need for expanded IRAs, and then discuss some specific features of 
the American Dream Savings Account (ADS Account) and other IRA proposals. 


The U.S, Saving Crisis 

The United Stales faces a 
saving crisis. Americans today are 
saving less than at almost any lime 
since World War II. The personal 
saving rate has plummeted from 8 
percent of disposable income in 
1 970 to only about 4 percent in 1 994 
(see Figure 1 ). In fact, American 
households currently save less than 
half os, much as those in Britain and 
Germany and less than a third as 
much as those in Japan and France 
(see Figure 2). 

This drop in personal saving 
has driven the decline in U.S. 
national saving (which is defined as the 
sum of all saving by households, 
businesses, and government) - a fact 
some have failed to recognize. There is 
a persistent myth in Washington that 
the fall in national saving is attributable 
largely — or even entirely -- to rising 
Federal budget deficits. To the 
contrary, a close look at the U.S. saving 
statistics reveals that the fall in personal 
saving has been a larger contributor to 
the drop in national saving over the last 
25 years than has the increase in the 
budget deficit. Net national saving has 



Figure I: The U.S. personal saving rate has fallen 
50% since 1970. 
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Figure 2: U.S. households save far less than those of 
our international competitors. 
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fallen from an average of 8.5 percent of NNP during the 1970s, to 4.7 percent during the 1980s, 
and to only 2.4 percent so far during the 1990s. 

The overall economy and individual Americans alike are being seriously hurl by this 
historic fall in saving. At the national level, the saving crisis saps the fuel for long-term 
economic growth, because domestic saving is a vital source of the capital for domestic 
investment. In today’s economy, the fall in personal saving from 8 percent to 4 percent 
represents a loss of roughly $200 billion of capital that could have been pul to work in the U.S. 
economy. The cost of losing this capital is evident in the steady declines of U.S. domestic 
investment. While domestic investment averaged about 8 percent of NNP in the 1950s, 1960s, 
and 1970s, it fell to 6. 1 percent in the 1980s and has fallen to just 3.1 percent so far in the 1990s. 

As members of this committee know well, the macroeconomic result of low investment is 
straightforward: Fewer jobs at lower w^es. By limiting investment in the American economy, 
the saving crisis slows business growth and hinders the advance of U.S. living standards. 

However, and I want to stress this point this morning, the impact of the saving crisis is 
personal as well as national. As SIA member firms witness every day in our dealings with 
clients across the U.S., low saving has direct and serious implications for individual families. 

This point is illustrated by an analysis of American household finances recently 
commissioned by my firm, Merrill Lynch. The study shows that half of all American families in 
1993 had less than SI. 000 in net financial assets' (see Figure 3). Although older households 
naturally had greater wealth than younger ones, the study found that even families headed by 
individuals ages 45 to 54 had only $2,600 in median net financial assets 

Mr. Chairman, one of the 
themes of today’s hearing is the 
future of the American Dream. With 
these figures in mind, is it any 
wonder the American Dream is a 
fading vision for many families? 

They simply don’t have a cushion of 
saving to fall back on in hard times 
- let alone the resources to buy a 
first home, fund a child’s college 
education, or provide for a secure 
retirement. 


On a similarly personal note, 
other academic research has shown $1,000 in net financial assets. 

that the future of retirement looks 

especially bleak for the 76 million members of the Baby Boom generation. Stanford University 
economist B. Douglas Bemheim’s research on the Merrill Lynch Baby Boom Retirement 
Index reveals that Baby Boomers, on average, are now saving at only about one-third the rate 
needed for a secure retirement. 

Dr Bemheim arrives at this result by comparing the rate Baby Boomers are actually 
saving for retirement with the rate at which they should be saving in order to retire at age 65 with 
the same standard of living they enjoyed during their pre-retirement years. An Index of 1 00 
percent would mean that Baby Boomers are saving at just the rate needed to retire at a consistent 
standard of living. Yet, Dr. Bemheim’s most recent calculations -- which are based on data from 
a national .survey of more than 2,000 Baby Boomers — place the Index at only 35.9 percent, 
roughly one-third the minimum rale of saving.^ 

In light of work by the Bipartisan Commission on Entitlement and Tax Reform (i.e., the 
Kerrey Commission) - as well as a range of academic research — this calculation may even be 
based on over-optimistic assumptions. Specifically, Dr. Bemheim’s “standard” analysis assumes 
that the future holds no systematic increase in taxes or decrease in the retirement benefits 
currently promised to Baby Boomers. Tliese are difficult assumptions to justify in light of the 
Kerrey Commission’s conclusion that the Federal government is on an unsustainable fiscal path, 
which will require extensive changes to current programs, including Social Security. 


Median N«t Financial AssaU of U.S. Familias in 1993 
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Figure J: Half of American families have less than 
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Sadly, all of this means that the Baby Boomers’ financial preparedness is probably far 
worse than indicated by the “standard” Baby Boom Index results. In fact, when Dr. Bemheim 
recalculated the Index under an assumption of even moderate future Social Security cuts, he 
found that it fell from 35.9 percent to just 18.2 percent, suggesting that Baby Boomers should be 
saving more than file limes -- rather than three times — what they save currently. 

Solving the Saving Crisis 

Mr. Chairman, SIA believes that America’s economic future hinges in large part on 
solving the saving crisis. Increased saving is vital both to prepare the overall economy for strong 
growth into the next century and to provide American households with greater financial security 
today and into retirement. 

Fortunately, economic policy makers have a powerful tool to revive the nation's “saving 
habit.” You can expand and modernize IRAs. SIA has been pleased to see the broad, bi-partisan 
support for an expanded IRA in Congress as well as such strong support for new IRAs from the 
President and his Administration. 

Lei me point out that the restriction of IRAs has played an important role in the decline of 
U S. saving. Indeed, the drop in annual IRA saving is equal to about 40 percent of the decline in 
annual personal saving since 1986. Annual IRA contributions peaked in 1985. at just over $38 
billion (or, expressed in 1993 
dollars, $50 billion). They have 
fallen every year since, reaching a 
level of just $8 billion in 1 993^ 

(see Figure 4). If the IRA hadn’t 
been curtailed by the Tax Reform 
Act of 1986, we conservatively 
estimate that the total pool of IRA 
assets possessed by American 
families would be $400 billion 
larger than it is today. 

SIA believes that a 
revitalized IRA will be popular 
with the American people, will lift 
personal and national saving, and 
will provide an important middle- 
class lax cut. The balance of my 
statement will address generally 
the case for expanded IRAs and 
specifically the features of the American Dream Saving Account this Committee is considering 
today. 


Annual IRA Contributions 

(SBillions) 


$60.0 
$500 
$40 0 
$30-0 
$200 
$10 0 
$- 

Sowrce /ns Data 


i 


■ Nominal Contributions j 
I ■ Constant 1993 Dollars I 



Figure 4: Annual IRA contributions have fallen from 
S38 billion in 1986 tosust 58 billion in 1993, 


The first point LwouIdJikfctojnakcjs thatihc^ American people clearly want to 
bring the IRA out of **rerirement .” IRAs enjoy exceptional public support. In fact, a post- 
election survey by The Luntz Research Companies showed that IRAs were the single most 
popular tax proposal included in the Republican “Contract With America.” 

This shouldn’t be a surprise. Other recent public opinion surveys have revealed that 
concerns about saving and retirement rank as high — or higher — than nearly every political issue 
on the table, including health care. In an August 1993 survey of 1 ,200 Baby Boomers commis- 
sioned by Merrill Lynch, 88 percent of respondents said losing their health insurance was one of 
their fears, while an even greater number, 91 percent, said they feared “Not having enough 
money to retire on.” 

Mr. Chairman, it is vital for this Committee to recognize one other reality: Right now the 
American people reject the idea that Washington is helping them save for the future. Fully 70 
percent of Baby Boomers disagree with the staiemenl, “The government encourages me to 
save. 
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Second, there is a growing consensus among the academic community thatlRAs 
successfuMv increase both personal and national saving . The list of top academics who have 
found that IRAs “work” includes Martin Feldstein (Harvard), David Wise (Harvard), James 
Poterba (MIT), Steven Venti (Dartmouth), Richard Thaler (Cornell), and fonner-Harvard 
economist Lawrence Summers, now Treasury Undersecretary for International Affairs. 

Since the period of widespread IRA eligibility — from 1982 to 1986 - there has been an 
outpouring of academic research into the effectiveness of IRAs. SIA recently asked respected 
economists Jonathan Skinner (University of Virginia) and R. Glenn Hubbard (Columbia 
Business School) to sift through this research and attempt to draw some conclusions from the 
bulk of the scholarly work. In their new paper, “The Effectiveness of Saving Incentives: A 
Review of the Evidence,” Professors Hubbard and Skinner conclude there is “compelling” 
evidence that IRAs increase both personal and national saving and recommend that expanded 
IRAs and 401(k)s be included in any comprehensive strategy to boost U.S. saving.^ 

In fact. Professors Hubbard and Skinner point out that even new research by Eric Engen 
(UCLA), William Gale (Brookings), and John Karl Scholz (University of Wisconsin) — who 
have been critical of IRAs — suggests that expanded IRAs would indeed boost saving. Computer 
simulations by Professors Engen, Gale, and Scholz show that, over the long run, increasing the 
limit on IRA contributions would boost net national saving by $4 for every $1 in tax revenue lost 
by the government. In their new paper. Professors Hubbard and Skinner characterize this finding 
as revealing a “powerful bang for the buck” from IRAs.^ 

Third, SIA believ.£S that the significance ofany **shuflliDs^l of existing assets into 
IRAs has been vastly .overstated by critics of the IRA program . We reach this conclusion for 
three reasons. First, consider the financial wealth actually possessed by typical American 
households As mentioned earlier, half of all U.S. 'families in 1993 had less than $1,000 in net 
financial assets. The fact is, most Americans — even if they were willing to lock their existing 
saving up in relatively illiquid accounts — simply don't have very much in the way of financial 
assets to “shulTle” over to an IRA. The overwhelming share of households would run out of 
money to shift inio the ADS Accounts or other IRAs in just a few years. 

Second, a number of empirical studies of IRA saving suggest that the extent of“shuffIed” 
saving is actually quite limited. For example, in a 1991 paper Professors Wise and Vemi 
estimate that fully 66 percent of an increase in IRA contributions comes at the expense of current 
consumption; 3 1 percent comes from the tax subsidy; and only 3 percent comes from a “re- 
shuffling” of existing saving.^ Professors Wise and Vemi conclude, “Most of the new IRA 
saving resulting from an increase in the [IRA contribution] limit would represent a net increase 
in total saving; there would be little substitution away from other saving.” 

Cornell economist Richard Thaler has offered a third important insight concerning the 
“shuffling” critique of IRAs.® Dr. Thaler has argued that IRAs increase saving regardless of 
whether the money put into them was “shuffled” from another saving account. Why'’ Because 
people are much less likely to spend IRA saving over the long run than money in a regular 
checking or saving account. As Dr. Thaler writes, “Money in a saving account can be splurged 
on a new car, but money in an IRA is likely to stay put.” This is a simple point, but one often 
missed by those who criticize IRAs on the grounds they are funded with “shuffled saving.” 
Because IRAs gel money into an account targeted for specific needs — where it won’t be quickly 
spent - they will increase long-term saving even if the funds put into them would have been 
saved anyway in a regular account. 

Taken together, SIA believes these three arguments demonstrate that there is much less to 
the “shuffled saving” critique of IRAs than meets the eye. 

FonrUl. a ll the evidence shows that middle-class Americans will be the big winners 
frfljnao. gJtpanded-lRA- From 1982 to 1986, IRAs were overwhelmingly used by middle- 
income Americans. At the peak of the IRA program in 1985 and 1986, 75 percent of IRA 
contributions were made by families with annual incomes under $50,000.^ In fact, the contri- 
bution limit on the ADS Accounts and other IRAs ensures their “progressivity” — the relative 
benefits of funding these saving vehicles will always be greater for families with lower incomes. 

Unfortunately, the IRA income limits established in 1986 were not indexed for inflation. 
This is why IRA eligibility continues to decline sharply. Among workers whose spouses also 
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work, 53 percent were eligible for a full IRA deduction in 1987. This fell to 45 percent eligible in 
1991 and only 38 percent eligible in 1995.'** 

Treasury Undersecretary Summers has highlighted one direct impact of dwindling IRA 
eligibility: dwindling IRA advertising. Dr. Summers argues that IRA advertising played a key 
role in improving attitudes toward saving and that, without this advertising, America has lost a 
powerful reminder of the need to save. In his words: 

"Given our national saving problem, it is unfortunate that polls reveal that many people 
regard increased saving as bad for the economy because it reduces demand for goods 
IRAs and the advertising they generate are a useful counterbalance to this sentiment 
The existence of IRAs may cause people to focus more on the need to save for their 
retirement than they otherwise would . IRAs certainly give banks and other financial 
institutions a strong incentive to remind people of the need to save for retirement. 
Unfortunately, since the partial repeal of IRAs in 1986, this incentive has dwindled. 

Dr. Summerses observations brine-mcJo jny fifth_point:_Bcyond their direct benefit 

as a saving vehicle^xpandcd IRAs will play an even larger role in solvinglhc saving crisis. 

They will help sh.'ft American culture . A restored IRA will encourage banks and other 
financial service providers nationwide to spend tens of millions of dollars advertising “saving." 

As with the IRA program from 1982 to 1986, this advertising will be diverse and prolific. It will 
no doubt succeed in gening many clients who formerly contributed annually to IRAs back into 
the “saving habit." This advertising will also lead millions of new savers to open IRA accounts. 

Mr. Chairman, SIA hopes that this Committee understands just how significant such a 
change in advertising message could be. It should be viewed as an integral pan of a “national 
saving campaign." Anyone who doubts this has only to compare the experience of walking 
down a city street in Canada - where the windows of financial service firms advertise the 
opportunity to save in that nation’s tax-preferred accounts - with the experience of walking 
down a similar street in the U.S. — where window advertising by financial firms often promotes 
more and belter ways to borrow. The difference is striking and, 1 believe, goes a long way 
toward explaining why the household saving rate in Canada is more than twice the household 
saving rate in the U.S. 

By restoring the IRA, the 1 04th Congress can literally change the advertising message 
reaching the passer-by on countless streets across America. The promotional efforts surrounding 
an expanded IRA would send a powerful message, day-in and day-out, to U.S. consumers: "It 's 
lime to become a nation of savers. " 

Sixth and finally. whiLe^lRAs worked before. Ihe newlv proposed IRAs willwork 
even better . The IRAs of the 1 970s and 1980s were designed only for retirement saving. Yet, as 
the ADS Account, the Thomas-Neal “Super IRA” and the President’s IRA proposal all recognize, 
retirement is just one of the components of the American Dream. Education costs, a home, or 
medical expenses may be even more pressing needs for today’s families. 

The expanded withdrawal features of the ADS Account will make it an even more popular 
- and effective - saving incentive than the traditional IRA. At Merrill Lynch, our research has 
shown that people who begin to save for any reason begin to save more in other forms. In other 
words, putting some money away for the future, regardless of the objective, fosters a broader, 
healthy “saving habit." Based on our experience, we believe the ADS Account’s withdrawal 
features will encourage new saving among Americans who may still be years away from seriously 
focusing on retirement. And once these people begin to save — whether it is for a home or for 
education costs - they will keep at it, consistently adding to their ADS Account balances. 

The experience in Canada over recent years backs this point up. The Canadian Registered 
Retirement Saving Plans (RRSP) which now exist provide for unlimited, penalty free withdrawals 
before retirement. An important new study by Professors Wise and Venti shows that these plans 
have been extremely successful in stimulating new saving.'^ 

Another key element of the ADS Account -- as well as the Thomas-Neal “Super IRA" 
and the President’s IRA proposal — is the “back-end” tax incentive. This feature would allow 
Americans to make deposits to the account from after-tax dollars, while qualified withdrawals 
would be tax free. Although “back-end” saving incentives and traditional, “front-end" saving 
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incentives are economically equivalent, the existence of the “back-end” incentive can offer 
important new flexibility for American savers. 

There is some controversy among the academic community over whether “back-end” 
saving vehicles would be as popular and effective as “front-end” IRAs were during the early 
1 980s. Mr. Chairman, this Committee should realize that, since a “back-end” saving incentive 
has not existed in the U.S., academic economists lack any empirical evidence on which to draw 
conclusions. 

At Merrill Lynch, we have conducted extensive market research on “back-end” tax 
incentives over the past five years. This research has included a series of in-depth, national 
public opinion polls as well as qualitative, focus-group discussion sessions. Based on this 
evidence, we are convinced that a “back-end” saving incentive will be extremely popular with, 
and widely use by, the American people. Merrill Lynch’s early forecasts show that about half of 
Americans, if given the choice, would opt for a “back-end” saving incentive. 

Ideally, SI A would like to see Congress give Americans a choice between a “front-end” 
and “back-end” saving incentive by including both of these options in any new IRA legislation. 
This would provide individuals with the flexibility to select the saving incentive that best 
matches their personal view of the future. 

Nevertheless, if new IRA legislation passed by the Congress includes only a “back-end” 
saving incentive — as the ADS Account does - SIA still believes it will be a successful vehicle to 
boost personal and national saving in the U.S. 

Saving the American Dream 

A revitalized IRA would create a vast poo! of new savings in the American economy. 
Merrill Lynch’s early estimates suggest that conlribmions to a new and popular IRA could 
accumulate to more than $1 trillion within the first ten years of the program. These funds would 
represent not only $1 trillion of capital for new investment by U.S. businesses, but also a $l 
trillion nest egg for the benefit of American families. 

Even the Federal budget would be helped by greater saving. I personally believe it is 
realistic to project that a new [RA program could add $40 billion annually to net national saving. 
Based on the econometric model we use at Merrill Lynch, this additional saving would lead over 
the long run to a 50 basis point drop in U.S. interest rates. And lower interest rates, of course, 
equate to budget savings for the Federal government. According to the “rules of thumb” 
published each year by the Congressional Budget Office, a 50 basis point decrease in interest 
rates would lead within a few years to more than $25 billion in annual Federal budget savings 
simply due to lower interest payments on outstanding government debt.'^ 

In closing, Mr. Chairman, let me reiterate SIA’s conviction that, by bringing back and 
modernizing the IRA, the 104ih Congress will truly help America prepare for the economic 
future. Families will begin shoring up their household balance sheets. And the overall U.S. 
economy will be supplied the capital it needs to produce more jobs at higher wages. 

In short, a revitalized IRA will be an important first step toward saving the American 

Dream. 
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Mr. Thomas. Thank you. 

Mr. Hazen. 

STATEMENT OF CHARLES E. HAZEN, SOUTHAMPTON, PA. 

Mr. Hazen. Good morning, Mr. Chairman and members of this 
committee. My name is Chuck Hazen. I reside in Southampton, Pa. 
I thank you for inviting me here to participate in our democratic 
process today. It is an opportunity I never had before and one I 
never expected to have. It reinforces my belief in our democracy 
and proves to me that our elected representatives do want to know 
what ordinary citizens think about the proposals that you may 
enact into law. I am proud to have this chance to be part of the 
lawmaking process. I want to thank those of you who saw fit to 
come sit to hear what I had to say this morning. 

I was somewhat taken aback by a comment earlier this morning 
in testimony, in that the segment of the populace of which I am 
a member was categorized as being ordinary. I, on second thought, 
realized that that is in reality a compliment, and I thank you for 
that. It may even promote an inception of a lapel button of some 
sort. 

As I understand my role, you want me as a private citizen to talk 
about the American dream savings account proposal. You also want 
me to talk about mv belief that long-term care insurance is impor- 
tant to me and to the majority of people like me. I believe that the 
ADSAs, as I am told we can call these new savings accounts, would 
be a vep' good thing to make available to the American people. I 
also believe that almost every hardworking middle-class American 
would buy long-term care insurance if they knew what it does and 
if they could afford its cost. 

One of the most interesting things about your ADSA proposal is 
that a person can combine the good features of saving through an 
ADSA, with a desire to buy long-term health insurance care. 

Mr. Chairman, I am an average middle-class American, 64 years 
old and I work part time as a self-employed estimator for a contrac- 
tor. I retired last year after a 30-year career as an insurance claims 
adjuster. My wife Peg and I have worked hard all our lives. We 
have raised and educated our children. 

We have saved so we can enjoy an independent retirement. We 
want to do everything we can to assure in our remaining years we 
will have as much comfort in and choice of lifestyle as possible. We 
also want to leave a legacy for our children and grandchildren. 

We believe in savings. We believe in planning. Peg and I believe 
that our government should make sure that people who cannot 
take care of themselves are cared for, but we also strongly believe 
in our own individual responsibility to take care of ours^ves when 
we are able to do so. That means I have an obligation to consider 
the future and to plan and save so that my needs and the needs 
of my wife will be met. 

Both Peg and I want our children and CTandchildren to enjoy the 
fruits of our lifetime of labor. It is possible to make that happen. 
I don’t want to spend my old age having my needs met by welfare 
or Medicare or the government. I don’t want my wife to have to 
rely on the government to take care of her should she outlive me 
and need nursing home care. 
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As much as I do not want either Peg or me to end up relying on 
the government for our care in our old age, I also don’t want to use 
up all our lifetime accumulated assets on nursing home care. I 
want something left for our children and grandchildren. That 
means I need and must purchase long-term care insurance. 

We are now in the process of acquiring long-term health care in- 
surance for both of us. The premium for the plans which would 
cover both of us would be $3,000 or $4,000 a year depending on the 
benefits level we select. For about $3,000 we can buy coverage that 
would pay us $130 maximum per day for up to 4 years of nursing 
home care for each of us. This particular policy also provides for 
a 5 percent per year inflation adjustment for 5 years. 

This policy has a coverage level that is lower than I would like, 
but at this time, it is what we can best afford. I wish I would have 
addressed this need and the availability of this coverage 10 years 
ago. At age 54, the premium would have been about half of what 
it is at the present time. 

I also wish ADSAs had been available 10 years ago. If they had 
been, I could have invested up to $2,000 a year for myself and an- 
other $2,000 a year for Peg in such an account. Then we could have 
accumulated sufficient money to buy the coverage I feel we really 
need. We then could have purchased a higher level of coverage. 

It is not too late, of course. I am still working, and assuming this 
proposal becomes law and assuming the market creates competitive 
products, I would buy an ADSA even now. It is likely that I would 
seriously consider using some of the money we would save in an 
ADSA to enhance my long-term care coverage 5 years from now. 

Mr. Chairman, I am 100 percent behind your proposal to create 
ADSA opportunities to save. For younger people, they represent 
wonderful opportunities to save for retirement, yet they still have 
flexibility. People would not have to wait until they are 59V2 if they 
wanted to use their ADSA money to buy a first home, to pay for 
long-term care insurance, to cover the cost of their children’s col- 
lege educations, or to meet unexpected medical expenses. 

It seems to me that this idea is a much more cost effective way 
for government to help citizens who believe, as Peg and I do, that 
if we can, we have an absolute responsibility to take care of our- 
selves and our family. 

The tax advantage of an ADSA will be a big help in saving for 
retirement. Before retirement, it will be a big help for people who 
want to protect their lifestyle and their ability to choose how and 
where they will live, when and if they become too old to take care 
of themselves. In short, an ADSA that lets people save enough to 
buy adequate long-term care insurance can allow people who have 
worked and accumulated a nest egg to protect their dignity and 
their choice. 

It will then leave a legacy for their children. It would allow them 
personal control and freedom even during old age. 

I think that the ADSA proposal with emphasis on long-term care 
is also certain to save the government money in the long run. It 
will be less expensive to provide the tax suDsidy to help people 
meet their personal responsibilities than it would be to finance the 
cost of governmental paid nursing home care. It is a proposal that 
will have only winners — individuals, families and the American 
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people; because after all, the government when it is paying a bill 
is really you and me paying that bill. The government really is the 
American people. 

Again, Mr. Chairman and members of the committee, I am proud 
to be here offering you my views on this proposal, which I certainly 
support. Thank you for this opportunity to participate. 

If you have any questions, I will be glad to respond to them. 
Thank you. 

Mr. Thomas. Mr. Brennan. 

STATEMENT OF JOHN J. BRENNAN, PRESmENT, THE 

VANGUARD GROUP, ON BEHALF OF THE INVESTMENT 

COMPANY INSTITUTE, WASHINGTON, D.C. 

Mr. Brennan. Thank you, Mr. Chairman. Good morning. 

I am John Brennan, president of The Vanguard Group. I appre- 
ciate this opportunity to testify today on behalf of the Investment 
Co. Institute, the national association of America’s mutual funds 
industry. 

The Institute’s membership consists of some 5,000 mutual funds, 
including The Van^ard Group. Institute member funds serve more 
than 38 million shareholders and almost one-third of all U.S. 
households. Vanguard itself has over $130 billion in mutual fund 
assets under management, representing more than 4 million indi- 
viduals. That sum includes $22 billion m individual retirement ac- 
count (IRA) investments in 1.5 million IRA accounts. 

Because our industry’s primary focus is on saving and long-term 
investment, we are confronted daily with this sobering fact; Ameri- 
ca’s personal savings rate is far too low. (jovernment statistics 
show that personal saving as a percent of disposable personal in- 
come has tumbled over the last decade, from a level of 8 percent 
in 1984, to a low of 4 percent in 1993. 

Most Americans recognize that fact. They are not confident their 
savings will be sufficient to meet their retirement needs. They 
doubt that Social Security benefits will fill that gap. Their dilemma 
is finding ways to save more in the face of stagnating household 
incomes, increasing costs and bigger tax bites. 

One part of the message sent in November by middle-class voters 
all across America was a demand that Congress give them a fight- 
ing chance to provide for their long-term financial security. In ef- 
fect, voters were saying: ‘We are willing to take our share of the 
responsibility for our personal futures, but we want some relief 
from tax burdens to help us do that.” 

Fortunately, we don’t have to “reinvent the wheel” to find sen- 
sible middle-income tax relief that responds to that call. Expanding 
taxpayers’ opportunities to save for the future by contributing to 
individual retirement accounts can accomplish that goal. 

The Republican Contract With America offers an excellent start- 
ing point by proposing the American dream savings account, an 
IRA designed to meet retirement needs and increase personal sav- 
ings. 

Restoring families’ full access to IRAs is the most responsible of 
all possible middle-class tax relief. We support combining the 
American dream savings account with legislation reestablishing 
universal access to a fully deductible IRA. That way individuals 
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and families can choose to structure an investment program that 
best suits their particular needs. Providing IRA choices — this is the 
best way we believe to empower working families to save for their 
own future needs. 

From a national perspective, the conclusion that IRAs increase 
personal savings is quite clear. To those who suggest that IRAs re- 
sult in only a shifting of assets, I would note that financial institu- 
tions would not be so strongly supportive of expanded IRAs if it led 
to a mere shifting of money from one account to another. The expe- 
rience of the mutual fund industry indicates that IRAs do in fact 
result in increased accumulations, not simply assets shifted from 
one pocket to the other. 

While IRA choices are, in our view, the best answer, substantial 
experience in the IRA market has taught us another important les- 
son; A saving program that is not simple and marketable will not 
succeed. We cannot emphasize this enough: If an IRA is complex, 
it will not work. 

If only tax accountants can understand it, they will be the only 
ones who use it. For savings incentives to work, the rules that gov- 
ern them need to be stable and predictable. Frequent changes in 
the law create uncertainty and reduce contributions. 

Our best recommendation is this: Make the IRA available as 
broadly as possible, keep it simple and make it permanent. You can 
be certain that enacting an IRA with complex rules and limitations 
will not work to increase personal savings. 

I want to thank Chairman Archer and the committee for the op- 
portunity to testify today on this issue of great importance to our 
Nation’s future. I would be happy to answer any questions anyone 
might have. 

[The prepared statement and attachment follow:] 
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TESTIMONY OF JOHN J. BRENNAN 
INVESTMENT COMPANY INSTITUTE 

Good morning, I am John J. Brennan, President of The Vanguard Group. I 
am testifying today on behalf of the Investment Company Institute, the national 
association of America's mutual fund industry. The Institute's membership consists 
of over 5,000 mutual funds, including The Vanguard Group. Institute member funds 
serve more than 38 million shareholders and almost one-in-three American 
households. Vanguard manages over $130 billion for more than 4 million 
individuals, nearly one half of those assets are invested through tax advantaged 
savings programs like Individual Retirement Accounts (IRAs) and 401(K) plans. I 
want to thank Chairman Archer and the Committee for the opportunity to testify 
today about an issue of great importance to our nation's future. 


A. INTRODUCTION 

Mutual funds permit millions of individuals to pool their savings in a fund 
professionally managed by an adviser who invests on their behalf in a wide variety 
of securities. Today, America's mutual funds serve an important financial 
management role for countless middle-income families — not just the ranks of the 
wealthy. Median household income of mutual fund shareholders is approximately 
$50,000 a year.’ Increasingly, mutual funds also serve as the investment medium for 
retirement programs, including employer-sponsored retirement plans and IRAs. As 
of December 1993, mutual funds held over $636 billion in retirement plan assets, of 
which $341 billion were IRA investments.^ 

Our industry's primary focus is on saving and long-term investment. For 
this reason, we are confronted daily with the sobering fact that America's personal 
saving rate is far too low. Most Americans realize this fact -- they are not confident 
their savings will be sufficient to meet their retirement needs, and they doubt Social 
Security benefits will be able to fill the gap. Their dilemma is finding ways to save 
more in the face of stagnating household incomes, increasing costs and bigger tax 
bites. 


One part of the message sent in November by middle-class voters all across 
America was a demand that Congress give them a fighting chance to provide for 
their own long-term financial security. In effect, voters were saying: "We're willing 
to take our share of responsibility for our personal futures, but we want some relief 
from tax burdens to help us do that." 

The Republican "Contract With America" responds directly to this need with 
the American Dream Savings Account, a type of IRA designed to meet retirement 
needs and increase personal saving. We enthusiastically support that proposal. By 
expanding the IRA options available to middle-class Americans, the American Dream 
Savings Account will provide direct, tangible tax relief by letting Americans save 
more and plan for retirement. We urge the Committee and the House to act 
promptly on this proposal. 


B, AMERICA IS NOT ADEQUATELY PREPARING FOR RETIREMENT 

There is a clear need for Congress to establish a more powerful incentive to 
increase retirement saving. Future retirees will have a longer life expectancy and, 
therefore, a longer retirement period than prior generations. It is also well known 
that the increasing cost of maintaining Social Security benefits must be funded by a 
shrinking work force. When the so-called "baby boom" generation (bom between 


' Profiles of Mutual Fund Shareholders. Investment Company Institute (Fall 1992). 

^ Annual Mutual Fund Pension Statistics, Investment Company Institute (August 1994). 
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1946 and 1964) reaches retirement, there will be more retirees supported by fewer 
workers than ever before. Today, for each person 65 and older there are almost 5 
persons between 20 and 64; when today's younger workers reach retirement in 2040, 
there will be only an estimated 2.7 persons between 20 and 64 for each person 65 and 
older.^ In fact, the Social Security Administration reports that the program is 
insufficiently funded in the long run, and that it is projected to have a negative cash 
flow by approximately the year 2013/ 

Recent studies indicate that even if our current mix of entitlement obligations 
and taxes remains unchanged, today's low saving rates could leave 46 million 
members of the "baby boom" generation with retirement living standards lower than 
today's median for 65 year-olds.^ Even under that scenario, described as "an 
optimistic extreme," they conclude that future generations will need more private 
saving to provide them with as much purchasing power as current retirees. 

This is not going unnoticed by the American people. A survey released in 
December 1994 by the Employee Benefit Research Institute reports that roughly two- 
thirds of Americans age 26 and over are not confident that Social Security will 
continue to provide benefits of equal value to the benefits received by retirees 
today. ^ 


What are Americans doing in the face of this increased need for personal 
retirement saving? Unfortunately, they are saving less than ever before. 

Government statistics show that personal saving as a percent of disposable 
personal income has tumbled over the last decade - from a high of 8.0% in 1984, to a 
low of 4.0% in 1993.’ If government deficits are factored in, the situation appears 
even more bleak: since the 1960s, "net national saving" has dropped from more than 
8% to less than 2% today.® 

The Institute has been concerned about the falling saving rate for some time. 
An Institute study released three years ago confirmed that, compared to other 
generations, the Baby Boom generation seems much less prepared financially for their 
retirement years. Despite a higher number of two-income families and a 
considerably higher per capita income than previous generations, their saving rates 
are lower than the two generations that preceded them. The study found that 


^ Board of Trustees, Federal Old-Age and Survivors Insurance and Disability Insurance Trust 
Fund, 1994 Annual Report (U.S. Government Printing Office, 1994); Bipartisan Commission on 
Entitlement and Tax Reform, "Interim Report to the President" (August 1994). 

' Ibid. 

^ See "Saving the American Dream," An Economic and Public Opinion Study Sponsored by 
MerriD, Lynch & Co., Inc. (1994); Auerback, Alan J. and Kotlikoff, Laurence J., "U.S. Fiscal and Saving 
Crisis and Their Impact for Baby Boomers" (May 1994), printed in Employee Benefit Research Institute, 
" Retirement In The 21st Century — Ready Or Not,” EBW Policy Forum (1994). 

‘ Employee Benefit Research Institute, "Retirement Confidence In America: Getting Ready For 
Tomorrow," EBRI Special Report SR-27/Issue Brief No. 156 (December 1994). 

^ Economic Report of the President, Transmitted to the Congress February 1994 (United States 
Government Printing Office), Table B-27. 

® Bipartisan Commission on Entitlement and Tax Reform, "Interim Report to the President" 
(August 1994). 
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more than 6 out of every 10 Baby Boomers state that they are not saving for 
retirement, even though more than half expressed worry about meeting their financial 
needs during retirement.’’ Subsequent research only confirms these alarming 
trends. 

The evidence is overwhelming. Saving by America's middle class is 
simply not keeping pace with future needs. The prospects looking forward are 
unsettling. A policy response by government is imperative. 


C EXPANDING IRA OPTIONS IS AN EFFECTIVE POLICY RESPONSE 

The Institute strongly believes that the best policy response is legislation to 
enhance individual retirement saving. We believe IRA options that are easy to 
understand and consistently maintained, can and will increase personal saving — and 
help alleviate this coming national crisis. 

Strong academic evidence supports the conclusion that IRAs do increase 
saving and do result in new saving.*' A stable program, consistently maintained, 
will produce increased saving, not just a shifting of assets into tax-favored retirement 
programs. A saving habit can be developed through the use of an effective 
marketing campaign that reinforces the benefits of regular saving. 

The psychological impact of an IRA on saving behavior should not be 
underestimated.*^ Common sense dictates that an IRA is more likely to produce 
long-term retirement saving than short-term saving vehicles. Money in your wallet is 
more tempting to spend than money in the checking account, which, in turn, is more 
tempting than a saving account. Even less tempting are funds set aside for 
retirement, such as money in an IRA. We believe that money in an IRA is less 
likely to be spent than money in a savings account, so IRAs will increase long 
term saving even if all the money put into IRAs would have been put into some 
other shorter term saving account. 


’ "The Baby Boom Generation. A Financial Portrait," Investment Company Institute (Spring 1991). 

According to research performed for Merrill Lynch, half of American families currently only 
have approximately $1,000 in net financial assets. Anderson, Joseph M., The Wealth of U.S. Families 
In 1991 and 1993," Capital Research Associates (December 1994). "Net financial assets” as used in the 
study include checking, savings eind money market deposit accounts, CDs, stocks, bonds, mutual fund 
shares, IRA and Keogh accounts, 401(k) accoimts, and other hnancial instruments, less unsecured debt 
(such as unpaid bills, bank debt and credit card balances) and debt secured by financial assets. 
Employer pension fund accruals are not included in net financial assets. See also. Employee Benefit 
Research Institute, " Retirement In The 21st Century -- Ready Or Not," EBRI Policy Forum (1994) and 
Employee Benefit Research Institute, "Public Attitudes on Retirement Income," EBRI Report G-55 (1994) 

" See, e.g., Hubbard, R. Glenn and Skinner, Jonathan, ’The Effectiveness of Saving Incentives; A 
Review of the Evidence" (January 1995)(includes a discussion of the major research papers); Venti, 
Steven F., "Promoting Saving For Retirement Security,” Testimony before the Senate Finance 
Subcommittee on Deficits, Debt Management, and Long Term Growth (December 7, 1994); Thaler, 
Richard H., "Self-Control, Psychology, and Savings Policies," Testimony before the Senate Finance 
Subcommittee on Deficits, Debt Management, and Long Term Growth (December 7, 1994); Skinner, 
Jonathan, "Individual Retirement Accounts: A Review of the Evider>ce," printed at 54 Tax Notes 201 
(January I992)(indudes collection of citations to relevant research studies by Professor Skinner and 
others); Vend, Steven F. and Wise. David A., “Tixe Evidence On IRAs," printed at 38 Tax Notes 411 
(January 1988)(includes discussion and collection of citations to earlier series of papers by Professors 
Venti and Wise). 

Thaler, Richard H., "Self-Control, Psychology, and Savings Policies," Testimony before the 
Senate Firumce Subcommittee on Deficits, Debt Management, and Long Term Growth (December 7, 
1994). 
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In the end, of course, all the statistics, scholarly research and academic 
studies in this area must give way to basic instinct and business judgment. The 
Institute and its members have made expanding the IRA our highest legislative 
priority, and we expect that the banking and brokerage industries share a similar 
objective. 

That may be the clearest and most compelling testimony of all. What it is 
saying is that the investment and money management firms in the nation - 
including many household names like Merrill Lynch, Fidelity, IDS, T.Rowe Price 
and Vanguard — are convinced that expanding the IRA will significantly increase 
net saving by encouraging people to save more and over longer periods of time. 

We would respectfully submit that, in the debate on whether IRAs 
contribute to net savings, deference be paid to the collective business judgment of 
the marketplace, which has proven its efficiency in the past in identifying 
opportunities for increasing investment saving. 


D. EXPANDING IRA OPTIONS WOULD BENEFIT MIDDLE-INCOME 

FAMILIES 

Because IRAs reduce taxes paid on income, they sometimes have been 
criticized as benefiting primarily the wealthy. Yet the evidence suggests the contrary 
- most contributions to IRAs are made by middle-income families. 

At the IRA program's peak in 1986, 75 percent of all IRA contributions were 
accounted for by families with annual incomes of less than $50,000.’^ Moreover, it 
has been shown that, before its discontinuance, the universal IRA was increasingly 
attracting contributions from lower income brackets. In the period of 1982 - 1986, 
the median income of new contributors (expressed in 1984 dollars) dropped an 
average of 24 percent, i.e., from $41,277 in 1982 to $28,677 in 1986.'^ 

The best proof that IRAs are not “tax breaks for the rich" is the simple fact 
that expanding options is undeniably viewed as important by America's middle- 
class voters. Frank Luntz, a prominent national pollster, has reported that a recent 
poll of the American public on budget, deficit and Social Security issues found that 
65 percent of respondents felt strongly that Congress should restore tax deductible 
IRAs for all income levels. In fact, enhancing IRAs was the single most popular of all 
the tax proposals in the poll.'^ 

The Congress should not, however, judge IRA expansion proposals solely on 
the basis of their popularity. All tax cuts are popular. America needs responsible 
tax cuts — ones that increase saving, spur investment and do so without 
overstraining fiscal policy. Fortunately, we don't have to reinvent the wheel to find 
such a tax cut. Expanding taxpayers' opportunity to contribute to IRAs meets all of 
these sensible criteria. 


Venti, Steven F., "Promoting Saving For Retirement Security," Testimony before the Senate 
Finance Subcommittee on Deficits, Debt Management, and Long Term Growth (December 7, 1994). 

JRA participation is also closely related to age Nearly 50 percent of all families in the 55-65 age group 
had an IRA account. Thus, even though less than one-third of all families have an IRA at any single 
point in time. Professor Venti concluded that over their lifetimes, at least half of all families could be 
expected to participate in an IRA program. 

** J. Skinner, "Individual Retirement Accounts: A Review of the Evidence," 54 Tax Notes 201 
(January 1992). 


Luntz Research Companies, "Budget and Contract Post-Election Survey" (1994). 
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E. ENACTING IRA LEGISLATION NOW IS AN ESSENTIAL STEF 

TOWARD CURING OUR PERSONAL SAVING SHORTFALL 

Proposals to expand the IRA have gained strong and well-deserved bipartisan 
support, and they include a number of thoughtful approaches. 

The Republican "Contract With America" offers a new “American Dream 
Savings Account" that allows a non-deductible annual contribution of up to $4,000 for 
a married couple ($2,000 for an individual). If the account is held for five years, the 
taxpayer could withdraw funds tax-free and without penalty for retirement, first time 
home purchases, higher education or medical expenses.’^ 

The Administration's proposal would expand tax-deductible IRAs and would 
permit the use of pre-retirement withdrawals to pay for first home purchases, higher 
education expenses, catastrophic health care expenses, long-term unemployment, or 
the care of an elderly parent. The Administration proposes to raise the current tax 
deductible IRA income limit for couples from $40,000 (phasing out at $50,000) to 
$80,000 (phasing out at $100,000). The Administration also would allow individuals 
the option of the 'back-end IRA" for non-deductible contributions to an IRA, with the 
earnings exempt from fax when withdrawn.*^ 

Congressmen Thomas and Neal recently introduced H.R. 682, The Saving and 
Investment IncenHve Act of 1995, which would restore a fully deductible front-end 
IRA and establish a nondeductible, tax-free back-end IRA. The Senate is also, once 
again, active in this area. Senators Roth and Breaux have introduced a bill similar to 
H.R. 682." 

Some of these IRA proposals include provisions that would allow non-wage- 
eaming spouses and spouses of workers covered by retirement plans to make full 
IRA contributions. These elements of the proposals are important steps that will help 
provide spouses with greater financial security. We strongly support spousal 
eligibility as a vital element of any IRA measure that Congress adopts. 

In the final analysis, all of these IRA options respond directly to the need to 
increase personal saving. Congress can act most effectively by giving Americans a 
choice of IRA vehicles. That way individuals can choose to structure an IRA 
investment program that best suits their particular needs. Some may want the tax- 
free distribution option of the back-end IRA like that in the American Dream Savings 
Account, while others may find the immediate tax deduction of the front-end IRA is 
the incentive they need to save. Still others may want to divide their IRA 
contribution into front- and back-end IRAs. 

While IRA choices are, in our view, the best answer, the mutual fund 
industry's substantial experience in the IRA market has taught us an important 
lesson; a saving program which is not amenable to a simple marketing campaign is 
not likely to be as effective as Congress would like. Economic studies on IRAs and 


H.R.6, The Americam Dream Restoration Act. 

See U.S. Department of the Treasury, Treasury News, 'Tax Cut Proposals In President Clinton's 
Middle Class Bill of Rights" (December 16, 1994). 

'* See, S. 12, The Savings and Investment Incentive Act of 1995. 
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saving have concluded that marketing plays a role in IRA purchases. An IRA 
saving program that is easy to understand is most likely to be successful. 

To doubt the importance of ’'marketing" and "marketability" to a successful 
saving initiative is to ignore the realities of the marketplace. We all can attest to the 
barrage of advertisements that pervade television, radio, newspapers, magazines, and 
billboards urging us to buy, spend, and consume- To promote saving you also need 
an effective "message" that encourages people to save and invest for their and their 
family's future. The saving record compiled between 1982 and 1986 proves the point. 
When virtually all Americans enjoyed access to a simple, universally deductible 
IRA, financial institutions across the country actively promoted and marketed them 
as saving programs. As a result, millions of families invested more than $250 
billion in just four years. The IRA experience since 1986 is just the opposite and 
some studies have suggested the post-1986 drop off in IRA saving could be 
attributable to the greater difficulty financial institutions faced in trying to market the 
more complicated post-1986 IRA.“ IRA legislation with multiple limits, set offs, 
exceptions, exclusions, rules and other technicalities cannot be effectively marketed, 
because the IRA it produces cannot be effectively explained to most Americans. We 
cannot emphasize enough, if an IRA is marked by complexity, it will not work! If 
only tax accountants can understand it, they will be the only ones to use it. 

Moreover, for saving incentives to work, the rules that govern them need to 
be stable and predictable. Frequent changes in the law create uncertainty and reduce 
contributions. Such changes do not just confuse individual savers. They also 
undercut the willingness of financial institutions to make costly, long-term 
investments in marketing these saving programs to the public. Our best 
recommendation: make the IRA available as broadly as possible; keep it simple; 
make it permanent. 


F. STRENGTHENING OTHER RETIREMENT SAVING PROGRAMS CAN 
ENHANCE SAVING 

In our view, there are other simple actions that would promote retirement 
security of American workers, and other aspects of the retirement saving problem 
need to be addressed now. 

Pension plan coverage in the small employer sector requires urgent attention. 
One of the major distinctions between the small employer (i.e., one with 100 or fewer 


See, e.g., J. Skinner, "Individual Rehrement Accounts: A Review of the Evidence," 54 Tax Notes 
201 (January 1992). Skinner also reported that a large fraction of IRA households contributed exactly 
$2,000 even when each spouse was eligible to contribute $2,000. He cited the IRA marketing 
campaign's focus on the $2,000 contribution limit for individuals as a possible explanation. Ibid.; 
Feenberg, D. and Skinner, J. "Sources of IRA Saving," Tax Policy and the Economy (3d ed. 
L.Summers) (1989). 

In a recent article discussing the role of tax policy in shaping middle class tax cuts. Gene 
Steuerle, a Senior Fellow at the Urban Institute, said; "Tlrere is a fair amount of evidence that the 
current system adds enough complexity to deter saving in these Jindividual retirement] accounts. 
Thus, when IRA deductions were limited by income class, even those who did not face those new 
income limitations cut back on their IRA saving. One reason, perhaps, was that banks, mutual funds, 
and other institutions found it much more difficult to advertise these accounts in any simple way. If 
the simplification goal is important, then one would need to be careful not to add loo many bells and 
whistles onto bills expanding IRA account availability." Steuerle, G., "Middle-Class Tax Cuts and 
Principles of Tax Policy," Tax Notes p, 1722 (December 26, 1994). See also Summers, Lawrence H., 
"How Best to Give Tax Incentives for Saving and Investment?" Testimony Before the Senate Finance 
Committee (September 29, 1989); J. Skirmer, "Individual Retirement Accounts: "A Review of the 
Evidence," 54 Tax Notes 201 (January 1992). 
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employees) and larger employers is in the retirement plan area. As of 1993, only 29 
percent of the employees who worked for a small employer worked for a company 
that offered a retirement plan, as compared with 83 percent in the larger 
companies.^^ 

In our view, the simplified employee pension, or "SEP,” is an under-utilized 
retirement plan vehicle through which small employers not currently maintaining 
retirement plans could be encouraged to provide retirement income for their 
employees. The SEP is a simple, easy-to-administer retirement plan ideally suited 
for the small employer market, where coverage is woefully inadequate. 

A variant of the SEP, a salary reduction SEP or SARSEP, has become 
increasingly popular in the small employer market. Modest changes in the current 
legal restrictions on the salary reduction SEP would make it more attractive to small 
employers and should increase coverage substantially. For example, simplifying both 
the 40i(k) and the salary reduction SEP nondiscrimination rules would ease the 
burdens on small employers, promote greater retirement plan coverage and increase 
retirement saving. The Institute also recommends expanding the class of employers 
that could take advantage of the salary reduction SEP beyond the current "25 or 
fewer employees" size limit, and eliminating the requirement that at least 50% of the 
employees of the employer eligible to participate must elect to have salary reduction 
contributions made to the SEP. Each of these changes can be simply implemented. 


G. CONCLUSION 

Today's IRA savings are already one of the pillars of the American Dream -- 
because they are helping millions of families secure their future retirements through 
investments that help create saving, jobs and economic growth now. By working 
together to expand IRA options and restore full IRA eligibility to the middle class, we 
can empower millions more families to realize their own American Dreams. 

Thank you again, Mr. Chairman, and the other members of this Committee, 
for permitting me to testify. 


See Employee Benefit Research Institute, "Employment-Based Retirement Benefits: Analysis of 
the April 1993 Current Population Survey," EBRI Issue Brief No. 153 (September 1994). 


A SEP is an employer-sponsored arrangement through which the employer makes contributions 
to IRAs maintained for individual employees in accordance with a written plan. The SEP can be 
simply established by an employer completing five boxes on a half-page pre-printed IRS form. The 
employer does not need a lawyer, actuary or pension consultant to establish or maintain the SEP. 
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APPENDIX 

INVESTMENT COMPANY INSTITUTE 

SYNOPSIS OF ACADEMIC STUDIES 
ON THE IRA'S EFFECTIVENESS AS A SAVING INCENTIVE 


The Institute has long supported legislative efforts to enhance individual retirement 
saving. A great deal of research has be^ done in recent years on the effectiveness of IRAs 
as incentives designed to increase personal saving. The primary issue on which many of 
these studies focus is whether the IRA tax incentive produces new saving or a windfall to 
typically higher income groups. Would tRA contributors have saved the money anyway, 
such that their contributions are simply assets shuffled from taxable to tax-favored accounts 
that do not increase overall personal saving? The mutual fund industry's experience has 
convinced us that IRA saving options that are easy to understand and consistently 
maintained can and do Increase personal saving. This appendix is a synopsis of the work of 
a number of prominent scholars who have concluded that IRAs do result in new saving. 

In a January, 1995 study. Professor R. Glenn Hubbard of Columbia University and 
Professor Jonathan Skinner of the University of Virginia published several important 
conclusions.’ They focused on whether savings incentives like the IRA are likely to improve 
households' financial resources in rehrement. They found evidence that IRAs and 401{k) 
plans account for between one-fifth and one-half of financial wealth among lower-middle- 
income households. They also found that most researchers studying saving incentives agree 
that in the long run, 'Wlfkjs and IRAs have an important positive impact on saving behavior. 
For example, they dted recent calculations by economists suggesting that increasing the limit 
on IRA contributions will increase net national saving by $4 for every $1 reduction in tax 
revenue. They conclude that a long-term saving strategy for the U.S. Government should 
include saving incentives such as IRAs and 401(k) plans, and that since saving incentives 
appear most effective in the long term, policies introduced to encourage saving should 
remain in place. 

In an earlier study. Professor Skinner studied IRS tax return tapes containing a 
sample of more than 5,000 tax returns filed for the years 1982-1986, to reexamine the 
evidence on the effectiveness of the IRA program.* He found that the IRS data "suggests a 
strong persistence in IRA purchases, with the probability of contributing to an IRA - given 
enrollment in the prior year - remaining over 80 percent during the entire period 1982-1986. ' 
In other words, he concluded that IRAs are a good way for individuals to contribute to their 
saving — they do create new saving — by ingraining the saving habit. Professor Skinner's 
study also cited data showing that, before its discontinuation, the universal IRA was 
increasingly attracting contributions from lower income brackets. Again using the IRS tapes 
of tax returns, Skinner found differences between those who first contributed in 1982, and 
subsequent new contributors. In the period of 1982-1986, the median income of new 
contributors (expre^ed in 1984 dollars) dropped an average of 24 percent, i.e., from $41,277 
in 1982 to only $28,677 in 1986, although the fraction of new enrollees was low in that final 
year. 


Dartmouth Professor Steven Vend has spent nearly a decade studying the saving 
effectiveness of what he calls "targeted retirement saving programs," such as IRAs, that allow 
individuals to save on their owm behalf for the specific purpose of financing consumption in 
retirement. In recent testimony before a Senate Finance Subcommittee, he examined saving 
data from the Survey of income and Program Participation for three different age groups 


* J. Skinner & R.G. Hubbard, "The Effectiveness of Saving Incentives: A Review of the Evidence” 
(January 19, 19^). 

^ ]. Skinner, "Individual Retireinent Accounts: A Review of the Evidence," 54 Tax Notes 201 
(January 1992) (study also reviews earlier research done by Professor Sldnner and others). 
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(families reaching age 60 to 64 in 1984, 1987 and 1991).^ Dr. Venti found an "astounding" 
increase in asset balances the longer the family has been exposed to targeted retirement 
programs, The typical family with the longest exposure to targeted retirement savings 
programs -- those with nine years of exposure — had nearly three times the targeted 
retirement assets of the typical family with only two years of exposure. He noted a 
comparable increase in total assets as well. Dr. Venti concluded that since total financial 
assets, including balances in IRAs, are much larger for the younger cohort than for the older 
cohort, that suggested that targeted retirement saving programs did stimulate nev/ saving 
over the period, not just a shifting of saving from taxable accounts into tax deferred 
retirement accounts. He went on to conclude that "the weight of the evidence shows that 
these targeted retirement saving programs do increase saving.” 

Further according to Professor Venti, at the IRA program's peak in 1986, about 16 
percent of tax filers contributed to an IRA, and about 29 percent of all families with heads of 
households under age 65 had positive IRA balances. While the likelihood of households 
having an IRA increased with income and age, at the peak of the program, 75 percent of all 
IRA contributions were accounted for by families with annual incomes less than $50,000.* 

Professor Venti also has done a series of papers with Professor David A. Wise of 
Harvard University in which they examined saving.* In their 1991 paper, they estimate that 
fully 66% of the increase in IRA contributions comes at the expense of current consumption; 
31% comes from the tax subsidy, and only 3% comes from a reshuffling of existing saving. 
That is, that IRA contributions do represent new saving. 

Professor Richard Thaler of Cornell agrees that, over time, the households that 
contribute to IRAs and 401{k) accounts accumulate assets in those accounts rapidly, rarely 
draw them down before retirement, and show no signs of reducing assets in other accounts.*’ 
He further argues that recent experience with the IRA suggests that saving is as much a 
psychological as an economic decision. Specifically, Professor Thaler explains that 
households allocate funds, implicitly or explicitly into categories, or "mental accounts." 

"Some funds, e.g., those in cash or checking accounts, are designed for current consumption. 
Others, e.g., those in savings accounts, are for 'rainy days' or 'special occasions'." The 
various accounts differ in how "tempting they are to invade. Money in your wallet is more 
tempting to spend than money in the checking account, which in turn is more tempting than 
a savings account. Even less tempting are funds explicitly set aside for retirement, such as 
money in an IRA or 401(k) plan.” Professor Thaler notes that while some economists have 
argued that IRAs simply shifted assets from taxable savings accounts into a tax sheltered 
IRA, those "studies fail to take into consideration that money in an IRA is less likely to be 
spent than money in a savings account" He argues that once this concept is acknowledged, 
IRAs can increase long-term saving even if all the money put into IRAs would have been put 
into some other shorter term saving account. 


’ Venti, Steven F., "Promoting Saving For Retirement Security, " Testimony before the Senate 
Finance Subcommittee on Deficits. Debt Management, and Long Term Growth (December 7, 1994). 

* Professor Venti also found that IRA participation is also closely related to age. Nearly .^0 
percent of all families in the 55-65 age group had an IRA account Professor Venit concluded that 
"even though less than one-third of all families have an IRA at any single point in time, over their 
lifetimes at least half of ail families could be expected to participate in an IRA program" Venti, 

Steven F., "Promoting Saving For Retirement Srcurity,’’ Testimony for the Senate Finance 
Subcommittee on Deficits, Debt Management, and Long Term Growth (December 7, 1994). 

^ See, e g., S. Venti & D. Wise, "Tbe Evidence On IRAs," 38 Tax Notes 411 (January 1988) and J. 
Skinner & R.G. Hubbard, "The Effectiveness of Saving Incentives: A Review of the Evidence" (January 
19, 1995) (including citation and discussion of the Venti & Wise 1991 paper). 

^ Thaler, Richard H,, "Self-Control, Psycholo^, and Savings Policies” Testimony before the Senate 
Finance Subcommittee on Deficits, Debt Management, and Long Term Growth (December 7 , 1994). 
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Mr. Thomas. Thank you. 

Mr. Gale. 

STATEMENT OF WILLIAM G. GALE, SENIOR FELLOW, THE 
BROOKINGS INSTITUTION 

Mr. Gale. I thank you for the invitation to testify at this hear- 
ing. My testimony is based on research that I have conducted over 
the past 5 years on the effects of IRAs and 401(k) plans on private 
saving and national saving. 

Let me say at the outset that I agree with every other witness 
that has appeared this morning that low rates of saving and low 
rates of investment are one of our Nation's most important eco- 
nomic issues. Nevertheless, I do not support expanding the IRA 
system, because I believe that the evidence shows that it will lead 
to little, if any, addition to private saving and could possibly reduce 
national savings. 

I should add that I say this reluctantly. I would love to come 
here and tell you that there is a quick painless way to fix the de- 
cline in savings, but, unfortunately, that is not what the facts say. 
This is a situation where when something seems to be too good to 
be true, it probably is. So in my testimony, I would like to talk you 
through basic elements of my reasoning and the evidence that sup- 
ports this conclusion. I will focus on four points. 

Point one is the overall saving rate. A number of people have 
mentioned that since the early eighties, the overall saving rate has 
fallen. You should note that since 1981, total balances in IRA 
plans, 401(k) plans and Keogh plans have increased by $1.5 tril- 
lion — $1.5 trillion represents about 7 years’ worth of personal sav- 
ing, so in the last 13 years these accounts alone have accumulated 
7 years’ worth of personal savings. 

If these amounts represented new saving, it would not be too 
much to ask that this type of accumulation in 13 years would show 
up as an increase in the personal savings rate. In fact, as everyone 
today has mentioned, the personal savings rate has fallen rather 
than increased over this time period. There is no evidence from ag- 
gregate savings rates that saving incentives have had any positive 
effect on the overall saving rate. 

Point two is that saving incentives are poorly desimed from an 
economic perspective. There are two aspects to this; The first is un- 
avoidable, and that is higher interest rates, believe it or not, do not 
always raise savings. Sometimes they reduce savings. 

I am sure you are familiar with examples where higher interest 
rates raise saving, so let me give you an example of how they 
might reduce saving. Suppose you have a worker that goes to a fi- 
nancial planner and the planner says that the worker should save 
enough so that retirement income is equal to 70 percent of income 
during working years. 

The simple fact is, if the worker aims for that goal, the higher 
the interest rate, the less the worker has to save. At a 20 percent 
interest rate, the worker needs to put away less than at a 5 percent 
interest rate. 

The second issue is even more fundamental. You don’t have to 
save to have an IRA. Saving more means consuming less or spend- 
ing less. To put it in the boldest possible terms; saving more means 
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reducing your current standard of living. People naturally find that 
painful. People don’t like to reduce their current standard of living. 

But people love IRAs. Why? The answer is that most people that 
use IRAs can put the money into the IRA and get the tax benefit 
without reducing their standard of living. How can you do this? 
There are several ways, some of which have been mentioned by the 
earlier witnesses. 

First, you can take taxable assets that you already own and put 
them in an IRA; second, you can take current or future saving that 
you would have done outside the IRA and put them into the IRA; 
and third, you could take a loan and put the proceeds into an IRA. 

The good news for people doing these things is that they don’t 
have to reduce their living standards and they still get the tax ben- 
efit. The bad news for policymakers is twofold. First, if this is how 
people contribute to IRAs, there is no increase in private saving; 
and second, there is an increase in the budget deficit. So point two 
is that the items are designed poorly from an economic perspective. 

Point three is the evidence on who contributes to IRAs and what 
it means. The basic fact is that households with IRAs are much, 
much wealthier than households without IRAs. In 1986 they had 
seven times the amount of non-IRA financial assets, four times as 
much net worth and eight times as much saving. 

Why does this matter? It shows that the households with IRAs 
have very high levels of preexisting wealth and very high levels of 
current savings. Hence, when witnesses say that the typical house- 
hold in the economy has little saving and, therefore, can’t shift 
money into an IRA, that is true, but it is irrelevant because the 
typical household does not have an IRA. Households that do have 
IRAs have lots of assets and lots of saving that they can easily shift 
into IRAs and, therefore, get the painless tax break rather than the 
painful one. 

Let me close on point four, which is that I am one of those IRA 
opponents who allegedly is coming around to view IRAs favorably, 
according to the survey that was mentioned earlier. This is a draft 
survey. I feel it is highly irresponsible of the association to issue 
a draft survey into the public domain. I have sent the authors 12 
pages of comments noting factual errors and logical inconsistencies 
in their study. But the point that is alleged to be my change of 
opinion, is that after 70 years, IRAs would raise the saving rate by 
one-quarter of 1 percentage point, for example from 4 percent to 
4.25 percent. But first, that effect takes 70 years. Second, the 
model that generates that effect shows that IRAs reduce saving for 
the first 35 years. So the point of the model is that if you are will- 
ing to accept a reduction in saving for the first 35 years, then you 
can get some benefit after that. But I would add, if you are really 
interested in the 70-year horizon, the right thing to do is to rein 
in Social Security. 

Thank you very much. I would be happy to answer any ques- 
tions. 

[The prepared statement follows:] 



687 


Testimony of 
Williun G. Gale 

Senior Fellow, The Brookings Institution 
before the 

House of Representatives 
Committee on Ways and Means 

Tuesday, January 31, 1995 


Mr. Chairman and Members of the Committee: 

Thank you for inviting me to testify on tlie desirability of expanding Individual 

Retirement Accounts. 

My testimony consists of three parts: a brief summary of the main conclusions; a fuller 

exposition of the reasoning behind those conclusions; and a brief concluding statement about 

alternative ways to raise national and private saving. 

Main Conclusions 

o The low level of national saving and capital formation is the most important economic 

problem our country facc-s. Nevertheless, I do not advocate expanding the IRA program, 
because I believe that doing so would generate Hltlc if any increase in national saving and 
could possibly reduce saving. 

0 IRAs, and similar programs like Keogh plans and 401(k) plans, are designed poorly from 
an economic perspective. 

0 Despite the $t.5 trillion increase in balances in these accounts since 19B1, the personal, 
private and national saving rates have fallen by subst.intlal amounts. 

0 Most IRA contributions between 1982 and 1986 (the "golden period* of IRAs) were made 
by two groups of people: those with very high levels of non*lRA assets and those who 
were 59 or older. It is likely that contributioas by these groups do not represent net 
additions to private or national saving. 

0 Highly stylized research models suggest that IRAs may raise the national saving rate in 
the long run (35 years or more). These results, however, arc speculative, arc subject to a 
number of important qualifications, and thus may not be a very good guide to current 
policy. 

0 The surest way to raise national saving would be to reduce the deficit in ways that do not 
reduce private saving. Raising private saving further may prove to be a difficult 
challenge, but attention should focus on the pension system. 


Saving Incentives and The Saving Decline 

American saving rates have recently fallen to their lowest levels in decades. These 
declines have raised concerns that the economy may be unable to finance investment and sustain 
growth over the long run, and that a significant fraction of the population may not be saving 
adequately for retirement. As a consequence, raising the saving rale has been a frequent focus of 
policymakers. One popular legislative remedy for stimulating saving has been the development 
of special, designated saving accounts, such as Individual Retirement Accounts, 401{k) plans, and 
Keogh accounts. These accounts, which I refer to as "saving incentives,' feature preferential tax 
treatment of contributions and investment earnings, annual contribution limits, and penalties for 
early withdrawals. 

IRAs were established in 1974 for workers without pensions. In 1981, eligibility was 
extended to all workers and the limits were raised to their current levels. For a single worker, the 
limit is the minimum of earnings or $2000. The presence of a spouse raises the limit by $250. In 
a two-worker household, the limit is the minimum of earnings or $2000 for each worker, so the 
maximum combined limit is $4000. From 1982 to 1986, eligibility was universal and contributions 
were tax-deductible. In the Tax Reform Act of 1986 (TRA86) deductibility was phased out 
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(eliminated) for household with a retirement plan when adjusted gross income exceeded $40,000 
($50,000) for joint tnx-filers, and $25,000 ($35,TO0) for single tax-filcrSr TRA86 did not restrict IRA 
eligibility or the tax-free accrual of interest. 

401(k)-typc plans arc similar to IRAs but are available only to workers at firms or other 
organizations that clioosc to sponsor the plans. Employees may make tax-deductible 
contributions. Employers may make independent or matching contributions. The legal annual 
contribution limit was $9,240 in 1994, but firm-}m|KJscd limits and non-discrimination rules 
le^ducc the limit substantially for many participants. Keogh plans arc similar to IRAs but have 
higher limits and are directed toward self-employed persons. 

Contributions to IRAs averaged about $35 billion during 1982-6 when contributions were 
fully deductible, but fell by about 75 percent after iheTRA86 changes. 401(k) contributions have 
risen from virtually zero in 1982 to about $60 billion in 1994. KEOGH contributions have 
remained under $10 billion per year. 

These programs have been very popular, but they may not have raised private and 
national saving. This would be true, for example, if the contributions to saving incentives were 
financed by shifting money from other existing assets or by redirecting .saving that would 
otherwise have been placed in other as.scts. 

One preliminary w.ay to gel a seasc of the effects of saving incentives is to examine 
aggregate trends in saving. Since 1983, contributions to .saving incentive plans have amounted to 
one-third or more of personal saving as conventionally measured. Moreover, from 1981 to 1993, 
assets in saving incentive accounts rose by almost $1.5 trillion. Since personal saving is about 
$200 billion per year, saving incentive accounts. In just 12 years, accumulated balances worth 
about 7 years of personal saving. It would not be unreasonable to expect accumulations of this 
magnitude to show up as increases in the persona! saving rate. However, rather than rising, the 
personal saving rate fell by almost half over this period. 

These trends should be interpreted with caution, however. Economists are unsure about 
the causes of the saving decline, and many factors affect aggregate saving. Nonetheless, it is clear 
that saving incentives arc large relative to personal saving, and that trends in personal saving 
show no sign that saving incentives have increased .saving. 

Do Saving Incentives Stimulate Saving? 

The effect of saving incentive plans on national saving is the sum of their effect on private 
saving and government saving. 

Private Saving: Standard economic theory indicates that raising the after-tax rate of return 
on ^ saving creates two effects that work in opposite directions and hence may raise or reduce 
saving. The obvious effect l.s that the higher return raises the reward to saving and thereby 
encourages p«>plc to undertake more saving. Economists refer to this as a price or .substitution 
effect. The second effect is less obvious but jusi as real. With higher interest rates, people can 
save less and still reach a given wealth target. Economists refer to this as an income effect. The 
income effect reduces the amount that people save in response to an increase in the rate of return. 
For example, suppose that a worker is saving for retirement with the goal of generating 
retirement income equal to. some fraction (say, 70 percent) of pre-retirement income. (This is a 
common financial planning approach to retirement saving.) The higher the intcre.sl rate, the less 
the worker needs to save to reach this goal. 

How would this worker respond to an increase in interest rates? For a given target level 
of retirement income, the worker would save less than before (the income effect). But the worker 
may very well raise his retirement income goal (the substitution effect). If the increase in his goal 
is small, the income effect will dominate and saving will fall. If the increase in his goal i.s large 
enough, the substitution effect will dominate and .saving will rise. Therefore, both the size and 
the direction of the effect of higher interest rates on all saving i.s ambiguous. Most empirical 
estimates and realistic simulation models suggest that the respor^se is not very big. 

Saving incentives do not raise the after-tax return on all saving, only on a limited amount 
of contributions placed in a designated account. For at least two reasons, this may be an even 
less likely way to raise saving than raising the return on all s.aving. First, oddly enough, so-called 
saving incentives do not require that contributors save, or save more than they would have 
otherwise. Saving requires a reduction in current consumption (or an increase in labor supply). 
But contributions to saving incentive accounts may be financed by transferring existing taxable 
assets, by increasing debt, or by reallocating saving that would have been done even if the 
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incentive had not existed. In each of these cases, the contribution will not represent a net 
addition to private saving. 

Contributions will be most likely to be financed by one of the latter methods for two types 
of households. The first is households that hold large amount of other assets. These households 
have more assets to shift and less of a need to maintain all of their assets as precautions against 
emergencies. The second is older households, who are less likely to face a binding early 
withdrawal penally. In the extreme, people older than 59.5 years face no early withdrawal 
penalties. In each case, IRAs are good substitutes for the saving those households would do 
anyway, so the IRA contribution will be unlikely to represent new saving. In contrast, 
contributions will represent a net addition to saving only when they arc financed by reductions in 
consumption, which will occur only when IRAs and other saving are poor substitutes for one 
another. This is more likely to occur for households that have lower asset holdings, and arc 
younger. 

The second problem is that because the subsidies in saving incentive plans are capped by 
an annual contribution limit, the saving incentive will not affect marginal returns to saving for 
high-saving households. Rather, for those households the incentive will generate only an income 
effect, whi^ should reduce their saving. Both of these problems imply that the effects of IRAs on 
private saving will depend critically on who contributes to IRAs. 1 examine this issue below. 

Public Saving The effects on public saving are also important to consider. To the extent 
that contributions do not represent new private saving, the effects on public saving are strong 
and negative for two reasons. First, the tax rate faced by a household during retirement (when 
withdrawals are typically made) is usually lower than that faced by the same household during 
working years (when contributions are made). Second, some lax revenues arc lost on the 
accumulated interest because Investment earnings on IRA balances arc taxed only when they arc 
withdrawn. For example, if the tax rate during working years is 30 percent, the tax rate during 
retirement is 15 percent, the interest rale is 10 percent and the holding period is 15 years, the 
present value of tax revenues from a dollar of pre-tax income pul into an IRA is 15 cents, but the 
present value of lax revenues from the same dollar of pre-tax income placed In a taxable account 
is 54 cents. Hence, in present value terms, the government loses 39 cents. This is larger than the 
1 period revenue loss that would be recorded in the budget, 30 cents. If the holding period is 30 
years, the present value loss is 55 cents. Thus, in the absence of other policy changes, a saving 
incentive plan must not only raise private saving but raise it by more than the associated tax Joss 
to the government in order to raise national saving. 

Who contributed to IRAs and Why It Matters 

One step toward determining the effects of IRAs on saving is to focus on the 
characteristics of IRA contributors. The table below reports characteristics of different types of 
households in 1986.^ The table describes the median or typical household in each category. All 
dollar figures are in 1986 dollars. 



All 

Households 

Households 
without IRAs 

Households 
with IRAs 

Households 
that contributed 
to the Limit 3 
venrs in a row 

Age 

49 

49 

50 

51 

Annual Income 

$21,320 

$15,667 

$35,000 

$44,500 

Non-IRA Financial 
Assets 

$6,000 

$3,000 

$21,695 

$41,269 

Net Worth 

$42,710 

$25,470 

$107,946 

$188,943 

Saving (Change in 
Net worth, 1983-6) 

$6,129 

$2,884 

$23,500 

$60,691 


^The table is taken from William G. Gale and John Karl Scholz, 'IRAs and Household Saving," 
American Economic Review, December, 1994. 
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The table shows that households with IRAs are very different from households that do 
not have IRAs. In particular, compared to households without IRAs, the typical household with 
an IRA has seven times the non-IRA financial assets, four times the overall net worth, and eight 
times the saving. Some of these differences are due to differences in other variables like income 
or age, but even after controlling for these factors, there are large differences in the underlying 
saving behavior of household with and without IRAs that can not be explained by IRAs. 

These facts have several important implications for understanding how IRAs affect saving. 
First, these differences complicate the task of measuring the effect of IRAs on saving. Studies that 
compare IRA contributors and non-contributors have to somehow disentangle the "IRA effect* 
from the "different underlying saving behavior effect." To see this, suppose there exist two 
groups: 'large' savers and 'small' savers. We would expect to sec that IRA holders (where large 
savers are overrepresented) would save more than non-IRA holders (where small savers were 
overrepresented). But this would provide no information about the effects of IRAs per se, unless 
there is a way to control for the observable and unobservable differences between large and small 
savers. 


Second, recall that there arc two groups for whom IRAs and saving should be very good 
substitutes and hence for whom IRAs are !ca.st likely to represent net additions to saving: those 
with large amounts of liquid assets, and those who arc over 59.5 years old. Related data (not in 
the table) show that households with non-IRA financial assets over $20,000 or who were 59 or 
older made more than two-thirds of all IRA contributions in the 1983-6 period.^ Thus, the data 
suggest that most contributions were made by households that would consider IRAs and other 
saving good substitutes, and thus that the overall effects of IRAs on saving are likely to be small 
at best. 


Third, many analysts acknowledge the presence of a 'transition period' after IRAs are 
introduced. The idea is that when IRAs are introduced, people will shift funds from taxable 
sources into IRAs so the contributions at first will not be new saving. After awhile, people will 
run out of funds to shift and IRA contributions will eventually become new saving. The question 
that is debated is: how long will this transition period last? Some IRA proponents have reasoned 
that since the typical household has very little In pre-existing financial assets, the transition period 
will be very short: a year or less. 

The logic of a short transition period is misleading for two reasons. The first is simply 
that the typical household in 1986 did not have an IRA. so the typical household is irrelevant to 
the debate about how long the transition will last. The relevant households are those that 
contributed to IRAs and in particular those that continue to contribute to IRAs: Did these 
households many pre-existing assets that they could shift into IRAs. The answer here is a 
resounding *yes." The table shows that pre-existing asset balances .arc high among household 
with IRAs. The typical IRA household in 1986 had over $20,000 in non-IRA financial assets. 
Among hou.seholds that contributed to the limit for throe years in a row', typical financial asset 
balances were $40,000. U is clear that for these households. IRAs could be financed from pre- 
existing asset balances for several years without raising saving. 

The second problem with the proponents' logic is even more important: it ignores IRA 
contributions that are financed by current or future saving that would have been done even in the 
absence of IRAs . These contributions do not represent new saving. The table shows that typical 
IRA households and 3-ycar limit contributors have extremely high levels of other saving relative 
to their IRA contributions and so could easily finance contributions out of saving that would have 
been done anyway. The median 3-ycar saving level for 3-ycar limit contributors in the SCF was 
$60,000. Surely, it would not be difficult for many of them simply to shift $12,000 of that into an 
IRA. The median 3-ycar saving level for the typical IRA contributor was $23,000. This is 
certainly large enough to fund all or mi>st of a typical three years worth of contributions.’ These 
figures suggest that among households that did contribute to IRAs, there was a large on-going 
source of funds from which IRA contributions could be financed without raising saving. There is 
every reason to think the transition period could take a very long time. 


^Households who had non-IRA financial assets in excess of $40,000 or where the head was 59 
or older made half of all IRA contributions during this period. 

^he typical IRA household did not contribute every year: less than 1 / 3 of households with 
IRAs contributed all five years from 1982 to 1986. Half contributed all three years from 1982-4. 
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Evidence on the Effects of IRAs on Saving 

There are two principal types of formal studies of IRAs. One type compares IRA 
contributors to non-contributors. The other type compares one group of IRA contributors to 
another group of IRA contributors. 

The earliest studies of IRAs compared the behavior of IRA contributors to that of non- 
contributors. These studies claimed that IRA contributions raise saving. It has become clear, 
though, that these studies face very difficult challenges due to the differing propensities to save 
across different types of households. It is thus unclear whether these studies are uncovering 
evidence that IRAs raise saving or merely showing that people with high propensities to save 
tend to save more than people with low propensities to save. 

For example, the degree of substitutability between IRAs and other saving can vary across 
households. The households that tend to contribute to IRAs (high wealth, older) arc also the ones 
that should find IRAs to be better substitutes for other saving, and hence their IRA contributions 
are less likely to be net additions to saving. The households that lend not to contribute (younger, 
low wealth) are the ones that should find IRAs to be poor substitutes for other saving. Thus, ]f 
these households were to contribute to IRAs, their contributions would be more likely to be net 
additions to saving. 

When comparing the 80 percent or so of the population that did not contribute to IRAs 
and the 20 percent that did, it is not surprising that the tendencies of the larger group dominate 
the estimates. That is, the estimate of substitutability for the overall population can be thought of 
as essentially a weighted average of the substitutability for the different groups and hence tends 
to reflect the low .substitutability for the 80 percent that did not contribute. But the effects of 
IRAs on saving depend only on whether the households that contributed to IRAs found IRAs to 
be good substitutes for other saving. As noted above, these households differ systematically from 
the rest of the population in their substitutability of IRAs and other saving. The effects of IRAs 
depend in no way on whether people who do not contribute find IRAs to be good substitutes for 
other saving. Therefore, studies that compare contributors and non-contributors may be 
generating estimates that apply to the wrong group. 

The second type of study has compared one group of IRA contributors to another group 
of contributors. The great advantage of such studies is that, by comparing one type of 'saver* to 
another type of "saver,* the studios control for unobservable differences between the groups in 
propensity to save. One such study was a paper 1 wrote with John Karl Scholz. Our model 
compared the saving behavior of households that contributed the maximum amount and those 
that contributed less than the maximum. We found that increases in IRA contribution limits 
would have resulted almost entirely in the redirecting of saving that would have been done 
anyway. Our paper also showed that it is statistically invalid (at least in our model) to compare 
contributors and non-contributors. 

In another study, Eric Engen, Scholz and I look at two matched group of savers: 401(k) 
contributors and IRA contributors not eligible for 401(k) plans. Because the 1986 tax reform act 
reduced the attractiveness of IRAs, any positive effect of 401(k) plans on saving should show up 
in increased assets of 401(k) contributors relative to IRA participants not eligible for 401(k) plans 
between 1986 and 1991, controlling for other factors. We found, however, that there was no 
increase in assets of the 401(k) group relative to IRA contributors not eligible for 401(k) plans. 

This is consistent with 401(k) plans not raising overall saving. Other work that we have done 
and research by other scholars has produced similar results suggesting that the expansion of the 
IRA program has generated little in the way of new saving. 

A final type of study has looked at the wealth of different cohorts of families over recent 
years. The idea is that, if saving incentives arc raising saving, then the wealth of a typical 55 year 
old in 1991 should be greater than that of a typical 55 year old in 1984, because the former will 
have had access to saving incentives for a longer period of lime. Indeed, there does appear to be 
evidence that the later cohorts have higher levels of financial assets than the earlier cohorts. 

But this evidence should be interpreted cautiously, because it omits numerous factors that 
could work in the opposite direction. First, the analysis omits debt, but contributions to saving 
incentives can be financed by increasing debt holdings, and the debt/ income ratio rose 
dramatically in the 1980s. S«ond, contributions can be financed by choosing to invest in 
financial rather than non-financial assets. The analysis omits non-financial assets, but there was a 
shift from nonfinandal to financial assets over the decade. Third, the analysis omits pensions, 
although there are obvious interactions between saving incentives and pensions. During the 
1980s, non-401(k) pension coverage fell. Fourth, the 1980s saw the longest peacetime expansion 
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since at least the 1920s and experienced a dramatic rise in the stock market. These historically 
rare factors may have contributed importantly to the findings. Fifth, not all of IRA and 401(k) 
balances represent private wealth, because the household will still have pay taxes on whatever is 
withdrawn. The after-tax balances are probably only about 2/3-4/5 of the total. It is unclear 
how accounting for these factors would affect the conclusion;. 

Would Saving Incentives Work in the Long Run? 

There is no necessary relation between the short-run and long-run effects of saving 
incentives. To examine the long-term effects, Engen, Scholz and I examined the effects of IRAs 
and 401(k) plans in a computer simulation model that tracks hou.scholds' consumption, IRA 
saving, and non-IRA saving decisions over their lifetime.* 

The results indicate that, following the introduction of an IRA, private saving falls and 
stays lower for a lengthy period. This occurs because people shift funds from taxable assets into 
IRAs and redirect into IRAs current and future saving that would have been done in taxable 
forms if IRAs had not existed. Thus, the model predicts that in the years following introduction 
of saving incentives, one would expect to see active participation in saving incentives and falling 
levels of other saving. As noted above, this is. broadly speaking, the pattern that has occurred in 
the U.S. since the early 1980s, and it is consistent with the rea.soning above ns to why the 
"transition period" should be thought to be lengthy. 

After several years, the incentive effects of IRAs begin to dominate the shifting effects 
from other assets and other saving, and the private and national saving rate start rising. In the 
IRA example, it takes 49 years for the national weallh-lo-incomo ratio to regain its initial value. 
For 401(k) plans, it takes "only" 35 years to regain the Initial national weallh-to-income ratio. 

After 70 years, the model reaches a steady stale. Ultimately, in the long run, the national saving 
rate is higher by 0.2-0.3 percentage points with IRAs. For 401(k) plans, the estimated effect is 
somewhat larger, 0.4-1. 0 percentage points. 

A full understanding of these results requires a number of important qualifications. First, 
any result projected 70 years in the future should be regarded with caution. Second, if these 
saving incentives are altcmativcly enacted and then discontinued, the model suggests that saving 
will actually be reduced. Given the large number of changes in tax policy in recent years, there is 
or should be a legitimate concern about whether a result that requires a stable tax structure for 70 
years and whose benefits do not appear for at least 35 years should be pursued. So unless 
policymakers are certain that the policy will slay in place for a long lime, the model suggests that 
introducing saving incentives would reduce saving. Third, for a number of technical reaisons. the 
model overestimates the long-term effects, possibly by large amounts.* Fourth, the model docs 
not include other tax-preferred, relatively illiquid assets (housing, for example) so it speaks to the 
effects of IRAs and 401(k)s only under special circumstances. Since the real world already has 
numerous tax shelters besides IRAs and 401(k)s, the real world issue is whether policymakers 
should add or enhance another tax shelter. The model docs not address this issue.* 

Psychological Models of Saving 

The standard economic approach to analyzing the effects of saving incentives has come 
under attack in recent years from scholars who argue that psychological models are better at 
explaining how people save. These scholars argue that scl^conlrol is at the heart of the saving 


*See Eric M. Engen, William G. Gale, and John Karl Scholz, "Do Saving Incentives Work?,' 
Brookings Papers on Economic Activity. 1994:1. The model includes overlapping generations of 
households. In the model, people save os a precaution against income risk and uncertain 
lifespan. The model predicts fairly accurately a number of characteristics of IRA and non-IRA 
saving, but ovcrpredicls the saving and wealth of low-income households. 

’These include: the absence of other tax-shelters, the ovcrprcdiction of the participation of 
low-income hou.scholds in the model, the absence of general equilibrium effects, the 
overstatement of the 401(k) limits, and the undcrstatemenl of the 401(k) early withdrawal penalty. 

*A final caveat should be added. Some proponents of IRAs have tried to recast the simulation- 
results by looking at the ratio of the change in national saving and the change in government 
revenues. Use of this ratio is subject to all of the caveats above, as well as the fact that the ratio 
is a misleading and inconsistent indicator of the effects of the programs on saving. Specifically, a 
higher ratio need not imply a bigger effect on saving. It is easy to construct comparisons of 
policies where the ratio Is higher for one policy but the effect on saving is higher for the other. 
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problem and that households divide their assets into different types of 'mental accounts,' some of 
which they feel are available for current spending and some of which arc not. Proponents of 
these models suggest that IRAs serve to raise saving by giving an immediate benefit (the tax 
deduction) to people who would otherwise be reluctant to save and by placing the IRA funds 
'off-limits* in a non-liquid mental account. Other scholars have claimed that the availability of 
IRAs, coupled with the heavy advertising that accompanied IRAs in the 1982-6 period, can raise 
saving by informing people of otherwise unknown opportunities for saving, or by giving them 
saving targets that help convey the need to save. 

These theories arc intriguing arid merit further research, but their applicability to IRAs is 
questionable. Specifically, the applicability of these theories depends on who contributes to IRAs. 
If most IRA contributors had low wealth, then the theories would be more likely to be relevant. 
However, as noted above, the typical IRA contributor has seven times the non-IRA financial 
assets, four times the overall net worth, and eight times the saving of the typical household 
without IRAs. It thus seems clear that the typical IRA household does not need to have special 
incentives in order to save, and is aware of the opportunities for and need for saving. Moreover, 
households that are unable to accumulate much in conventional assets, as evidenced by low 
wealth totals, also tend not to contribute to IRAs. One of the key facts from the 1982-6 
'experiment' with IRAs is that low wealth, low income, and young household.s had very low 
participation rates. 

Raising the Saving rate 

Since 1 believe that raising the saving rate is important, but that enhancing current saving 
incentives is unlikely lo work, it is fair to ask what I would propose instead. First, I would 
suggest reduced expectations. There is no painless, quick fix for the saving decline. The decline 
in private saving has occurred over a num^r of years, and for a variety of reasons. To the extent 
that the decline is related to ihc liberalization of credit markets, incrcn.scd transfers lo Ihc elderly, 
and the decline in wage and income growth, it will be difficult to alter the course of private 
saving through minor changes in the tax system. Second, the surest way to raise national saving 
is to reduce the deficit and in particular to reduce it in ways that raise or at least do not reduce 
private saving. A number of changes to the Social Security system, such as raising the retirement 
age faster and farther than is currently planned, would work in the right direction. 

Third, if we arc to raise the private saving rate, it will most likely be through expanding, 
enhancing, and simplifying the nation’s pension system. Pensior^ differ from saving incentives in 
that pension participation is loss optional, given one's job, and pension balances are less liquid 
pre-retirement. For these reasons, pensions may provide stronger effects on saving than elective 
saving incentives. Policy could usefully bo directed toward re-examining the overfunding rules 
and the non-discrimination rules, and seeking ways to enhance pension coverage, especially 
among low-income workers. Note that these workers currently have access to fully deductible 
IRAs but do not tend to use them. 

Finally, many American workers may be urutware of the need to save for retirement. 

Some sort of realistic education program may prove useful in raising the saving rate, but is 
certainly not a panacea. 
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Mr. Thomas. Thank you, Mr. Gale. 

Mr. Feltman. 

STATEMENT OF KENNETH E. FELTMAN, EXECUTIVE 

DIRECTOR, EMPLOYERS COUNCIL ON FLEXIBLE 

COMPENSATION, WASHINGTON, D.C. 

Mr. Feltman. Thank you, Mr. Chairman and members of the 
committee. The Employers Coimcil represents over 800 employers 
of virtually all sizes and types and they employ over 14 million 
working Americans. The council supports the concepts behind the 
American dream savings account because it is one step toward 
solving the pending crisis in savings. 

For too long, our Tax Code has discouraged savings, and when 
government creates a bias against savings, none of us should be 
surprised when people do not save. Passage of incentives will send 
a signal to all Americans that they must start now to save for their 
own future well-being. We are pleased that the debate seems to be 
over the structuring of the incentives; not over whether they are 
needed. Our recent research shows that incentives are needed. 

For example, despite signs of an improving economy, the amount 
workers are saving for retirement dropped 8 percent in 1994 over 
1993, and 34 percent over the past 2 years, according to our new 
National Workplace Pulse Survey of full-time working Americans. 
The survey was conducted in November 1994. 

Workers expect individual savings to account for more than one- 
third of their retirement income, and most recognize that they are 
not setting aside enough to meet their retirement needs. Last year, 
for example, workers saved an average of only $1,776 annually for 
their retirement needs. That is compared with $1,932 the year be- 
fore, and $2,688 in 1991, again according to the survey. 

One factor contributing to the decline in retirement savings may 
be inadequate government incentives. Again, according to the sur- 
vey, 82 percent of the workers who responded said that tax incen- 
tives are inadequate to encourage the average working person to 
save for retirement. Our research has found a widening gap be- 
tween what workers believe they will need and get at retirement 
and what they are actually going to receive. I call this the expecta- 
tions gap. 

Our survey suggests that most workers know they are in trouble, 
but they are unable to do much about it. It is a cause of anxiety 
for them, but it is also good news because it suggests that these 
workers will save more if given incentives. Most people, 66 per- 
cent — that is an increase from 60 percent in the prior year — recog- 
nize that they are saving too little for their own retirement. They 
recognize that they, not their employers, not the government, will 
have to come up with the bulk of their retirement income. 

I repeat — workers believe the government could be doing a lot 
more to help them; 82 percent, an overwhelming majority, tell us 
that government tax incentives are inadequate to encourage people 
to save for retirement. For people in their forties and their fifties, 
time is running out. If they have not salted something away, they 
need to start now and do so aggressively. No one can step in and 
help them in time to make much of a difference. 
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Unless they expect to win the lottery or die young, they are fac- 
ing a rather bleak old age. They might not be able to afford needed 
medical or long-term care. These findings suggest that the system 
itself is simply not working. 

Families cannot do it alone. They have too many other priorities, 
too many other bills to pay. They need help from employers and 
from the government. E5ut not in the form of new entitlements; 
rather new incentives to save for retirement. 

I believe that Workplace Pulse is sending Congress and all of us 
a clear message, and just in time. Workers and employers will re- 
spond if they are given a reason to save and an incentive to save. 
People now seem to recognize the reason, but they need your help. 
That is exactly where Congress should come in. Congress must act 
before time runs out for an entire generation. 

Thank you. 

[The prepared statement follows:] 
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Siaiement of Kenneth E. Feltman 
Executive Director 

Employers Council on Flexible Compensation 
Before the 

Committee on Ways and Means 
House of Representatives 
January 31, 1995 


Introduction 

Thank you Mr. Chairman and Members of the Committee. My name is Kenneth E. 
Feltman and I am executive director of the Employers Council on Flexible 
Compensation, a non-profit membership association committed to the study and 
promotion of 401 (k) plans, cafeteria medical plans, and other elective compensation 
plans. The more than 800 members of ECFC are plan sponsors, corporations, 
governments, unions, universities, hospitals and clinics who are leading the way in the 
development and refinement of flexibility in benefit plans and the leading actuarial, 
insurance and accounting firms that design and administer flexible plans. 

The Council supports the concepts behind the American Dream Savings Account 
because it is one step toward solving the pending crisis in savings. For too long, our 
tax code has discouraged savings. Just as individuals will reap what they sow and will 
find that when they have not saved enough they will suffer, so does the Government 
reap what it sows. When Government creates a bias in the tax code against savings, 
we should not be surprised when people do not save. 

The Council favors incentives that will encourage workers and their employers to save 
to prepare for medical and long-term care needs in retirement. Passage of incentives 
now will send a signal to all Americans that they must start now to save for their own 
future well being. 

We are pleased that the debate seems to be over the structuring of the savings 
incentives, not over whether they are needed. Our recent research shows that 
incentives are needed 

Since 1990, ECFC has co-sponsored Workplace Pulse, a national survey of 1,000 
American workers that measures attitudes toward employee benefits and related issues. 
Unlike most national opinion surveys. Workplace Pulse interviews only Americans 
who are employed and work a minimum of 30 hours weekly -- no retirees, unemployed 
or part-timers Otherwise, the survey population is a statistical profile of the national 
population in terms of race, gender, age, political affiliation, region and income level. 
The survey is directed by Dr. Verne Kennedy, senior research analyst for Pulse 
Surveys of America, and president of the Marketing Research Institute. 

I am pleased to have the opportunity to share with the Committee the findings of the 
most recent Workplace Pulse survey on retirement, conducted last November. We 
believe that Workplace Pulse has brought into focus some issues that are cause for real 
concern as the Committee reviews federal tax policies, eniiilemenis and other issues 
related to retirement. 

Survey Background 

Since 1991. we have been particularly interested in tracking workers' attitudes toward 
retirement and retirement savings. We recognize that decisions made by workers 
themselves today are the single most important factor determining the financial security 
of tomorrow’s retired generation. After three years of attitudinal tracking, we believe 
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that we have developed a valuable measure of the financial security of the coming 
generation of retired Americans. 

Of the three traditional sources of retirement income - employer plans, social security 
and individual savings - individual savings today is by far the most important. 

Today's workers have more responsibility to plan and save for their post-retirement 
income than did the generation in retirement now. Fewer workers can plan on income 
from defined benefit pension plans and, in general, employer contributions to 
retirement plans have declined. With the popularity of 401(k) plans and other flexible 
plans, workers have greater control over their retirement plans. With greater control 
comes greater responsibility. 

Retirement Savings 

Our 1993 Workplace Pulse survey suggested we are quickly approaching a crisis in 
retirement income expecutions; we found a widening gap between what workers 
believe they will need and gel at retirement and what they will actually receive. In our 
most recent survey, we were particularly interested in finding out more about this gap 
in retirement expectations — which I call the “expectations gap." 

1 regret that our November survey shows things are continuing to get worse, not better. 
Americans are saving even less toward retirement now than they were a year ago. 
despite signs of an improving economy. Yet people expect to retire at the same time as 
their parents, they want to retire comfortably and they recogniae that they - not their 
employers or the government — will have to provide the bulk of their retirement 
income, 

in October 1992, when we conducted our first Workplace Pulse survey on retirement 
issues, we found that two-out-of-three workers recognize that they are setting aside too 
little them.selves for retirement - an average of $223 per month or $2,688 annually. In 
November 1993. we again asked workers how much they were saving toward 
retirement and our sample said they were saving an average of only $161 monthly 
toward retirement, or about $2,000 a year, a decrease of 28 percent from 1992. 
in November 1994. we found that individual retirement savings dropped again, to $148 
monthly, or about $1 ,776 annually - a 34 percent decline in just two years at a time 
when individuals must provide more, not less, of their retirement income. The only 
good news is that the rate of decline lessened year-to-year, to about 8 percent. 

As you might expect, as workers age they save more for retirement. Our survey found 
that workers over 45 years old have actually increased their savings rate over last year, 
from an average of $2,408 annually to $2,700. which was about the national average 
for all age groups two years ago. However, our survey found that workers under 45 
are saving significantly less than the national average. Workers under 35 are saving 
only $1,308 annually. 

it is clear that millions of working Americans simply will not be able to retire in 
financial security unless they are able to change their savings habits dramatically. If 
current trends continue, the baby boom generation may end up working into their 70s 
to make ends meet or relying upon their families, welfare, or charity to survive. 

Workers' Expectations 

Our survey suggests that most workers know they are in trouble, but are unable to do 
much about it. That is a cause of anxiety for them, but is also good news because it 
suggest that these workers will save more if given incentives. 

Most people - 66 percent, an increase of six percentage points over last year - 
recognize that they are saving too little for retirement. They also recognize that they, 
and not their employers or social security, will have to come up with the bulk of their 
retirement income. 
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Despite this knowledge that their current savings rate will not allow them to retire 
comfortably, people have not changed their retirement expectations accordingly. This 
is the “expectations gap.” 

Despite the national trend towards working later in life, most working Americans say 
they plan to retire before age 65. The typical respondent plans to retire at age 61. 
Twenty-nine percent of our sample expects to retire before the age of 60. Our 
findings on planned retirement age have not charged from last year. 

In addition to retiring early, workers do not plan to lower their standard of living when 
they retire. Seventy percent said they plan to live as well or better than when earning a 
full salary. 

Retirement Planning 

Even if they cannot afford to save much now. are workers at least planning for 
retirement? 

Unfortunately not, according to Workplace Pulse. Only 7 percent have completed a 
retirement financial plan. Nearly one out of four, 23 percent, has yet to start planning 
and 44 percent say they have only started planning. Though they clearly are not 
following their own advice, our sample said individuals should begin planning early for 
retirement, at the age of 25. 

Employer and Government Roles 

Workers may take some solace in the fact that their employers seem to be doing 
slightly better in providing retirement support than they were a year ago. Seventy- 
eight percent reponed that their employers provide some son of retirement or pension 
plan, up from 71 percent last year. Yet only about 64 percent of our total sample is 
participating in employer-provided plans, an increase from 58 percent in 1993. 

By overwhelming numbers, workers prefer the flexibility and choice provided by 
401(k) plans. More than 50 percent want their employers to offer a 401(k). That is a 
significant increase from 1992, when 40l(k) plans were the most popular retirement 
plan with 41 percent of the sample. 

Workers believe the government could be doing a lot more to help them. An 
overwhelming majority - 82 percent - said govemmem tax incentives are inadequate 
to encourage people to save for retirement. 

Long-Term Care 

Perhaps no other retirement costs have risen as much as medical care and long-term 
care We asked several new questions about long-term care this year, and found some 
of the same altitudinal disconnect that we found on other retirement issues. Nine-out- 
of-ten workers want to receive long-term care at home, not in an institution, despite the 
lack of affordable home health care in many communities. More than half. 52 percent, 
said that is not likely that they will ever need long-term care, but statistics and 
projections indicate many more will. 

Those who do plan on needing long-term care look toward private insurance or their 
own savings to pay for it, Relatively few expect the government or their employers to 
help, and only 16 percent believe their families will take care of them. However, only 
one-in-eighi workers - 16 percent -- has actually purchased a long-term care policy. 
Sixty-three percent say they would be more likely to buy long-term care coverage if it 
were offered through a payroll deduction at a reasonable cost. 


Summary 

These Workplace Pulse findings give us a better understanding of what is going on and 
raise several serious policy questions. The new Congress and the Administration must 
come to grips with the fact that we cannot rely on the economy alone to provide 
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today's workers with an adequate retirement. The average family just cannot make it 
alone in this economy. If steps are not uken now, we face a pending social crisis when 
millions of retiring baby boomers discover that they cannot retire in the lifestyle they 
expected or when they expected. 

Individual workers can no longer look to others for help. Their retirement destinies are 
in their own hands, and our survey suggests that people are slowly coming to grips 
with this new retirement reality. They know they are not saving enough. They know 
they are not planning for retirement. They want a retirement as good as their parents 
have had, but they’re discovering that they just cannot save enough without help. 

Should the economy continue to improve, will workers be able to afford to save more? 
Or will it take an even bigger boost in the economy to turn around this trend? We will 
not know for sure until fumre Work-place Pulse surveys, but these results do deliver 
some sobering messages. 

First, it is clear that for people in their 40s and 50s, time is running out. If they have 
not sailed something away, they need to start now and do so aggressively. No one is 
going to step in and help them in time to make a difference. Unless they expect to win 
the lottery or die young, they are facing a bleak old age where they will not be able to 
afford medical or long-term care. 

Second, these findings suggest that the system itself is simply not working. Families 
simply cannot do it alone. They need help from employers and from the government, 
not m the form of new entitlements, but rather new incentives to save for retirement. 

At the same time that many employers have reduced their retirement plans and more 
responsibility for retirement income has been placed on the worker, the government has 
quietly made it much more difficult for employers and employees to save. Even the 
GATT legislation passed last year chipped away at individuals’ ability to save for 
retirement 

We have witnessed the whittling away of the amount individuals can save in tax- 
favored individual retirement accounts. Non-discrimination rules make it more and 
more difficult for middle income workers to contribute significantly to their own tax- 
deferred 401(k) plans. Federal regulations are strangling defined benefit pension plans. 
It is no wonder that only 14 percent of workers surveyed said that tax incentives are 
adequate to encourage the average working person to save for retirement. 

Acting now to develop and implement a comprehensive national retirement income 
policy that encourages rather than discourages individual retirement savings is more 
than good politics. It is also good government. Every retirement dollar salted away 
today will save the government more dollars years later in health care, welfare and 
other social programs. As they say in the advertisement, you can pay a little now... or 
you can pay a lot more later. 

1 believe this Workplace Pulse survey is sending Congress a clear message just in time. 
Workers and employers will respond if they are given a reason to save and an incentive 
to save. People seem to recognize the reason, but they need help. That is exactly 
where Congress should come in. Congress must act... before time runs out for an 
entire generation. 


Thank you. 
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Mr. Thomas. Thank you very much. 

Ms. Mohr. 

STATEMENT OF MARY L. MOHR, CHAIRPERSON, SAVINGS 

COALITION OF AMERICA, WASHINGTON, D.C., AND SENIOR 

VICE PRESIDENT, FIRST TRUST CORP., DENVER, COLO. 

Ms. Mohr. Good morning, Mr. Chairman and members of the 
committee. My name is Mary Mohr. I am senior vice president of 
First Trust in Denver. First Trust is the country’s largest inde- 
pendent trust company. I am also chair of the Savings Coalition of 
America and am representing them today. 

The Savings Coalition includes 50 members, representing a wide 
variety of interests, including consumer, health care, education and 
business groups, engineers, homebuilders, realtors, trust compa- 
nies, banks, and brokerage firms. The coalition would like to thank 
the committee for holding these hearings and for the invitation to 
testify in support of the American Dream Restoration Act. 

On behalf of the coalition, I want to commend you for your lead- 
ership and vision demonstrated in your efforts to restore tax incen- 
tives for saving to all Americans. 

The Savings Coalition of America was established in 1991 to sup- 
port incentives to increase personal savings rates. It has as its pri- 
mary objective to encourage congressionm and administrative ap- 
proval of expanded IRA legislation. The coalition is committed to 
seeking the enactment of expanded retirement account legislation 
and supports the key features of H.R. 6, the American Dream Res- 
toration Act. 

The coalition believes that tax and economic policy should pro- 
vide more opportunity and incentive for Americans to save and in- 
vest for the future. By restoring the American dream of owning a 
home, sending children to college and retiring comfortably, the 
ADS account will respond to many of the concerns that members 
of the middle class express today. The Savings Coalition of America 
supports H.R. 6, the Thomas-Neal bill and S. 12, the Roth-Breaux 
bill in the Senate. 

U.S. savings rates are now lower than during any comparable pe- 
riod in American history. According to the CBO, personal savings 
rates have decreased steadily over the past 25 years, falling from 
8 percent in the sixties and seventies, to less than 4 percent today. 
The causes and consequences of saving rate declines has been the 
subject of considerable debate among economists and policymakers, 
but the policy solutions were best articulated to Congress 24 years 
ago by President Nixon in the following quote: 

Self-reliance, prudence and independence are qualities which our government 
should work to encourage among our people. These are also qualities which are in- 
volved when a person chooses to invest in a retirement savings plan, setting aside 
money today so that he will have a greater security tomorrow. In this respect, pen- 
sion plans are a direct expression of some of the best elements in the Amencan 
character. Public policy should be designed to reward and reinforce these qualities. 

The IRA best exemplified these qualities by empowering Amer- 
ican taxpayers to take control of their long-term finances, placing 
responsibility for their retirement squarely on their own shoulders. 
But after the Tax Reform Act of 1986, Americans watched opportu- 
nities to increase their IRA nest egg slip away. 
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Why? Many working Americans who made tax-deductible con- 
tributions to IRAs for 5 years, stopped saving in an IRA because 
the front-end deductibility, the primary incentive, was taken away 
with the Tax Reform Act. Financial companies and banks stopped 
advertising, and savings rates plummeted. Without tax incentives, 
many Americans found they could not afford to save. 

The ADS addresses these obstacles by empowering the middle 
class to provide for themselves and their families in the future, en- 
abling retiring Americans, who are living, on average, 16.7 years 
beyond the age of 65, to accumulate additional sources of retire- 
ment income; by assisting Americans who have come to realize that 
Social Security and private pensions combined, provide only 45 per- 
cent of the average married person’s retirement income; by offering 
incentives to save in the event of major catastrophic illnesses or 
long-term care expenses not covered by health insurance, creating 
the opportunity for all Americans, parents, children and grand- 
children to achieve the highest level of education that they would 
like to attain; by encouraging those Americans who have dreamed 
of owning a first home but were previously shut out of the housing 
market, an opportunity to save for a downpa 3 ^ent; and finally, 
supporting families with one income by recognizing the equal value 
of work performed in the home. 

The Savings Coalition also supports the Thomas-Neal bill which 
provides savers with two options, by restoring the traditional bene- 
fits to all savers as well as providing the back-ended IRA feature. 
Like H.R. 6, this proposal allows for penalty-free withdrawals in 
the event of major life events. Both the ADS accounts and the pro- 
posed IRA will offer benefits for which most Americans are not cur- 
rently eligible. 

By offering a tax incentive that is universally available to all 
savers, and that includes the flexibility to accommodate major life 
events, the ADS account and the IRA are indeed solutions for the 
nineties. The Savings Coalition of America looks forward to work- 
ing with the committee and would like to take this opportunity to 
extend an offer of assistance. 

Our members are committed to pursuing the enactment of ex- 
panded retirement account legislation and believe that with your 
leadership, Americans will once again have the opportunity and in- 
centive to save and invest for the future. 

Thank you very much, Mr. Chairman. 

[The prepared statement and attachments follow:] 
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TESTIMONY OF MARY L. MOHR 
ON BEHALF OF THE 
SAVINGS COALITION OF AMERICA 
1225 1 STREET, NW, SUITE 500 
WASHINGTON, DC 20005 
202/682-4736 


BEFORE THE COMMITTEE ON WAYS AND MEANS 
UNITED STATES HOUSE OF REPRESENTATIVES 


CONCERNING H.R. 6 

THE AMERICAN DREAM RESTORATION ACT 
JANUARY 31, 1995 


Introduction 

Good morning, Mr. Chairman and Members of the Commitlee. My name is Mary Mohr. 1 am 
Senior Vice President of First Trust Corporation of Denver, Colorado. First Trust is the 
country's largest independent trust company, specializing in self-directed retirement plans. J am 
also Chair of the Savings Coalition of America and am representing the Coalition here today. The 
Savings Coalition includes 50 members representing a wide variety of interests, including 
consumer, health care, education and business groups, engineers, home-builders, realtors, trust 
companies, banks, security firms and financial service companies. 

The Coalition would like to thank the Committee for holding these hearings and for the invitation 
to testify in support of the American Dream Restoration Act. On behalf of the Coalition, I want 
to commend you for the leadership and vision demonstrated in your efforts to restore tax 
incentives for saving to all Americans. 

The Savings Coalition of America was established in 1991 to support incentives to increase 
personal saving rates. It has as its primary objective: 

To encourage Congressional and Administrative approval of expanded IRA legislation. 

The Coalition is committed to seeking the enactment of expanded retirement account legislation 
and supports the key features of H.R 6 - The American Dream Restoration Act. The Coalition 
believes that tax and economic policy should provide more opportunity and incentive for 
Americans to save and invest for the future. By restoring the American dream of owning a 
home, sending children to college and retiring comfortably, the ADS account will respond to 
many of the concerns that members of the middle class express today. The reasons for 
supporting this proposal are compelling and reasonable. The Savings Coalition of America also 
supports the Thomas-Neal bill and S-12, the Roth/Breaux bill in the Senate. We look forward 
to working with both houses to pursue expanded retirement savings legislation. 

Self-Reliance, Prudence and Independence 

United States saving rates are now lower than during any comparable period in American history. 
According to the Congressional Budget Office, personal saving rates have decreased steadily over 
the past 25 years, falling from 8% in the 19603 and 70s to less tlian 4% today. The causes and 
consequences of saving rate declines have been the subject of considerable debate among 
economists and policy-makers, but the policy solutions were best articulated to Congress more 
than 24 years ago; 
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"Self-reliance, prudence, and independence are qualities which our government should 
work to encourage among our people. These are also qualities which are involved when 
a person chooses to invest in a retirement savings plan, setting aside money today so that 
he will have a greater security tomorrow. In this respect pension plans are a direct 
expression of some of the best elements in the American character. Public policy should 
be designed to reward and reinforce these qualities." President Richard Nixon, December 
9, 1971 (Schultz. 1994, p 224). 

It was with this vision that Individual Retirement Accounts ("IRA") legislation was first 
introduced. By emphasizing the values of self-reliance, prudence and independence, the IRA was 
designed to empower American taxpayers to take control of their long-term finances and to place 
ultimate responsibility for their retirements squarely on their own shoulders. 

Enacted in 1974 and liberalized in 1981, the IRA tax incentive allowed every U.S. worker to save 
and invest up to $2,000 in earnings annually in his or her own personal pension plan. During 
the IRA’s most popular period, from 1982 to 1986, American workers contributed more than 
$172 billion to IRAs (Table 1) (IRA Reporter, August 1994). Increasingly, Americans became 
aware of the importance of long-term saving and recognized that for many of them, the IRA 
represented their best opportunity to accumulate retirement funds. 

Joseph Nocera cites the IRA as "the financial device that brought home the realization that the 
American middle class was going to have to take control of its own financial future" (Nocera. 
1994, p.288). Among the American middle class, the success of the IRA precipitated what has 
been described as a major cultural shift. Before the IRA, many middle class Americans felt 
powerless to control their long-term finances and, although they might save at their local bank 
or thrift, few had experience as investors. The IRA industry not only helped the middle class to 
assume a role in securing a more comfortable retirement, but also offered opportunities to expand 
their understanding of and participation in financial markets. 

But when the Tax Reform Act of 1986 ("TRA") sharply curtailed IRA eligibility by excluding 
taxpayers with incomes over $50,000 (or $35,000 for single taxpayers) who participated in a 
pension plan at work, it caused a dramatic decline in annual IRA contributions. According to 
the Internal Revenue Service, contributions fell from an annual average of $34.5 billion during 
1982 to 1986. to an annual average of $11.9 billion from 1987 through 1993 (Table 1) (IRA 
Reporter), 

Not only did the number of IRA participants decline, but more importantly, many of those 
working .Americans who once considered the IRA as "the people’s nest egg" (Nocera. p.289). 
now found that they no longer had their government’s support and encouragement to establish 
long-term savings. 


Fewer Ineentives, More Obstacles to Saving 

By 1986, Americans watched opportunities to increase their "nest egg" slip away just as quickly 
as the IRA had been embraced as the solution to saving rate declines. Without tax incentives, 
many Americans found they could not afford to save. In addition, workers increasingly 
encountered economic, social and demographic obstacles to maintaining or improving their 
financial existence. Consider the environment in which middle class families are trying to 
achieve the American Dream. 

F.conomic Uncertainty 

Having experienced job layoffs and economic stagnation throughout the last decade, 
members of the American middle class continue to feel uncertain about their ability to 
provide for themselves and their families in the future. 
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Aging Population. Longer Retirement 

The retirement period has lengthened, requiring more financial support. In 1960, 
Americans aged 65 and over made up 9% of the population. By -1990, this proportion 
reached 13%. It is expected to reach 18% by 2020 and 23% by 2050. Retirees reaching 
age 65 can expect to live, on average, another 16.7 years. A longer retirement period 
results in "an increasing portion of Americans who will have to depend on sources other 
than employment for income and vital services" (Employee Benefit Research Institute, 
1992, p.8). 

Social Security Cutbacks 

The Social Security Old-Age and Survivors Insurance ("OASI") program can no longer 
be depended upon as a primary source of support throughout retirement. Currently, Social 
Security and private pensions combined provide only 45% of the average married person’s 
retirement income. Yet, Money magazine (June 1991) found that its readers consistently 
overestimated the amount they will receive from Social Security and their pension funds, 
and underestimated how much they will need to save for retirement. In addition, existing 
law will soon begin to push back the current retirement age when Americans can receive 
full Social Security benefits. These cutbacks will apply to and increase for all workers 
bom after 1937 in anticipation of the disproportionately large number of baby-boomers 
who will soon be entering retirement (EBRI, 1992). 

Underfunded Private Pensions 

Reports of the Pension Benefit Guaranty Corp. ("PBGC") taking over the underfunded 
pension plans of well-known, financially-troubled corporations, have sparked alarm among 
many workers who are depending on their employer’s pension plans to provide a major 
portion of their retirement income. The PBGC indicates that pension plan underfunding 
is a problem that will continue to pose risks for many retirees (Wall Street Journal, 
February 4, 1993, p.I). 

Rising Health Care Costs 

The aging population and the rapid upward pace of health care costs are having a 
tremendous impact on medical expenses. Between 1970 and 1990, the price level of 
medical services and commodities rose 479%, compared with a 337% increase in 
consumer prices. Even with health care benefit programs, these rising health care costs 
make it very difficult for working Americans to financially recover from major 
catastrophic illnesses (EBRI). 

Dependent Parents 

Today, approximately 60% of the elderly are dependent on their children for support. The 
proportion of health costs associated with nursing home care and other long-term care will 
increase as Americans get older. According to the Employee Benefit Research Institute, 
Medicaid financed up to 43% of the $48 billion U.S. nursing home tab in 1989. But, in 
the absence of private insurance coverage for long-term care, consumers paid out-of- 
pocket expenses of approximately 45%. 

Higher Education Expenses 

The value of a college education has become increasingly important since the early 1970s. 
The difference between the earnings of a man with a high school diploma and one with 
a college degree was 39% in 1970 and had grown to 64% by 1988 (Byron, 1991). 
American parents recognize the importance of higher education, as well as the need to 
save for college, but few have the resources to do so. This is supported by a Roper Poll 
commissioned by the National Institute of Independent Colleges and Universities (1991) 
that showed that only half of the parents who expect their children to attend college save 
anything at all for future college expenses. Those who do save average only $517 per 
year. With the average cost of a year of college ranging from $10,000 to $25,000 today, 
what will Congress do to help aging baby boomers pay for their children’s college 
education? 
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Since the 1980s, Americans have demonstrated declining rates of home ownership, 
particularly among those in the 25- to 34.year-old-age range. Payments on a typical home 
in the 1950s represented about 14% of an average 30-year-old’s gross income. Today, 
a median priced home claims about 44% of income (Burton, Dillmer, Loveless, 1992, 
p.lS4). Young families liave also been squeezed out of the housing market because of 
their inability to save for a down payment. As housing prices have escalated, down 
payments of 10% to 20% have become out of reach for the average young American 
family. Providing opportunities for home ownership not only exteni the American 
dream to more young families, but also pumps millions of dollars into the national 
economy through new housing starts and increased employment. Job creation then 
extends to the plumbers, electricians, real estate salespersons and all those working 
Americans participating in the housing industry. 


Family Financial Pressures 

Economic forces have made it nearly impossible to raise a family on one income and 


those families that attempt to must do so witn^ut ".uch help from government policy. 
Under current rules governing IRAs, married couples are limited to a deductible 
contribution of $2,250 per year if only one person earns income. But, when both spouses 
work outside the home, each is permitted to contribute up to $2,000, for a total of up to 
$4,000 annually in an IRA (Brennan. 1994). 


The American middle class is experiencing a period of unprecedented uncertainty. For the first 
time in American history, parents cannot assume that their children's lives will be economically 
better off than their own. Without a consistent, comfortable standard of living, families arc 
unsure how they will be able to: 


• Become homeowners 

• Send their children to college 

• Support their aging parents 

• Support themselves in retirement 

Saving rates have declined, and so has the opportunity to achieve the American dream of a better 
tomorrow. 


The Americao Dream Savings Account and the Individual Retirement Account - 
The Solution for the 19903 

The proposed American Dream Savings ("ADS") account, like the IRA, is designed to respond 
to citizens’ concerns about the future. By offering tax incentives and empowering workers to 
accept responsibility, the ADS account provides hope, as well as a means to achieve long-term 
financial goals. 

The Savings Coalition also supports the Thotnas-Neal bill, which provides savers with two 
options, by restoring the traditional benefits to all savers, as well as providing the "back-loaded" 
IRA feature. Like H.R 6, this proposal allows for penalty-free withdrawals, in the event of 
major life events. 

Both the ADS account and the proposed IRA will offer benefits for which most Americans are 
not currently eligible.. By offering a tax incentive that is universally available to all savers and 
that includes the flexibility to accommodate major life events, the ADS account and the IRA are 
indeed solutions for the 1990s. The ADS account and IRA incorporate the originai values of self- 
reliance, prudence and independence, while addressing present day concerns. With their approval, 
the American public’s faith in the future and their resolve to achieve their own financial dreams, 
will be restored. 

The Savings Coalition of America Supports the ADS Account 

The Savings Coalition of American looks forward to working wth the Committee on Ways and 
Means, and would like to take this opportunity to extend an offer of assistance on any issues 
related to the legislation. Our members are committed to pursuing the enactment of expanded 
retirement account legislation and believe that with your leadership, Americans will once again 
have the opportunity and incentive to save and invest for their future. 
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AVERAGE IRA CONTRIBUTIONS 

Before and After Tax Reform Act of 1986 

Source: IRA Reporter, August 1994 
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SAVINGS COALITION OF AMERICA 


MEMBER LIST 

JANUARY 1995 

A. G. Edwards, Inc. 

American Bankers Association 
American Council for Capital Formation 
American Council on Education 
American League of Financial Institutions 
Association of Jesuit Colleges and Universities 
The Bankers Roundtable 
Chase Manhattan Bank 
Citicorp/Citibank 
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College Savings Bank 
Consumer Bankers Association 
Dean Witter, Discover & Co. 

Delaware Charter Guarantee & Trust Company 
Edward D . Jones & Company 
Fidelity Investments 
First Trust Corporation 
G. E. Capital 
Gold & Silver Institute 
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Household International 
Independent Insurance Agents of America 
Institute for Research on the Economics of Taxation 
Institute of Electrical & Electronics Engineers - United States 
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International Association for Financial Planning 
Investment Company Institute 
Kemper Corporation 
Lincoln Trust Company 
Merrill Lynch & Co., Inc. 

Mortgage Bankers Association of America 
National Association of Federal Credit Unions 
National Association of Home Builders 
National Association of Independent Colleges and Universities 
National Association of Realtors 
National Association of Securities Dealers, Inc. 

National Association of Uniformed Sezrvices 
National Rural Electric Cooperative Association 
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Retirement Accounts, Inc. 
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Saving & Community Bankers of America 
Securities Industry Association 
Sterling Trust Company 
Transcorp Pension 
United States Chamber of Commerce 
Wheat First Butcher Singer 



709 


References 

Bernheim, B. Douglas, 1991. The Vanishing Nest Egg: Reflections on 
Saving in America. New York: Priority Press Publications. 

Brennan, Heidi. March 1994. "Homemaker IRA Equity Bill". Welcome 
Home. Vienna. Virginia: Mothers at Home to. 

Burton, Linda, Janet Dittmer and Cheri Loveless. 1992. What's a 
Smart Woman Like You Doing At Home?. Vienna, Virginia: Mothers at 
Home TO . 

Byron, William J., July 31, 1991. "Testimony On Behalf of the 
National Association of Independent Colleges and Universities”. 
Committee on Finance Hearings. United States Senate. 

Congressional Record, January 1994. Sec. 408. A. H.R. 6. "American 
Dream Saving Account", pp.9-21. 

Dychtwald, Ken and Joe Flower. 1989. The Agewave: How the Most 
Important Trend of Our Time Will Change Your Future, New York: St. 
Martin's Press. 

Franchese, Peter K. 1987. "Demographic Trends Reshaping Retirement 
Security”. In Jack L. VanDerhei, Search for a National Retirement 
Policy. Homewood, IL: Richard D. Irwin, Inc. pp. 23-32. 

Hubbard, R. Glenn. 1987. "Uncertain Lifetimes, Pensions, and 
Individual Saving". In Zvi Bodie, John B. Shoven, and David A. 
Wise, Issues in Pension Economics . Chicago: University of Chicago 
Press, pp. 175-210 . 

Karr, Albert R, . February 1, 1993. "Risk to Retirees Rises As Firms 
Fail to Fund the Pensions They offer". The Wall Street Journal. 
New York, NY; p.1,8. 

Lau, Lawrence. 1993. "U.S. Savings Behavior in the Post-War 
Period". In Arnold Heertje, World Saving: An International Survey. 
Cambridge; Blackwell Publishers, pp, 100-139. 

Magnusson, Paul. October 10, 1994. "A Middle-Class Tax Cut Called 
the IRA?". Business Week. pp. 106-107. 

McGill, Dan M. 1987. "Broad Perspectives". In Jack L. VanDerhei, 
Search for a National Retirement Policy. Homewood, IL: Richard D. 
Irwin, Inc. pp. 13-22. 

Nocera, Joseph. 1994 . A Piece of the Action: How the Middle Class 
Joined the Money Class, New York: Simon and Schuster. 

O'Rourke, Pamela S., ed. August 1994. "Newly- released IRS 
Statistics", IRA Reporter. Brainerd, MN: Universal Pensions, Inc. 
pp.1-4. 


Owen, Jeffrey. 1993. "Taxation and Saving". In Arnold Heertje, 
World Saving: An International Survey. Cambridge: Blackwell 
Publishers . pp. 100-139. 

Piacentini, Joseph S, and Jill D. Foley. 1992. EBRI Databook on 
Employee Benefits, Second Edition. Washington, D.C.: Employee 
Benefit Research Institute. 

Roth, William V. January 1994. "The Restoration of the Act of 
1995". Senate Hearing of the Committee on Finance. Congressional 
Record. S123-01. p.l2. 

Schultz, James H. 1992. The Economics of Aging. Westport, CN: 
Auburn House. 

Shefrin, Hersh M. and Richard H. Thaler. 1992. "Mental Accounting, 
Saving, and Self-Control". In George Lowenstein and Jon Elster, 
eds. Choice Over Time. New York: Russell Sage Foundation. 



710 


Mr. Thomas. Thank you very much. And I thank all the panel- 
ists. 

The gentleman from Illinois. 

Mr. Crane. Mr. Steffens, you indicated that your study showed 
that the back-ended IRA would be very popular with the American 
people. I was wondering if that study embraced the broad spectrum 
of income groups, low, middle, upper, or whether it was targeted 
to a narrower range of income groups? 

Mr. Steffens. It included a broad range of income groups. The 
sample size was somewhat limited because we felt that to have it 
done effectively, we had to conduct one-on-one education because 
many peoples’ initial response was that they clearly would prefer 
the up front deduction. 

Once respondents in our study began to understand the benefits 
of what would happen if they chose a back-ended IRA, that they 
would never have to pay taxes, we found that 53 percent would 
choose to invest in a back-end IRA. 

I also think that it is interesting to note that of the remainder, 
the largest number were concerned that the government would 
come back after the fact and change the rules; that is, decide to tax 
savings. That was the primary reason for those that said that they 
would just as soon get the tax break up front. 

Mr. Crane. Mr. Feltman, did your study embrace a similar range 
of all income groups and reach the same conclusions? 

Mr. FEltman. Yes, it did, and we did reach virtually the same 
conclusions. 

Mr. Crane. Thank you. 

No further questions. 

Mr. Thomas. Mr. Rangel. 

Mr. Rangel. Thank you, Mr. Chairman. 

I think the economic record is clear that we have to provide for 
incentives for people to save and we have to have more capital 
available if America is going to maintain its competitive edge. 
Equally as important, of course, is the deficit, and we have been 
making such progress on that every year for the last 3 years, and 
this entire Contract as presented to us, at least by the estimates 
of the U.S. Treasury, will cost us over $700 billion over a 10-year 
period. And there is no question that, one way or the other, wheth- 
er it is capital gains or IRAs, that we have to build up savings in 
this country. 

But have any of you really considered the impact of what would 
happen if we did have a hemorrhage on the deficit, based on an ex- 
traordinarily novel way of scoring the losses of some of these tax 
provisions? 

Ms. Mohr. 

Ms. Mohr. Well, our coalition focuses on the positive. Our belief 
is that once Americans are mven the opportunity and the incentive 
to save more dollars and that government supports a long-term 
program such as the IRA, that Americans will create more savings 
opportunities. Those investment dollars will create jobs in the econ- 
omy — 

Mr. Rangel. I agree with you 100 percent, the same way I agree 
that if you invest in education, you will get a more productive 
worker. We need the investment and it would encourage and would 
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leverage more investment, and we could have better plant, equip- 
ment and better competition; but if these Treasury fibres are 
right, if we are talking about a $700 billion loss after we nave now 
attempted to decrease our deficit, is that not even a factor? 

Ms. Mohr. Well, certainly the need to decrease the deficit is ob- 
vious to all Americans. 

Mr. Rangel. If these figures are right, is there a balance here? 
You see, it is my impression that the majority, having the votes 
and the commitment to the Contract, will just give us one package, 
and it is up or down. This is a provision that you know is not that 
expensive, $17 billion over a 10-year period, as compared to $700 
billion to get this turkey off the ground. But what do we do? 

Is there anyone that has any concern to at least say this is a 
great provision, we have to provide incentives to get more people 
to save, but for God’s sake, don’t raise the deficit. Does anyone 
think that, or is this provision so important that you think we have 
to pass this and anything that the majority would say should be 
included? 

I assume all of you read the Contract — do all of you support the 
Contract, the tax provisions? 

Mr. Hazen. I would have no reason to disagree with your figures 
as far as the amount of money lost over a 10-year period to the gov- 
ernment, but I feel that there would be some savings to subtract 
from your figures in regard to the number of Americans who would 
be able to care for themselves in this area, as opposed to the gov- 
ernment having to spend moneys to help them in this regard. 

Mr. Rangel. Mr. Hazen, when you reduce the deficit, I don’t 
know what it is like now, but close to one-third of every one of our 
tax dollars, especially you as a voter and taxpayer, goes to pay the 
interest on our debt. So if we were really able to get down to a zero 
deficit, all of us get t£tx benefits from it because it is a lesser liabil- 
ity. 

My point is that if all the economists are convinced, except the 
ones that they will be able to bring in here, that this is a revenue 
loser, a substantial revenue loser, should we as lawmakers consider 
that? 

Mr. Steffens. Many have not looked at the IRA issue in a dy- 
namic way. The macroeconomic models that we have looked at say 
that within a 10-year period, the Federal Government could look to 
save around $25 billion a year in interest, more than offsetting the 
cost of the IRA program because of the additional supply of sav- 
ings. 

In fact, examining the lost savings from the reduction in IRAs 
since 1986, you could build a very strong case that that has cost 
$25 to $40 billion a year for the last 8 or 9 years, plus the interest 
on that, we would have had an additional $400 billion pool that 
would have been available to make investments in the U.S. econ- 
omy. 

Mr. Rangel. I didn’t make my question clear. I support the IRA, 
but as part of a much larger tax package. 

Mr. 'Thomas. 'The gentleman’s time has expired. 

Mr. McCrery. 

Mr. McCrery. Thank you, Mr. Chairman. 
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Just to try to give a brief response to Mr. Rangel; you may be 
interested in a quote from Martin and Kathleen Feldstein regard- 
ing the American dream savings account which is a substantial 
portion of the tax provisions of the Contract. We are sold on the 
new American dream savings account as an attractive way to en- 
courage saving. We are also convinced from studies of the experi- 
ence with traditional IRAs, that such accounts do raise the national 
saving rate, even if the loss of tax revenue causes the budget deficit 
to rise. 

So there are two noted economists who think the value of such 
a broad savings instrument for the American people outweighs 
even some loss of revenues to the Federal Government. 

Mr. Rangel. Would the gentleman yield? 

Obviously, I did not word my question to Mr. Steffens as clearly 
as I would like, but is it possible that I can support this IRA provi- 
sion in this committee and not have it a part of a bigger package? 
I thought that this was a part of the Contract, not just a para- 
graph. 

Mr. McCrery. It is part of the Contract and we look forward to 
having your support for it. If you would like to try to separate it, 
you can do that later on as we go through this. 

Mr. Rangel. I was under the impression, and this may help all 
the Members, majority and minority, that when this turkey is 
cooked, we have to vote up or down, that we won’t be able to splice 
off the parts that we like. 

Mr. McCrery. That is the way we would prefer it and that is 
probably the way we will vote. 

Mr. Rangel. This may be a good provision for the IRAs. 

Mr. McCrery. We appreciate your endorsement. 

Now, I will get back to my questioning of the witnesses. 

Mr. Rangel. All right. Thank you for your consideration. 

Mr. McCrery. Sure. 

Mr. Gale, I guess you don’t agree with the Feldstein’s analysis 
there, based on your testimony. 

Mr. Gale. That is right. 

Mr. McCrery. What about Mr. Steffens’ comment, which struck 
me as making a lot of sense, just plain old common sense. I am not 
an economist and not a finance major; I am just a countiy lawyer, 
but sometimes something that somebody says just kind of makes 
sense to me. 

Mr. Steffens said that if you create opportunities for Americans 
to save, easy opportunities like IRAs, things that everybody can un- 
derstand, it creates a culture of saving, and he thought that was 
important to create that culture of saving in the American society. 
Do you put any credence in that at all? 

Mr. Gale. I think if we could create a culture of saving that that 
would be a great thing to do, primarily because I think raising the 
saving rate would be a wonderful thing. But the so-called culture 
of savings started in 1982. It was alive and well through 1986, al- 
legedly, when the regulations were changed; and just for the 
recortl, the saving rate fell between 1981 or 1982 and 1986. 

Mr. McCrery. Well, there is a lot of reason for that. 

Mr. Gale. Right. But there are also lots of potential ways IRAs 
can work. The culture of saving idea is one idea, the asset shifting 
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idea is another idea, and there is no reason to think that the cul- 
ture of saving is the way thin^ work, 

Mr. McCrery. But you do think Mr. Steffens is right. If we could 
create a culture of savings in this country, would it be a good 
thing? 

Mr. Gale. Absolutely, but I would underline the “if,” and I would 
also note that it doesn’t seem to me that we know how to do that 
yet. 

Mr. McCrery. There are a lot of things that we are not real sure 
about. 

Mr. Brennan. Mr. McCrery, may I comment on that? One of the 
things we have proven time and again is that education about sav- 
ings has a tremendous impact on people’s behavior, whether it in- 
volves a company-sponsored retirement plan or something else. Mr, 
Steffens mentioned earlier the kind of marketing and education 
that would go on with the advent of a renewal of interest in IRAs; 
and there is documented proof that in site-specific examples, edu- 
cation works. It raises participation rates in defined contribution 
plans. This results just simply from making people aware of the 
benefits of the plan. So I would be much more in your camp as to 
what the prospects for additional savings would be if we were to 
broaden awareness of the subject. 

Mr. Steffens. Mr. McCrery, yes. You know, it is interesting to 
know that in 1986 $38 billion went into IRA accounts; after they 
changed the law, it dropped to $14 billion and then to $8 billion. 
Our estimates are that had they left the law as it had been, we 
would have had $50 to $60 billion at a minimum going into IRAs 
annualW today. Savings rates came down slightly during the IRA 
period, but they plummeted from 1986 to the present. Some 40 per- 
cent of this decline in savings rate could in fact be justified by the 
simple decline in the IRA area. So it is pretty clear to us that tak- 
ing away IRAs produced a dramatic, immediate decline in the sav- 
ings rate. 

Mr. McCrery. Thank you, Mr. Chairman. I want to thank Mr. 
Steffens and Mr. Brennan for injecting a little common sense into 
this debate. 

Mr. Thomas. Mr. Ensign. 

Mr. Ensign. Thank you, Mr. Chairman. I want to explore just a 
little further the culture of savings in our country. 

Having my own profit-sharing plan in my small company, I re- 
member when I dissolved it, and one of the reasons that I dissolved 
it was what you talked about, Mr. Brennan — they were going to be 
changing the rules, they were going to be taxing these things in the 
future. And I think that one of the incentives that we need to build 
in this country is stability, where the rules aren’t going to change 
and a system that is very easy to use. 

In my profit-sharing plan, I had no idea what they were doing 
with it. I had to rely on somebody else to set this up for my savings 
as well as my employees. 

But I also want to get to a further point, and that is people that 
are about my age or younger, or maybe even a little older are look- 
ing at Social Security as not being there in the future. Mr. Gale, 
I disaCTee with some of what you said because I don’t think you 
are taking into account the bigger picture of what we need to do. 
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I think we need to educate the whole of America, because reality 
is, Social Security, if it is there, is going to be veiy little. We need 
to take personal responsibility for ourselves. It is going to be easier; 
and as Congress, we have to set up a program that is easy to use, 
that is not going to change. 

Mr. Brennan, your comments. 

Mr. Brennan. Well, I think your point is very well taken. First, 
complexity is intimidating and complexity is a deterrent. People 
who could make aftertax contributions to IRAs today are not doing 
so; they are intimidated because it involves another tax form to fill 
out, not like a simple $2,000 deduction. We believe wholeheartedly 
that we can get good results if we accomplish the two things you 
have talked about — one, allowing people to have some comfort that 
they have control over their own financial future, a tremendous ad- 
vantage of an incentive to save; and two, that the deal is not going 
to change. And people — I imagine we are not so far off in age — 
worry a lot about the rules changing as they relate to Social Secu- 
rity. It is one of the important concerns that our investors and the 
public at large have, a changed deal specifically as it relates to So- 
cial Security. Anything we can do to give people an incentive to 
control their own financial future, I think, is of tremendous benefit 
to America. I believe it will pay dividends, not in a way that is 
fbrecastable in an econometric model precisely, but if you believe 
in the human spirit and the American spirit, people will save-^and 
we will create jobs, we will create capital which will pay for itself 
over the long haul. 

Mr. Ensign. We are a little further apart in age. Since I have 
been here, I have aged about 15 years in the time I have been here. 

Mr. Gale, your comments. 

Mr. Gale. From 1982 to 1986, we had universal IRAs, we had 
very heavy advertising from the brokerage industry and the finan- 
cial industry generally, and this is what contribution rates looked 
like 5 years after that; 2 percent of the people in the bottom third 
contributed to an IRA in 1986, 9 percent in the middle third, and 
33 percent in the top third, rising to 70 percent in the upper 1 per- 
cent of the income distribution. 

The advertising can be thought of as partly educating people 
about the opportunities for and the need for saving. We did that 
for 5 years, we tried that experiment, and it didn’t seem to have 
much effect on the bottom end of the income or the wealth distribu- 
tion. 

Mr. Ensign. Do you think that at that time the realities had set 
in about Social Security? 

Mr. Gale. Actually, I guess I would disagree with that. There 
was a Social Security Commission in 1983 that substantially raised 
taxes. That was a bipartisan commission on reform. So Social Secu- 
rity was actually very much in the news at that point. 

Mr. Ensign. No, I know it was in the news, but I don’t think that 
people had the realization that it wasn’t going to be there. 

Mr. Gale. I don’t think anyone believed that that solution was 
a long-term solution, and it was certainly in the papers a lot. 

Mr. Ensign. OK 

Mr. Steffens. 
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Mr. Steffens. A couple of things: 75 percent of all of the con- 
tributions that went into IRAs in 1986 were from people that 
earned under $50,000. I also think that if you take a look at sav- 
ings, it is certainly a fact that 100 percent of the savings in this 
country come from people that earn over $28,000. And so clearly, 
when you look at the absolute bottom quartile or bottom quintile 
of the American population in terms of income, they are having a 
very difficult time paying their bills and buying food and providing 
the absolute necessities of life. So to look at this in terms of the 
absolute bottom, IRAs probably are not going to work directly. But 
the jobs that they help create and their positive impact on the eco- 
nomic environment will be a benefit for all Americans, regardless 
of their income level. 

Mr. Ensign. Thank you, Mr. Chairman. 

Mr. Thomas [presiding]. Thank you very much. 

Mr. Levin. 

Mr. Levin. Thank you. Let me follow up, because I am trying to 
reach a conclusion and haven’t on this proposal. What percentage 
of the tax earners today more or less qualify for an IRA? 

Mr. Steffens. Thirty-eight percent, and it is declining. 

Mr. Levin. Qualify. 

Mr. Steffens. Thirty-eight percent. And it is declining; basically, 
as incomes rise, it is declining every year because in 1986 income 
caps were not indexed for inflation. 

Mr. Gale. Just one comment on that. All people who earn money 
are eligible for an IRA, the question is whether you get the deduc- 
tion at the beginning or the end of the 

Mr. Levin. Right. So what percentage of people who would bene- 
fit from investment in an IRA taxwise today participate? 

Mr. Gale. Of the 38 percent, if that is the right number of people 
who are eligible for deductible IRAs, participation is down around, 
I think, about 6 to 10 million tax returns, which suggests about 
one-fifth or one-sixth of the people that are eligible to participate. 

Mr. Levin. Because the testimony that comes later says over 90 
percent of those eligible to utilize the tax-deferred IRA choose not 
to do so. So I am not sure we can figure out in the next few min- 
utes the exact percentages we are dealing with, but it seems to be 
clear that a very large percentage of those who are now eligible do 
not utilize the IRA. Isn’t that true? I mean, it is way more than 
half? 

Mr. Gale. Yes, true, definitely. 

Mr. Steffens. That is true. But I think you also have to look at 
the income makeup of the eligibility. Since they have reduced the 
income levels to that extent and you take a look at the $40,000 
joint cap and the $25,000 circumstance, when you begin to take a 
look at those individuals that are in those income brackets, many 
simply are not net savers at the present time. So current IRA lim- 
its exclude the heart of the middle class, two-income families in the 
$50,000 to $75,000 range, that would, in fact, be significant partici- 
pants in a new IRA program. 

Mr. Gale. But this is the whole point. People that don’t save in 
other forms also don’t save in IRAs. The people that save a tremen- 
dous amount in other forms also do save in IRAs. 

Ms. Mohr. If I could respond. Congressman. 
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Mr. Levin. That is the issue, it seems to me, whether Dr. Gale 
is right or wrong, because you seem to say that most of the earn- 
ing — most of the savings will come from those in middle or higher 
brackets. 

The reason that IRAs aren’t working now is because those who 
are eligible for the best benefit don’t nave the money to save. So 
then the question becomes whether there will be a tremendous in- 
flux from people who are between $50,000 and $75,000 and what 
the evidence is that they are the ones who would really invest; or 
whether more of the investment would come from those in much 
higher income brackets who already have an array of investment 
opportunities, and whether you are not just moving their invest- 
ments from one place to another. It seems to me that is the issue, 
isn’t it? 

Mr. Gale. The evidence is overwhelming that in any income cat- 
egory it is the people with a lot of other assets that then also con- 
tributed to IRAs. 

Mr. Brennan. I think whatever the evidence showed, it is his- 
toric evidence — and I think one of the points that is very important 
to make is that we face a new situation. The baby boom generation 
is a very important part of this issue, and they are now 10 years 
older, roughly, than when IRAs were universally available. The is- 
sues facing that generation are very important. And I think Mr. 
Steffens would agree that this generation is one of the key target 
markets for us as an industry, but one of the key target bene- 
ficiaries as well. They are 50, or approaching 50, and that is 

Mr, Levin. And they are in what income brackets, $50,000 to 
$75,000? 

Mr. Brennan. No, no, 50 years old. 

Mr. Levin. But what income brackets? 

Mr. Brennan. The administration proposes raising the cap for 
deductible IRAs to $80,000, so you are raising the potential bene- 
ficiaries of a deductible IRA significantly. And I think it is impor- 
tant to recognize that the makeup of that marketplace has changed 
dramatically in those 10 years; that baby boom generation is rush- 
ing toward retirement. 

Things are very different than they were in 1982 when the uni- 
versal IRA came in the first time. So I think a lot of the statistics, 
while I am sure are valid, because they are done by credible people, 
may or may not be predictive of future behavior. I don’t think we 
can forecast behavior with accuracy. We have to rely on the mar- 
ketplace to tell us what will happen. 

Mr. Thomas. The gentleman’s time has expired. 

Does the gentleman from Virginia wish to inquire? 

Mr. Payne. Thank you, Mr. Chairman. I want to thank the 
panel. I think you have done a good job of explaining the various 
proposals, and the IRA proposal in particular. I think you make a 
good case concerning education and concerning the tax incentives 
and the resulting savings rate increase. 

I am somewhat puzzled, though, by some information; and I 
would like to, if I could, Mr. Steffens, ask you about your testimony 
on the first page. You have a chart that shows the U.S. personal 
savings rate. 

Mr. Steffens. Yes. 
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Mr. Payne. This personal savings rate concludes the U.S. per- 
sonal savings rate has fallen 50 percent since 1970 and dem- 
onstrates that phenomenon. And what this shows is, from 1970 to 
1984, that the rate is up and down, but around 8 percent. 

Then, in 1984, there is a fairly precipitous decline until the year 
1987, and it drops from actually 8 percent to roughly 4 percent; 
and then from that time, 1987, to present it stayed pretty much at 
4 percent. 

The decline, it seems, began in 1984, and that is at the same 
time that the data on the next page says that the very highest 
amount of IRAs were sold. In 1984, 1985, and 1986, sales were $35 
billion, $38 billion and $38 billion respectively. Are there other 
things going on that we should be considering in terms of personal 
savings that would have occurred that would have made this 
change in 1984 as dramatically as it did occur? 

Mr. Steffens. I think that the data in part reflects other eco- 
nomic factors at that particular time and that these impacted sav- 
ings rates. But I believe the primary decline shown on those charts 
came after 1986, and so they had declined to about 6.5 percent in 
1986, and then it went down some 40 percent from 1986 to the 
present time, where it has stayed somewhere in the 4 to 4.5 per- 
cent range. So the changes that came about in 1986 clearly had a 
significant impact on what happened, and as I said before, some 40 
percent of that decline could be represented by the decline in IRA 
contributions alone. 

Mr. Payne. So then the change from 1984 to 1986 of 1.5 percent, 
you would see that being related to economic conditions at the 
time? 

Mr. Steffens. Yes. 

Mr. Payne. And then beyond that, these changes, to some great 
extent, were due to the change in the law as it related to the de- 
ductibility of the IRA investments? 

Mr. Steffens. Yes, sir, that is correct. 

Mr. Payne. Let me ask Dr. Gale one question having to do with 
IRAs and tax policy in general. Clearly, it seems that you are not 
advocating IRAs as a good tax policy in terms of inducing increases 
in savings. Are there tax policies that you would recommend to in- 
crease our savings rate which could occur not at the expense of in- 
creasing the deficit? 

Mr. Gale. There may not be tax policies, but there may be other 
policies, in particular regarding pensions, that could use some im- 
provement and, I think, would have a potential to raise the saving 
rate with little or no impact on the budget deficit. 

Mr. Payne. But you are not making any recommendation about 
anything that should be done in the Tax Code that could encourage 
personal savings and not hurt the deficit? 

Mr. Gale. I think ultimately the Tax Code is a very weak way 
to affect personal saving. The saving rate has declined for a num- 
ber of reasons for a number of years in many countries. It has to 
do with things like liberalization of credit markets, the slowdown 
in wage and income growth, increasing transfers to the elderly; and 
tax policy is a very small part of that, either positive or negative, 
in terms of generating solutions. 
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If we are going to raise the saving rate, ultimately it will have 
to be done through the pension system, since saving for retirement 
is the biggest component of saving. Pensions are different from sav- 
ing incentives in that pension participation is less optional, so you 
force low savers to save, and in that pension balances are less liq- 
uid so that the money can’t be taken out before people retire, so 
you get more saving per initial contribution. But I am not sure if 
you want to call that a tax policy question or pension policy ques- 
tion. 

Mr. Payne. One last comment. Were you aware that when the 
Treasury looked at the first 5 years, they said there would be no 
impact on the Federal budget deficit as a result of this proposal we 
are talking about today? 

Mr. Gale. Of the backloaded IRAs? 

Mr. Payne. That is correct. 

Mr. Gale. Yes. Backloaded IRAs are all fiscal time bombs. It is 
important to note that when we say something is paid for in Wash- 
ington, we mean it is paid for for the first 5 years. You could pay 
for frontloaded IRAs just by not enacting them until 5 years from 
now, and then there would be no budgetary costs for the next 5 
years, but everyone would recognize that as a budget gimmick. 

The backloaded IRA has costs that are all in the future and the 
budget doesn’t require you to take account of the costs. So I think 
the true revenue costs are much, much bigger than the 5- or even 
the lO-year estimates. 

Mr. Payne. Thank you, Mr. Chairman. 

Mr. Thomas. Thank you very much. Let me thank the panel and 
tell you that there is an ongoing frustration of members of the tax 
committee— did you want to make a comment? 

The gentleman from New Jersey. 

Mr. Zimmer. Thank you, Mr. Chairman. I would like to ask a 
couple of questions of Mr. Steffens, and the first one comes right 
off the comment that was just made. 

Mr. Steffens, other than the scoring issue in terms of budgetary 
projections, do you see any significant benefit of a backloaded IRA 
as contrasted to a frontloaded IRA? 

Mr. Steffens. Well, I think that if you take a look at the 
backloaded IRA, it clearly provides a tax benefit to the savings that 
come from the amount of money, dividends, interest, capital gains, 
et cetera, that an individual would put into that program. In our 
research, Americans have viewed it two different ways. In one case, 
they worry about whether government policy would let the back- 
end incentive stand. More importantly, people are concerned about 
rising tax rates in the future, so there is clearly an incentive to 
save in a back-end account since there would be no taxes on that 
money no matter what happened to tax rates in the future. 

Mr. Zimmer. So you think there is independent merit to 
backloaded IRAs beyond the budgetary scoring and the question of 
the budget window? 

Mr. Steffens. I think that there is a benefit, not only from that 
standpoint. Budget scoring deals with the cost on the one hand, but 
it doesn’t talk about the benefits. And as I have said, there are nu- 
merous benefits in terms of helping people find the dollars that 
they are going to need 20 years down the road, in retirement. We 
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don’t have nearly enough in the way of savings to do that cur- 
rently. 

Second, the impact on the economy from a jobs creation stand- 
point, a competitive standpoint, and the reduction in interest rates 
would be very positive. 

Mr. Zimmer. Could you please elaborate on the part of your testi- 
mony that addresses the important issue of whether IRA tax incen- 
tives create new savings, or merely reshuffle existing savings? That 
is really a critical issue to many of us. 

Mr. Steffens. There were a number of studies done. Venti and 
Wise basically looked at this issue and came to the conclusion that 
66 percent of the money that went into IRAs was in fact new sav- 
ings. There have been other studies done at places like Harvard 
and MIT and Dartmouth, as well, reinforcing those findings, that 
in fact the IRA created and stimulated new savings. 

Mr. Zimmer. In your testimony you also note that the provisions 
of the 1986 act that restricted IRAs actually curtailed the total 
amount of IRA assets by about $400 billion. Could you briefly tell 
the committee how that figure was arrived at? 

Mr. Steffens. Yes. In 1986 IRA contributions were about $38 
billion. It declined to about the $14 billion level and now has de- 
clined to about $8 billion. So the shortfall has been $25 billion a 
year or more since 1986. If this money, plus the interest that would 
have been earned, had been in an IRA, approximately $400 billion 
of additional IRA saving would be available today for investment 
in the U.S. economy. 

Mr. Zimmer. Do you have an estimate of how much of that $400 
billion is simply not being saved? 

Mr. Steffens. Well, it is difficult obviously to determine the 
number exactly, but a simple review of the U.S. saving figures 
shows that some 40 percent of the decline of personal savings from 
1986 to 1994 can be accounted for by the decline in the I^ sav- 
ings alone. 

Mr. Zimmer. Thank you very much. 

Thank you, Mr. Chairman. 

Mr. Thomas. Does any other member wish to inquire? 

Getting back to the general frustrations, I want to thank the 
panel for their testimony, because you shared with us the concerns 
that I and other members have had. Oftentimes, we will lecture the 
private sector on their quarter-to-quarter decisionmaking, and that 
they ought to focus on a longer term decisionmaking pattern, and 
yet we deal with a societal decision on what amounts to a quarter- 
to-quarter decision on, as Mr. Gale indicated, a 5-year window. It 
is quite clear that in terms of dealing with the IRA, it is pay-me- 
now or pay-me-later, but it is always dealing with that 5-year 
frame, and it is very frustrating for us. 

I know in the last Congress, dealing with preventive care in the 
health care area, you run into the same profile of trying to make 
decisions that clearly are going to have an impact on the society 
for several decades. The tools that we use for examining it, from 
a budget scoring point of view, I believe are inadequate for an ac- 
tual assessment. I know it is difficult talking about 10, 15, 20 years 
out, but I think there are some basic truths that you can deal with. 
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In addition, the gentleman from New York’s comments about the 
fact that it is going to be a loss to the Federal Government, I ap- 
preciate, Mr. Hazen, your immediate response that it might deal 
with government bookkeeping impact, but society at large would 
benefit. Individuals would benefit following that policy. It is true 
that interest payments are moving ahead of defense shortly as the 
second largest item of Federal payments. But number one is pay- 
ments to individuals, and this obviously would hopefully affect, 
over the long run, government’s payments to individuals by virtue 
of individual savings. 

There is a larger question, and I want to ask it in a general 
sense. In trying to put together packages which might get people 
to change behaviors — and I think. Dr. Gale, I agree with you that 
perhaps the Tax Code is not the best way to change behavior in 
these areas, but it is one of the ways that we can do it — that you 
have to put together a package that gets people to respond who 
have grown up in significantly different periods. It is not, to me, 
just an age difference between people who grew up in the Depres- 
sion versus people who grew up in the postwar years, but it is a 
mental set about what tomorrow is going to bring and that any sin- 
gle response is not going to be universal in terms of behavior types. 

I also think that government decisions in the late eighties, and 
now the early nineties, do not give folks confidence that if they 
begin to make life plans based upon government’s decision today, 
that government won’t necessarily change that in the 1986 tax bill 
in a retroactive way, which destroys people’s ability to plan for 
their own future based upon the certainty of a government deci- 
sion. 

Any reaction from any of you in terms of that kind of policy- 
making? 

Mr. Feltman. 

Mr. Feltman. Mr. Chairman, you are correct, our research shows 
a great deal of skepticism among taxpayers. They are concerned 
about changes coming in the future that will wipe out everything 
that they have done, and one of their reactions to that is to say, 
I need to take greater control of my own destiny. We see this mani- 
fested when we hear that the baby boomer generation and genera- 
tion X doesn’t think that Social Security will be there when they 
get there. But it is manifested also in employees asking whether 
I can take early retirement at age 60 and be sure that I will con- 
tinue to get my Social Security, or if when I am 63 or 64, Social 
Security is bankrupt, will it go away from me, too? So if people are 
trying to make decisions on when they retire, based on a fear about 
Social Security, we do have a great deal of anxiety out there. 

Mr. Thomas. Ms. Mohr. 

Ms. Mohr. Mr. Chairman, I would also like to say that rep- 
resentatives of industry, and particularly the members of the Sav- 
ings Coalition, we would very much like to form a partnership with 
your committee in terms of whatever law is passed, to have edu- 
cation, to have vehicles by which we can educate consumers. 

I was very active between 1981 and 1986 in putting forth for my 
company a major national sales campaign on the IRA, as were 
many of the organizations represented here today. The IRA was 
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simple. People could understand that if they put $2,000 in on April 
15, they would see an immediate tax return. 

We have talked here today about the back-ended IRA. It is a lit- 
tle more complicated, but with the help of industry, we believe that 
we can put that forward as a way for aging baby boomers to save 
for their retirement. Clearly, as an aging baby boomer, I am look- 
ing at my 76-year-old mother and my 75-year-old father, who are 
living on Social Security; and I feel as if my contribution out of my 
paycheck every 2 weeks goes directly to support them. 

I also have an 11-month-old son, and I am thinking about how 
long will I have to work to fund his education 18 years from now? 
And this type of squeeze, as well as planning and saving for my 
own retirement, certainly hits a lot of aging baby boomers. We be- 
lieve, as representatives of the industry, that we can work with the 
tax committee to put forth simple agendas and help middle-class 
America. 

Mr. Thomas. Thank you. 

Dr. Gale, in your testimony on IRAs and the 401(k)s, you indi- 
cated that you have done quite a bit of work, and it is apparent 
with your testimony. To what extent have you focused that inves- 
tigation on these back-ended IRAs, which I believe are relatively 
new approaches? 

Mr. Gale. It is hard to do empirical work on back-ended IRAs 
because they haven’t been around very long, and the back-ended 
IRAs that are around really aren’t like the ones that have been 
proposed. In some of the simulation models that we have done, 
where you can make up your own IRA and make up your own data, 
vou get pretty much similar long-term effects from frontloaded and 
backloaded. 

Mr. Thomas. Mr. Steflens, obviously the testimony that you gave 
indicates that you have done some research, and apparently you 
are cutting edge on this; and I would ask that if you have any 
back-endea research that isn’t covered in your testimony, that you 
would make it available to us, because I think this is an area obvi- 
ously that the committee wants to explore. 

I thank all of you for your testimony. I appreciate it very much. 

[At the time of printing, no information was received.] 

Mr. Thomas. I would ask that the next panel come forward — 
John Bachmann, Raymond McKee, Paul Reid, and I believe it is 
eJay Buchert — if you could come forward, please. I will tell all of the 
panel members that, without objection, their written testimony will 
be made a part of the record, and that you may proceed however 
you wish in informing the committee for your 5 minutes. And I will 
move from my right, your left, across the witness table, and I will 
begin with Mr. Reid. 

STATEMENT OF PAUL S. REID, PRESIDENT-ELECT, MORTGAGE 

BANKERS ASSOCIATION OF AMERICA, AND PRESIDENT AND 

CHIEF EXECUTIVE OFFICER, AMERICAN HOME FUNDING, 

INC., RICHMOND, VA. 

Mr. Reid. Mr. Chairman and members of the committee, I am 
Paul Reid, president and CEO of American Home Funding, based 
in Richmond, Va. I am also currently serving as president-elect of 
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the Morteage Bankers Association of America, known as MBA. We 
veiy much appreciate the opportunity to appear here today. 

Wie principal objective underlining H.R. 6, that of helping fami- 
lies attain their version of the American dream, is one that is 
shared by MBA and its members. Without a doubt, one of the key 
elements of that dream for tens of millions of Americans, is the 
ability to own a home. 

MBA believes H.R. 6, the American Dream Restoration AcL 
would help accomplish that objective. In fact, we believe it would 
greatly assist in efforts to bring the dream of home ownership 
within the grasp of tens of thousands of Americans for whom it is 
still beyond their reach. As such, MBA is very supportive of your 
efforts. 

MBA and its members are dedicated to financing home owner- 
ship throughout the United States. In fact, last year alone, MBA’s 
members financed the first homes purchased by over 700,000 fami- 
lies. 

Yet home ownership rates are falling, rents are increasing and 
government assistance for housing is being cut. That is why the 
American Dream Restoration Act is so important at this time. Only 
by increasing the rate of savings can we make the dream of home 
ownership a reality for tens of thousands of would-be home buyers. 

MBA believes that Federal tax policy can help in this regard by 
accomplishing two objectives. First, it should do more to encourage 
savings by a broad spectrum of the population. This will help de- 
crease the cost of mortgage credit, thereby making housing more 
affordable. 

Second, it should permit the use of savings for certain critical 
purposes, such as the purchase of a first home. For most Ameri- 
cans, buying a home is the single largest purchase of their lifetime. 
It also proves to be one of their most important savings vehicles. 
In fact, home equity buildup ranks behind only pension funds as 
the source of individuals’ accumulated wealth. This type of invest- 
ing should be strongly encouraged by Federal tax policy. 

We believe creation of ADS accounts will encourage savings. Fur- 
ther, early withdrawal provisions will encourage young Americans 
to begin to save before they might otherwise, providing more oppor- 
tunities to invest in their futures through the purchase of a first 
home. 

MBA’s research shows that the problem of assembling the down- 
payment and related closing costs poses the principal barrier to 
home ownership for those trying to purchase their first homes. The 
explanation for this fact is Americans’ failure to save. 

As I explain in greater detail in my written comments, there is 
a clear need for new and expanded sources of capital that young 
Americans and those living on low and moderate incomes can tap 
to assist in their first purchase of a home. We believe the proposal 
to create American dream savings accounts will help in this regard. 

Despite the many positive attributes of the proposed legislation, 
we believe it can be improved. With that thought in mind, let me 
make the following four recommendations: 

First, we strongly recommend that you waive the 5-year with- 
drawal restriction for funds that have been transferred from an ex- 
isting IRA account. MBA estimates that if the median first-time 
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home buyer were able to access an additional $5,000, as many as 

491.000 more households would qualify to purchase a home. Yet, 
many are unable to do so, making home ownership an impossible 
dream. 

Research shows that approximately two-thirds of people cur- 
rently renting would like to eventually own a home. Of these, about 

234.000 would like to become homeowners within the next 5 years. 
However, failure to expand the withdrawal provision to permit use 
of funds already held in an IRA account will deny them the oppor- 
tunity to use their savings now to fulfill their dream of home own- 
ership. 

Second, we strongly encourage you to permit taxpayers to with- 
draw their ADSA funds, or their existing IRA deposits when trans- 
ferred to an ADSA account, to help a child or a grandchild make 
a downpayment to purchase a first home. 

The assistance of family members is often required for an indi- 
vidual purchasing their first home. Studies have shown that, on av- 
erage, 15 percent of each first-time home buyer’s downpayment was 
made by a relative of the purchaser. Clearly, there is a tremendous 
desire on the part of many individuals to assist family members 
purchase their first home. 

The ADSA proposal already permits individuals to use their sav- 
ings to assist family members. Expanding the existing language 
would greatly improve the act and help assure its success. 

Third, MBA believes the legislation could be improved by offering 
taxpayers the option of taking an up front deduction, and paying 
taxes upon withdrawal. This would provide the greatest amount of 
flexibility for taxpayers, and provide the greatest incentive for new 
savings. Options on this approach should be explored. 

Finally, other Members of Congress have already introduced and 
are currently contemplating various alternatives to the proposal 
contained in H.R. 6. One of these would permit an IRA custodian 
to use funds as a loan or equity investment for the downpayment 
on the purchase of a first home. We encourage you to seriously con- 
sider this and other proposals when deliberating the final form of 
the proposed legislation. 

In conclusion, MBA believes that the purchase of a home is one 
of the most important and frequently used forms of long-term sav- 
ings made by Americans. As such, we strongly support your efforts 
to increase the level of savings through the creation of American 
dream savings accounts, and the use of such funds for the purchase 
of a first home. Without a doubt, the proposal will significantly 
help many Americans attain their version of the American dream. 

Thank you, Mr. Chairman. 

[The prepared statement follows:] 
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STATEMENT OF PAUL S. REID, CMB 
President and CEO, American Home Funding, Inc. 
on behalf of 

The Mortgage Bankers Association of America 


Mr. Chairman and Members of the Committee. 1 am Paul S. Reid, President and C.E.O. of Amencao 
Home Funding, Inc., based in Richmond, Virginia. I am also cuirenUy serving as President-Elect of the Mortgage 
Bankers Associadon of America (MBA).' Accompanying me today are Michael J. Ferrell, MBA's Senior Staff 
Vice President and Legislative Counsel, and Robert G. Josephs, MBA’s Director and Associate Legislative 
Counsel. 

MBA very much appreciates this opportunity to ^^ar before you in support of the proposal to create 
American Dream Savings Accounts (ADSAs). MBA would like to commend Chairman Archer for holding these 
hearings, and commend Representatives Crane. Nussle, Salmon, and their more than 110 co-sponsors, for 
introducing HR 6, the "Amencan Dream Restoration Act" (the "Act"), in which the proposal is incorporated. 

The FRincipaJ objective underlying HR 6 -- that of helping families attain their version of the American 
dream - is one that is shared by MBA and its members. Without a doubt, one of the key elements of that dream 
for tens of millions of Americans, is the ability to own a home. It is far and away the possession that is the most 
valued in our society. Surveys and opinion polls repeatedly ^sl to this. When asked what they want most - 
more money, a better job, — Americans overwhelming say they want to own their own home. It is also the best 
way that average families can accumulate wealth and ensure financial sectmty. It’s their nest egg. It allows them 
to look toward the future, to fund their children’s educations or their own retirements. Home ownership empowers 
people. It IS regarded as one of the ultimate achievements of the American way of life. 

MBA believes HR 6 would help accomplish these objectives. In fact, we believe it would greatly assist 
in efforts to bring the dream of home ownership witluo the grasp of lens of thousands of Americans for whom 
it IS still beyond their reach. As such, MBA is very supportive of your efforts. 


II. MBA’S ROLE IN FINANCING HOME OWNERSHIP 

MBA and its members are dedicated to financing home ownership throughout the United Slates. Mongage 
bankers serve a critical role in this process. By linking capital sources with demand for financing, our members 
have made housing affordable and available for all people across the economic spectrum. We have made home 
ownership possible for millions of Americans who would otherwise be unable to achieve it, 

Our role has been of critical importance, especially for undeserved areas and populations, including 
minorities, those living on low- and moderate-incomes, and firsl-tiine homebuyers We have provided financing 
to 52 percent of American families purchasing a home in each of the past two years. In 1993, MBA’s members 
financed first homes purchased for over 700,000 households. Beginning in the late I9b0s, we have also been 
involved in financing and producing the great majority of low-income housing units in this country. And today, 
we are renewing our commitment to lake a responsible role in addressing the very difficult problems of providing 
home ownership opportuniUcs for these target populations. 

III. AMERICAN DREAM SAVINGS ACCOUNTS 

Despite the efforts of MBA, and others dedicated to providing the opportunity of home ownership to all 
Americans, much more can and should be done. Home ownership rates are falling for the next generation of 
young Americans, for low- and moderate-income households, and for minority populations. At the same lime, 
the stock of affordable rental housing is decreasing. leaving available only higher rental units. In spile of these 
statistics, government subsidy and assistance programs, already able to serve only a small percentage of those in 


MBA it tbe natioDal sssociatioa representing exclusively the real esuie finaoce industry. Headquartered in Washington. D.C.. 
the associatioa works to ensure the conCmued strength of the oabon's residential and commercial real estate markets; to expand 
bomeownership prospects through increased affordability; and to extend acxeu to affordable bousing to all Americans. MBA 
promotes fair and ethical leading practices and fosters excellence and tx-hwic-*! know-bow among real estate rinance professtooals 
through a wide range of educanonai fVDgiains and technical pubbeabons. Its membenhip of neatly 2,900 companies includes all 
elements of real estMe finance; mortgage companies, mortgage broken, commeroial banks, thrifts, life insurance ctmpanies and 
others in the mortgage lending field. 

MBA beadquaften is located at 1125 15th Street, N.W.. Wastuogloo. D.C. 20005. 

Tekpbone: (202) g6l-6S05; FAX (202) 452-8785. 
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need, are being scrutinized by Congress with the thought of cutting back or eliminating programs to divert funds 
for other purposes. 

That is why the American Dream Restoration Act is so critical a this time. Only by increasing the rate 
of savings can we make the dream of home owztership a reality f(x tens of thousaixJs of would-be homebuyers. 
MBA believes that Federal tax policy can help in this regard by accomplishing two objectives. Firsu it should 
do more to encourage savings by a broad spectrum of the population. Americans’ rate of savings is lower than 
that of any other industrialized nation. Encouraging savings will ultimately help decrease the cost of mortgage 
credit^ thereby making housing more affordable. This will ultimately bring the dream of home ownership within 
reach of millions of American families. 

Second, it should permit the use of savings f(^ certain critical purposes, such as the purchase of a first 
home. For most Americans, buying a home is the single largest purchase of their lifetime. It also proves to be 
one of their most important savings vehicles. In fact, home equity buildup ranks behind only pension funds as 
sources of individuals’ accumulated wealth. This type of investing should be strongly encouraged by federal tax 
policy. By building incentives into the U.S. Tax Code that encourage people to save, and permitting the use of 
such savings to purchase a home or other essential items. Congress can accomplish the primary objective of this 
legislation and assure its success. 

The provisions in the Act creating ADSAs would help accomplish both of these important objectives. We 
believe aeaiion of ADSA accounts will encourage savings that would not otherwise occur by permitting deposits 
to accumulate tax-free, and by permitting their tax-free withdrawals at prescribed times and under prescribed 
circumstances. Further, allowing the early lax- and penalty-free withdrawal of ADSA funds for the purchase of 
a first home will encourage young Americans to begin saving earlier they might otherwise. This will provide them 
with more opportunities to use such savings to invest in their futures through the purchase of a first home. 


IV. LACK OF ADEQUATE SAVINGS 

The principal barrier to home ownership for those who would like to purchase their first homes is that of 
assembling the downpayment and related closing costs associated with the acquisition.’ Yet, the evidence is clear 
that a tremendous numt^r of Americans are not able to save adequately to pay for their retirement, or other critical 
needs, such as the purchase of a home. In faa, the rale of savings in America has dropped substantially since 
1986. For example, the average personal savings rate dropped in 1993 to about 4. 1 percent of disposable income,’ 
well below the amount that many financial advisers and analysts recommend as necessary to provide adequately 
for retirement,^ and 32 percent telow 1986 levels, liideed. the average rate of personal savings has dropped by 
^u( 55 percent during the 20 years from 1973 to 1993. 


V. IMPACT ON POTENTIAL HOMEBUYERS 


’ The costs associated with purchasing the median price starter home ($94,200) include the following: 


Downpayment 

$9,420 

Loan Fees 

$1,130 

Title Charges 

$1,525 

Recording Fees 

$ 650 

Home Inspection 

$ 265 

Advance Interest 


and Insurance Premium 

$2,9«8 

TOTAL 

$15,958 


Note; Closing costs vary widely by state 

^ ’’Survey of Cunent Business ." Bureau of Economic Analysis, U.S. Department of Commerce. 

* Dr. B. Douglas Bemheim of Princeton University stated his belief in a recent study, that most 
households headed by individuals age 35 to 45 years old generally need to save 9 to 19 percent of their 
after-tax income in order to achieve a standard of living after retirement comparable to that enjoyed by 
their household in pre-retirement years. These numbers increase to between 13 and 25 percent for those 
who do not expect to be covered by an employer-sponsored pension plan upon retirement. "Is the Baby 
Boom Generation Preparing Adequately for Retirement?," January IS, 1993. 
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MBA believes the low savings rate experienced in most age categories is a significant cause of the cunent 
decline in home owner^p rates. Nowhere has this correlation between low savings rates and low rates of home 
ownership been more inonounced than among our country's future potential homebuyers, those age 25-34, who 
comprise the largest percentage of those purchasing their first homes, and those younger than 25. For example, 
a recent study by the Joint Center for Housing Studies of Harvard University’ indicates that home ownership rates 
have dropped during the 20 years horn 1973 to 1993 for all age categories younger than 55. Yet the drop was 
most dramatic for those in the 25-34 year old age categories* whose rate of home ownership fell throughout the 
20 year period Indeed, home ownership for 25-29 year olds during that period fell 20.6 percent, and home 
ownership among 30-34 year olds dropped 15.2 percent Not surprisingly, the savings rates, as of 1993, for these 
two age categories, were almost negligible. 

We believe the principal reason why low savings rates are so directly correlated to low rates of home 
ownership is that inadequate savings prevent young Americans, and those living on low- and moderate-incomes, 
from obtaining enough money to make the downpayment for a house and pay the settlement costs. In fact, studies 
by MBA, other trade orgaoizatioas, and non-partisan policy research groups have repeatedly identified this as the 
number one impediment to home ownership for young Americans. 

To gauge the extent of this fHoblem better. MBA recently hired the Gallup organization to condua a 
nationwide survey of Americans’ perceptions regarding their ability to purchase a home. Among other issues, the 
survey sought to identify the most significant impediments individuals in obtaining a mortgage loan. Not 
surprisingly, the lack of savings for a downpayment was identified as the number one problem. Of those surveyed, 
55 percent said it would pose a problem. Of these individuals. 20 percent believed this problem would be 
insurmountable, and 8 percent were not certain if the problem could be overcome. 

Steadily rising housing costs, aod incomes that continue to treryj downward relative to the cost of living, 
make it even more difficult for would-be homebuyers to over<x>me these barriers to home ownership. Studies have 
repeatedly shown that the relationship between itxx>me aod home prices is the most important factor affecting 
io^viduals’ ability to find the fiirKls to make a downpayment and pay for closing costs. Historically, these costs 
have remait^ high relative to income, aod remain so today. This is due. in large part, to the significant housing 
price inflation experienced in the 1970s aod 1980s. To this day. the incomes of first-time homebuyers, as adjusted 
for inflation, are 17 percent lower than io 1972. At the same time, today's home prices, adjusted for inflation, 
are 10 percent higher than in 1972. To this day, there is little movement toward an equilibrium of housing prices 
and income. Thus, home ownership has remained unattainable for thousands of Americans. 

This obstacle has remained the most pronounced fcM- families surviving on low and moderate incomes. 
In 1993, the average cost of a home was $94,200. Using a typical downpayment of 10 percent, and total average 
closing costs as a model (see footnote 2 above), a potential purchaser would have to raise approximately S15,958 
to purchase such a home in 1993. Downpayment and closing costs together represent a startlingly high 64.3 
percent of a first-time buyer’s annual income. TYtis percentage has changed very little since 1987, and represents 
a significant increase since the 1970s. Aixl data indicate that incomes are still about 17 percent less than what 
is currently needed to purchase a first home and pay the mortgage. 


VI. THE NEED FOR NEW SOURCES OF CAPITAL 

The information described above leads MBA to the conclusion — that there is a clear need for new and 
expanded sources of coital that young Americans, and those living on low- and moderate-incomes, can tap to 
assist in their first purchase of a home. This can be accomplished in two ways. First, the U.S. Tax Code should 
be modified to permit would-be home purchasers to gain access to existing pools of capital that are currently 
unavailable until retirement. Second, incentives should be provided to encourage savings that can expaixl available 
capital sources. 

The AOSA propose would go a long way towards accompUshing these objectives. First, permitting 
taxpayers to roll over their existing Individual Rttirement Accounts (IRA’s) into their new ADSA accounts will 
help many taxpayers to tap existing sources of capital for a first-time home purchase. Although many taxpayers 
in the 28 percent or higher marginal tax brackets may prefer to retain their IRA accounts in order to pay less taxes 
at what will likely be a lower post-retiiemeot r^. this (^on may be especially attractive for those who pay taxes 
currently at a lower marginal rate. Second, permitting earnings to accumulate tax-fiee, and allowing early (pre- 
retirement) withdrawal for special purposes, such as purchasing a first hooM, will also expand the sources of 
capital that might not otherwise be available to many taxpayers. 


’ The State of the Nation’s Housing 1994,’’ the Joint Center for Housing Studies of Harvard 
University. 
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Vn. IMPROVING THE ADSA PROPOSAL - MBA RECOMMENDATIONS 

Despite the positive attributes of the proposed legisladoo, more can aod should be done to assure ttw Act 
obtains its objectives. In short, although MBA supports the ADSA proposal, we believe it can be improved With 
that thou^ in mind, we respectfully submit the following recommendations for your consideration. 

1. Waiver of (he Five-Year Moratorium On Use Of Funds When Transferred From IRA 

First, we strongly recommend that you waive the five-year withdrawal restriction for fimds that have been 
transferred from an existing IRA account. Such a requirement may unnecessarily forestall thousaiKls of potential 
homebuyers from purchasing their first home. MBA estimates that if the median first-time homebuyer were able 
to access an additional $5,000, as many as 491.000 more families would immediately qualify to purchase a home. 
Yet, for those unable to raise the funds necessary to mal^ a downpayment this goal becomes impossible to attain. 
Surveys also indicate that approximately two-thirds of renter households would like eventually to own a home. 
Of these two thirds. 70 percent would like to purchase their first home within the next five years. If able to do 
so, approximately 234,000 more households could become first-time homeowners within this period. However, 
failure to expand the withdrawal (xovision to permit use of funds already held in an IRA account will deny them 
the opportunity to use tlieir savings to fulfill their dream of home owrtership. 

Some have suggested the five-year holding requirement, included in the cunent (x^oposal, improves its 
budget projections for the critical five-year period following authorization, because taxes must be paid on amounts 
rolled from IRA into ADSA accounts. However, permitting use of rolled-over funds lieed not cause any loss of 
revenues if a withdrawal is permitted only after paying all taxes owed. Imposition of a five-year waiting period, 
therefore, will only serve to ivevent, or unfairly delay many low-, moderate-, and middle-income Americans from 
buying their first home. 

2. Allow Parents To Us: Funds To Help With Children’s or Grandchildren’s First Home Purchase 

The cunent ADSA proposal would permit an iitdividual to make a penalty- and tax-free withdrawal of 
ADSA funds to pay for a child’s or grandchild’s higher education expenses. MBA agrees with, aod commends 
you for permitting the use of savings to pay f(X a hi^ier education. However, MBA strongly encourages 
expansion of this provision to permit taxpayers to wididraw their ADSA funds, or their existing IRA funds 
immediately upon transfer to an ADSA account, to help a child or grandchild make a downpayment to purchase 
a first home. 

’The assistance of family members is often required for an individual purchasing their first home. For 
example, data in a home purchase settlement transaction survey conducted by the Chicago 'Title Insurance 
Company, indicate that on average, 15 percent of each first-time homebuyer’s downpayment was made by a 
relative of the purchaser. Clearly, there is a tremendous desire on the part of many individuals to assist family 
members purchase their first homes. 

Also, most individuals who are forming their own families, and trying to join the ranks of this country’s 
homeowners, are past the age at which they are studying for a higher educational degree. Thus, their parents and 
grandparents will be beyond the point at which they can help pay for college or graduate school. Such individuals 
may very much hope, however, to assist a family member iu purchasing their first home. 

We also believe that allowing savings to be used in this manner is entirely consistent with current 
tax policy. There are many instances where Congress has directed that the Tax Code help families help each 
other. For example, personal exemptions aod those for dependants, are intended to assist individuals who provide 
and care for their children. Die same can be said for provisions that permit taxpayers to deduct allovrable medical 
expenses incuired in caring for children and dependants. ’These laws recognize the financial responsibility parents 
assume In caring for their offspring. Many provisions, including the ADSA proposal that allow individuals to 
withdraw ADSA funds to provide for childrens* and grandchildrens’ higher educations, recognize that this 
responsibility is willingly assumed by parents long afier children reach the age of majority. 

Permitting the use of funds, in the manner recommend, would increase the ability of the Act to achieve 
its principal objective. We, therefore, strongly encourage ymi to expand the early withdrawal provisions to pomit 
the use of ADSA funds by parents to assist with chil^ns' aod grandchildrens’ first-time home purchases. 

3. Deductibility 

MBA also believes the legislation could be improved by offering taxpayers the option of taking an up-froot 
deductiOQ, and paying taxes upon withdrawal. Diis would provide the greatest amount of flexibility for taxpayers. 
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and provide the greatest iocenbve for new savings. Such an option would truly provide a considerable benefil to 
working Americans. 

We recognize, however, that such an approach may not be possible under current budgetary conditions. 
We. therefore, strongly encourage you, when preparing your final version of the legislation, to consider variations 
on the full deductibility option, that might not pose as significant a burden on the U.S. budget. One alternative 
might be to means test deductions by limiting their availability to individuals with incomes below a certain level. 


4. Other Alternatives 

Other Members of Congress have already introduced, and are currently contemplating various alternatives 
to the proposal contained in HR 6. One such alternative, introduced in past Congresses by Republicans and 
Democrats alike, would permit the custodian of an DtA, at the owner’s direction, to use funds to make a 
downpayment for the purchase of a first home as a loan or as an equity investment. The IRA could also be used 
to make a loan to a child or grandchild for the same purpose. The funds must be restored to the IRA through 
repayment of the loan or equity investment when the home is eventually sold. 

IT such an option were created for existing IRAs, aixi limited to funds already deposited at the time of 
enactment of the legislation. Congress could make an existing source of capital available for this important purpose 
without much additional cost to the Treasury. After all. IRA furvis can already be used for the purchase of mutual 
funds that invest in Government National Mortgage Association (GNMA) mongage-backed securities - 
instruments that are backed by thousands of mortgages on other peoples’ homes. This investment option should 
be expanded to allow the use of such funds to acquire (or make a loan) for investment in the IRA holder's own 
home, or that of his or her family members. 


Vra. CONCLUSION 

MBA firmly believes that Congress should do more to encourage savings by the widest range of 
Americans possible. MBA also believes (hat the purchase of a home is one of the most important, and frequently 
used forms of long-term savings made by Americans. As such, we strongly support your efTons to increase the 
level of savings through the creation of American Dream Savings Accounts, and the use of such funds for the 
purchase of a first home. Without a doubt, the proposal will significantly help many Americans attain their 
version of the American dream. 
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Mr. Thomas. Mr. Bachmann. 

STATEMENT OP JOHN W. BACHMANN, MANAGING PRINCIPAL, 
EDWARD D. JONES & CO., ST. LOUIS, MC. 

Mr. Bachmann. First of all, thank you for ©ving us the oppor- 
tunity to be here on this important topic. I am John Bachmann, the 
managing principal of Edward D. Jones & Co., and we are based 
in St. Louis. We represent approximately 1.8 million individual in- 
vestors in all 50 States. We serve 3,350 communities in the United 
States, as well as 10 in Canada. Our customers are exclusively in- 
dividual investors, so this is the only business we know. 

We, in talking to them, think we have some sense of what some 
of the concerns are in that particular area, the people who actually 
sit down and talk about their feelings and emotions when they dis- 
cuss investments. And there are some things, some conclusions 
that we are able to reach. 

Savir^s rates are at an all time low. They are concerned about 
Social Security and the future problems it faces. They are con- 
cerned about their children and, in many cases, their grand- 
children’s lives; will life be as good for them as they were — the op- 
portunity that they saw? They are bombarded with these topics 
daily. 

As we look at the subject of retirement, there are three compo- 
nents that we see in retirement savings. Social Security, employee- 
sponsored plans and individual plans. The problems of Social Secu- 
rity are well documented. We have gone from beginning with 42 
people supporting 1 person receiving benefits to about 3.5 today 
and that will be less than 2, based on demographics in the year 
2035. 

We recognize that our customers, we believe, recognize that for 
Social Security to survive, it is going to require dramatic changes — 
either a sharp increase in rates, increase in the retirement age, or 
some sort of a means test. In any of those cases, they see it as less 
important in terms of what they can count on in their future. 

Employee-sponsored plans are important, but they too are be- 
coming less important, meaning that in the final analysis, people 
increasingly have to look to themselves to take care of their savings 
and investment needs. The reality is that people save not only — 
the importance is not only for their own personal reasons, but for 
the economy as a whole. 

Savings and investment are the fuel for capital formation, eco- 
nomic growth and job creation. The problems we face are not un- 
like those of all of the Western countries coming out of World War 
II, where the demographics are surprisingly similar. The World 
War II baby boom has really affected much of the Western World. 

We are here today because we believe that, at least at our firm, 
that our retirement system is on shaky ground. It needs to be clari- 
fied. People need to know what they can look forward to. We think 
that the first step is to find ways to incent savings and investment, 
and we can think of no better way than to restore the tax- 
deductible IRA. Our experience was, it was the greatest experiment 
in savings for a firm that goes back to 1871 that we ever saw, and 
people responded when it was implemented and they responded 
again when it was changed, and they responded by, as was said 



730 


earlier, by opening accounts and doing business; and then they 
stopped doing business that way in all too many cases when it was 
removed. We believe people do need to be encouraged to save, and 
a tax deduction is a very strong savings. 

I was surprised when I heard some speakers say that this is not 
necessarily strong policy or a way to go, because our experience is 
that people react very strongly to even subtle changes in the tax 
laws. We believe in our experience that many of the people making 
contributions to IRAs were not the very wealthy, but were people 
of moderate means, kind of at the edge where that initial incentive 
would cause them either to act or not to act. We think that they 
understand the importance of investing, and they recognize that by 
putting a small amount away on a regular basis, it becomes a very 
large amount; $2,000 a year starting at age 22, at 7 percent, brings 
about a half a million dollars or more in retirement benefit for 
these people. 

So once we saw the tax deduction eliminated, many of the people 
just dropped. It was a dramatic drop. 

We have seen the studies that suggest IRAs are merely a shift 
in savings. We have also seen studies that say they create new sav- 
ings. The truth is, we are not certain that there was enough of an 
experiment in the IRA to really know what long-term impacts are. 
There are too many — there is too much static, too many factors 
that intervened at that time. I can tell you from our own experi- 
ence and from those of our investment representatives, that more 
of our clients, particularly younger people, responded when IRAs 
were tax deductible, and as I said, responded again when they 
were removed. 

Among the proposals, there is a question of front-end and back- 
end IRAs. It is our view that probably an attractive compromise 
that we think would make a great deal of sense would be to put 
a front-end incentive on people who are putting money into IRAs 
who are under 45 years old, and above 45, to shift to a back-end 
incentive. We think that young people need a jump start, need a 
jolt to get started. And the sense of urgency created by that loss 
of benefit on April 15 is a strong incentive. 

By the same token, as people grow older, we know that once the 
children are out of the home, that the three main concerns are fam- 
ily, health, and independence and freedom in retirement. So we be- 
lieve that the back-end incentive would be sufficient there. So after 
age 45, we would suggest that. 

I do appreciate the opportunity to provide the committee with 
our view and what we believe to be the views of many of our cli- 
ents, and hope you agree that it is time to restore the IRA for 
American investors. 

Thank you. 

[The prepared statement follows:] 
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TESTIMONY OT JOHN W. BACHMANN 
MANAGING PRINCIPAL, EDWARD D. JONES I CO. 

Before the U.S. Congress Vays and Means Committee 
January 31, 1995 

Mr. Chairman, I am John Bachmann, the managing principal of Edward D. Jones & Co. 
I appreciate the opportunity to appear before this Committee to present the views 
of Edward D. Jones & Co. , and more importantly to communicate what we believe to 
be the views of our clients on the restoration of the tax-deductible IRA. 

Edward D. Jones & Co. is an investment firm based in St. Louis, Missouri. We 
currently have 3.378 Investment Representatives in 3,350 communities across the 
United States and Canada and serve in excess of 1.8 million customers in the 
United States. Our firm is unusual, in that our customers are individual 
investors exclusively. We do not serve institutional clients nor do we cater to 
clients with very large portfolios, ■’the rich and fanjous' if you will. Our 
clients invest for primarily one reason, to save for their future retirement or 
to maintain their standard of living in retirement. As you might suspect, they 
are keenly interested in the savings crisis this country faces. 

Our customers read newspapers, watch the news and watch you on C-SPAK. They've 
heard all the same facts you have... our savings rate is at an all-time low. 

Social Security is facing future problems and our children's futures may not be 
as promising as they once were. They are bombarded with these topics everyday. 
Our clients don’t expect the government to take care of them in retirement, but 
rather they expect the government to allow them, their children and grandchildren 
to effectively save for retirement. They expect fair treatment. 

Let's start with a brief discussion of the problems our clients face. 

There are three components to retirement savings. The first is Social Security; 
the second is an employer-sponsored retirement plan; and the third component is 
the individual’s own personal savings. Over the years, two of these have played 
a smaller role in providing retirement income. 

Currently, Social Security is the largest source of income for many retirees, 
however, this can’t possibly last. The Social Security System will face some 
significant strains in the years to come. As the baby boomers age, the number 
of individuals paying into Social Security will continue to decrease and the 
number of people receiving benefits will increase. When Social Security first 
began, 42 workers were paying into the system for every one recipient. Right 
now, 3.4 workers support each recipient. By the year 2035, the ratio will be 1.9 
workers per recipient. In addition, people are living Longer, which means 
Social Security benefits must be paid for a longer period of time. 

Even though this is not a popular statement, most of our customers believe that 
Social Security will survive but only be available to those who most need it. 

They expect changes will be made. Will this mean a dramatic increase in Social 
Security taxes, an increase in the retirement age, or that Social Security will 
have to become means tested? Regardless, none of these decisions will be 
popular . 

The second component, employer-sponsored plans is still a good source for 
retirement income... for some people. With all the down-sizings and corporate 
restructurings, many people are finding themselves without a job or working for 
an organization that no longer has the means or the desire to make contributions 
to a retirement plan on their employees' behalfs. Only about 50 perc|nt of the 
population is participating in an employer-sponsored retirement plan. 

Finally, the third component is personal savings. Unfortunately, the U.S. 
savings rate is at an all-time low. Who’s to blame for this? Are we truly a 
nation of consumers who cry "SPEND SPEND SPEND" or, rather, does our tax system 
encourage spending and discourage saving? The reality is people need to save, 
not only for their own personal reasons but for the economy as a whole. Savings 
and investment are the fuel for capital formation, economic growth and job 
creation. Many foreign countries face the same demographic challenges we do and 
while they have experienced a decrease in personal savings it has not dropped as 
significantly as in the United States. Perhaps these countries have found a way 
to incent individuals to save. 
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r think ve would ail agree that our retirement savings system is on shaky ground 
today. So what should be our first step to incent savings and investment? 

Quite simply, restore the tax-deductible IRA. Uhy? 

People need to be encouraged to save- A tax deduction does just that. I 
remember the flood of IRA contributions we use to receive each year from January 
to April X5. The people making these contributions were not the rich but rather 
were people of moderate means who knew the importance of saving for retirement. 

We saw young people saving in record numbers. They understood the value of 

setting aside money each year for the future. They understood the benefit of 

tax-deferred compounding, and each and every year they made the decision to set 
aside $2,000. They understood that by setting aside $2,000 each year from age 22 

to age 65; assuming a 7 percent interest rate; would result in more than a half a 

tniilion dollars for their retirement. After the tax deduction was eliminated for 
many individuals, the nuihber of people making contributions dropped dramatically. 
Yes, they still understood the need to save and the value of compounding tax 
deferred, but they quite simply needed the nudge that a tax deduction gave them. 

We have all seen studies that suggest IRAs are merely a shift of savings. Ve've 
also seen the studies that suggest IRAs create new savings. The reality is. the 
tax deductible IRA probably did not exist long enough to make either argument 
conclusively. I can tell you from my own experience and from those of our 
Investment Representatives that more of their clients, particularly younger 
people, responded when IRAs were tax deductible and responded again when the tax 
incentive was removed! 

1 know there are a variety of proposals currently being discussed that will 
effect IRAs, but our clients tell us offering a tax deduction initially will be a 
great incentive to save. I also understand the revenue costs of restoring the 
tax deduction and would suggest that if an up-front tax deduction is not possible 
that a back-loaded IRA will get us on the right track to encourage people to save 
for their future. 

If an up-front tax deduction is impossible, I suggest a compromise. As people 
age, saving for retirement becomes more of a priority. Around the age of 45, 
when retirement is actually no longer a dream but fast becoming a reality, people 
tend to save more. They don’t necessarily need as great of a tax incentive to 
start saving. Their age is incentive enough. Young people, on the other hand, 
need a tax incentive to save, so perhaps a solution is to offer a tax deductible 
IRA for those individuals 45 and younger. After the age of 45, the tax deduction 
would no longer be available but distributions from the account would be tax 
free. This form of IRA would incent both groups to save and also minimize the 
amount of lost revenue, 

Edward D. Jones S Co. is committed to helping our clients prepare for a 
comfortable retirement. Each year we bring a group of our Investment 
Representatives to Washington, D.C.. to express the views of our clients. These 
Investment Representatives are not paid lobbyists; they work with individual 
investors, a number of whom are your constituents, and bring to the nation’s 
capital a first-hand knowledge of what their clients want and need. Because of 
this, for three out of the past four years, this trip has centered on the 
importance of restoring the tax-deductible IRA. We believe the national interest 
is served by increasing the amount people save and invest. We believe A penny 
saved is a penny earned.” 

I sincerely appreciate the opportunity to provide this Committee with our views 
and the views of our clients. I hope you agree it's time to restore the tax 
deductible IRA to encourage Americans to save. 

I’d be happy to answer any questions at this time. 


ENDNOTES 


1. Securities Industry Trends? An Analysis of Emerging Trends in the Securities 
industry; "Retirement Savings? A Time to Act," February 28, 1994. 

2. Employee Benefit Research Institutes Issue Brief; "Pension Coverage and 
Participation Growth? A New Look at Primary and Supplemental Plans;" December 
1993. 
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Mr. Thomas. Thank you very much, Mr. Bachmann. 

Mr. McKee. 

STATEMENT OF RAYMOND W. McKEE, SENIOR VICE 

PRESIDENT AND GENERAL TAX COUNSEL, BANK OF 

AMERICA, ON BEHALF OF THE AMERICAN BANKERS 

ASSOCIATION, WASHINGTON, D.C. 

Mr. McKee. Mr. Chairman and members of the committee, I am 
Ray McKee, senior vice president and general tax counsel of the 
Bank of America. I am appearing today on behalf of the American 
Bankers Association in my capacity as chairman of the associa- 
tion’s taxation committee. 

I appreciate the opportunity to speak to the committee today to 
offer the banking industry’s support for efforts to revitalize individ- 
ual retirement accounts. We are particularly pleased that the con- 
cept of a tax-advantaged savings vehicle appears to have strong bi- 
partisan support. 

As you have been told, the personal savings rate in this country 
has trended down over the past several decades. According to the 
Department of Commerce data, the personal savings rate has 
dropped from an average of 7.8 percent in the seventies to only 4.7 
percent in the nineties. This declining trend in personal savings 
means that individuals will be less well prepared to meet a variety 
of financial needs they are likely to encounter during their lives; 
and because savings and investment are critical ingredients in eco- 
nomic growth, a declining savings rate also has negative implica- 
tions for the future of our economy. 

Federal Reserve Board Chairman Alan Greenspan has stated 
that the single most important long-term issue for this country is 
inadequate savings. We simply cannot afford to ignore this prob- 
lem. An increased pool of long-term savings is essential to support 
job creation, opportunity and economic growth. Clearly, revitalizing 
IRAs will not solve all of our problems, but it is an important first 
step toward recognizing that we must provide incentives to encour- 
age individuals to save more for their own good and for the good 
of the economy. 

The challenge then is to develop an appealing IRA to attract a 
wide range of individuals to participate. To be successful, an IRA 
must meet three criteria. First, it must be simple enough to be eas- 
ily understood by consumers; second, eligibilitv criteria must also 
be sufficiently inclusive to provide for broad participation; and 
third, it must be flexible enough to be responsive to the financial 
needs of today’s consumers. 

Mr. Chairman, let me elaborate on these three points. First, sim- 
plicity. 

The rules for determining eligibility for today’s IRAs are simply 
too difficult to understand. Millions of consumers have been so con- 
fused about the tests, eligibility determinations and income limita- 
tions that many eligible individuals do not participate. We cannot 
stress too much the importance of simplicity. 

Second is eligibility. In 1981, almost all working Americans were 
eligible to participate, and IRAs became immensely successful. 
However, the 1986 'Tax Reform Act changed the rules to signifi- 
cantly reduce eligibility, and contributions have continued to 
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shrink every year since then. For a tax-favored savings incentive 
to be effective in generating new savings, the pools of those eligible 
to participate in the plan should be as wide as possible. 

Our third criteria is flexibility. The lack of flexibility is probably 
the main reason why people have been reluctant to establish IRAs. 
Individuals are understandably concerned about sinking their 
money into a totally illiquid account from which funds can only be 
retrieved at retirement or with significant penalties, or at death. 
People need a comfort level that even long-term savings can be 
available for certain important expenditures. 

The indexing of contribution limits is another flexibility issue. In 
1981, the maximum permissible contribution to an IRA was $2,000 
per person, which today is only worth about $1,273. Indexing con- 
tribution limits would eliminate the need to adjust the law in the 
near future. 

IRAs should also provide a range of options to the consumers 
such as offering frontloaded and backloaded alternatives, since in- 
dividuals’ preferences may differ. The American dream savings ac- 
count is a positive step and has many important characteristics. It 
is simple to understand, its eligibility requirements provide for a 
much greater number of participants than current law allows and 
it is generally flexible with its qualified withdrawal feature and in- 
dexing of contributions. Adding the frontloaded choice would make 
the proposal even more attractive and, hence, more effective in in- 
creasing long-term savings. 

In conclusion, we support legislative efforts to restore tax-favored 
retirement vehicles for individuals at all income levels. If IRAs are 
too complicated to understand, people will be discouraged from par- 
ticipating. If eligibility is limited by income level or dependent on 
whether an individual is covered by another pension plan, fewer 
people will be able to use the product. Without flexibility, including 
the ability to withdraw funds for important purposes without sig- 
nificant tax penalties, savers will be reluctant to put the money 
aside in the first place. 

We urge that legislative efforts to revitalize the IRA be built on 
these three criteria. We are confident that the result will be a gen- 
eration of new savings by individuals and a positive impact on the 
national savings rate. 

Thank you for the opportunity to present these views, and I 
await your questions. 

[The prepared statement follows:] 
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Statement of Raymond W. McKee 
on behalf of the American Bankers Association 

Before the 

Committee on Ways and Means 
United States House of Representatives 

January 31, 1995 


Mr. Chairman and members of the Committee, I am Ray McKee, Senior Vice 
President and General Tax Counsel of the Bank of America. I am appearing today on behalf 
of the American Bankers Association, in my capacity as Chairman of the ABA’s Taxation 
Committee. 

The American Bankers Association is the only national trade and professional 
association serving the entire banking community, from small community banks to large bank 
holding companies. ABA members represent approximately 90 percent of the commercial 
banking industry’s total assets, and about 94 percent of ABA members are community 
banks with assets less than $500 million. 

I appreciate the opportunity to speak to the Committee today and to offer the 
banking industry’s support for efforts to revitalize individual retirement accounts (IRAs). We 
are particularly pleased that the concept of a tax-advantaged savings vehicle appears to have 
strong bi-partisan support. 

Mr. Chairman, as you well know, the personal savings rate in this country has trended 
down over the past several decades. During the 1970s, individuals saved 7.8 percent of their 
disposable income; in the 1980s, the personal savings rate declined to 6.5 percent; for the 
first half of the 1990s, individuals saved only 4.7 percent of their disposable income. 

This declining trend in personal savings means that individuals will be less well 
prepared to meet a variety of financial needs they are likely to encounter during their lives - 
- including buying a home, paying for college, covering medical emergencies and providing 
an adequate retirement income. And because savings and investment are critical ingredients 
in economic growth, a declining savings rate also has negative implications for the future of 
our economy and for our ability to create new jobs. 

Clearly, revitalizing IRAs will not solve all of our problems. But it is an important 
first step toward recognizing that we must provide incentives to encourage individuals to save 
more -- for their own good and for the good of the economy. 

The concept of an IRA is appealing to individuals for their retirement savings, 
primarily because of the tax incentive. That tax advantage is often viewed as a supplement 
to savings, making the IRj\ an appealing product for an individual’s long-term savings 
growth. Individuals who arc concerned about the availability of retirement funds can 
appropriately complement social security and other retirement savings vehicles with IRAs. 
Once an IRA has been established, the tax implications that accompany early withdrawals 
provide further encouragement to save for the long-term. 

The challenge, then, is to develop a viable IRA product with sufficient appeal to 
attract a wide range of individuals to participate. We believe that, to be successful, an IRA 
must meet three criteria: 


first, it must be simple enough to be easily understood by consumers; 

second, eligibility criteria must be sufficiently inclusive to permit broad participation; 

and 
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► third, it must be flexible enough to be responsive to the financial needs of today’s 

consumers. 

If those criteria are met, we believe that individuals will view the new and improved IRAs as 
valuable tools for long-term savings, and that the product will be far more successful than 
the IRA vehicle that is currently available. 

Mr. Chairman, let me elaborate on these three points. 

SIMPLICITY 

One problem that has diminished the eflfcctiveness of the current version of the IRA 
for bank customers is its complexity. In particular, the rules for determining eligibility for 
today’s IRAs are simply too difficult to understand. Millions of consumers have been so 
confused about the tests, eligibility determinations, and income limitations, that even when 
they are eligible, many individuals do not parricipate in IRAs. The problem has been 
exacerbated by the changes, and by constant discussions of changes, in IRAs. We cannot 
stress too much the importance of simplicity. We strongly recommend that any new 
proposal be simple to understand in its terms and conditions. 

We believe that the American Dream Savings Account is simple in its terms, 
conditions and design, and meets the simplicity test. 

ELIGIBILITY 

In 1981, almost all working Americans were eligible to participate, and IRAs became 
immensely successful. However, after the 1986 tax reform act, the eligibility rules were 
changed dramatically - individuals covered by private pension plans were no longer eligible 
and the income limits established ($25,000 for inividuals and $40,000 for couples) 
significandy reduced eligibility. Participation declined dramadcally, and contributions have 
continued to shrink every year since 1986. 

Inflation also contributed to the decline in the effectiveness of IRAs. Many in the low 
to middle income bracket that remained eligible under the 1986 tax reform act have 
gradually been forced out of eligibility simply because of inflation-based pay increases. Going 
forward, inflation will continue to shrink the base of those eligible to invest unless some type 
of indexation is permitted under the statute. 

How can tax incentives work to continuously generate new long-term savings if the 
pool of eligible contributors is steadily shrinking? For a tax-favored savings incentive to be 
effective in generating new savings, the pool of those eligible to participate in the plan should 
be as wide as possible. 

In the American Dream Savings Account, there are no income limits. Similarly, it 
does not eliminate those individuals covered by another pension plan. Therefore, a much 
greater number of individuals and households may participate in this proposed IRA than 
current law allows. 

FLEXIBILITY 

If there is any single reason why people have been reluctant to establish IRAs, it is 
probably the lack of flexibility. Individuals are understandably concerned about sinking their 
money into a totally illiquid account fi"om which funds can not be retrieved without 
significant penalties -- except by crossing the retirement age threshold. For a savings 
incentive to work, people need to have a certain comfort level that their savings can be 
accessed for emergencies and for certain other important expenditures of their lives. 

In our opinion, the provisions in the American Dream Savings Account offer that 
flexibility and will eliminate much of the anxiety that younger investors experience when they 
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consider putting their money into what is perceived, by some, as almost a lifetime 
investment. 

Another fle3dbility issue that may be important over time is the indexing of 
contribudon limits. In 1981, the maximum permissible contribudon to an IRA was $2,000. 
However, that $2000 is only worth $1273 in today’s dollars. A plan that protects the 
contribudon limits from such erosion by the effects of iufladon may be desirable so that the 
maximum contribudon will not need to be adjusted by law in the near future. 

The American Dream .Savings Account includes this indexing feature for contribudon 

limits. 


We also believe that a plan should be flexible in offering a range of options to the 
customer. Many of the eurrent savings proposals differendate between whether the IRA is 
"front- loaded" or "back-loaded". With a front-lood?d IRA, the taxpayer may take a tax 
deduedon for the amount of the contribudon. Alternatively, with a back-loaded IRA, there 
is no tax deduedon for the contribudon; instead, all earnings and contribudons from the 
investment can be withdrawn tax-free for qualifying expenditures. A tax-favored savings plan 
should be flexible enough to offer both opdons to customers, since the decision as to which 
plan would be preferred may differ among individuals. 

The American Dream Savings Account offers individuals the back-loaded choice only. 
We think that opening up the opdons to allow for the front-loaded choice would make the 
proposal even more attraedve and, hence, more effeedve in accomplishing the desired goal 
of increasing long-term savings. 

ECONOMIC BENEFITS OF AN EXPANDED IRA 

By following our suggested criteria ■■ simplicity, eligibility, and flexibility ■■ we believe 
that a new IRA product will be successful in increasing individual savings and will benefit the 
economy as a whole. A properly designed retirement savings instrument will result in higher 
usage by individuals and more long-term savings. 

There is general agreement that the level of nadonal savings in this country has 
reached historic lows. Federal Reserve Board Chairman Alan Greenspan has stated that the 
single most important long-term issue for this country is inadequate savings. Savings 
promote capital formadon, which is essendal for job creadon, opportunity and economic 
growth. 

Today’s low savings rate suggests that people are not preparing adequately for the 
future. A recent study by Merrill Lynch looked into the quesdon of whether the baby 
boomer generadon was saving enough ro be adequately prepared for redrement and found 
that it was not. In fact, that generadon is only saving one third of what it should be saving. 
In other words, the typical baby boom household should triple its rate of savings to be 
adequately prepared for redrement. 

The study goes on ro suggest that this stadsdc is probably gready underesdmated 
since many will have to use redrement savings to pay for purposes other than redrement, 
such as increased costs of health care and long-term care for the aged, compounded by the 
reality that people are living longer. 

To help address concerns about the inadequate level of savings by individuals, today’s 
IRAs must be updated. The American Dream Savings Account is a posidve step toward 
creadng a useful IRA product. It has many of the characterisdes that we believe are 
important to attract individuals to contribute to IRAs. 
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CONCLUSION 

In conclusion, we support legislative efforts to restore tax-favored retirement vehicles 
for individuals at all income levels. In order to encourage people to return to a routine, 
long-term savings plan, we need an attractive product that meets the tests of simplicity, 
eligibihty, and flexibility. 

If the rules for IRAs are too complicated to understand, people will be discouraged 
from participating. If eligibility is limited by income level or dependent on whether an 
individual is covered by another pension plan, fewer people svill be able to use the product. 
Without flexibility, including the abilitj' to withdraw funds for important purposes without 
significant tax penalties, savers will be reluctant to put money aside. 

We urge that legislative efforts to revitalize the IRA be built on these three criteria. 
We are confident that the result will be the generation of new savings by individuals and a 
positive impact on the national savings rate. 

Thank you for the opportunity to present these remarks. I will be happy to answer 
any questions you may have. 



739 


Chairman Archer [presiding]. Thank you, Mr. McKee. 

Mr. Buchert. 

STATEMENT OF JAY BUCHERT, PAST PRESIDENT, NATIONAL 
ASSOCIATION OF HOME BUILDERS, WASHINGTON, D.C. 

Mr. Buchert. Thank you, Mr. Chairman. I am Jay Buchert, a 
homebuilder from Cincinnati, Ohio, and past president of the Na- 
tional Association of Home Builders. It is a pleasure to be here 
today to represent the 180,000 small firms which are located 
throughout the country that make up the National Association of 
Home Builders. We applaud the Chairman’s willingness to hold 
these hearings and appreciate the opportunity to be here today. 

Mr. Chairman, homebuilders have been long-term supporters of 
many of the proposals contained in the Contract With America. In 
fact, we just, at our convention in Houston, Tex., Chairman Ar- 
cher’s hometown, passed a resolution overwhelmingly supporting 
the Contract. 

We are particularly proud of our long-term support for Chairman 
Archer’s capital gains proposals, and we thank him for his contin- 
ued effort in that area over the years. 

My testimony here today will address the tax provisions of the 
Contract, which we fully support, and my oral statement will be 
limited to the American dream savings account. 

Mr. Chairman, we support the use of IRA deposits for the down- 
payment on a first home, and respectfully suggest a simple modi- 
fication of this provision to better accomplish its stated purpose. 
Downpayment and closing costs are still the primary barrier for 
young people in the purchase of a first home. Even with low down- 
payment requirements under lending programs such as FHA, the 
GSEs and the Federal Home Loan Bank System, it is still difficult 
for young households to accumulate the cash needed to make that 
first step toward home ownership, considering the small amounts 
that they have in their IRA accounts, repayment of their student 
loans, financing an automobile and the cost of starting a family. I 
witness this situation personally time and time again as young peo- 
ple attempt to make the important leap into home ownership while 
visiting my subdivisions in Cincinnati, Ohio. 

May I suggest, to maximize the investment of IRAs, the proposal 
be modified to allow withdrawals of parents and grandparents from 
their IRA accounts in the form of a loan. This alternative should 
be treated as an investment for their tax-deferred account rather 
than a penalty-free withdrawal. 

Mr. Chairman, NAHB estimates that this alternative provision 
would generate annually an additional 36,000 first-time home pur- 
chases and an additional 20,000 jobs that will accompany those 
purchases. 

Mr. Chairman, the premise that there is a cost to this alternative 
of the IRA investment, we feel is unfounded. The premise assumes 
that parties using this provision would otherwise be cashing in por- 
tions of their IRAs and pa 3 dng either the taxes or the penalties. We 
feel that that is very unlikely. We see this provision as an alter- 
native investment with little effect on the Federal Treasury. 
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Mr. Chairman, I would like to discuss further this proposal in 
the question and answer period. I would like to thank the members 
of the committee very much for our opportunity to make these rec- 
ommendations, and we look forward to working with you and your 
staff on these and other issues in the coming years. 

[The prepared statement follows:] 
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TESTIMONY OF THE 

NATIONAL ASSOCIATION OF HOME BUILDERS 
BEFORE THE 

HOUSE COMMITTEE ON WAYS AND MEANS 
JANUARY 31, 1995 


Mr. Chairman, members of the committee, my name is Jay Buchert I am a home builder 
from Cincinnati, Ohio and am a past president of the National Association of Home Builders. 
On behalf of the National Association of Home Builders (NAHB) and its 180,000 members, I 
congramlate you for holding this hearing and appreciate the oppormnity to appear here today. 
At the outset, let me state that NAHB has long been supportive of many of the proposals 
contained in the Contract with America. We are particularly proud of our long-standing support 
of your capital gains proposals, Mr. Chairman, and we thank you for your continued efforts 
throughout the years. 

OVERVIEW 


The Contract with America’s provisions contain a number of proposals and ideas which 
NAHB has supported and advocated over the past few years. Specifically, the tax and penalty- 
free use of IRA funds for first-time home purchase, reinstatement of a capital gains rate 
differential, clarification of the home office deduction rules and other small business incentives 
have been a part of the established policy of NAHB for quite some time. Our testimony here 
today will address those specific proposals and offer our suggestions for improvement, where 
appropriate. 

AMERICAN DREAM SAVINGS ACCOUNTS 

NAHB supports expansion of tax-deferred retirement savings and use of IRA deposits for 
down payment on a first home. The proposal currently before the committee would create a 
new IRA (American Dream Savings Accounts), and allow the tax and penalty-free distribution 
of funds from that account for first-time home purchase. NAHB supports this legislation and 
suggests modification of its provisions to better accomplish its stated purposes. 

Accumulating the downpayment for the purchase of a first home is the primary barrier 
to home ownership for many young households. Even with lower downpayment requirements 
under FHA and special affordable housing programs from Fannie Mae, Freddie Mac, and the 
Federal Home Loan Bank System, first-time home buyers find it difficult to accumulate the cash 
necessary to make the leap into home ownership. The U S. Census Bureau and the Harvard 
Joint Center for Housing Studies have recently reported that down payment remains a serious 
barrier to home ownership for young renters.' Approximately nine-out-of-ten young renters 
cannot afford to purchase even a modest home in their area. 

Increasing housing costs add to the housing affordability problem in this country. From 
World War II until 1980 homeownership rates in the U S. increased. Since that time 
homeownership rates overall have declined. Panicularly hard hit are those in the prime home 
buying age of 25-34. The homeownership rates of those in the age group 25-29 dropped from 
43.3% to 34.6% and those in the 30-34 age group dropped from 61.1% to 51%. This trend is 
of significant concern. 
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Homeownership Rates (Percent) 


Age 

1980 

1983 

25-29 

43.3 

38.2 

30-34 

61.1 

55.7 

35-39 

70.8 

65.8 

40-44 

74.2 

74.2 

45-54 

77.7 

77.1 

55-64 

79.3 

80.5 

65-74 

75.2 

76.9 

75 -h 

67.8 

71.6 


1986 

1990 

1993 

36.1 

35.9 

34.6 

54.1 

51.5 

51 0 

64.2 

63.1 

62.9 

69.3 

70.4 

68.7 

75.6 

76.1 

75.2 

81.0 

80.4 

79.6 

77.6 

78.7 

79.9 

70.3 

71.0 

74.0 


There are many factors that contribute to the housing affordability problem we are facing 
in this country. Certainly a factor has been increasing housing costs. Higher mortgage interest 
rates and general economic inflation have also been factors. The National Association of Home 
Builders believes government over-regulation is a significant contributor to increased land 
development and housing costs. The Kemp Commission on "Removing Barriers to Affordable 
Housing" identified numerous government regulations that add to the problem. We strongly 
urge Congress to make an aggressive review of these regulations and eliminate or change those 
that are unnecessary, costly and counter productive. 

WHY IT IS IMPORTANT TO PROMOTE HOME OWNERSHIP 

NAHB urges Congress to pass the American Dream Savings Act to create an incentive 
which will promote savings and encourage homeownership. Mr. Chairman, your American 
Dream Savings Act will make it possible for thousands of young working families to obtain the 
American Dream of homeownership. In turn, the construction of their homes will create jobs 
and the expansion of our economy. Equally important the expansion of homeownership 
contributes to the social/political stability of our society. 

HOUSING - ITS ECONOMIC IMPACT 


Housing construction contributes jobs, taxes, and economic activity to the U.S. economy. 
Each year, nearly 3 million jobs are created in the construction of new homes. These jobs 
create 578 billion in wages and $ 44 billion in federal, state and local taxes on that wage and 
business income. Even greater economic activity is created as the income generated in the 
construction, manufacturing, and sales jobs spread throughout the rest of the local economy. 

NAHB estimates that housing, including new construction, remodeling, repairing and 
maintenance, and the value provided by existing homes accounts for 13 percent of the U.S. 
economy. This on-going benefit provides most American home owners and renters with decent, 
safe affordable housing. 
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Single 

Family 

Multi- 

family 

Industry 

Group 

Avg 

Annual 

Wage 

Number 

of 

Workers 

Wages 

(1,000$) 

Number 

of 

Workers 

Wages 

(1,000s) 

All Industries 


2,097 

$60,495,0 

800 

$23,297.3 

Construction 

$29,222 

1,194 

34.901.1 

453 

13,237.6 

Onsite 

29,222 

1,015 

29,660.3 

398 

11,630.4 

Offsite 

29,222 

179 

5,230.7 

55 

1.607.2 

Land 

Development 

29,222 

100 

2,922.2 

50 

1,461.1 

Other 

Industries 


803 

22.681.7 

297 

8,598.7 

Mfg 

32,370 

335 

10,844 0 

152 

4,920.2 

Trade, 

Transp, and 
Services 

26,808 

261 

6.996.9 

84 

2,251.9 

Mining 

23,386 

207 

4,840.9 

61 

1,426.5 


HOMEOWNERSHIP - IT’S IMPACT ON OUR SOCIETY 

Homeownership truly is a fundamental part of the American Dream, Getting a good 
education, working hard, practicing thrift so that home ownership can become a reality, has been 
a motivating force for millions of Americans. NAHB’s surveys show that 80 to 90 percent of 
all Americans want to become home owners. Recent studies by Fannie Mae have demonstrated 
the goal for home ownership is strong among all age and income groups. We believe that a goal 
seeking, motivated population is an essential element of a stable, productive society. 

Homeownership not only allows families to establish roots in their communities, but it 
strengthens neighborhoods, expands participation in civic, religious, and community activities. 
It is what ties our neighborhoods together. 

Homeownership provides financial security. It is the largest single asset of most 
Americans. For millions it represents a nest egg for retirement which has provided the elderly 
a strong supplement to social security. Many point to the low rate of per capita savings in the 
United States. However, if the equity in the homes of individuals were calculated, our per capita 
savings rates would be dramatically higher. 

Homeownership also is the tax base for our public schools and community services. It 
provides a safe haven, a sanctuary, a secure place for families to live, grow and prosper This 
environment is essential for the development and growth of our children How can a child study 
properly, develop family values, excel and expand their goals and dreams without the proper 
environment'.’ Homes are what provide that secure, protected and nurturing environment for 
millions of Americans. We should strive to do what is possible to provide this opportunity, 
homeownership, for more young families, and that Mr. Chairman is what the American Dream 
Savings Account will do. 
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IRA SAVINGS FOR DOWNPAYMENT 


IRAs could be a useful resource to assist in first-time home purchase. IRAs already have 
substantial deposits. Total assets held in IRAs and Keogh plans (retirement plans for the self- 
employed) reached $773 billion at the end of 1992. Another $230 billion is invested in salary 
reduction plans (401(k), 457 and 403(b) tax deferred employer and employee contribution 
retirement plans) and $304 billion is invested in the federal government retirement plan for civil 
servants^ Collectively, these retirement plans could provide up to 1.3 trillion dollars. 

Current Proposals. A number of proposals have been made to increase the potential use 
of retirement accounts for first time home purchase down payments. Proposals for use of 
existing "front-end" accounts typically propose penalty-free withdrawal of funds from the IRA 
for specified purposes. However, the tax that was deferred when the deposit was originally 
made must be paid at the time of withdrawal. Accordingly, withdrawal would be relatively 
expensive, especially if the funds were deposited at a time when the taxpayer’s marginal tax rate 
was lower. 

In this connection, we commend to your attention a bill entitled the "Savings and 
Investment Incentive Act of 1995", S. 12, introduced by Senators William Roth (R-DE) and 
John Breaux (D-LA) That bill would restore the IRA deduction and adjust the $2,000 
deductible amount for inflation. It would also create nondeductible tax-free IRAs called "IRA 
Plus" accounts. Under the provisions of S. 12, distributions may be made free of penalty if used 
for first-time home purchase by the individual, their spouse, child, grandchild or ancestor. 

The American Dream Savings Account (ADS) would provide an incentive to use IRA 
funds for a first-time home purchase. However, as currently crafted, the proposal's impact on 
home ownership would be minimal. The proposed ADS rules would require that the funds be 
maintained on deposit at least 5 years prior to withdrawal. First time home buyers are typically 
in their early 30s and currently have small account balances in tax-deferred retirement accounts. 
The long waiting period coupled with the first-time purchaser's paucity of funds defer and 
diminish the stimulative impact of the proposal. Although the ADS would increase the incentive 
to save, resulting in greater participation, the likelihood of generating substantial savings is 
small. 


NAHB suggests that the ADS proposal be modified to allow home purchase withdrawals 
to be made from parents and grandparents accounts and that the waiting period be eliminated for 
first-time home purchase. The reason that this is important is because the very individuals this 
is targeted to assist, those young working families that are recently out of college trying to pay 
off student loans, or finance a car. have precious little left over for a retirement account. 

Program Design. In designing a successful proposal for using retirement funds for down 
payments, there are three important components: 1) The use must be considered an alternative 
investment rather than a withdrawal; 2) Eligibility must be open to parents and grandparents 
of first time home buyers as well as the buyer; and 3) Eligible plans must include IRAs, Keoghs, 
401(k) and other salary reduction plans, and the federal government retirement system. In the 
alternative, an attractive and economical proposal would allow down payments for first home 
purchase to be treated as an investment for tax deferred accounts rather than as a penalty-free 
withdrawal. Withdrawing the funds also subjects the taxpayer to implicit penalties in that the 
account holder’s investments in tax deferred assets are reduced. From the point of withdrawal 
on, interest on withdrawn funds would be taxed at current marginal tax rates, again often higher 
than those anticipated during retirement. Treating the down payment as an alternative 
investment would avoid both explicit and implicit penalties. 
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The ability to use tax deferred retirement accounts for a down payment must be open to 
parents and grandparents because few young people have sufficient retirement savings to be 
useful Table 1 shows participation rates by age of employee in employer pension plans. Table 
2 shows account balances by age for salary reduction plans, chiefly 401 (k) plans. Employees 
between 25 and 30 years old have the lowest participation rate in retirement plans and an 
average account balance of $5,185. A 10 percent down payment and associated closing costs 
on a median priced existing home sold would require cash in the amount of $13,000’. 

On the other hand, the parent of a potential first time home buyer is at least 45 years old, 
with an average IRA balance of approximately $16,380. Grandparent IRAs are most likely to 
have sufficient balances to provide down payment support in that workers between 60 and 64 
years old have average IRA balances of $25,011. 

Under current law, IRAs are primarily alternative forms of retirement savings when the 
saver’s employer does not offer a retirement account, the saver is not self-employed, or the 
saver's income is under $40,000. About 20 percent of all workers have IRAs compared to 53 
percent who participate in some employer pension plan. In order to have any significant impact, 
the first-time home purchase provision should also apply to other retirement accounts. 

Expanding the eligible investments of a tax deferred retirement account to include 
qualified first time home purchases will have very little impact on federal tax receipts in the near 
term. The transfer of funds across investment opportunities is already a frequent occurrence and 
has no federal tax implications. The ability to use retirement funds for first time home buyer 
assistance may increase the desirability of saving in this form, both for potential first time home 
buyers as well as their parents and grandparents. Any increase in tax deferred savings because 
of the expanded options would decrease federal tax revenues over a longer period of lime as 
deposits increased. 

Table 1 

Participation in Employer Pension Coverage 


Age 

Percent of 

All Workers 
Who Participate 

25 - 30 

40.9 

31 - 40 

53.3 

41 - 50 

62.6 

51 - 60 

60.0 

61 - 64 

54.2 

65 & Up 

27.5 

All 

53.3 


Source: Employee Benefit Research Institute, Issue Brief, December 1993, p.5. 
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Table 2 

Average Accounc Balance 
Among Salary Reduction Plan 
Participants 


Age 

Average Balance 

25 - 30 

$5,185 

31 - 40 

$10,207 

41 - 50 

$16,380 

51 - 60 

$20,456 

61 - 64 

$25,011 

65 & Up 

$13,953 


Source: Employee Benefit Research Institute. Issue Brief. December 1993. p.18. 

In this regard, we recommend that such use (by either the buyer, parents or grandparents 
of the buyer) be deemed an eligible investment of the IRA. Roughly 15 percent of potential 
first-time home buyers have invested in IRAs and another 9 percent have invested in 401 (k) 
plans ^ NAHB estimates that allowing a first-time home buyer’s purchase to be a qualified 
investment within the plan would create 20,000 jobs and generate 36,000 additional home 
purchases, 

CAPITAL GAINS 


The Contract would provide three capital gains incentives: (1) a 50 percent capital gains 
reduction. (2) indexation of the basis of capital assets to eliminate inflationary gains, and (3) a 
capital loss deduction for homeowners. 

NAHB supports reinstatement of a capital gains rale differential for real estate and other 
assets and their Indexation for inflation. More favorable capital gains treatment would not only 
encourage purchases of existing properties, but would also encourage investment in new 
construction, rehabilitation and remodeling. It would also reduce required rents on new 
construction. For example, taxation of capital gains at 50% of ordinary income rates would 
eventually reduce all rents by 5%. This represents a tax cut for the middle class and those 
struggling to become middle class. Yet another example of why a capital gains tax break is not 
for the wealthy. 

•NAHB believes that taxation of assets held for one year or more at a lower rate than 
ordinary income encourages investment and savings. However, taxation of realized gains on 
long-held assets at ordinary income rates (i.e. on sale or transfer) reduces the economic 
incentives to invest in the most efficient, highest renirn opportunities. Removal of the retardant 
effect of current law taxation would allow taxpayers to place their capital in the most promising 
sectors of the economy. More efficient capital flows would create jobs and stimulate tlie 
economy 

A capital gains tax cut would not benefit only higher income taxpayers. One-half of the 
1991 tax returns claiming a capital gain or loss reponed incomes below $60,000 Funhermore. 
encouraging investment through reduced taxes on the gains from that investment would create 
jobs and economic activity at all levels of income. 

With respect to real estate, a capital gains preference would increase investors and 
owners incentives to purchase, rehabilitate and operate rental housing. Pan of the total return 
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to investors who own rental housing is property appreciation. The greater the owners after-tax 
income from the appreciation portion of their return, the less income required from rents to 
achieve the same earnings. Reducing capital gains tax rates will reduce residential rents. Since 
much of the appreciation in housing is due to price inflation, adjusting the gains for inflation will 
reduce rents even mote. 

We must insist however, that any capital gains incentive include real estate. Just as real 
estate served as the engine to lead the economic recovery, so it must be included in any capital 
gains reduction in order to maximize the dynamic economic impact of the proposal. Indeed, 
inclusion of real estate effectively rebuts any argument that a capital gains tax cut would favor 
only wealthy taxpayers. Mr. Chairman, I know this has been a long standing position of yours. 

The capital loss deduction provision would allow taxpayers to get out of homes that have 
fallen in value. For taxpayers who may be hesitant to move to another dwelling, the provision 
would help to soften the financial repercussions of taking the loss on their current home. NAHB 
supports allowance of a capital loss deduction for sale or disposition of a principal residence. 

HOME OFFICE DEDUCTION 


The United States Supreme Court’s Soliman decision effectively eliminated the home 
office deduction for the real estate construction industry. NAHB fully supports the proposal to 
clarify the standards for claiming a tax deduction for maintaining an office in the home. 

Home building is dominated by small firms, many of which use home offices as their 
primary administrative location for doing business. Eighty percent of NAHB’s builder-members 
construct fewer than 25 homes a year and most of these firms do not maintain a separate office. 
Many operate out of their homes, making necessary contacts with subcontractors and customers, 
and where, very often other family members assist in the adminisnative and clerical duties of 
the business. 

The Contract proposal will help reduce housing costs by reducing builder/remodeler’s 
costs. Because of the highly competitive nature of the construction business and the number 
firms available to perform services, the reinstatement of the home office deduction will translate 
into lower house prices. For an average builder who constructs 10 homes a year, and uses his 
home as the center of operation, the savings could be several hundred dollars per home. 

INCREASED DEPRECIATION DEDUCTIONS AND NEUTRAL COST RECOVERY 

NAHB supports adjusting real estate depreciation to account for inflation. 

The Contract would allow taxpayers to adjust real estate depreciation amounts to reflect 
inflation. The inflation adjustment would put depreciable assets on an equal footing with 
expensed items. Currently, a business that purchases a piece of depreciable machinery can 
deduct a certain percentage of that machine each year, based on the principle that each year 
some of the machine is "used up". However, as inflation funher erodes the value of the capital 
asset, the residual value of the asset is lessened. Expensed items, on the other hand, because 
they are purchased in the year of deduction, already reflect inflation. 

Inclusion of real estate in the neutral cost recovery provision is particularly important in 
that the straight-line depreciation periods are long, and more directly impacted by inflation 
Further, real estate can not be "expensed" as with business equipment. 

INCREASE IN UNIFIED ESTATE AND GIFT TAX CREDITS 

As pointed out above, home building is dominated by small firms which very often are 
family owned and operated. The current estate and gift tax laws operate to destroy family- 
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owned businesses by imposing a tax upon the inter-generational transfer of the business 
Moreover, the economic impact of the tax increases from year to year because of inflation. 
NAHB fully supports increasing the amount of the unified credit to $750,000 and indexing that 
amount for inflation. 

CONTRIBUTIONS IN AID OF CONSTRUCTION 

As the Contract moves towards passage, there may be some opportunity to include 
additional provisions in the tax package. In that event. NAHB would urge that you amend the 
Internal Revenue Code to remove the tax on contributions-in-aid-of-construction. NAHB 
considers this to be a "tax" levied on home builders and. in-nirn. home purchasers. 

As you are no doubt aware, the 1986 Tax Reform Act repealed Internal Revenue Code 
section 1 18(b) with respect to corporate regulated utilities. The tax imposed on utility companies 
is grossed-up and passed on to developer-builders who must increase the cost of each home to 
cover this cost. The additional amounts resulting from CIAC adds from $2,000 to as much as 
$5,000 to the cost of each home sold, depending on the area of the country affected. 

MORTGAGE LNTEREST DEDUCTION 


NAHB would strongly resist any tampering with the mortgage interest deduction, which 
we maintain is the cornerstone of housing policy and the principal government policy that 
changed this nation from one of renters to one with 65% home ownership. 

Conclusion 

For the reasons stated above, the National Association of Home Builders believes that 
the proposals contained in the Contract with America would be beneficial to the home 
construction and remodeling industry. The Contract would provide much needed tax relief and 
begin to bring the Internal Revenue Code into accord with economic reality and taxpayer 
fairness. As we have stated, we suggest that certain proposals be modified to have a more 
meaningful and immediate impact. 

Once again Mr. Chairman, NAHB thanks you for this opportunity to present our 
recommendations. We look forward to working more closely with you and your staff in the 
coming years. 


END NOTES 


1 The State of the Nation's Housing 1993, Joint Center for Housing Smdies of Harvard 
University and Who Can Afford to Buy in House in 1991, Current Housing Reports H121/93-3, 
Bureau of the Census. 

2. Employee Benefit Research Instinite, EBRI Notes, November 1993 and Issue Brief, December 
1993. 

3. The median existing home sales price for the first half of 1993 was $106, (XK) and closing 
costs for an FHA loan are about 2.5 percent of the mortgage amount. Hence, cash required is 
$10,600 for the 10 percent down payment and $2,456 for closing costs on a 90 percent mortgage 
plus the 3 percent up-front insurance premium. 

4. "Down Payments for Retirement Accounts”, Housing Economics . March 1991. 
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Mr. Thomas [presiding]. Thank you very much, Mr. Buchert. 

I thank all of the panel. Does any member on the majority side 
wish to inquire? 

Mr. Collins. 

Mr. Collins. Mr. Chairman, I really don’t have any questions for 
the panel, but we sure do appreciate your taking the time to come 
here in support of this effort, in support of trying to increase the 
savings across this Nation. We all feel like that is something that 
we must do if we are going to have the capital needed for invest- 
ments. 

Mr. Thomas. Thank you very much. 

Ms. Dunn. 

Ms. Dunn. Mr. Chairman, thank you. I would just make the 
same remark and underscore what Mr. Collins said and also let 
you know, panel, that it is not that we don’t have any questions, 
it is that we agree with almost everything you have said. Thank 
you for coming. 

Mr. Thomas. Thank you. 

I do have some questions. As a person who has been involved for 
a long time with IRAs in previous Congresses, I want to get your 
reaction to an idea that we have been discussing. I found several 
of your testimonies interesting because you are beginning to focus 
on the fact that over a wide age group, the same program m^ not 
be as useful a tool, and you might want to structure it for different 
age groups. 

I had, from the very beginning, a provision allowing withdraw- 
als — that is why we call it the super IRA — ^for a number of reasons, 
not only first-time home buying, but also the ability to assist a 
child or grandchild in purchasing the home. In recent discussions, 
we focused on the fact that if you were more elderly, if you simply 
created an ability to fund a child or a grandchild, this would in esj: 
sence be passing that wealth down a generation, and making you 
less well able to take care of yourself, and therefore, potentially 
more of a burden on society. 

Have any of you discussed or thought about the idea that below 
a certain age level — and I don’t know whether it would be 50 or 
55, but it would have to be around there in terms of generating a 
young person who is of a home buying age themselves — that you 
could follow the historic pattern and allow that money to be used; 
but above, say, age 50 or 55, that it would be required to be in a 
loan structure, rather than an outright gift, so that the younger 
person would have an obligation to pay back that portion, and 
therefore, assist in old age, which is one of the main reasons for 
an IRA? 

Any discussion by any of you about the idea of making that home 
purchase available above a certain age of the IRA recipient into a 
loan? 

Mr. Buchert. Mr. Chairman, we have had discussions at NAHB 
along that line, just to address the particular situation that you 
brought up and the concern of many that you are diminishing the 
ability of the elderly, if they are giving it away to their grand- 
children, because many of them are very generous — I know my par- 
ents are with my children and the other eight grandchildren that 
they have through my two sisters. 
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I think you are right. I think it solves that problem, and it is a 
reasonable approach. And it is also a good assumption that that is 
exactly what would take place. 

Mr. Thomas. OK. Let me ask you then a more difficult question. 

Adi of you are in favor of creating incentives for people to put 
money away for various uses, one of which is home buying, and I 
think I understand that and I am trying to get a relative worth of 
this kind of a vehicle. 

Mr. Buchert, you testified that you didn’t believe the revenue es- 
timates. I have difficulty, as I said earlier, in terms of short-term 
versus long-term payouts and the rest. But the powers that be tell 
us that certain styles of IRA, principally the frontload, do cost 
money in the short run. I am looking for relative worth of this 
product versus other products in the Tax Code. 

Would any of you be supportive of a modest or appropriate reduc- 
tion in the mortgage deduction level, from the $1 million down to 
a lower level, to fund the offset for the creation of the IRA; or is 
the mortgage far more valuable than the IRA? That is a tough 
question, I know, but frankly, those are the kinds of decisions that 
we are going to have to be dealing with in terms of tradeoffs in a 
given area. I would just like to know, if you are able to react, or 
if your associations will allow you to react to that kind of a trade- 
off 

Mr. Reid. That is a good question you are asking. 

Mr Thomas. Mr. Reid. 

Mr. Reid. I think the income tax deduction for home ownership 
needs to remain intact, but I think there are maybe some other 
ways we can look. I think in our proposal we talk about a $500- 
per-child tax deduction, and I think that that might be something 
that should be considered as a tradeoff for the IRA situation to go 
through. 

Mr. Thomas. Thank you very much. 

Any other volunteers? 

Mr. Buchert. I think we also agree that it is a very good ques- 
tion, but a legitimate question. First I would like to respectfully 
submit that I have two college-age children — well, two out of col- 
lege and one in college and one in high school now; and my wife 
and I have an IRA, and for all of the reasons previously mentioned, 
we haven’t contributed to the IRA since the change of the Tax Act. 
We have just gone about doing things differently. And I think it is 
just two accounts that are set aside as far as we are concerned at 
our age, which is the early fifties. 

I think the premise that we would cash in that money or cost the 
Treasury money, or I mean — excuse me, cost them — or pay, for ex- 
ample, a penalty in taxes is unfounded. However, if we thought we 
could help our four children over the next 5 or 10 years get into 
a home, which we think would be important, even in the form of 
a loan where they would have to pay it back, there really wouldn’t 
be any cost. 

I think the idea of people saying, oh, I will just go ahead and 
cash this in or do something different isn’t really going to happen. 
So the legitimacy of the idea of addressing the mortgage interest 
deduction, it has been the cornerstone of home ownership in this 
country for years. You know, you work hard, you get a good edu- 
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cation, you buy a home for your family. It has made stable commu- 
nities and it has brought society together and it has really been 
what has made us what we are. The idea of tampering with that 
begins to, I think, fly in the face of that whole premise. 

I know there is even a provision — they say, well, how about sec- 
ond homes? A lot of people think that second homes, for example, 
are just for the people who appear on “Lifestyles of the Rich and 
Famous.” The truth of the matter is, I was making a list up earlier 
today. When you take a look at my State, Ohio, most second homes 
are in the north along the lake. Lake Erie, and they are also in the 
same place in Michigan. You know, second homes are in the Poco- 
nos in Pennsylvania, they are in the Cumberlands in Kentucky, 
they are on lakes in Minnesota and Wisconsin. They aren’t all in 
Palm Springs and also in Hilton Head. 

Those second homes affect those communities. You know, most of 
them are owned — because we are builders, and we produce them — 
by blue collar workers who have looked at them as an investment, 
as a place for them to live under retirement, as a place for them 
to take their family while their family is still with them. And then 
the effect of those homes in each of these communities, whether 
they be in Gatlinburg, Tenn., or wherever they are, those second 
homes bring employment, bring stability and bring really the 
base — economic base that those communities need to exist too. 

So I think once we begin to tinker with the mortgage interest de- 
duction, we are beginning to tinker with something that has really 
been sacred and has really made this whole concept. 

I know when I watch young people try to qualify — and I don’t sell 
large custom homes; I sell production-type homes to mainly first- 
time buyers and young couples. When I watch them sit and tick 
down through what it takes to qualify, that mortgage interest de- 
duction is very, very important; and I think once we bepn to eat 
away at it, we have done a disservice. Because the inflation I have 
seen in my 50-some years, you know, I can imagine what it is going 
to be; and some day we are going to hit that ceiling that we think 
is so high. 

You know, I started out building $19,000 houses and today, who 
would have imagined we would build half-a-million-dollar and 
million-dollar houses on a regular basis in most of the communities 
we live in. 

Mr. Thomas. I thank the panel. 

The point you didn’t make that I think we need to stress is that 
it would not be a dollar-for-dollar exchange because the super IRA 
would allow for a number of other activities, including medical col- 
lege education, as was expressed earlier by the Senators, so you 
wouldn’t get a dollar-for-dollar exchange. 

I just wanted to test the waters. I thank the panel very much. 

I would ask that the next panel come forward — Manuel Mehos, 
Paul Yakoboski, and James E. “Tom” Sawyer. 

I will tell the panel that, without objection, your entire written 
testimony will be made a part of the record, and that you may be 
able to proceed for 5 minutes’ time in any way you see fit to inform 
the panel. And once again I will start from my right and move to 
my left. 

Mr. Yakoboski, you have 5 minutes. 
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STATEMENT OF PAUL J. YAKOBOSKI, RESEARCH ASSOCIATE, 

EMPLOYEE BENEFIT RESEARCH INSTITUTE, WASHINGTON, 

D.C. 

Mr. Yakoboski. Thank you very much. I am pleased to appear 
before you this afternoon to discuss the ADSA proposal. My name 
is Paul Yakoboski. I am a research associate at the Employee Ben- 
efit Research Institute, a nonprofit, nonpartisan, public policy re- 
search organization based here in Washington. 

EBRI has been committed since its founding in 1978 to the accu- 
rate statistical analysis of economic security issues. Through our 
research, we strive to contribute to the formulation of effective and 
responsible health, welfare and retirement policies. Consistent with 
our mission, we do not lobby or advocate specific policy solutions. 

The ADSA proposal creates a new type of less-restrictive individ- 
ual retirement account. While this proposal creates a new savings 
vehicle for individuals to utilize, I would like to raise a few issues 
for consideration by the committee. One is the implication of such 
a saving vehicle for retirement income security, and more fun- 
damentally, whether the objective of ADSAs is increased retire- 
ment saving or increased savings in general. 

If the objective is increased savings in general, the question to 
be asked then regards the degree to which individuals are likely to 
utilize the newly created vehicle, and this then feeds into the ques- 
tion of whether it would generate additional savings. The longer 
the investment horizon of an individual, the more attractive will be 
saving through an ADSA. 

For example, an individual in the 28 percent tax bracket saving 
$2,000 a year for 5 years, say, toward a downpayment on a first 
home, would have $600 more in an ADSA than if he saved on a 
non-tax-deferred basis; I am assuming a rate of return of 6 percent 
annually. However, given that the ADSA account cannot have a 
balance that falls below $1,000 with a distribution, he would actu- 
ally have $400 more at his disposal by saving outside the ADSA. 

Take the same individual now saving at the same rate for 18 
years instead of 5, say, in this case, for a child’s education. He 
would have $65,500 in the ADSA, compared with $55,100 by saving 
on a non-tax-deferred basis. Given the above, it is not clear how ad- 
vantageous someone with a relatively short savings horizon would 
actually find such a savings vehicle. But an investor with a longer 
saving horizon is likely to find it very attractive. 

If, on the other hand, the objective is increased savings for the 
purpose of retirement income, the proposal does increase the incen- 
tive to save for retirement through an IRA-type of vehicle by allow- 
ing the individual access to the money before retirement should it 
be needed for qualified purposes. 

Over 90 percent of those eligible to utilize a tax-deferred IRA 
choose not to do so. It is often speculated that this is due to a lack 
of money and a reluctance to put savings in a vehicle where it is 
beyond one’s reach without significant tax penalty should it be 
needed before retirement. The ADSA proposal would ease such con- 
cerns by allowing access to the money after 5 years for first-time 
home purchase, education expenses or medical expenses. This 
should result in increased IRA participation through ADSAs. But 
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again, the question is by how much, mven that the money is locked 
up for 5 years and then only accessible for certain purposes. 

Finally, the ADSA proposal would allow individuals with an ex- 
isting IRA to roll over their IRA into an ADSA. Income tax would 
be paid on the rollover amount at the time of rollover, the future 
earnings would accrue tax free and any distribution would not be 
taxed if used for a qualified purpose. Such rollovers would be per- 
mitted whether the source of the IRA money was regular tax- 
deductible contributions, or the rollover of a lump sum distribution 
from an employment-based retirement plan such as a 401(k). This 
means that literally hundreds of billions of dollars in retirement 
savings would be eligible for rollover into ADSAs. 

Over the period 1977 to 1992, almost 120 million tax filers 
claimed a deduction for IRA contributions and the amount claimed 
was over $252 billion. IRA rollovers are even more significant. In 
the 4-year period, 1987 through 1990 alone, there were over 11 mil- 
lion rollovers totaling $220 billion. 

For some individuals, the tax gain from such a rollover would 
create a strong incentive to take advantage of the opportunity. 
However, none of the money rolled over would represent new addi- 
tions to savings; it would all merely be a shift of existing savings 
from IRAs to ADSAs. These rollovers would generate tax revenue 
for the government at the time of a rollover, hut would mean less 
tax revenue in the future. 

Under the proposal, significant sums of money that have been ac- 
cumulated in a tax-deferred vehicle earmarked for retirement 
would become available for other purposes. This would represent a 
dramatic change in policy objectives which should be recognized 
and understood in evaluating the proposal. 

Thank you. 

[The prepared statement follows:] 
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STATEMENT OF PAUL J. YAKOBOSKI 
RESEARCH ASSOCIATE 
EMPLOYEE BENEFIT RESEARCH INSTITUTE 
BEFORE THE COMMITTEE ON WAYS AND MEANS 
U.S. HOUSE OF REPRESENTATIVES 
JANUARY 31. 1995 

1 am pleased to appear before you this morning to discuss the proposal for 
creating American Dream Savings Accounts (ADSAs) found in H.R. 6. My name 
is Paul Yakoboski. I am a research associate at the Employee Benefit Research 
Institute (EBRD, a nonprofit, nonpartisan, public policy research organization 
based in Washington, EK!. 

EBRl has been committed, since its founding in 1978, to the accurate statistical 
analysis of economic security issues. Through our research we strive to 
contribute to the formulation of effective and responsible health, welfare, and 
retirement policies. Consistent with our mission, we do not lobby or advocate 
specific policy solutions. 

The American Dream Savings Account proposal creates a new type of tax- 
preferred saving vehicle for individuals. As proposed, an ADSA is a less 
restrictive type of individual retirement account (IRA).^ Anyone may make a 
contribution of $2,000 annually, irrespective of income or pension 
participation status. The contribution is with after tax dollars, but investment 
earnings accrue tax free subject to conditions. All distributions from such an 
account are tax exempt if they occur at or after age 59 1/2 or the account has 
been open for at least five years and the distribution is used for first time 
home purchase, education expenses, or medical expenses.^-^ Furthermore, 
money in an existing IRA (whether the result of regular tax deductible 
contributions or of the rollover of a lump-sum distribution from an 
employment-based plan such as a 401(k)) would be eligible for rollover into an 
ADSA.^ Income tax would be paid on the rollover amount at the time of 
rollover, but future earnings would accrue tax free and any distribution would 
not be taxed if qualified as outlined above. 

While this proposal creates a new option for individuals to utilize in saving, 
both for retirement and other designated purposes, I would like to raise a few 
issues for consideration by the committee. One is the implication of such a 
saving vehicle for retirement income security, and more fundamentally 
whether the objective of ADSAs is increased retirement saving or increased 
saving in general? 

Assuming for the moment an objective of Increased saving in general, a 
question to be asked then regards the degree to which individuals are likely to 
utilize the newly created vehicle and this feeds into the question of whether it 
would generate additional saving. If an individual were to save $2,000 a year 
for five years on a nontax preferred basis, say toward the down payment on a 
first home, he would have SI 1,400 (assuming a 6 percent rate of return and a 

2 8 percent tax bracket), If the same saving was done through an ADSA, the 
individual would have $12,000 at the end of five years in his account, a gain of 
$600. The question then is whether such gam is sufficient incentive for 
individuals to tie up their money in an ADSA? If the money is needed before 
five years, it would be inaccessible without lax penalty. In addition, the 
individual could actually withdraw only $11 .000 from the ADSA since the 
account balance is not allowed to fall below $1,000 with a withdrawal. ^ 
Therefore, more money that can actually be used toward a down payment 
would be available by saving outside the ADSA ($1 1.400) than w’ichin the ADSA 
($11 ,000) in this instance. 

However, with a longer investment horizon, such as one may have w’hen 
saving for a child's college education, the financial advantage of saving 
through an ADSA would increase. Assume an individual again saves $2,000 per 
year, only now he saves this amount for 18 years. (Again, he is in the 28 
percent tax bracket and earns a rate of return of 6 percent.) In this instance, 
the individual would have $65,500 in the ADSA after 18 years, compared with 
S 5 5 , 1 00 by saving on a non tax-preferred basis. The advantage of such a 
saving vehicle becomes more pronounced as the time horizon of the investor 
increases. Given the above, it is not clear how advantageous someone with a 
relatively short saving horizon would actually find such a saving vehicle, but 
an investor with a longer saving horizon is likely to find it very attractive. 
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Now, instead assume an objeaive of increased saving for the purpose of 
retirement income in the future. The proposal does increase the incentive to 
save for retirement through an IRA-type of vehicle by allowing the individual 
access to money before retirement should it be needed for qualified purposes. 

In 1993, among the 53.6 million dvilian workers not participating in any type 
of employment-based retirement plan, only 6.3 percent repotted having 
contributed to an IRA in the previous year. Therefore, 94 percent of those 
eligible to utilize a tax-deferred IRA choose not to do so. It Is often speculated 
that this is due to a lack of money on the part of lower income workers, but 
these results hold across different levels of income. Only 2 percent of those 
eligible for a tax deductible contribution in the lowest earning bracket (under 
$5,000 annually) contributed to an IRA. While the contribution rate among 
eligible higher earners is greater, the vast majority still do not participate. 
Seventy-six percent of those with earnings of $50,000 or more and not 
participating in an employment-based plan did not contribute to an (RA. 

An additional reason hypothesized for low participation rates among those 
eligible is that individuals, espyecially lower income individuals, are reluctant 
to put their saving in a vehicle where it is beyond their reach (without 
significant tax penalty) should they need it before retirement age. The ADSA 
proposal would ease such concerns by allowing access to the money after five 
years for first time home purchase, education expenses, or medical expenses. 
This should result in increased IRA participation through ADSAs, but again the 
question is by how much? This is very hard to predict with precision. Again, 
the fact that individuals are only allowed to withdraw money without tax 
penalty under a limited number of circumstances, and then only after five 
years, may still discourage these types of individuals (current eligibles 
choosing not to participate) from participating in an ADSA. 

Any worker is currently allowed to make an after-tax contribution of up to 
$2,000 to an IRA as now structured. Earnings accumulate tax deferred and 
income tax is not paid on them until distribution. While hard data on the use of 
iRAs on an after-tax basis are tacking, it seems that such behavior is relatively 
rare. The existence of ADSAs would create an increased incentive for such 
saving as the mechanics are essentially the same with the added bonus that the 
earnings are not taxed, even at distribution (and there is also the availability 
to withdraw the money before age 59 1/2 for qualified reasons). 

Finally, the ADSA proposal would allow individuals with an existing IRA to roll 
over their IRA into an ADSA. Income tax would be paid on the rollover amount 
at the time of rollover, but future earnings would accrue tax free and any 
distribution would not be taxed if qualified as outlined above, (it is not clear 
how the rollover of IRAs consisting of after-tax contributions would be treated 
for tax purposes.) Such a rollover would be permitted no matter what the 
source of the IRA money, whether the result of regular tax-deductible 
contributions or of a rollover of a lump-sum distribution from an 
employment-based retirement plan such as a 40l(k). This means that literally 
hundreds of billions of dollars in "retirement sarings" would be eligible for 
rollover into ADSAs. Over the period 1977-1992, almost 1 19 million tax filers 
claimed a deduction for IRA contributions and the amount claimed for 
deduction was over $252 billion. Rollover contributions to IRAs are even more 
significant in terms of dollars. In the 4-year period of 1987-1990 alone, 11.2 
million rollover contributions were made to IRAs, totaling $220 billion. 

For some individuals, the tax gain from such a rollover would create a strong 
incentive to take advantage of the opportunity. Among those with such an 
incentive would be individuals who already planned to tap into the IRA in the 
future for one of the qualifying reasons, for example, a parent who planned to 
access some of their account in 10 years to finance a child's education. By 
rolling over into an ADSA, they would avoid the 10 percent penalty tax at the 
point they took money out for the education expenses. 

IRA participants must commence benefit payments by April 1 of the calendar 
year following the calendar year In which they reach age 70 1 /2. The penalty 
for failure to make a required distribution of (at least) the correct amount is a 
nondeduaible excise tax of 50 percent of the difference between the minimum 
required amount and the actual distribution.^ An individual who did not want 
the money till a later age would find it to his advantage to roll the money into 
an ADSA where it would grow tax free (after payment of income lax at the time 
of rollover) till the time of distribution. There would be no penalty for funds 
left in the account after age 70 1/2. This is better than taking a distribution at 
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age 70 1/2, paying income tax on it, and then investing It on a non tax 
sheltered basis till the money is needed. 

There is currently an excise tax of 15 percent on any income from tax- 
preferred retirement plans combined in excess of 5150,000 annually (indexed 
for inflation). Individuals expecting to be impacted by this excise tax would 
have the incentive to roll any IRA funds into an ADSA. They could then make 
withdrawals from the ADSA at their discretion so as to not incur the excise tax 
on this amount. 

Beyond these three scenarios, the advantage of a rollover depends upon what 
one anticipates happening to their tax rate between now and retirement age. 

If one expects to be in a lower tax bracket in retirement, then one would be 
better off leaving the funds in the existing IRA If, however, one anticipates 
tax rates increasing over time, then it would make sense to roll over into an 
ADSA. 

None of the money rolled over would represent new additions to saving. It 
would all merely be a shift of existing saving from IRAs to ADSAs. These 
rollovers would generate tax revenue for the government at the time of 
rollover but would mean less tax revenue in the future. Such a shift would 
have potentially noteworthy implications for retirement income security. 

After five years, such money would be available tax free for the qualifying 
purpo.ses. To the extent that such withdrawals occurred, it would be at the 
price of future retirement income. This represents a dramatic shift of policy 
objective away from saving for retirement income security to saving in 
general. Under the proposal, significant sums of money that had been 
accumulated in tax-preferred vehicles earmarked for retirement income 
would be made available for other purposes. It can be argued that some of the 
spending, such as a home purchase or additional education for the owner, 
would enhance retirement income securiry; however, the shift in emphasis 
from retirement saving to generic saving remains important because of the 
potentially dramatic implications for retirement income in the future. 

Conclusion 

The American Dream Savings Account proposal creates a new type of tax- 
preferred saving vehicle for individuals. As proposed, an ADSA Is a less 
re.sirictive type of individual retirement account (IRA). The longer an 
individual's investment horizon, the more attractive will be saving through an 
ADSA. In addition, individuals eligible to make tax-deductible IRA 
contributions, but who have not done so in the past, may find the ADSA option 
attractive since it allows access without tax penalty to the savings before 
retirement if the money is used for a qualifying reason (first time home 
purchase, education expenses, and medical expenses). Finally, the ADSA 
proposal would allow individuals with an existing IRA to roll over their IRA 
into an ADSA, meaning that literally hundreds of billions of dollars in 
"retirement savings" would be eligible for rollover into ADSAs. This * 
represents a dramatic shift of policy objective away from saving for 
retirement income security to saving in general, with potentially dramatic 
implications for retirement income in the future. 



1 Under current law individuals who are not active participants in a qualified 
employment-based retirement plan can make fully tax-deductible 
contributions up to a $2,000 maximum per year to an individual retirement 
account (IRA). Individuals who are active participants or whose spouse is an 
aaive participant in a qualified employment-based plan and whose adjusted 
gross income <AGI) does not exceed $25,000 (single taxpayers) or $40,000 
(married taxpayers filing jointly) may make a fully deduaible IRA 
contribution. Individuals who are active participants or whose spouse is an 
active participant in a qualified employment-based plan and whose AGI falls 
between $25, OCX) and $35,000 (single taxpayers) and between $40,000 and 
$50,000 (married taxpayers filing jointly) may make a fully deductible IRA 
contribution of less than $2,000 and a nondeductible IRA contribution for the 
balance, as follows. The $2,000 maximum deductible deduction is reduced by $1 
for each $5 of income between the AGI limits. Individuals who are active 
participants or whose spouse is an active participant in a qualified 
employment-based plan and whose AGI is at least $35,000 (single taxpayers) or 
at least $50,000 (married taxpayers filing jointly) may only make 
nondeductible IRA contributions of up to $2,000; earnings on the 
nondedunible contribution are tax deferred until distributed to the IRA 
holder. IRAs can also be established as rollover vehicles for lump-sum 
distributions from employment-based pension plans or other IRAs. 

^Distributions from an ADSA would also be tax exempt in the event of the death 
or disability of the account owner. 

^Distributions from IRAs are taxed as ordinary income in the year received, 
except for the portion of the total IRA distribution that is attributable to 
nondeductible contributions, which are excludable from gross income. 

Taxable distributions prior to age 59 1/2 are subject to a 10 percent penalty tax, 
unless they are taken as part of a series of equal payments made for the life 
(or life expenancy) of such employee and his or her beneficiary, or the IRA 
owner dies or becomes disabled. 

“*11 is not clear how the rollover of IRAs consisting of after tax contributions 
would be treated for tax purposes. 

5h.R. 6 stipulates that for a distribution to be a "quaJified special purpose 
distribution," it shall not include any payment or distribution to the extent 
such payment or distribution reduces the balance of the amounts in 
ADS accounts of the taxpayer below $1,000. 

^The minimum amount that must be paid each year is determined by dividing 
the account balance by the applicable life expectancy. The applicable life 
expectancy is the life expectancy of the employee, or the joint life 
expectancies of the employee and the employee's designated beneficiary, if 
any. The life expectancy of Che employee and/or the employee's spouse can be 
recalculated annually; however, the life expectancy of a beneficiary other 
than a spouse cannot be recalculated. 
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Chairman Archer [presiding]. Thank you very much, Mr. 
Yakoboski. 

Mr. Mehos. 

STATEMENT OF MANUEL J. MEHOS, CHAIRMAN, CHIEF 

EXECUTIVE OFFICER AND PRESIDENT, COASTAL BANC 

SAVINGS ASSOCIATION, HOUSTON, TEX., ON BEHALF OF 

SAVINGS & COMMUNITY BANKERS OF AMERICA, 

WASHINGTON, D.C. 

Mr. Mehos. Thank you, Mr. Chairman. 

My name is Manuel J. Mehos; I am chairman of the Coastal 
Banc Savings Association of Houston, Tex. I am testifying today on 
behalf of a national trade association representing more than 2,200 
community financial institutions whose members focus on provid- 
ing real estate, finance and community financial services. Until 
yesterday, the name of my trade association was the Savings & 
Community Bankers of America. Yesterday, our board of directors 
voted to change the name of the association to America’s Commu- 
nity Bankers to better reflect our emphasis on community banking. 

Thank you for this opportunity to appear today in support of the 
American dream savings account and the need to expand the abil- 
ity of Americans to save for their own retirement. We commend 
you, Mr. Chairman, and the other members of the committee for 
working to provide incentives for Americans to increase their sav- 
ings. 

In addition to encouraging retirement saving, the American 
dream savings account would also make it easier for Americans to 
save for their first homes, pay educational and medical expenses, 
and purchase long-term care insurance. The members of America’s 
Community Bankers are focused on home mortgage lending, and 
we strongly support all efforts to make housing more affordable. 
But we 'oelieve that more needs to be done to encourage retirement 
savings. 

America’s low level of saving contributes to a chronic budget defi- 
cit that requires foreign capital to finance. The low level of retire- 
ment saving by the baby boom generation has put them on a colli- 
sion course with their own retirement needs. The retirement needs 
of the baby boomers will be even greater than those of the current 
generation of retirees, because their life expectancies may be great- 
er and because their Social Security benefits will very likely have 
to be reduced. 

It now appears that the Social Security Trust Fund will have in- 
sufficient funds when the baby boom generation retires to maintain 
the current level of benefits without increasing taxes. We believe 
that one of the best vehicles ever created to increase individual re- 
tirement saving is the deductible IRA. We disagree with those who 
say that participants in deductible IRAs just shift assets from tax- 
able accounts to their IRAs. There is a wealth of significant analy- 
sis proving that IRAs significantly increased saving during the 
early eighties, when their availability was expanded. 

We respectfully request that the committee consider expanding 
the American dream savings account to include a deductible IRA 
feature that would be available to all workers and their spouses. 
We strongly support the Savings and Investment Incentive Act of 
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1995, just introduced by Con^essmen Thomas and Neal of the 
committee, and the corresponding Senate bill introduced by Sen- 
ators Roth and Breaux. The Savings and Investment Incentive Act 
of 1995 includes a deductible IRA and additional features very 
similar to the American dream savings account. 

This morning, I listened to my esteemed Senator from Texas, 
Kay Bailey Hutchison, whom I strongly support. I believe home- 
makers’ daily duties and responsibilities are infinitely more dif- 
ficult than my own — that is a personal opinion — and they certainly 
should be treated the same as a wage earner. Therefore, I am con- 
fident that I speak for my colleagues when I say that we support 
Senators Bailey Hutchison’s and Mikulski’s bill, which allows equal 
IRA contributions for homemakers. 

We understand that enactment of a deductible IRA may require 
the Congress to come up with offsetting revenue in the form of tax 
increases and spending cuts — or spending cuts. The Congress is 
committed to cutting government spending already, and it would 
make sense to, in effect, use some of that saving to enact an ex- 
panded IRA. 

Reliable studies have shown that for every dollar of tax revenue 
given up in the form of an IRA deduction, a much larger amount 
of new savings is created. We think that the tradeoff is worth it 
for the long-term good of this country. IRAs are good for America 
and we hope that their availability and flexibility will be expanded. 

Thank you, Mr. Chairman, for permitting me to appear here 
today. I very much appreciate your efforts to increase savings and 
will be happy to answer any questions at the conclusion of the 
panel. 

[The prepared statement follows:] 
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TESTIMONY OF MANUEL J. MEHOS 
SAVINGS & COMMUNITY BANKERS OF AMERICA 

Mr. Chairman and members of the Committee, thank you for this <q>portunity to 
appear today. My name is Manuel J. Mehos, and I am the Chairman, President, and 
Chief Executive Officer of the Coastal Banc Savings Association in Houston, Texas. 1 
am here today testily on behalf of Savings & Community Bankers of America 
(SCBA), of which Coastal Banc Savings is a member. SCBA is a national trade 
association representing an industry of more than 2,200 savings and community 
financial institutions with more than 16,000 offices, 285,000 employees and nearly $1 
trillion in assets. Its members focus on providing teal estate finance and community 
financial services. 

Mr. Chairman, SCBA commends you and other Members of Congress for advancing 
a proposal that would encourage saving by Americans — The 'American Dream 
Savings Account." The American Dream Savings Account would, if enacted, help 
and encourage Americans to save for those events that, next to retirement, are the 
most expensive they will face -- the purchase of a first home, a family’s higher 
educ^on expenses, and medical expenses, including purchases of long-term care 
insurance. 

The ADSA could be set up in addition to an Individual Retirement Account and, 
although contributions could only be made with after-tax dollars ("back-loaded"), the 
earnings on the account would be tax-free. The annual contribution limit would be the 
lesser of $2,000 or the participant’s annual compensation. Unlike a regular IRA, the 
compensation of married couples could be aggregated to permit a $4,000 contribution 
by the couple, even though only one partner worked, and the annual contribution limit 
would be adjusted annually for inflation. The IRA rule that requires contributions to 
cease and distributions to commence at age 59 1/2 would not apply and contributions 
could be made after 70 1/2. No penalty would apply to ADSA amounts withdrawn 
after five years for any of the three nonretirement expenses mentioned previously. 
Individuals would have a one-time opportunity to convert their IRAs to ADSAs and 
spread the income tax due on the amount transferred over four years. 

The savings institutions industry, the primary function of which is lending to 
homebuyers, strongly supports the creation of a savings vehicle that will bring home 
ownership within reach for more Americans. Using IRA funds for this purpose 
merely converts one type of long-term investment into another. 

The other goals of the ADSA are likewise worthwhile. Only by making higher 
education affordable for more Americans can we compete successfully in a global 
economy. Permitting Americans to use their savings without bring subject to a tax 
penalty in the event of serious illness is also sensible. 

Hie greatest threat to our future competitiveness and prosperity is our low rate of 
accumulation of financial assets for long-term retirement savings. The dramatic 
decline in discretionary private savings has been widely reported and analyzed. ' The 
American people are not saving adequately, in general, and, in particular, their 


' The U.S. 'personal savings rate' dropped from 5.6X during 1981-S (the period of expanded 
IRA availability) to 3.4% during 1986-94 (D^arunent of Commerce Bureau of Economic Analysis, 
National Income Accounts. Update pr^ed by the American Council for Cm ital Formatinn Center 
for Policy Research. Deceffib« 1994). Accoeding to the Congressional Budget Office, the 'national 
savings rate' dropped from 3% during the period 1981-93 to 1.7% in 1993 (statement of Senator 
William Roth, Congessional Record. January 4, 1995). 
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retirement savings relative to their retirement needs are woefully inadequate.^ 
Contractual savings in the form of employer-sponsored plans, which have long been a 
growing and dominant feature of our total savings, cannot be expected to HU all our 
future needs. The insufficiency of individual retirement saving is being accompanied 
by the steady elimination or radical restructuring of traditional, private sector 
employer pension plans. Moreover, when the “baby-boom generation" retires, its 
members cannot count on as generous a level of inflation-adjusted Social Security 
payments as received by current retirees. At that time, the then-current work force 
may very likely be unable and/or unwilling to pay taxes at the level required to make 
good on the vast unfunded liabilities bequeathed to them in the form of Social 
Security, Medicare, and federal pension benefits owed to the baby boomers. 

The savings goals of the ADSA are commendable, but more needs to be done. The 
critical lack of retirement savings in this country must also be considered when 
evaluating the merits of tax-advantaged savings plans for individuals. It is the view of 
SCBA that the tax-deductible Individual Retirement Account is one of the most 
effective means ever devised of encouraging individual retirement saving. IRAs were 
created in 1974 for workers who were not participants in employer-sponsored 
retirement plans. The Economic Recovery Tax Act of 1981 made it possible for any 
wage earner to establish an IRA and increased the limit on deductible annual 
contributions from $1,500 to $2,000 ($4,000 where both spouses worked and $2,250 
where only one did). 

The Tax Reform Act of 1986 limited the deductibility of the $2,0(X) contributions 
where the individual or spouse is a participant in an employer’s plan. The deduction 
is phased out for such individuals who have adjusted gross income from $25,0(X) up to 
$35,000 (between $40,000 and $50,000 for married individuals). Amounts withdrawn 
from an IRA before age 59 1/2 are subject to a 10 percent premature distribution 
penalty, unless the distribution is due to death, disability, or in the form of an aimuity. 


SCBA maintains that when the Tax Reform Act of 1986 reduced availability of IRAs, 
a very important incentive for retirement saving was elintinated, one that had a 
significant impact on long-term capital formation. It is our position that enactment of 
S.12, the “Super IRA," more commonly referred to as the "Roth-Breaux IRA," would 
be the best possible way to increase long-term retirement saving, while providing 
considerable flexibility to participants. 

The Roth-Breaux IRA combines both the traditional IRA and a short-term savings 
vehicle called an “IRA Plus' Account, which accepts after-tax contributions and 
permits them and their earnings to be withdrawn penalty-and-tax-free after five years. 
Both the regular IRA feature and the IRA Plus Account permit withdrawals: to buy a 
home; pay education expenses; pay catastrophic health care costs; or to meet eiqtenses 
during a period of long-term unemployment. Conversions from IRAs to IRA Plus 
Accounts will be permitted without penalty and, if the conversion is made before 
1997, the income tax owed may be spread over four years. 

SCBA strongly recommends that the Congress enact the Roth-Breaux Super IRA as 
the best possible means to increase the nation’s long-term savings. There is no 
question that from 1981 through 1986 - the period of existence of the universal IRA 
~ the savings rate of this country significantly increased. It is the strongly-held belief 


^ See, e.g.. Is Hie Baby Boom Generation Preparing Adequately For Retirement? Report 
prepared by B. Douglas Bemheim, Ph.D., (Princeton University), January 15, 1993, Sponsored by 
Me^l Lyncb & Co., Inc. 
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of our members, based on their own experiences, that the expansion of the availability 
of IRAs caused this increase in saving. 

Nevertheless, an argument often made is that the availability of deductible IRAs 
results principally in a shift of existing savings from the taxable accounts of the 
participant. Chairman Alan Greenspan, in his testimony before the Finance 
Committee on the predecessor of the Roth-Breaux Super IRA — the Roth-Bentsen 
Super IRA, S.612 — noted that the many analysts believed that during the 1982-86 
IRA experience "little, if any, of the money flowing into the accounts represented new 
saving — a perception that undoubtedly contributed to the scaling back of IRAs as part 
of tax reform in 1986." He continued, however. 

Since then, many new data have become available, and several studies of the 
IRA experience have been carried out. These studies provide a wealth of 
information, but again, the results are inconclusive. Some essentially confirm 
the "conventional wisdom" that IRAs involved primarily a shifting of saving 
from one pile to another, without much effect on the total. But others suggest 
that IRAs provided a substantial boost to overall saving and that their 
effectiveness would have grown over time as people exhausted their 
opportunities to shuffle existing assets.’ 

We find the latter group of studies far more compelling based on their consistency 
with the experience of our member financial institutions. The individual authors 
reached their conclusions - that IRAs do stimulate new saving — by means of a 
variety of analytical techniques, not the least important of which appears to be 
common sense.* 

It is uncertain based on our experience with the currently available oack-loaded IRA 
whether the ADSA will be as effective at stimulating saving as a tax deductible IRA. 
Those of our customers who have lost eligibility to make deductible IRAs have, in 
general, shown relatively little interest in making the after-tax IRA contributions, 
despite the opportunity to defer tax on the earnings of the account. Professor Steven 
F. Vend, in his testimony before the Senate Finance Committee on December 7, 

1994, speculated that a combination of tax deduction psychology and institutional 
promotion may have helped to make deductible IRAs so popular when they were 
available to all workers. 

Obviously, there has been a significant reduction in IRA advertising since 1987. The 
sense of our members, however, is that ability to actually see a reduction in tax 
liability on their tax returns created an even more powerful psychological impetus in 
favor of IRA participation among our customers. The fact that the ADSA cannot tap 
into this psychology will make it less attractive than a regular IRA, although the fact 
that an ADSA’s funds are not "locked-up" by the IRA premature distribution rules 
will to some extent create a countervailing psychologic^ effect. The ADSA, quite 
obviously in our view, will not be as effective as the Roth-Breaux Super IRA in 


’ Testimony of Alan Greenspan, Chairman, Board of Govemois of the Federal Reserve System, 
before the Committee on Finance, U.S. Senate, May 16, 1991. 

" See, e.g.. Testimony of Steven F. Venti, Professor of Economics, Dartmouth College, to the 
Senate Finance Subcommittee on Deficits, Debt Management, and Long-Term Growth, Decmber 7, 
1994; Testimony of Richard H. Thaler, Professor of Economics, Cornell University, to the Senate 
Finance Subcommittee on Deficits, Debt Management, and Long-Term Growth, December 7, 1994; 
Stephen F. Venti and David A. Wise, The Evidence on IRAs . Tax Notes . January 25, 1988, at p. 
411; Martin Feldstein, The Effects of Tax-Ba.<ied Savincs Inc entives on Government Revenue and 
National Savine . National Bureau of Economic Researd), Working Paper No. 4021, March 1992. 
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stimulating long-tenn saving. 

The Super IRA, however, may well be 'scored,* as costing considerably more in 
anticipated lost revenue than the AOSA under the current Congressional budget 
procedures. Thus, the Super IRA may be politically less feasible. Nevertheless, the 
impact of a budgetary evaluation that occasionally appears artificial should not prevent 
us from considering other views of the economic impact of deductible IRAs. Quite 
simply, because the increase in personal savings significantly exceeds the resulting 
decline in tax revenues, in our view, the Super IRA is worth doing. Professors 
Steven F. Vend of Dartmouth College and David A. Wise of Harvard University, for 
example, have concluded that each marginal dollar of deductible IRA contribution is 
financed by a more than 50 cent reduction in consumption, a 20 to 30 cent reduction 
in taxes, and a reduction of other savings of 20 cents or less.’ 

We completely concur with the views of Harvard Professor Lawrence H. Summers, 
now on leave as U.S. Treasury Undersecretary for International Affairs: 

The weight of the available evidence suggests that IRAs generated a significant 
amount of saving that would otherwise not have taken place. If [deductible] 
IRAs were reinstated under current law, the government would lose about 
twenty-five cents for each one dollar of contribution. If more than one-fourth 
of the money contributed to IRAs represents new saving, IRAs will increase 
private saving by more than their revenue cost. If this condition is met, the 
case for reinstating IRAs is clear. Even if it is not, there is still a strong case 
for saving incentives given that the restoration of IRAs would be likely to come 
at the expense of other tax breaks rather than at the expense of larger deficits.’ 


The last sentence of Undersecretary Summer’s statement makes a point that is 
applicable in the context of an analysis limited by Congressional budgetary 
procedures. Assuming the data does show that the increase in invested capital created 
by deductible IRA contributions would be significantly greater than the resulting 
decrease in tax revenue, this would be, in our view, a compelling reason for 
reinstating deductible IRAs. In any case, the constraint imposed by Congressional 
budgetary procedures would compound the benefit of enacting deductible IRA 
legislation. If deductible IRA legislation were enacted with the loss of tax revenue 
being of^t by corresponding cuts in federal spending, a very powerful means of 
increasing the supply of domestic funds available for investment would be created. 

At the very least, we would advocate the untrammelled availability of deductible IRA 
contributions for those employees who are participants in a defined benefit plan but 
who have not yet reached the vesting threshold for those benefits. Under current 
rules, it is possible for a worker, who is continuously employed and a participant in 
defined-benefit pension plans at every employer, to never qualify for a dollar’s worth 
of defined benefits if be or she switches jobs every three years. The availability of an 
unrestricted IRA would so something to fill that gap. 

In summary, we are very appreciative of the c^iportunity for increasing saving, both 
for retirement and certain worthwhile expenditures, represented by the proposed 


’ See Stephen F. Vend and David A. Wise, The Evidence on DtAs . Tax Notes . January 25, 
1988, at p. 415. 

‘ Lawrence H. Summers, .Siimularine Personal .Savings in The U.S. Sav ings Challenge: Policy 
Options for Productivity and Growth . Edited by Charles E. Walker, Mark A. Bloomfield, and Margo 
Thoming (Boulder, Colorado: Westview Press, 1990), at p. 170. 
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American Dream Savings Account and we stron^y urge the Congress to pass this 
important part of the Contract With America. As we have said, however, more needs 
to be done to address the critical lack of retirement saving and investment in America. 
That is why we urge the Committee to consider blopting, as an expansion of the 
concept of the American Dream Savings Account, the additional provisions of S. 12, 
the Roth-Breaux Super IRA. I would be pleased to answer any questions. 

Thank you. 
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Mr. Thomas [presiding]. Thank you, Mr. Mehos. 

The Chair would note, a former member of the committee, the 
Governor of Tennessee, who is with us. 

Mr. Sawyer, you may continue. 

STATEMENT OF JAMES E. “TOM” SAWYER, CHAIRMAN OF THE 

BOARD, AMERICAN ASSOCIATION OF ENGINEERING 

SOCIETIES, WASHINGTON, D.C.; AND SENIOR VICE 

PRESIDENT, GREINER, INC., TAMPA, FLA. 

Mr. Sawyer. Mr. Chairman, my name is Tom Sawyer. I am from 
Tampa, Fla., where I have practiced civil engineering for 40 years. 
I am here to represent the Engineers’ Public Policy Council of the 
American Association of Engineering Societies. Our organization 
represents 800,000 professional engineers and 28 engineering soci- 
eties, and our policy regarding pensions has been developed by the 
Engineers and Scientists Joint Committee on Pensions, which has 
32 societies as its membership. 

We are concerned about our members and about those that prac- 
tice our profession, and that is the reason I am here to testify. We 
are concerned that we want them to be able to continue to contrib- 
ute to the quality of life of my grandchildren and yours and, some- 
time, wind up with an economically secure future upon retirement. 

Many engineers started work in their profession with a concept 
of lifelong employment. I have worked for one firm for 39 years; 
that will never happen again. Engineers are globally competitive; 
we have to go where the technology is needed and where it is re- 
quired. There are frequent job changes. 

There is considerable spotty unemployment in the various profes- 
sions of engineering, particularly when the focus changes from 
space to infrastructure and so forth, and it is increasingly difficult 
for engineers to save for their future. And yet we are all contribut- 
ing to the technology that makes the information highway possible, 
improves the quality of life. 

I am testifying on behalf of the proposed American dream sav- 
ings account for several reasons. First of all, it would permit indi- 
viduals to make a $2,000 contribution, after they have paid taxes. 
But second, it would recognize that my wife, who is a homemaker, 
elected that as a career, is equal in importance to me and gets her 
$2,000 advantage. 

We think that it is a good idea for the amounts in the ADSA to 
be available for retirement, or for a first-home purchase, or for 
postsecondary educational and medical expenses, but we hope that 
you will include provisions that will regard this preretirement ex- 
penditure as a loan that could be repaid and preserve the advan- 
tages. 

There is an important feature of the ADSA that has some level 
of excitement, and that is, it does not permit the government to 
benefit from the devaluation of currency. Many of us have saved 
all of our lives and have a lot more dollars now, but the dollars we 
put in were quite valuable and hard to come by and the ones we 
are getting back don’t buy very much. I think this is a poor con- 
cept, and I hope you will consider it as you deliberate amongst the 
options. 
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It is important for government to adopt policies that encourage 
individual responsibility, that encourage me to save for my future, 
my retirement. My mother saved very hard-earned dollars, and the 
government took them away from her because, when she got ready 
to go into a retirement home, the cost was an incredible amount 
to her. I think the ADSA would not cost the government over the 
life cycle of the government, because I think you would have fewer 
people in nursing homes on welfare and at government expense. 
My mother paid her last nursing home bill with her last dollar, but 
most of the people in the nursing home were there at my expense 
as a taxpayer. 

So I don’t think you need to look at this as revenue-neutral, be- 
cause I think you will get the money back. Let’s face it. When I 
leave this Earth, the government is going to get a whole lot more 
of my money than my grandchildren will anyway. You will get it 
one way or another. 

We do strongly support the flexibility of savings and savings op- 
tions. We certainly hope that as you consider the ADSA that you 
won’t modify the provisions of the 401(k)s, the IRAs, or other re- 
tirement plans. We are committed to you in enhancing the port- 
ability of retirement plans, and we encourage you to consider that 
the middle class deserves the incentive and the commitment to val- 
ued savings that this bill would provide. 

That concludes my testimony, and I would be glad to answer any 
questions. 

[The prepared statement and attachment follow;] 
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STATEMENT OF JAMES E. SAWYER 
AMERICAN ASSOCIATION OF ENGINEERING SOCIETIES 


Good afternoon, Mr. Chairman and Members of the Committee. 

On behalf of the Engineers' Public Policy Council of the American 
Association of Engineering Societies (AAES), I am pleased to have 
this opportunity to testify before you today on the American Dream 
Savings Account. My name is James E. Sawyer, and I am the Chairman 
of the Board of AAES. I am a senior vice president of Greiner, 
Inc., in Tampa, Florida. AAES is a multidisciplinary organization 
dedicated to coordinating the collective efforts of over 800,000 
members represented by 28 engineering and scientific societies to 
advance the knowledge, understanding and practice of engineering. 
(A list of AAES member societies is attached to our statement). 
AAES activities on retirement income issues are coordinated by the 
Engineers and Scientists Joint Committee on Pensions (ESJCP). 
ESJCP consists of 32 engineering and scientific professional 
societies. In the past, ESJCP has been active on issues such as 
pension portability and Individual Retirement Accounts (iras). 

Background 

AAES is committed to improving opportunities for engineers and 
other workers to earn retirement income that will enable them to 
remain economically secure at the conclusion of their working 
lives. As the 21st century approaches, demographic and economic 
changes are imposing severe strains on the nation's retirement 
income delivery system. For most workers, including engineers, 
career-long employment with one company is a thing of the past. 
The engineering community is on the cutting edge of advancements 
which are rapidly altering the global workplace. Engineers are 
already experiencing periodic unemployment, frequent job changes, 
and increasing reliance on part-time, temporary, or contract 
employment. These changes not only affect workers' current 
livelihood, but their future retirement income security as well. 
We are also concerned that declining rates of personal savings, 
including retirement savings, are having adverse affects on the 
availability of capital for productive investment in the national 
economy . 

AAES believes that access to retirement income plans is a 
fundamental economic problem that will reach crisis proportions 
within the next two to three decades if it is not addressed soon. 
In the twenty years since enactment of the Employee Retirement 
Income Security Act of 1974 (ERISA), the American economy has 
embarked on a period of extraordinary change. Technology, which 
produces untold benefits for society, is evolving at such a rapid 
pace that it has indirectly contributed to widespread corporate 
restructuring and downsizing at a time when other countries 
increasingly compete with the U.S. in the global marketplace. 


The end of the Cold War has brought massive defense downsizing. 

In today's unsettled environment, U.S. employers are transferring 
greater responsibility for retirement planning and saving to 
employees — but most workers are not preparing adequately for the 
future. Fewer than half of all workers have access to or are 
covered by employer-provided pension plans, and worker mobility 
reduces the value of these benefits for many of them. Few workers 
are saving enough on their own to ensure secure retirement, and 
changing demographics threaten the Social Security system. 

Over the next few decades, record numbers of people will be 
retiring as the post World War II generation reaches retirement 
age. A coherent national retirement income policy is needed to 
respond to this reality. 
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Americ^ in nmam Savings Account 

The proposed American Dream Savings (ADS) account could serve as a 
pillar of a national retirement income policy. Section 4 of 
H.R. 6, the American Dream Restoration Act would: 

* Permit individuals to make taxed contributions of up to $2,000 
a year ($4,000 for couples) to new ADS accounts, irrespective 
of personal income or pension status. Contribution limits 
would be indexed for inflation beginning in 1997 . 

* Provide that amounts held in ADS accounts for at least 5 years 
could be withdrawn (tax and penalty free) to pay for 
retirement, a first home purchase, post secondary educational 
expenses and medical expenses, including long-term care. 

* Provide that within 2 years of the enactment of the ADS, 
current IRA participants could cash out their current IRA and 
pay the tax due (tax liability could be spread over 4 years) 
on it without having to pay any penalty, provided the money is 
transferred to an ADS. The rollover could be made without 
regard to the $2000/$4000 limitation. 

It is important for federal, state, and local governments to work 
toward an environment which would enhance and encourage individual 
retirement income planning and savings. Individuals have a 

responsibility to save for their own retirement, and the ADS 

account would be a positive step in encouraging this action. The 
ADS account would provide an additional incentive to begin a 

personal savings account to provide for retirement income for 
workers who are not able to accumulate retirement benefits. The 
ADS account is, therefore, an effective expansion of current 

retirement income choices, and we commend the legislators who 
developed this proposal. 

We strongly recommend, however, that this account should not in any 
way supersede or replace any existing retirement savings options 
such as 401(k)s or IRAs. It should act as a supplement to other 
available means of savings for retirement and as an enhancement to 
an individual's options for retirement income. 

Additionally, while we recognize the options available within the 
ADS account for purposes such as saving for a first-time home 
purchase and the payment of higher education costs, we feel it is 
important to note that if an individual elects to use this account 
for retirement savings, withdrawals for other purposes should be 
made cautiously, and the individual should be encouraged to repay 
his or her own account. This could be accomplished through loans 
that one would repay to one's own account as is currently allowable 
under 401(k)s, in order to preserve retirement savings. 

Other Elements of a National Retirement Income Policy 

The establishment of ADS accounts would be a welcome addition to 
national retirement income policy. Other changes are necessary, 
however. AAES recently issued a statement on national retirement 
income policy to help alert the nation to the dimensions and 
magnitude of the impending crisis and to contribute to the 
development of effective solutions. In that statement, AAES calls 
upon business and industry; federal, state, and local governments; 
educational and financial institutions; labor organizations; 
professional and technical societies; and, other voluntary 
associations and concerned citizens to: 
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o Promote enactment of legislation to enhance and encourage 
retirement income planning and saving; 

o Create a coherent national retirement income policy to 

facilitate thorough analysis and effective resolution of 
related problems; and 

o Educate the public about retirement income needs and 

responsibilities . 

Legislative Action 

Recognizing the critical role of the federal government as a 
catalyst for change and a focal point for public debate about 
retirement income policy issues and the development of legislation 
needed to strengthen the nation's retirement income delivery system 
and increase savings needed for productive investments in the 
national economy, AAES calls upon the President and Congress to: 

o Improve employer-sponsored pension plans by encouraging 
employers in the private and public sectors to sponsor and 
adeguately fund pension plans for employees; reduce vesting 
requirements; guarantee portability of vested benefits when 
workers change jobs; and promote preservation of pension 
distributions for use in retirement. 

o Increase individual savings for retirement by encouraging more 
employers to provide employees with voluntary retirement 
savings plans and by increasing opportunities for individuals 
to contribute to tax-favored retirement savings arrangements, 
including Individual Retirement Accounts (IRAs), and Keogh 
plans for the self-employed. As an objective, rules governing 
IRAS should be modified to: (1) encourage more individuals to 
participate; and (2) increase the IRA deduction limit and 
adjust it annually for inflation. The proposed ADS account 
would be an effective servant of this objective. 

o Strengthen the Social Security system to ensure its continuing 
solvency and reliability as a source of income for retired 
workers and their families, for the survivors of deceased 
workers, and for disabled workers and their families. 

National Retirement Income Policy 

AAES urges the federal government to make a commitment to the 
retirement income security of the American people by developing a 
comprehensive national retirement income policy. The purpose of 
the policy would be to give high-level focus to this crucial issue. 
AAES envisions that such a policy would encompass both thorough 
analysis of these problems and a vigorous, fiscally responsible 
effort to resolve them. 

AAES does not recommend a new government-funded entitlement 
program. It sees government's role as that of a facilitator — 
developing consensus, cooperation, and appropriate incentives that 
will encourage employers to provide retirement savings 
opportunities and encourage individuals to save adequately for 
retirement. 

Sustained commitment and leadership are essential if the nation is 
to meet this challenge. One way of achieving the desired result is 
to establish a federal commission on retirement income policy to 
analyze trends in savings, propose incentives to increase savings, 
assess alternative financing arrangements, evaluate the feasibility 
of occupational retirement plans, and recommend actions to achieve 
the needed reforms. 
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Public Education 


We all must act now to assure the future ability of America's 
workers to remain economically secure in their retirement years. 
Government cannot do it alone. Meeting this challenge will also 
require the support of individual workers, their employers, and the 
voluntary organizations to which they belong. 

All individuals must be encouraged to plan and save for retirement. 
To this end, AAES and its member societies will educate engineers 
and others about the need to save for retirement and encourage them 
to make needed financial preparations throughout their working 
lives . 

Employers should be encouraged to provide retirement income savings 
opportunities for their employees. These options should be 
flexible and responsive to the changing needs and requirements of 
increasingly mobile workers. To this end, AAES encourages 
employers to adopt human resource strategies that will enhance the 
retirement income security of their workers . 

The issue of retirement income policy has crucial long-term 
ramifications for all Americans. AAES recognizes the importance of 
cooperative action to avert an impending retirement income crisis. 
It accords this issue a high priority, and will work to mobilize 
members in support of appropriate legislative and regulatory 
actions, and to involve concerned citizens in cooperative efforts 
to develop a coherent national retirement income policy and 
strengthen the nation's retirement income delivery system. 

In closing, we applaud the commitment of both the President and. 
Congressional leaders to help more individuals and families save 
for retirement by strengthening incentives to invest. Under the 
broad-based IRAs contained in H.R.6 and the President's Middle 
Class Bill of Rights, certain tax advantages would accrue to those 
Americans who avail themselves of the savings opportunities these 
proposals provide. 

Thank you for the opportunity to present our views to you. 
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AAES Member Societies 

American Academy of Environmental Engineers 
American Indian Science & Engineering Society 
American Institute of Chemical Engineers 
American Institute of Mining, Metallurgical and Petroleum Engineers 
American Institute of Plant Engineers 
American Nuclear Society 
American Society for Engineering Education 
American Society of Agricultural Engineers 
American Society of Civil Engineers 
American Society of Mechanical Engineers 
Institute of Electrical & Electronics Engineers 
National Institute of Ceramic Engineers 
National Society of Professional Engineers 
Optical Society of America 
Society of Fire Protection Engineers 
Society of Hispanic Professional Engineers 
Society of Women Engineers 

Advisor/Observer 

National Academy of Engineering 

AAES Associate Societies 

Association for International Practical Training 
Federation of Materials Societies 
INFORMS 

National Action Council for Minorities in Engineering 
NACE International 

National Council of Examiners for Engineering and Surveying 
Tau Beta Pi Association 

The American Society for Nondestructive Testing, Inc. 

AAES Regional Societies 

District of Columbia Council of Engineering & Architectural Societies 
Engineering Society of Detroit 
Washington Society of Engineers 
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Mr. Thomas. Thank you veiy much, Mr. Sa^er. 

Does any member of the majority wish to inquire? Any member 
of the minority? 

Mr. Jacobs. Thank you. 

Mr. Thomas. Let me just say briefly that one of the most frus- 
trating things about trying to analyze the IRA in any kind of a 
real-world situation — I believe, Mr. Mehos, you touched on it — is 
that frankly it was in effect for so short a time that the effect in 
the business of trying to educate people about an instrument avail- 
able to them and then having it taken away, does not give me a 
comfort level on anyone extrapolating from the time period when 
we saw it in effect to what could have happened to it and who may 
have made use of it. 

Mr. Yakoboski, you indicated that 90 percent of those eligible 
don’t do so. Do you have any evidence, even anecdotal, about the 
shortness of the time period, or the fact that people feel that they 
are a little more gun shy than they would be because of these stop- 
start offerings that government has made in terms of these kinds 
of proposals — any reaction at all? 

Mr. Yakoboski. I think it is fair to say that when the rules of 
the game are changed on a fairly regular basis that naturally the 
average person is confused; and as was raised earlier, maybe one 
of the reasons for low participation rates among those eligible, to 
make a tax-deferred contribution is potentially that they are not — 
they don’t know necessarily that they are eligible. 

On the other hand, the numbers I cited were those who do not 
have an employment-based plan and thus for whom an IRA was 
designed to provide a retirement plan and they are still not taking 
advantage of it. That ranges across the income spectrum, even 
among higher income individuals. 

Mr. Thomas. But are they aware that they could take advantage 
of the plan? Do you have any indication of how many of those who 
don’t — 10 percent do, 90 percent don’t, but what is the information 
and the knowledge level among the 90 percent about the oppor- 
tunity to do so? 

Mr. Yakoboski. I really don’t have any feel for that. 

Mr. Thomas. That is part of my problem. 

Mr. Yakoboski. It is fair to say that in the heyday of IRAs, they 
were very widely pushed and marketed by the financial institu- 
tions. 

Mr. Thomas. The heyday was kind of like a rocket, wasn’t it? It 
went up and came down. 

Mr. Mehos. 

Mr. Mehos. I can comment on that a little bit. My bank has 
branches in many rural areas, as well as metropolitan Houston, 
and we found that in the rural areas they are much more popular 
and much more a part of their every-year financial planning, the 
IRAs. And a lot of that is because the rural communities tend to 
be an older community and they learned to invest in the early 
eighties when that window was there. They became creatures of 
h^it in investing in an IRA. 

The younger people today, even the ones that qualify in the met- 
ropolitan areas, I don’t believe are really aware of it. They are 
aware of it, but they haven’t become creatures of habit yet. So we 
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found that it is infinitely more interesting in the older communities 
and in the rural communities where the older people are. 

Mr. Thomas. Well, we are going to keep looking for solutions to 
the savings rate problem, but I think most members believe there 
is no silver bullet. We also don’t want to continue programs that 
aren’t producing a response for the cost of the program. Between 
those two points, it is frustrating, because you can’t just have new 
plans be additive if the old plans aren’t worth their salt in what 
you hope to produce. We will continue to look at models. We have 
one in front of us that we believe has promise, and we appreciate 
your testimony, indicating that you think it does as well. 

Thank you very much. 

Now I would ask the last panel to come forward — ^Martin Jaffe, 
Joel Snyder, and W. Thomas Kelly. Please come forward. 

First of all, I want to thank the panel for its patience, and thank 
you, second, for your willingness to testify before us today. I will 
tell all of you that, without objection, your written testimony will 
be made a part of the record and that you have 5 minutes to pro- 
ceed as you see fit to inform the Ways and Means Committee. And 
again, I would start on my right and move to my left, Mr. Jaffe, 
you have 5 minutes. 

STATEMENT OF MARTEV JAFFE, CFP, CHIEF OPERATING 

OFFICER AND MANAGING DIRECTOR, WOOD, STRUTHERS & 

WINTHROP; AND PRESIDENT, INTERNATIONAL 

ASSOCIATION FOR FINANCIAL PLANNING, ATLANTA, GA. 

Mr. Jaffe. Thank you, Mr. Chairman and members of the com- 
mittee. I am Martin Jaffe, and I am the president of the Inter- 
national Association for Financial Planning. I am also chief operat- 
ing officer and managing director of the investment advisory and 
planning firm of Wood, Struthers & Winthrop, a subsidiary of Don- 
aldson, Lufkin & Jenrette. 

The lAFP is the oldest and largest financial planning organiza- 
tion. Our over 12,000 individual and institutional members are 
dedicated to the concept that objective advice developed through 
the financial planning process is the foundation for smart, effective 
decisionmaking. 

The financial planning process begins with a clear understanding 
of the client’s goals and culminates with a plan of action to achieve 
those goals. Our members use this process to help over 1.3 million 
families achieve their financial goals. 

The lAFP believes that public policy should enhance opportuni- 
ties for Americans to achieve their financial goals through their 
own initiative and prudence; and tax and economic policies should 
promote savings, investment, capital formation and a vigorous free 
enterprise system. 

In an lAFP commissioned nationwide survey recently conducted 
by the Wirthlin Group, nearly 60 percent of adults said they were 
concerned that they were not saving enough for their retirement. 
This is up sharply from 43 percent who experienced a similar con- 
cern just a few years earlier. And over 80 percent of adults want 
to retire before the traditional age of 65. This demonstrates our 
concern that many Americans have not taken the necessary steps 
to achieve their worthy financial goals. 
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We find that our clients are more knowledgeable and financially 
sophisticated than ever before, and they want to provide for their 
own well-being. Real incentives such as tax-deductible IRAs and 
the American dream savings account will work. 

Also, an increasing number of adult Americans today are in a 
“triple-squeeze” situation where they are trying to put away money 
for their children’s college, support their elderly parents, while at 
the same time trying to save for their own retirement. These Amer- 
icans need additional incentives for these important needs. Also, 
they must know that any savings incentives will be left intact and 
not changed every few years. It must be simple and predictable. 

This reminds me of the recently passed tax legislation that ex- 
cludes the interest earned on Series EE savings bonds when the 
proceeds are used to pay tuition for the taxpayer or his or her chil- 
dren. This exclusion is eliminated in stages when adjusted gross in- 
come exceeds $60,000 and completely eliminated when it exceeds 
$90,000. The problem and the provision that renders this exclusion 
impotent as an incentive is that an individual has to decide now, 
at the decision point of buying the EE bonds, what his income level 
will be 10, 15 and 20 years from now. We just think that Congress 
needs to keep those kinds of things out of legislation and let people 
understand what they are doing and the implications of it. 

During the last 10 years, the national savings rate has been cut 
in half. We believe that extended IRAs and the American dream 
savings account will encourage Americans to save more. 

My over 30 years’ experience as a financial planner indicates 
that for a number of wealthy Americans, contributions to IRAs and 
ADSAs will serve as a substitute for other investments; however, 
it is also my experience that a far greater number of middle-income 
Americans will utilize tax-advantaged IRAs and ADS accounts to 
make new investments of funds that might otherwise be consumed. 

Expanded IRAs and the ADS account will help middle-income 
Americans become homeowners, send their children to college, sup- 
port themselves in retirement, as well as be a buffer for unexpected 
health care costs. 

For these reasons, we support legislation to create more attrac- 
tive personal savings vehicles. Expanded tax-advantaged savings 
options, such as those contained in the American Dream Restora- 
tion Act, will greatly encourage our citizens to plan and to provide 
for their own financial future. We are particularly encouraged by 
the potential of the ADS account to provide citizens with a signifi- 
cantly better means of obtaining their intermediate as well as their 
long-term financial goals. In other words, we see a need for the 
ADS account for intermediate needs and the tax-deductible IRA for 
retirement needs. 

We also support the capital gains reforms proposed in title I, the 
Job Creation and Wage Enhancement Act, in the Contract With 
America. We believe that the 50-percent exclusion for long-term 
gains and inflation of assets will free up many assets currently fro- 
zen by the pending capital gains tax where investors who were suc- 
cessful with their prior investments would rather avoid a tax on 
these mature investments by waiting until their death. 
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In conclusion, we need to encourage increased savings and pro- 
mote capital formation and investment in the United States. En- 
hanced IRAs, the American dream savings account and reduced 
capital gains tax will contribute significantly toward these goals. 
We urge Congress to adopt legislation this year encouraging these 
savings and investment goals. 

Thank you. 

[The prepared statement and attachments follow:] 
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lurtla Jaffa, crp 
VraaidaBt 

Intarnational Msooiatloa for rinanolal Planning (ixrp) 
before the 
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regarding 

Baplngs and iBeeatnaat 

Tuesday, January 31, 1995 
Naahington, O.C. 


Nr. Chaiman and aenbers of the Coaaittee, ay naae is Kartin Jaffa, 
and I serve as the volunteer President of the International 
Association for Financial Planning (lAFP) . I aa also Chief 
Operating Officer and Managing Director of the invastaent advisory 
flm of Nood, Struthers k Mlnthrop, a division of Donaldson, Lufkin 
i Jenrette. Thank you for the opportunity to testify on savings 
and Invastaent Issues. 

lAFP is the oldest and largest financial planning organization in 
the nation. Me are dedicated to the idea that objective advice 
supports smart financial decisions. lAFP represents more than 
12,000 Individuals and institutions that believe the financial 
planning process is the foundation for effective decision-aaking. 
The financial planning process begins with a clear understanding of 
the client's goals and ends with a plan of action to achieve those 
goals. Our aenbers use this process to help over 1.3 Billion 
clients achieve a variety of financial goals, which nomally 
Includes long-tera savings plans. 


As a new aeaber of the Executive Coanlttee of the Savings Coalition 
of America, lAFP has reiterated our coanitaent to supporting 
incentives to increase personal savings in the United States. lAFP 
believes that: 

• public policy should enhance opportunities for Americans to 
meet their financial needs through their own Initiative and 
prudence ; and 

■ tax and economic policy should promote savings, investment, 
capital formation and a vigorous free enterprise system. 


IHDIVIDDAL RETIKEKEMT ACCOOMTa AND 
THN ANESICAN DSSAN 8AVIN0B ACCOUNT 

The need for Americans to significantly Increase their savings was 
demonstrated dramatically late last year when lAFP commissioned The 
Wirthlin Group to conduct a nationwide consumer survey. Survey 
results Indicated that; 

• nearly 60 percent of adults are concerned that they have not 
provided sufficiently for their retirement (up sharply from 
the 43 percent who expressed a similar concern just five years 
earlier) ; and 

• over 80 percent of adults want to retire before the 
traditional retirement age of 65. 

These results indicate that many people have worthy financial goals 
but frequently have not taken the necessary steps to achieve them. 

A secure retirement may be the ultimate long-range financial 
planning goal for most of us. But many other important financial 
needs surface throughout our lives. As financial planners, we 
believe that it is important that American taxpayers be empowered 
to take control of their long-term financial futures. 
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Wa find our clients to be aora knowladgeabla and aore sophisticated 
than ever before. However, the current systea does not provide 
adequate Incentives for then to save and Invest. Real Incentives, 
such as tax deductible Individual Retireaant Accounts (IRAs) and 
the Aaerican Dreaa Savings Account (ADS) , will work. 

In another survey coaBlssioned by the lAFP several years ago, we 
found that many Aaerican faailies were faced with the dileaaa of 
saving for their retlreaent, putting money away for their 
children's college education, and insuring adequate resources to 
care for their elderly parents. This "triple squeeze generation* 
needs additional incentives to save for these iaportant needs. 
Furthermore, to provide greater certainty In planning to aeet these 
financial goals, Aaarlcans need to know that savings incentives In 
the tax law will be left intact and not changed every few years. 

In the last is years the average net national savings rate has been 
cut In half from 4.7 percent during the 1980s to 2.4 percent during 
the 1990 b. Personal savings rates also declined significantly 
during the past 15 years froa an average of 7.8 percent of rarsonal 
incoae during the 1970s to only 4.5 percent In the 1990s.^ It is 
laperatlve that Aaerlcans be encouraged to save more for their own 
personal retlreaent and to aeet other personal goals, such as first 
home ownership, education of their children, and aajor health 
emergencies. Expanded IRAs and the ADS Account, In our judgment, 
will help encourage Aaerlcans to take the Initiative to save for 
these significant events. 

We are not suggesting that expanded IRAs will result in an 
immediate increase in the U.S. personal savings rate; however. It 
Is a significant initiative to encourage Individuals to increase 
their savings. I recognize that, based on my experience in the 
financial planning profession, for a few wealthier individuals, 
contributions to IRAs may serve as a substitution for other 
investments. It is also my experience, however, that a substantial 
number of middle income Americans will utilize tax-advantaged IRAs 
and the AOS Account to make new investments of funds that otherwise 
would be used for consumption. 

The IRA program diurlng the 1980s was very popular, particularly for 
middle income individuals. Once IRAs were restricted and the tax 
deductible features for most workers eliminated, many of these 
middle income individuals discontinued contributions for their 
personal savings. While some people attack IRAs as not 
contributing to new savings, the tax-advantaged IRA was in 
existence for such a short period of time that it is not possible 
to make reasonable judgments about their impact for the long term. 
It is our experience that tax-advantaged IRAs for everyone did 
change the savings habits of Americans and resulted in new savings. 

We are also finding that company pension plans and social security 
benefits often are not enough to fund retirement needs. 
Furthermore, today many people find that their employers are having 
to cut back on their pension plan benefits and, in some cases, are 
forced to eliminate benefit plans. 

The imprecedented uncertainty over the future now being experienced 
by middle income Americans is causing families to have concerns 
about their standard of living in their retirement years as well as 
an improved standard of living for their children and 
grandchildren. Expanded IRAs and the ADS Account can help middle 
income Americans become homeowners, send their children to college, 
support their aging parents, and support themselves in retirement 
as well as be a buffer for unexpected health care costs. 


’ Ths Effectiveness of Savinas Incentives ! A Review of the 
Evidence by Dr. R. Glenn Hubbard and Dr. Jonathan Skinner, 
January 19, 1995, p. 1. A report publicly released on January 23, 
1995 by the Securities Industry Association. 
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For rheBe roasons, lAFP Bupporta logiBlation to create sore 
attractive personal eavlnga vehicles. Expanded tax-advantaged 
savings options, such aa those contained in the American Dreiua 
Restoration Act, H.R. 6, will greatly encourage our citltens to 
plan and to provide for their own financial futures. We are 
particularly encouraged by the potential of the ADS Account to 
provide citizens with a significantly better means of attaining 
their Intermediate and long-term financial goals. 

We also support enhancing traditional IRAs to provide Incentives 
for Americans to save for their retirement. In this regard, we 
believe Congress should restore the up-front tax deduction on IRAs 
for all working Americans and increase the contribution limits for 
non-working spouses. 

Attached as Exhibit 1 is a chart showing the benefits of a tax- 
advantaged IRA versus a non-IRA taxable investment over 30 years in 
five-year increments. The positive benefits of the IRA to provide 
Increased income for retirement purposes is clear. 

Exhibit 2 shows how a one-time $4,000 tax deductible IRA Investment 
provides Increased Income versus a taxable investment. 


CAPITAL OAlaS TAX RBDDCTIOWS 

lAFP also supports the capital gains reforms proposed in Title I of 
U.R. 9, The Job Creation and Wage Enhancement Act, part of the 
Contract with America. A 50 percent exclusion for long term gains 
and inflation indexing of assets would encourage capital formation, 
economic gro«rth, job creation, and improved international 
competitiveness. It is important that capital be available to 
business, particularly venture capital for small businesses, for 
start-up and expansion purposes. often, necessary capital for 
start-up companies and small businesses is available only at 
unreasonable terms or prohibitively high interest rates, if it is 
available at all. Many lAFP members serve clients who are small 
business owners who need access to affordable capital. 

Capital gains tax reduction would benefit a broad spectrum of 
Americans. Lower capital gains taxes will help keep down the cost 
of capital and will free up money from "frozen assets" making it 
available for other investments, including providing the capital 
necessary for start-up companies and small businesses as referenced 
above. For example, many of my clients have chosen to hold onto 
securities and houses rather than suffer the consequences of a high 
capital gains tax. My experience is not unique; many of my 
colleagues could relate similar experiences. 


COMCLDSION 

We need to encourage increased savings and promote capital 
formation and investment in the United States. Enhanced IRAs, the 
American Dream Savings Account, and reduced capital gains taxes 
will contribute significantly toward these goals. We urge Congress 
to adopt legislation encouraging these savings and investment goals 
this year. 



EXHIBIT 1 
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EXHIBIT 2 
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Mr. Thomas. Thank you very much, Mr. Jaffe. 

Mr. Snyder. 

STATEMENT OF JOEL B. SNYDER, VICE PRESIDENT FOR 

PROFESSIONAL ACTIVITIES, AND CHAIRMAN, U.S. 

ACTIVITIES BOARD, INSTITUTE OF ELECTRICAL AND 

ELECTRONICS ENGINEERS, INC., WASHINGTON, D.C. 

Mr. Snyder. Good afternoon, Mr. Chairman and members of the 
committee. I am Joel Snyder. I am a licensed professional engineer 
and a senior industry professor at the Polytechnic University in 
Brooklyn. I am also the owner of a small engineering consulting 
firm in Plainview, N.Y. I serve as the vice president for profes- 
sional activities of the Institute of Electrical and Electronics Engi- 
neers, Inc. and am chairman of the lEEE-U.S. Activities Board. 

With me today is George McClure of Orlando, Fla. Mr. McClure 
is an engineer, recently retired from a major aerospace firm and 
chairman of the lEEE-USA’s Career Policy Council. We are 
pleased to appear before the committee to present lEEE-USA’s 
views on the savings incentive provisions in section 4 of the Amer- 
ican Dream Restoration Act, H.R. 6. 

The IEEE is a transnational professional society and its U.S. Ac- 
tivities Board promotes a technology policy and professional inter- 
ests of our 240,000 U.S. members. I will present a summary of our 
written statement that has been submitted for the record. 

IEEE members and other engineering, scientific and technical 
professionals are very encouraged by the growing national consen- 
sus that many of the country’s most important long-term economic 
problems are directly related to declining rates of investment and 
personal savings in the United States. Our primary concern is a de- 
cline of domestic investments in recent years. 

Personal savings has also declined precipitously. Changes in tax 
policy are urgently needed to boost savings and investment. lEEE- 
USA calls for adoption of tax policies that will encourage busi- 
nesses to take a longer term view of return on investments. We 
also support an improvement and expansion of tax incentives that 
will increase personal savings for productive investment in the Na- 
tion’s economy. 

Tax-deductible IRAs have long been one of the most effective of 
these incentives, especially for working Americans without 
employer-sponsored pensions. Personal savings are critically impor- 
tant, not only for economic growth and job creation, but to provide 
greater financial security for American workers and their families. 
Effective incentives to save are absolutely essential if our economy 
is to continue to grow and middle-income workers and their fami- 
lies are to be able to realize the American dream. 

As we understand it, H.R. 6 will permit individuals to make non- 
deductible posttax contributions regardless of their income, pension 
or income tax status. In addition, moneys held for at least 5 years 
can be withdrawn without tax or penalties, provided they are used 
to help pay for retirement, first-home, postsecondary education ex- 
penses or major medical costs. 

Other than providing easier access and greater flexibility in the 
use of account balances, proposed ADSAs offer few, if any, advan- 
tages over other nondeductible posttax savings incentives. Because 
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of their proven effectiveness as a stimulus to increased personal 
savings, lEEE-USA strongly supports the expansion of opportuni- 
ties for average Americans to make tax-deductible contributions to 
individual retirement accounts, irrespective of their income, and ir- 
respective of their pension participation or tax filing status. By pro- 
viding immediate tax relief, tax deductibility offers a much greater 
incentive for individuals to save than nondeductible vehicles. 

lEEE-USA is convinced that an expanded, frontloaded IRA will 
stimulate much more in new savings than the proposed backloaded 
ADSA. The needed incentive to increase personal savings can best 
be provided by eliminating current income ceilings and eligibility 
to make tax-deductible IRA contributions. 

With downsizing by big businesses and outsourcing of work to 
small businesses and independent contractors, more and more 
workers will have to provide for their own retirement without the 
benefit of traditional employer-sponsored pension plans. Financial 
planners seem to agree that at least 70 percent of income is needed 
for retirement. IRA contribution limits must therefore be increased 
and increased substantially. We recommend that contribution lim- 
its of $5,000 for individuals and $10,000 for couples be established, 
at least for taxpayers who are not eligible to participate in em- 
ployer-sponsored pension plans. 

lEEE-USA also recommends that Congress substitute a low- 
interest loan provision for the penalty-free withdrawal option. 

By linking easier access to repayment obligation, a loan provision 
will permit contributors to use their savings for purposes other 
than retirement while providing additional incentives for long-term 
savings retention rather than consumption. 

An improved IRA will increase savings and will hold savings for 
a longer term because there would be no tax-free withdrawals. The 
new improved IRA will also generate more tax revenue when 
cashed out than the nondeductible ADSA. 

We have prepared an example that demonstrates the advantages 
of a deductible IRA. With loan provisions, instead of penalty-free 
withdrawal it will result in increased savings, increased tax reve- 
nues, and greater preservation of assets for retirement. 

I thank you. 

[The prepared statement and attachment follow;] 
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TESTIMONY OF JOEL B. SNYDER 

INSTITIITE OF ELECTRICAL AND ELECTRONICS ENGINEERS, INC. 


Good Morning, Mr. Chairman and Members of the Comrainee. I am loel Snyder. I am a Licensed 
Professional Engineer and a Senior Industry Professor at the Polytechnic University in Brooklyn. I am 
also the owner of a small engineering consulting business in Plainview, New York. I am the Vice 
President for Professional Activities of the Institute of Electrical and Electronics Engineers, Inc. and 
Chairman of IEEE's United States Activities Board. 

With me today is George McClure of Orlando, Florida. Mr. McClure is an engineer, recently 
retired from a major aerospace firm, and Chairman of 1F.F.F. -I ISA's Career Policy Council. He also serves 
on IEEE's Individual Member Benefits and Services Committee as well as lEEE-USA's Engineering 
Employment Benefits Committee. 

We are pleased to appear before the Committee to present lEEE-USA's views on the savings 
incentives provisions in Section 4 of the American Dream Restoration Act (H R. 6). 


lEEE-l I.SA'.S TNTERE.ST IN .S AVING.S INCENTTVES 

The Institute of Electrical and Electronics Engineers, Inc. (IEEE) is a transnational professional 
society whose 320,0(10 members live and work in more than 130 countries throughout the world. IEEE's 
United States Activities Board promotes the technology policy and professional careers interests of 
IEEE's 240,000 U.S, members. 

IEEE members, and other engineering, scientific and technical professionals, are very encouraged 
by the growing national consensus that many of the country's most important long term economic 
problems are directly related to declining rates of domestic investment and personal savings in the United 
States. We are hopeful that actions by the new 104th Congress will help to reverse these alarming trends. 

Of primary concern is the decline in domestic investment in the United States. Recent statistics 
indicate that net private domestic investment, which averaged 7.4 percent of gross domestic product 
(GDP) between 1960 and 1980, has dropped from 5.5 percent of GDP in the early 1980's to 3 percent 
since 1991 - an alarming 59 percent reduction! 

Personal savings has also declined precipitously. The personal savings rate has dropped from 5.6 
percent of GDP between 1981 and 1985 to 3.4 percent today - a 40 percent reduction in the last 10 years! 
We are currently saving half as much as Germans and only 25 percent as much as the Japanese. If these 
trends continue, economists predict that there won't be enough savings to sustain a sufficient level of 
investment into the next century. 

Changes in tax policy are urgently needed to boost personal savings and stimulate private 
domestic investment. We're very pleased that the Ways and Means Committee is devoting so much time 
to these critically important problems during the first 1(X) days of the 104th Congress. 

lEEE-USA's current Federal Legislative Agenda calls for adoption of tax policies that will 
encourage businesses to take a longer-term view of return on investment and help to boost domestic 
investment in research and development. We also support the improvement and expansion of tax 
incentives that will increase personal savings for productive investment in the nation's economy. Tax- 
deductible IRAs have long been one of the most effective of these incentives, especially for working 
Americans without employer-sponsored pensions. 

Personal savings are critically important, not only for economic growth and jobs creation, but to 
provide greater financial security for American workers and their families. Economic globalization, 
increasing foreign and domestic competition, and the end of the Cold War have been accompanied by 
wave after wave of downsizings by major corporations. Outsourcing of manufacturing, service and 
administrative jobs to part time, temporary and other kinds of contingent workers are changing the nature 
of employer-employee relationships throughout the economy. Real wages for most middle income 
Americans, including many engineers and scientists, continue to decline at the same time that housing, 
education, medical care and other basic necessities are becoming more and more expensive. All of these 
trends are making it harder and harder to save for retirement and other important purposes. 
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Personal savings and effective incentives to save are absolutely essential if the economy is to 
continue to grow and middle income workers and their families are to be able to realize the American 
Dream. 

AMERICAN DREAM RESTORATION ACT PROVISIONS 

As we understand it, the American Dream Restoration Act (H.R. 6) will permit individuals, 
including non-working spouses, to make non-deductible (post-tax) contributions of up to $2,000 ($4,000 
for couples) to new IRA-like American Dream Savings Accounts (ADSAs), regardless of their income, 
pension or income tax filing status. In addition, monies held for at least five years can be withdrawn 
without tax or penalties provided they are used to help pay for retirement, a first home, post-secondary 
educational expenses or major medical costs, including long term care. 

Other than providing for easier access to and greater flexibility in the uses that can be made of 
account balances, the proposed ADSAs offer few, if any, advantages over other non-deductible (post-tax) 
savings incentives that are currently available to taxpayers. 

lEEE-USA COMMENTS AND RECOMMENDATIONS 

1. Make Contributions Tax Deductible 

Because of their proven effectiveness as a stimulus to increased personal savings by individuals 
and the accumulation of capital needed for productive investment in the nation's economy, lEEE-USA 
strongly supports the expansion of opportunities for individual Americans to make tax -deductible 
contributions to Individual Retirement Accounts, irrespective of their income, pension participation or 
tax-filing status. 

Much more savings will result if all contributions, within certain stipulated dollar limits, are made 
tax-deductible. Such a change will also provide a positive incentive that will encourage more taxpayers to 
become savers. 

In 1981, for example, 3.4 million taxpayers put $4.6 billion into IRAs. In 1982, after eligibility 
requirements were liberalized, the number of IRA contributors jumped to 1 2 million and their savings to 
$28.3 billion. In 1986, 16.2 million taxpayers made $38.2 billion in IRA contributions. When stricter 
eligibility requirements were re-established in 1987, the number of contributors dropped to 7.3 million. 
Contributions fell to $14.1 billion - a 63 percent decline in a single year! 

By providing immediate tax relief, tax-deductibility offers a much greater incentive for 
individuals to save than non-deductible vehicles can ever do. Based on the experience of our own 
members, lEEE-USA is convinced that an expanded *'front-]oaded" IRA will stimulate much more in new 
savings than the proposed "back-loaded" ADSA. 

2. Remove Income Eligibility Ceilings 

The needed incentive to increase personal savings can best be provided by eliminating current 
income ceilings on eligibility to make tax-deductible contributions to Individual Retirement Accounts. 

3. Expand Allowable Contribution Limits 

With downsizing by big businesses and outsourcing of work to small businesses and independent 
contractors, more and more workers are faced with the challenge of having to provide for their own 
retirement without the benefit of traditional employer-sponsored pension plans. According to financial 
planners. IRA assets and Social Security should be capable of replacing up to 70 percent of pre- 
retirement income. To accomplish this objective, IRA contribution limits must be increased - and 
increased substantially. 
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Just to compensate for the adverse affects of inflation on their purchasing power since they were 
first established in 1981, the current $2,000 contribution limits should be boosted to $3300. 

We recommend that contribution limits of $S,000 for individuals (and $10,(XX) for couples) be 
established - at least for taxpayers who are not eligible to participate in employer-sponsored pension 
plans or other voluntary, salary reduction savings anangements where thay work. 

4. Substitute Loan Provisions for Penalty-Free Withdrawals 

In order to prevent the American Dream from becoming a nightmare as more and more middle 
income savers approach retirement, lEEE-USA also recommends that Congress substitute a low-interest 
loan provision for the penalty-free withdrawal option featured in current IRA reform proposals, and the 
American Dream Restoration Act. 

By linking easier access to a repayment obligation, a loan provision will permit contributors to 
use their savings for purposes other than retirement while providing an additional incentive for long term 
savings retention rather than consumption. 

SUMMARY AND CONCLUSIONS 

Compared with the after-tax and penalty-free withdrawal features in the proposed American 
Dream Savings Account, an improved Individual Retirement Account, with tax-deductible contributions 
and fully taxable proceeds, including the interest earned on account balances, will provide a very 
powerful incentive for individuals to increase their persona] savings. Such an incentive will also generate 
considerably more tax revenue when the accounts are evenmally cashed out. 

The simple example that we have prepared for inclusion in the hearings record demonstrates that 
an expanded, tax-deductible IRA will generate considerably more in the way of benefits for savers as 
well as tax revenue for the Treasury than the non-deductible ADSA proposed in the American Dream 
Restoration Act. 


- End - 
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lEEE-USA At.tachin€5nt. A 

DEDUCTIBLE VS NON-DEDUCTIBLE SAVINGS INCENTIVES 
January 31, 1995 

The following example is intended to demonstrate the advantages of 
front-ended (tax-deductible) savings incentives over the back-l(paded 
(non-deductible) option proposed in the American Dream Restoration Act- 

Tom, a 25 year old (in the 28% tax bracket) wants to save for a down 
payment on a house. Assuming 3-4% inflation per year, the average price 
for a new home will be $120,000 in 1999. A 10% downpayment will require 
$12,000. If Tom starts saving $2,000 a year in 1995 in a non-deductible 
account that pays 10%, he will accumulate $12,210 in the account by 1999. 
Although he will have paid $2800 in taxes on the $10,000 as it was 
deposited in the account, $2210 in interest earnings will escape taxation 
when the account is withdrawn for the home purchase. 

Tom's 25 year old brother Bob elects to save $2,000 a year on a tax- 
deductible (pre-tax) basis. In seven years, he will accumulate $18,974 in 
a 10% interest bearing account. When he withdraws the money, he will pay 
$5312 in taxes (at 28%), leaving $13,667 to apply toward his first home 
purchase . 

After buying his first home at age 32 and having become used to 
saving $2,000 a year on a tax-deductible basis. Bob starts saving for his 
children's college education. If he saves $2,000 a year in an account 
that pays 10%, his college fund will grow to $49,000 in 13 years. If he 
takes the money out, he will pay $13,730 in taxes (at 28%) and have 
$35,310 left to help pay 
for college educations. 

Bob's brother Tom, who bought his house at age 30, also saves for 
college, but over a 15 year period via after-tax contributions to his 
back-ended account. Tom's college account will grow to $63,500. He will 
have paid $8,400 in taxes on the $30,000 he deposited in the account, 
leaving the $33,500 in interest earnings to escape taxation. 


The total tax liability for these two cases (assuming a 28% income 
tax bracket) can be summarized as follows: 


Examples 

5 years; 
7 years; 


Post Tax Case Pre-Tax Case 

(Back-Loaded) (Front-Loaded) Account) 

first home $2,800 

first home $5,312 


15 years; college $8,400 

13 years: college 


$13.730 


Total Tax Receipts 


$ 11,200 


$19,042 


In the tax deductible (front-loaded) option, the tax liability can 
be deferred further by borrowing the money from the account, at a low 
rate of interest, rather than withdrawing the money. Interest payments on 
the loan will further Increase the size of the account and therefore the 
amount of the tax ultimately paid. 


The goal is to provide appropriate incentives to savers to: 


1 ) Increase his/her savings rate with the help of tax deferral on the 
contributed amount. 


2) Encourage replacement of funds borrowed from the account for other 
important purposes before retirement, thereby helping to ensure that the 
funds will be there when needed for retirement, 

3) And, coincidentally, increase the total amount of tax revenue 
ultimately paid on the proceeds of this account, normally when it is 
cashed in at retirement following the procedures now used for IRAs. 
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Mr. Thomas. Mr. Kelly. 

STATEMENT OF W. THOMAS KELLY, PRESHDENT, SAVERS & 
INVESTORS LEAGUE 

Mr. Kelly. Thank you, Mr. Chairman. I am Thomas Kelly, the 
president of the Savers & Investors League. I thank you for invit- 
ing me to comment on those provisions of the Contract With Amer- 
ica that are designed to encourage savings and investment. 

The league’s views may be summarized by three important 
points: 

First, we support the Contract’s American dream savings provi- 
sion. It is certainly a move in the right direction. However, in our 
view, these provisions do not go far enough. Legislation should be 
adopted promptly to fully remove the ordinary income tax bias 
against savings. This cancerous tax bias is constant and progres- 
sive. It is a drain on the fiscal soundness of our government and 
on the economic growth of our Nation. 

This tax bias must be removed totally. This total removal is ac- 
complished by first allowing unlimited tax deductions and tax de- 
ferral of IRA-type saving. 

Second, income taxes should be imposed only on any planned 
withdrawal at then-existing progressive income tax rates like 
wages. 

.^d third, there should be no penalty taxes nor forced distribu- 
tions at any time. 

These three simple basic criteria are embodied in the bipartisan 
Individual Investment Account Act, H.R. 328, as sponsored by Mr. 
McCrery of this committee, and by S. 159 as sponsored by Senator 
Breaux of the Finance Committee. 

Our second important point is that no consideration of how to 
improve our Nation’s rate of saving can ignore the staff procedures 
for measuring alleged tax expenditure costs of IRAs. These staff 
procedures are so flawed that the committee’s tax policy consider- 
ations are seriously compromised. 

Even the Treasury Department’s 1995 budget document for the 
first time ever disclosed that tax expenditure figures for IRAs were 
overstated by over three times when measured on a more rational, 
realistic basis. And even these severely reduced costs continued to 
reflect the self-defeating, second layer of tax on saving that should 
not be imposed upon our government, on our taxpayers, or on our 
Nation. 

Much debate arises over static versus dynamic scoring of the al- 
leged costs of IRA-type plans. Static scoring stands logic and sound 
tax policy on its head. 

For example, it assumes that IRA tax deductions are an expense 
rather than creating a government asset. The dynamic scoring of 
IRAs is fiscally sound and entirely appropriate. 

The dynamic scoring of H.R. 328 by well-respected economists 
shows that tax receipts grow quickly and become progressively 
larger each year over those otherwise collected under the ordinary 
income tax on saving. These increasing tax receipts reflect a 
growth in saving, in production, in GDP, and in jobs, and a result- 
ing reduction in the cost of capital brought about by unlimited tax- 
deductible saving. And because of the gains arising from increased 
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capital flow in very large measure to labor, it is estimated that un- 
limited tax-deductible investment accounts will increase middle- 
income taxpayers’ aftertax income by 12 to 23 percent within 6 or 
7 years following enactment. 

Our third important point is to recognize that unlimited, tax- 
deductible IRA-type plans are not tax loopholes for the rich. The 
full removal of the tax bias against savings not only restores the 
taxation of saving to one of proper neutrality in terms of saving 
versus consumption; it is also neutral in regard to the taxation of 
realized capital gain versus the taxation of dividend and interest 
income. 

Unlimited, tax-deductible, tax-deferred saving is not a favoring of 
savers in any tax bracket. It is one of restoring fiscally sound tax 
neutrality to all tax brackets. 

In summary, a removal of only a portion of the tax bias against 
saving, as found in the Contract’s American dream savings legisla- 
tion, is only a partial correction of the tax bias against saving when 
a full correction, as found in H.R. 328, is both imperative and 
sound. The unlimited, tax-deductible individual investment ac- 
counts of H.R. 328 are tax revenue gainers, not losers. Thus, there 
is no reason, other than an irrational, existing, static scoring 
dogma, to deny our Nation, including all taxpayers and our govern- 
ment, the singular advantages that will flow from this sound legis- 
lation. 

The league urges the committee to thoroughly explore the eco- 
nomic growth and the rational tax revenue implications of H.R. 
328. 

I will be pleased to respond to any questions. Thank you. 

[The prepared statement and attachments follow:] 
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WRITTEN TESTIMONY OF 
W. THOMAS KELLY 

PRESIDENT, SAVERS & INVESTORS LEAGUE 
ON JANUARY 31, 1995 
BEFORE THE WAYS & MEANS COMMITTEE 
ON SAVINGS AND INVESTMENTS 


Mr. Chairman, and members of the Committee. I thank you for your invitation to testify on the 
Contract With America provisions that are designed to encourage greater saving and investing. 
We support these goals. However, it is our strong view that the Contract does not go far enough 
to properly correct the existing, extremely serious tax bias against saving. 

Others on this panel, as well as many other panels in many other Congresses, have made proper, 
impassioned pleas for Congress to restore and expand tax -deductible IR As. as well as to reduce 
the negative impact of the capital gains lax on saving and investing. Basically, these pleas have 
been shunted aside by Congress for two erroneous reasons: ( 1 ) the allegation that they cost too 
much in lost tax revenue; and (2) they’re perceived by some as tax loopholes for the rich. 

In the League’s judgment, both of these arguments are totally specious. These arguments are 
contrary to the government’s own fiscal interests, as well as being contrary to the taxpayer’s, and 
our nation’s, financial well-being. Further, removing the income lax bias againsi saving does nol 
mean that such removal is biased /or saving. The resulting taxation becomes “neutral." 

It is important to state at the outset that all economists agree that the ordinary income tax is biased 
against saving. The question is — how much bias? Is this bias harmful? To help understand this 
bias and its magnitude. Table I utilizes two tax brackets to better illustrate the impact of the 
ordinary income lax on saving, and how this cancerous tax eats away at the government’s tax 
revenue. An actual mutual fund was u.sed for this factual illustration. 

The Impact of Income Tax Bias On Tax Revenues 

• In Table I . two taxpayers' $ 1 00 of income (wage) were taxed at 1 5% or 50%. respectively. 
The after-tax balance ($85 and $50) was invested in the mutual fund. Each end-of-year fund 
distribution was taxed to the taxpayer as shown, with the balance reinvested. This investment 
was maintained from 1926 to 1992, for a sixty-seven year duration. The inve.stment and tax 
impact during similar durations in the future will not reflect a significant difference from those 
portrayed herein. Thus, the past is prologue. 
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Table 1 


Ordinary Income Tax Revenues Derived From 
$100 OF PRE-TAX INCOME 

Thai's Saved And Invested In A Typical Muiual Fund On January 1. 1926 
And Maintained For 67 'Years Until Sold On 12/31/92 






Covi.’s Revenue 



Tax Revenues From 

Gain Or (Loss) 



Taxpayers In The 

From Taxpayer 



159^ Tax 

505f Tax 

In Higher 

Vear 

Diiratinn 

Bracket 

Bracket 

Tax Rrat;ket 



(a) 

(h) 

(c = b - a) 

1926* 

1 

SI 5.90 

S5!,77 

S35 87 

1927 

2 

,77 

1 47 

70 

1928 

3 

,98 

1.8ft 

88 

1929 

4 

1.22 

2.28 

1 06 

1930 

5 

1,25 

2 32 

I 07 

193! 

ft 

1,30 

2 37 

I 07 

19^2 

7 

1.14 

2,03 

.89 

1933 

8 

81 

1 41 

61 

1934 

9 

,79 

1.3ft 

.58 

1933 

to 

,80 

1 38 

58 

193ft 

] 1 

11,34 

19,37 

803 

1937 

12 

2.69 

4 31 

1 62 

1938 

13 

4.2ft 

6,68 

2 42 

1939 

14 

2,02 

3.08 

1.05 

1940 

15 

2.01 

3 01 

1 00 

1941 

1ft 

2,2ft 

3.34 

1.08 

1942 

17 

2,31 

3 35 

1 M 

1943 

18 

2,18 

3.11 

.93 

1944 

19 

5 68 

7 99 

2.32 

1945 

20 

11,5ft 

15,88 

4 31 

194ft 

21 

15.51 

20.48 

4.97 

1947 

22 

5 68 

7.09 

1 41 

1948 

23 

5 50 

6 72 

1 23 

1949 

24 

1 1.02 

13 23 

2.21 

1950 

25 

9 94 

1 1 .57 

1.63 

1951 

2ft 

20.22 

22 98 

2 77 

1952 

27 

23 29 

25 4ft 

2 17 

195^ 

28 

1 1.97 

12.56 

.59 

1954 

29 

20 65 

21.22 

.57 

1955 

30 

33 1 1 

,33.10 

0.00 

195ft 

31 

41 79 

40.22 

(1.57) 

1957 

12 

23.43 

21 54 

(1.88) 

195S 

33 

19 42 

17 35 

(2.07) 

1959 

34 

32 14 

28.23 

(3.91) 

1960 

35 

26.91 

23.01 

13.90) 


• liiLiudcs iIk' 1926 ]dx on iiK'nmi.* 


Govi.’s Revenue 




Tax Revenues From 

Gain Or (Li’ss) 



Taxpayer' 

s Li The 

FromTaxpayer 



l5^/t Tax 

50^'! Tax 

In Higher 

Year 

Dnraiinn 

Bracket 

Bracket 

Tax Bracket 



(a) 

ih) 

(C = h - a) 

1961 

36 

39 87 

33.36 

Ift..52j 

1962 

37 

34 11 

27.82 

Ift 29) 

1963 

38 

40,32 

32.09 

(8.23) 

1964 

39 

39,67 

30,80 

(8 87) 

1965 

40 

44,46 

33,78 

(10 68) 

1966 

4( 

45 19 

33 63 

(11.57) 

1967 

42 

73.44 

53„51 

(19 93) 

1968 

43 

70,98 

50,31 

(20.67) 

1969 

44 

67,51 

46,74 

(20.77) 

1970 

45 

46 09 

31.14 

(14 95) 

1971 

46 

62 68 

41.61 

(21.07) 

1972 

47 

74 23 

48.29 

(25.95) 

1973 

48 

54.43 

34.69 

(19.75) 

1974 

49 

.37.19 

23.26 

(13.94) 

1975 

50 

42 71 

26.24 

(16.46) 

1976 

51 

55.02 

33.31 

(21.71) 

1977 

52 

62 72 

37 39 

(25.33) 

1978 

.53 

74,29 

43„S() 

(30.79) 

1979 

54 

96 20 

55 26 

(40,94) 

1980 

55 

99 28 

55 94 

(43,33) 

1981 

56 

179,88 

99 75 

(80.13) 

1982 

57 

1.30,99 

70 49 

(60..5U) 

1983 

58 

207 1 3 

109 31 

(97,82) 

1984 

59 

.325 49 

167 33 

(158. !^) 

1985 

60 

278.81 

137.48 

(141.341 

1986 

61 

465 32 

223 27 

(242 05) 

1987 

62 

415 83 

191.39 

(22444) 

1988 

63 

465 41 

206 82 

(258.60) 

1989 

64 

567.02 

243 00 

(324 01) 

1990 

65 

612 82 

253.88 

(358 94) 

1991 

66 

590.02 

235 40 

(354.6)) 

1992# 

67 2 

.885 25 1.443 79 

(1.441 46) 


# Includes ilie 1992 lax on reuli/cJ earn when (iic luiid is sold 
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• Note lhai the long vString of govcrnmeniiax collections from saving would never have occurred 
if the taxpayers had consumed (spent) their $85 or $50 net-after-tax income. It is this second 
tier of year after year taxation that produces the income tax bias against saving. 

• Obviously, the taxes collected each year bounced around from year to year. This reflects the 
investment climate of the times, as the U.S. went through good times and had times, including 
the worst depression and World War U. 

• Note that as time went on, the expected larger tax revenues each year from the high bracket 
taxpayer vs. the low bracket taxpayer gradually narrowed. This narrowing spread of tax 
revenues from the higher and lower lax bracket taxpayers continued until the 30th year. From 
that point forward, the government increasingly coflected more tax revenue from the 15% 
bracket Tcapayer then from the 50% bracket taxpayer! 

These tax revenue los.scs from the high bracket taxpayer v.s. the low bracket taxpayer continued 
to grow progrc.ssivcly from year to year, and culminated in an even larger lo.ss when each 
taxpayer s(dd their fund in the 67ih year, and the investment’s unrealized gain was realized and 
taxed. 


Valid Conclu.sions To Be Drawn From Table ) 

• The income lax bias against saving is shocking. The longer you save, the worse it becomes, 
and the government’s lax ba.se related to .saving gets .smaller. 

• There is no escape. Selling one investment to buy another usually triggers more lax. Thus, 
the government’s tax base is reduced from that point forward, forever. And. the ever- 
diminishing tax base, over what it would be otherwise, is effectively pa.s.scd on from one 
taxpayer to another as savings and investments arc transferred. 

• Don’t he misled by the fact that when taxes are paid, the related savings or investment may or 
may not he liquidated to pay the tax. The source of funds to pay the tax may come from 
elsewhere. Regardless, the capital that’s otherwise available for future taxation is reduced by 
the amount of the tax. 

• By increasing tax rates on saving to escape this tax receipts dilemma, the government wipes 
out its lax base faster, thereby eventually collecting less and less lax revenue. 

• This tax bias against saving occurs regardle.s.s of whether the return on saving is interest, 
dividend.s. or realized capital gain. 

• Is it any wonder that our taxpayers and our government increasingly feel that they're on a tlscal 
treadmill that's alway.s accelerating without forward progress? They arc! Raising income lax 
rales on saving only makes the treadmill move faster, and the problem gradually gets worse. 

• Taxpayers may come and go, but their year-by-year losses of capital due to the income lax on 
saving can never be replaced. Thus, the government’s tax base related to .saving perpetually 
shrinks from what it would otherwise be if this pernicious and needless lax bias were not 
present. Is it any wonder that governments gradually fail due to fiscal exhaustion? Ratcheting 
up taxes on .saving only ha.siens (he demise. Think about tt. 

If the facts in Table 1 don’t make your hair stand on end, what happens to taxpayers' saving under 

the ordinary income tax will make your hair curl. See below. 
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The Impact ot the [ncomc Tax Bi^is On Saving 

Having ohserved how laxes gradually gnawed away ai ihc govcrnmeni's lax base ewer ihc pasi 
sixiy-scven years, lei's look ai how- each laxpaycr's inve.simcni lared under ihe ordinary income 
lax over ihe same period of time. 


Table 2 


Taxpayers' Ancr-Tax Mutual Fund Values On 1 2/3 1/92 
\59f Taxpayer 5{W( Taxpayer 

S49.()52 $4,598 

In order lo evaluate ihc impact ol' the income lax ihai created ihese aUer-iax values, ii is proper to 
nneasure the value ol' each taxpayer's $1(M) of pre-iax income if ii could have been invested in the 
mutual fund wirhour cinv lax. This value then becomes a proper benchmark value against which 
the impact of any lax methodology may be measured. 


Table 3 


Benchmark Values 


Each Taxpayer's Mutual Fund Values On 12/31/92 
From $1(X) Invoslmcni Without Tax $ 1 20.649 

When one measures the taxpayers* after-tax values in Table 2 vs. the Benchmark Values of Table 
3, each taxpayer's values are ihe following percentage of Benchmark Values (Table 2 + Table 3): 

Table 4 


AJ'tcr-TdX Values As A Vt Of Benchmark Values 
\59<- Taxpayer 50^ Taxpayer 

4\9f 47r 

In short, the 159( taxpayer lost 599 of his benchmark values due to the ordinary income tax. 
Thai's four times his tax bracket! The 50% taxpayer lost 96^?- of his benchmark values! Such tax 
bias against saving amounts to outrageous, idiotic confiscation worthy of lax revolt! li must he 
stopped immediately! The tax grievances leading to the Boston Tea Party pale in comparison. 

Clearly, the ordinary income lax i.s grossly biased against .saving. If these taxpayers hadn’t saved, 
their after-tax .spending would have been 85% and 50% of their before-lax income, re.speclivcly, 
not 41% and 4% of their unbiased, benchmark values. Not only arc taxpayers grievously abused 
by this income tax on saving, as shown above, the government's own lax base is needlessly and 
.scandalously whittled away by the ordinary income lax, as shown in Table 1 . 

Tax-Deductible IRA-Tvpe Plans 

Now, let us measure the tax treatment of lax-dcduciible IRA-type plans. 


Table 5 


$1(K1 Of Pre-Tax Income 
That Is Deducted As An IRA Contribution 
And Inve.sied In A Mutual Fund On January 1 , 1926 

1 57r Taxpayer 509? Taxpayer 


Mutual Fund IRA Values 


% 

£ 

% 

On 1/1/26 

$120.64* 

im% 

$120,649 • 

1(K1% 

Tax Upon 12/31/92 Withdrawal 

$18,097 

15% fal 

$60,324 

50% (a) 

Taxpayers’ After-Tax Values 

$102,552 

85% (h) 

$60,325 

50V, (h) 


* Equals the Benchmark Values in Table ? 
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From ihc above you will note ihai — 

• Ettch dollar saved and deducted bv each taxpayer on 1/1/26 jrrew. without ta s. to $ 1 ,21)6 by 
12/31/92. 

• Uptrn the IRA withdrawal, the gtrvernment not only recaptured its tax that was dcl'errcd on 
1/1/26 (i.e., SIS and $50. respectively), the government also received the lull I'rce-market 
investment growth on the.se del'ciTals. i.c. — 


Table 6 


Government Tax Collections On 1 2/.3 1/92 
IS'i? Tax Bracket Taxpayer: .$15 x $1,206 = $1S,097 Sec (a) above 

.51 1'/r Tax Bracket Taxpayer: $50 x $1,206 = $60,324 See (a) above 

• Note that the taxpayers eO'cctively contributed $X5 and $50 out of their on n pocket to their tax- 
deductible IRAs. The remaining partot the $ 1(H) contribution (i.e.. $ 15 and $5(1) represented 
the government's dcl'erred tax. Thus, upon withdrawal on 12/31/92. the taxpayers received 
iheii portion ol' the IRA contribution ($85 & $50), plus the full investment growth therci'n. 
without further tax. For example — 


Table 7 


Taxpayers’ After-Tax Values On 12/31/92 
15'iF Tax Bracket Taxpayer; $85 x $1,206 = $102,552 Sce(b)above 

50Vr Tax Bracket Taxpayer: $50 x$ 1,206= $60,324 See (b) above 

• It is important to rccogni/c that tax-dcducliblc .saving is neumil taxation, and it is I'air to all 
taxpayers, regardless of their tax bracket. Each taxpayer defers olhcrwi.se taxable income. 
This tax deferral is subsequently taxed upon a withdrawal, at which time it is taxed at 
progre.ssive, ordinary income lax rates. What is avoided is the .scn.sele.s.s, self-dcfcattng .second 
layer of ordinary income tax that’s impo.scd on the taxpayer’s investment income and realized 
gain. 

• With tax-deductible IRA-type plans, all taxpayers effectively enjoy a zero tax rale on their own 
portion of their contribution to the IRA. e.g., the $85 and $50 illu.slralcd above. This is the 
same amount that would have been consumed (spent) if it bad not been .saved via the tax- 
deductible IRA-type plan. Thus, for this "spending” amount that is saved and invested, lax- 
deductible IRAs produce a zero tax on realized capital gain and a zero tax on dividend and 
interest income. 'Tbis is proper, neutral taxation, and every taxpayer, regardless of tax bracket, 
is treated fairly. 

Surely, loo, and properly sc. unlimited, tax-deductible IRA-type plans are more favorable, 
simpler, and more fiscally .sound than reducing the capital gains tax and indexing the a.sset 
ba.sis for inflation. While reducing the capital gains tax is al.so very appealing and very sound, 
such a partial removal of the income tax bias against such saving is not the best course to 
follow. 

Measuring The Cost Of IRAs 

Government lax policy is driven by .staff revenue estimates. IRAs are staff-labeled as "ux- 
expenditure.s” and staff-described as being "mo.st .similar to those direct spending programs which 
have no spending limits, and which are available as enuilemems to those who meet the statutory 
criteria established for the programs,” They liken it to Medicare, Social Security, etc.! Nothing 
could be more inaccurate than those staff descriptions! 

IRA-type tax deductions are not "spendings,” they're voluntary savings! The government's tax 
analysis faces 180° in the wrong direction! This leads to Committee decisions and government tax 
policy that is also faced 1 80" in the wrong direction! 
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As illusiraied with tax*dcducuhle IRA-iypc plans, ihc government gets back every nickel of the tax 
deduction, plus growth thereon, at frec-markci rates of total return! The alleged revenue loss the 
government incurs is the second layer of tax that it should not impose in the first place, because it 
is progressively destructive to the government’s tax reccipisand imposes confiscatory taxation on 
all taxpayers who save ! And "savin}* " is ihe life blood of any pro^^rt'ssi ve civilization. 

Even the government's 1995 Budget document demonstrates that its "tax expenditure" revenue 
estimates for tax policy deliberations arc grossly misleading. For example; 

Table 8 


U.S. Budget Analytical Perspectives — Fiscal Year 1995 
(pages 59-61) 

1994 Tax Expenditure Loss From IRAs 
1994 Tax Expenditure $5,415 Million 

♦Discounted Present-Value 

Of The Above Tax Expenditure 1.735 Million 


‘This figure hud never been disthxecl hetore 


The above $5.4 million IRA tax expenditure corre.sponds to the Joint Committee on Taxation 
I'igure.s that arc u.scd by the Ways & MeansCommittce in iheirlax policy deliberation, s. However, 
the preseni-value figure rcllecl.s the more realistic I'aci that all IRA tax deducn(ms arc recovered by 
the government with frec-market rates of growth thereon! In clTecl, therefore, the government 
admits that ifs tax expenditure figures u.sed for Committee tax policy deliberations arc over three 
limes too high when measured on a more rcali.siic ba.sis ($5.4 +$1.7 = $3.3)1 Furlhcr. the $ 1 .7 
million pre.sent- value figure repre.scnts the .scn.scic.ss and self-defeating .second layer of lax that 
should never he imposed in the first place. 

A few years ago, a highly respected Wa.shinglon, DC, actuary analyzed the government's 
methodology in determining tax expenditures relating to lax deferred .saving. His conclusion was 
"...these lax expenditure facts are conceptually Hawed, arbitrary, and almo.st u.sclc.ss for budget 
purposes. ..Any lax law based on such arbitrary and capricious figures can only he good by 
accident.” Amen. 

In short, universal, unlimited, tax-deduclibic .saving (as found in the biparli.san H.R. 32X, the 
Individual Investment Account Act) totally removes the income tax bias against .saving. It is very 
important to recogniz.e and accept the fact that such tax-deductible- saving repre.scnts neutrality in 
regards to the basic taxpayer decision of whether to "save" or "consume” income. Thus, the 
removal of the tax bias against .saving via H.R. 32X. does not mean that such removal favors 
.saving overconsumption; it does not, it is neutral. 

Clearly, when the que.stion is raised as to the cost of enacting lax-dcductiblc saving legislation, the 
paramount question is quite different — namely, what's the cost of the existing, unrelenting fi.scal 
drag on the economy that ari.ses from the exi.siing tax bias against .saving'.’ Common .scn.sc and 
rational lax revenue estimation clearly show that eliminating the income lax bias on .saving can only 
be positive, not negative, legi.slaiion. 

The Tax Revenue Impact of Unlimited. Tax-Deduetihic Savina 
As ProDo.scd in H R. 328 

The League strongly supports H.R. 328 (and S. 159, its companion hill in the Senate) that 
provides for universal, unlimited, tax-deductible IRA-type "inve.simenl accounts.” This legislation 
also includes the removal of other .sensele.ss hia.ses against saving usually found with existing 
IRAs, such as penalty taxes, forced distributions, etc. Sec the summary ol' H.R. 328, attached. 

To illustrate the fiscal impact of H.R. 328. the well-known and rc.speclcd economics advi.sory 
firm. Fiscal Associates, in 1993 prepared an economic forecast of the revenue aspects of H.R. 328 
on two ba.ses: static (government method) and dynamic (a far more rational method I'or measuring 
the impact of taxes on saving). 
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Table 9 


Estimated Static Revenue Losses And Dynamic Revenue Gains 
From Universal, Unlimited, Tax-Deductible IRA-Type Plans 

BILLIONS OF DOLLARS 

Net Present-Values 
Of Gains (Losses) 

Net Dynamic Discounted @ 1 1.6%* 



Static 

Dynamic 

Federal Tax 

Net Dynamic 


Year.s 

Revenue (Los.s) 

Revenue Gains 

Gains & fLo.s.se.s) 

Tax Revenue 

GDP 


(a) 

(b) 

(c = a -H b) 

(d) 

(e) 

1995 

$ (28) 

$ 18 

$ (10) 

$ (23) $ 

121 

2(XK) 

(67) 

69 

2 

(31) 

916 

2010 

(146) 

178 

32 

11 

2,830 

2020 

(288) 

370 

82 

57 

4,186 

2030 

(567) 

762 

195 

95 

5,076 

2040 

(1,115) 

1,571 

456 

124 

5.661 

2060 

(4,314) 

6,677 

2.363 

164 

6,297 


*The above net preseni-value calculations assume a discount rate of 1 1 .6 percent — 'the estimated 
rate of return to society given by a long-term return on mutual funds. The favorable swing (j.e . 
loss to gain b to +a)in esumated revenues is mind-boggling (e.g . $ billion in year 2000)' A 
copy of the complete Fiscal Associates report is available to you upon reque.st. 

Fiscal Associates’ forecasted results also portray a dramatic increase in taxpayers' after-tax income 
and related standard of living that will flow from the prompt enactment of H.R. 328. 

Table 10 


How Universal, Unlimited, Tax-Deductibic IRAs 
Will Increase After-Tax Incomes In the Year 2000 


Adjusted Gross 
Income * 


Percent Change In 
After-Tax Income 


Under $5,000 .1% 

$5,000- $10,000 3.4% 

10.000- 20.000 13.6% 

20.000- 30.000 19.3% 

30.000 - 40.000 12.4%. 

40.000- 50,000 12.3% 

50.000 - 100,000 23.3% 

11X1,000 - 200.000 6.3% 

200,(K)0 - 500,000 3.3% 

500.000 or more 5.8% 


* Adjusted gross income as currently defined 

how middle-income America will enjoy the bountiful fruits of unlimited, tax-deferred saving 
and free-market enterprise that flows from unlimited, tax-deductible saving via the enactmentof 
H.R. 328. 

The above positive fiscal results can not be ignored by Congress, nor the public. While there may 
be differences among economists as to the efficacy of dynamic vs. .siatic scoring and the 
underlying assumptions and methods, the “dynamic” results are not only dramatically favorable, 
they do reflect common sense and a far more rarional method of estimating the program 's fiscal 
results. 

H.R. 328 is bottomed on plain common sense and reflects the economic facts of life that when you 
reduce the costs of saving, you get more of it. Funher, H.R. 328 induced-saving is always 
measurable and held in trust for productive, free-market investment that will grow to everyone's 
advantage, including the government’s, as it collects its taxes on the enhanced values at ordinary 
income tax rates when benefits are paid. Compounding this tax collection growth are the added 
taxes arising from enhanced GDP and the broadbased increase in taxes generated thereby. 
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li is imporiani to recognize that unlimited, tax-deductible saving without penalty taxes, Ibrccd 
distributions, and no income nor estate tax at death, will greatly increase the propensity of most 
taxpayers to save increasing amounts over that which they would save under the biased-against- 
saving ordinary income tax. New saving and increased saving have no offsets to eventual 
government tax receipts, because, by definition, these amounts of saving would have otherwise 
been spent, thereby forgoing any further enhanced tax receipts by the government via personal, 
free-market investment growth. 

Similarly, to the extent that the “new saving” portion of a taxpayer’s tax-deductible contribution 
matches or exceeds his or her tax bracket (e.g., when \5% or more of the tax-deductible 
contribution represents new saving for a 15% lax bracket taxpayer), that new saving portion will 
match or exceed the government's borrowing that’s needed to replace the temporary loss of 
revenue from lax deferral. Thus, net national saving is maintained or enhanced. 

Conclu.sion 

There is no rational reason to defer an aggressive Congressional push to enact universal, 
unlimited, tax-deductible saving as proposed by H.R. 328. To the extent that existing budgetary 
rules, or precedents for lax revenue estimation methods, if any, appear to impede the consideration 
and enactment of H.R. 328, it is most appropriate to very seriously consider their inapplicability 
and their inappropriateness to this legislation. Surely, sound, vital legislation that increases 
personal saving within the U.S., as well as the government’s tax revenue receipts derived 
therefrom, must not be held hostage to rules and precedents that are inappropriate and .self- 
defeating to all concerned, including the government. 

The 1994 election reflects a strong voier/iaxpayer demand for a bipartisan government to be bold 
and sensible in removing the dead-weight burden of irrational, self-defeating government from 
their backs. The anti-.saving bias of the ordinary income tax is a classic example of faulty 
government, and it must be removed. H.R. 328 is a most attractive, sound way to show that this 
Committee and Congress is thoughtful and resolute in seeking proper solutions to our nation \s 
economic problem.s, 

Wc appreciate your request that we testify on ihismo.si imponant mailer. On behalf of savers and 
investors, and their vital interests in the fiscal soundne.ss of our government, we thank you for 
your .serious interest. As always, action is what counts. 
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SUMMARY OF THE INDIVIDUAL INVESTMENT ACCOUNT ACT 

H.R. 328 


• Unlimited tax deductions for all contributions from any taxpayer. 

• Tax-free investment growth until withdrawal. 

• All withdrawals are taxed at ordinary income tax rates. 

• No penalty tax on any withdrawal. 

• No forced distribution at any age. 

• With all withdrawals being taxed at ordinary income tax rate.s, there is no rational need for 
income tax nor estate tax at death. Beneficiary can maintain the account and assumes the 
benefactor's tax basis, if any. 

• Principal Residence Rollovers: 

Home Purcha.se: Up to $15,000 — indexed for inflation— -of otherwise taxable distributions 
may be rolled over from the account without tax for first purcha.se of principal residence. 
However, the tax basis of residence is reduced by like amount. 

Home Sale: Proceeds from sale of a princtpal rc.sidence may he rolled over into the 
investment account without lax. The tax basis of the account i.s thereupon adjusted to rcllcci 
the tax basts of former residence, plus the existing law's $ 1 25,000 exemption on the home's 
sale after age 55. 

This home .sale rollover provi.sion is parlicuhu'ly attractiveto "empty nesters" who won’t sell 
their home due to the income tax on the gain that mainly aii.ses from inflation. This provision 
lets them roll over an unproductive a.ssct(homc) for productive investments in the account. 
Thus, they may he able to live better in retirement. The government will probably make 
money on this, because otherwise the "empty nester" may opt for a "stepped-up basis" for 
his home upon death. This rollover provisittn is a valuable option for many people. 

• Tax-deductible premiums for life insurance are an acceptable investment within the account, 
provided the proceeds are payable into the account for inve.slment therein and eventual 
taxable distribution. 
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Mr. Thomas. Thank you, Mr. Kelly; thank you very much for 
your testimony. 

I thank the panel for its testimony. Does any member of the ma- 
jority wish to inquire? 

Mr. Houghton. 

Mr. Houghton. Thank you very much, gentlemen, for being 
here. Obviously, this is an issue of great concern. I wonder if any 
of the other witnesses agree with Mr. Kelly. 

The reason I ask this question, we were talking about this the 
other day, and it seems to me, we have got a condition in this coun- 
try which works against savings. Everything that the credit card 
companies espouse works against savings, and everything that 
stores espouse works against savings, and business doesn’t save at 
all. Business either pays out dividends to stockholders or it puts 
money in investment. Poor people have a very difficult time with 
saving. So it comes in sort of a very narrow strip of those people 
who are saving the way we consider saving. 

Now, in Japan, the saving rate is between 10 and 15 percent of 
the GDP. And if we have a GDP of $6.8 trillion — call it $7 trillion — 
in order to get to 10 percent, that would be $700 billion. I don’t see 
anything which doubles from 4-point-whatever-it-is to 10 that 
would be needed to borrow from ourselves rather than borrow from 
the outside to take care of our trade deficit. I don’t see anything 
in these programs other than H.R. 328 that gets us anywhere close 
to the amount of dollars that we need, which is roughly $350 bil- 
lion in new savings. 

Maybe you would like to comment on that. 

Mr. Jaffe. I would agree with you, but I think we need to take 
the focus off the marginal players, the people on the low and high 
ends. \^atever we do, it is not going to change their lifestyle or 
spending or consumption habits. 

However, there is a large group in the middle. And one of the 
problems is that consumption has an immediate payback and you 
see what you bought and you can use it and touch it and things 
like that, whereas you sort of can’t see that with savings. But if 
you put in enough carrots up front, you definitely can change the 
mood and the motivation of the public. 

Our clients continually want to know what they should do from 
an aftertax point of view. And taxes are the tail, not the dog, but 
it is a big tail. And you need to — an unlimited IRA deduction will 
change the saving habits of that middle group, absolutely. 

Mr. Houghton. I think it probably will, but the question is, does 
it generate the money which we need as a Nation, that we keep 
talking about? 

Mr. Snyder. I think we have seen a major reduction in the 
amount of savings from roughly 5.6 percent of GDP in 1981 to 1985 
to 3.4 percent today, a 40-percent reduction in 10 years. And we 
are saving half as much as Germany is; only 25 percent as much 
as the Japanese. So there is no question there has been a drastic 
change. 

If one looks at dates, one sees the changes occurring in synchro- 
nism with the recession, the job uncertainty, and uncertainty for 
the future value of the dollar. 
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It would seem to me that anything that would be an added in- 
centive to personal saving would be worthwhile and would put 
more money into the savings system. Whether or not this particu- 
lar bill or any other bill would make a substantial difference, I am 
not in the position to determine at this time. In general, our orga- 
nization would be in favor of anything that does promote savings 
for a long term, particularly for retirement. 

Mr. Houghton. Would you like to comment on that, Mr. Kelly? 

Mr. Kelly. First of all, in all the discussion here today — I have 
sat through most of it — we have always talked about how we need 
to increase the incentives for saving. My position is that we don’t 
need to increase the incentives for saving; we need to decrease and 
get rid of the disincentives for saving. 

When you have an unlimited tax deduction for saving, you return 
to neutrality on the question of saving versus consumption, and 
therefore the important thing is to get rid of that disincentive to 
saving. And when you have the disincentive to saving, you find 
that even in the higher tax brackets the huge disincentive to sav- 
ing not only kills the taxpayer at the higher tax brackets — the 
higher you go the more disincentive there is — but at the same time 
the government is killing its own tax base. As you take away sav- 
ings from individuals because of taxes, you are not going to have 
that money to tax again or again or again. 

And what you have with tax-deferred saving is that this capital 
can grow in the free enterprise sector and then, when you decide 
to spend it and take the money out, Uncle Sam can stand there 
with his hand out, at the progressive income tax rates, and take 
away that 50 percent, or the 15 percent, depending on the individ- 
ual’s tax bracket. There will certainly be far more saving with un- 
limited tax-deductible IRAs. There is no question about that. 

Mr. Houghton. Could I just follow up very, very briefly. 

I understand what you are saying, and I don’t disagree with any 
of these things, but the point is we have a savings problem in this 
country and we are trying to wrap our arms around the basic con- 
cept of this thing; and my question is, does this do enough toward 
regenerating the savings psychology which we have had in this 
country, which has left us? 

You can have success in H.R. 328. You can have success in some 
of the IRAs, but does it really do the thing that makes you feel that 
we are back on the track? 

Mr. Kelly. Oh, indeed. First of all, you have to understand that 
with existing IRAs, we talk about the young people who don’t save 
enough — what they don’t take into account is that we have penalty 
taxes under individual tax-deductible IRAs, or even other IRAs, 
backloaded IRAs as they have them today — not backloaded, but 
nondeductibles. A young person who puts his money in and pulls 
it out before 59V2, that is another 10 percentage points. That is a 
67-percent tax increase. That is stupid. 

\^at our Nation needs is the encouragement to save, go back to 
tax neutrality, have tax deduction for saving. 

You heard the testimony here today by all the financial services 
industry that would say, we will go out and we will beat the bushes 
to bring people in to save. There is no question that savings would 
go up like a rocket if you permit tax-deductible saving without pen- 
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alty taxes and without forced distributions and those kind of dis- 
incentives. 

Mr. Houghton. I have overstayed my time. Thank you, Mr. 
Chairman. 

Mr. Thomas. Does any member of the minority wish to inquire? 

Mr. Neal, cosponsor of H.R. 682. 

Mr. Neal. Thank you, Mr. Thomas. 

Mr. Snyder, I have filed two versions of IRA legislation. Mr. 
Thomas and I have filed an expansive IRA, and I have filed a nar- 
rower version because in the end my goal is to get something 
passed. 

Let me raise this question to you, and it cuts to the heart of the 
matter; If we are really trying to promote our savings rate, why do 
we — and I raise this as a rhetorical question, obviously — why do we 
argue that we ought to make it easy to get at what we put in the 
IRA? 

Mr. Snyder. Part of the answer depends on what age you are. 
For young people to save money on the future when they do not 
know what will happen in their future is asking quite a bit. In ad- 
dition, when they are young it is hard to save for retirement be- 
cause they are saving for a home or trying to make ends meet with 
a minimal salary and young children. If you place more restrictions 
on the IRA, what you are doing is making it more difficult for a 
younger person to make the commitment. 

For those of us who are my age or older, the restrictions don’t 
matter much. My kids are all out of college and earning their own 
livings and doing quite well. It is the middle group that suffers 
when you tighten the restrictions. 

By easing the restrictions a little bit, you add a reason to invest 
in an IRA. So I personally would be in favor of minimal restric- 
tions, and I would personally be in favor of the provisions we have 
been talking about here. 

My organization is in favor of an expanded, tax-deductible IRA. 
The need is greater now than ever before, because of the mobility 
of our profession. 

Mr. Neal. Mr. Kelly, and then Mr. Jaffe, if you want. 

Mr. Kelly. If your question is, do we need restrictions on the 
person so that he will not pull it out, let me just make this observa- 
tion. I have already commented about penalty taxes, but when you 
put money into an IRA with a tax deduction, you are going to pay 
tax at ordinary income tax rates when you pull it out. And that is 
enough disincentive to pull it out right there. 

But if the person wants it, let him take it out. The important 
thing is to get them to save in the first place, and having people 
contribute moneys as best they can as they go through life will do 
wonders for the savings in our Nation. I heard Alan Greenspan tes- 
tify and say that’s what our Nation needs, is just save for a rainy 
day. 

Mr. Neal. At lower interest rates. 

Mr. Kelly. That will lower interest rates. That is right. You 
heard the same testimony. When you have more savings, you are 
going to have lower interest rates. When you have more computers, 
they are going to drop in price; it is no different. 

Mr. Neal. I see you have given some thought to this. 
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Mr. Kelly. I have been at this for a long time. 

Mr. Jaffe. If you assume that the average individual works 40 
years and we could get that individual to contribute $2,000 in each 
of his first 7 years, he will have just as much money for retirement 
as that individual who doesn’t contribute for the first 7 years and 
contributes $2,000 for the next 33 years. 

The sooner you save, the easier it is. And while we would rather 
you didn’t take the money out, having that impediment to take the 
money out results in it not getting in. So we are in favor of easier 
ways to letting the money out. And my suggestion is that the pub- 
lic will fall in love with having that big savings account r..nd that 
money will stay there. 

Mr. Thomas. Thank you very much. 

I want to thank the panel. 

Mr. Kelly, you are stroking all of my biases with your testimony 
because people talk about a flat tax and the consumption tax and 
a whole new way of approaching taxes. I think under our current 
system if you would free up the distinction between savings, and 
spending — which is — consumption — and savings, and not have a 
tax disincentive to save, you would go a long way in changing the 
current tax system to create an opportunity for investment. 

But I have a very particular question to Mr. Jaffe whose profes- 
sion is advising people about what they ought to do with their fi- 
nances. 

When we changed the rules on the IRA, both in terms of the de- 
ductibility but also limiting who can get it, in terms of your pano- 
ply of planning approaches, did you nave a hole there? Was the 
IRA an important part of your presentation, or was it not around 
long enough to create an opportunity to mix with other structures? 
Did it create a hole or was it just not there? 

Mr. Jaffe. It was always one of the first things that we could 
look at, even today, because there are many people who do still 
qualify for the tax-deductible IRA. It would be the first suggestion 
that we would look at to find tax-efficient ways to improve the per- 
son’s meeting of its objectives. 

To say there is a hole, sure, if that is no longer available as a 
tax-deductible vehicle and there are other vehicles that can do the 
job better today, then we would go down the pecking order to what 
makes the most sense for a particular situation. 

Mr. Thomas. But at the time that it was available, the IRA was 
one of the more attractive first offers in terms of financial plan- 
ning? 

Mr. Jaffe. We have 2,000 clients, and I cannot think of one who 
has compensation that did not have an IRA. 

Mr. Kelly. A comment was made that, yes, we have to get some- 
thing passed. I think it was Mr. Neal that made that observation. 

May I observe to the committee that this committee and the 
taxwriting committee and the budget committees are those who are 
charged with the responsibility of getting our tax system right. And 
if this committee and the tiewriting committee and the budget 
committee cannot get the scoring right, then our Nation is in deep, 
deep trouble. 

May I urge you to think about that. 
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Mr. Thomas. On that note, today’s hearing is adjourned. Tomor- 
row morning at 10 o’clock; the Ways and Means hearing on the 
Contract With America will continue in this room at 10 a.m. tomor- 
row. Thank you. 

[Whereupon, at 1:52 p.m., the hearing was adjourned, to recon- 
vene at 10 a.m., Wednesday, February 1, 1995.] 



TAX PROVISIONS IN THE CONTRACT WITH 

AMERICA 


WEDNESDAY, FEBRUARY 1, 1995 

House of Representatives, 
Committee on Ways and Means, 

Washington, D.C. 

The committee melL pursuant to call, at 10 a.m., in room 1100, 
Longworth House Office Building, Hon. Bill Archer (chairman of 
the committee) presiding. 

Chairman Archer. The committee will come to order. If our 
guests and members of the committee will please take seats so we 
can commence. 

Today is the final day of our full committee hearings on our Con- 
tract With America. We have, over the last month, heard from in- 
numerable people, a cross section of experts, some from the real 
world, some from the academic world, and they have given us a lot 
of input. 

I believe we have a much better understanding of the provisions 
as we proceed to the markup phase. Our panel of witnesses today 
represents the Bar Association, accoimting and pension professions. 
The committee has always valued the teAnical comments of these 
organizations. 

We also will hear from witnesses about the home office deduction 
provision in the Contract. This provision, which overturns an un- 
fortunate interpretation by the Supreme Court, will provide wel- 
come relief to small businesspeople across the country. 

We are also going to hear from witnesses about the estate tax ex- 
emption increase contained in the Contract, and today’s witnesses 
probably all will agree that our work in the estate tax area has 
only just begun. The estate tax is arguably the most unfair tax we 
have on the books, taking as much as 55 percent of the value of 
family businesses and farms merely because someone has died. 

In addition, the estate tax is a direct dollar-for-dollar tax on cap- 
ital savings which we so desperately need in this country for job 
creation. 

Finally, we will discuss the debt reduction checkoff contained in 
the Contract. This provision will allow taxpayers to participate di- 
rectly in reducing tne national debt and presents some interesting 
possibilities. 

But before moving to our witnesses, I recognize Mr. Kleczka for 
the opening statement on the minority side. 

Mr. Kleczka. Fine. Thank you, Mr. Chairman. 

Mr. Chairman and members, today I would like to address that 
part of the Contract which provides for the deficit reduction check- 

( 803 ) 
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off box. Under this proposal, taxpayers would have the option of 
checking a box on their income tax return designating up to 10 per- 
cent of the amount of tax they owe to be directed toward deficit re- 
duction. While it sounds like a simple and commonsense proposal, 
it is far from it. 

The checkoff box is, at best, a gimmick and at worst a strait- 
jacket that will cause unforeseen harm to Americans. In order to 
understand why this idea offers no benefits and risks a great deal 
of harm, let me first explain how it works. 

Under the bill, individuals could check off a box on their income 
tax return and designate that up to 10 percent of their tax liability 
would go toward deficit reduction. Treasury would then be required 
to provide Congress with an estimate of the total amount of funds 
designated by taxpayers to go toward deficit reduction for the prior 
year. After the current fiscal year appropriations bills have all been 
passed. Congress then would have the responsibility of going back 
and enacting further spending cuts. And if we chose not to or were 
unable to do so, we would face across-the-board reductions in all 
proCTams. 

That is where the harm comes in. Spending cuts under this Con- 
tract are already going to be severe. A number of proposals already 
before the committee will cost billions of dollars. 

For example, according to Treasury, the capital gains tax pref- 
erence will cost $183 billion over the next 10 years. Neutral cost 
recovery will cost $120 billion. The super IRAs will cost $17 billion, 
and the $500-per-child tax credit will cost an estimated $288 bil- 
lion. In fact, the total cost of the tax provisions alone exceeds some 
$725 billion. That is nearly three-quarters of a trillion dollars. 

My Republican colleagues have assured me all proposals in the 
Contract will be paid for with spending cuts. Cutting three- 
quarters of a trillion dollars in the budget means that about every 
American stands to lose something. All programs will have to be 
cut and cut deeply. 

Everyone likes to say cut fraud and abuse in the system. Unfor- 
tunately, my friends, there is not three-quarters of a trillion dollars 
of abuse going on. That means people should expect cuts in pro- 
grams like Medicare, veterans benefits, education and student 
loans and just about every other program you can think of. 

Now, if you add this cneckoflF proposal, the cost of the Contract 
grows even larger. In 1994, individual income tax receipts amount- 
ed to $542 billion. That means if everyone took advantage of the 
box and checked off the full 10 percent every year for the next 10 
years, we would have to cut an additional $54 billion — or a total 
of $542 billion — ^in addition to the $725 billion already called for. 
That does not even take into consideration the balanced budget 
amendment, which will lead to even more cuts. 

How is Congress going to cut all this spending to the bone and 
then have to come back and cut even further? 

Worse still, there will not be a warning as to the size of these 
additional cuts. Americans will have to wait until all the numbers 
are computed by Treasury to learn if the programs they depend on 
are at risk of being cut once again. In fact, we Democrats have con- 
sistently asked for a list of what programs will be cut to pay for 
the Contract and have yet to get a satisfactory answer. 
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The checkoff proposal means that even if Republicans did answer 
us, and the American people also received the answer on what they 
intend to cut, that list would not be complete. Further cuts would 
be needed to pay for the amount that the individuals checked off. 
As a result, the checkoff box will tighten the straitjacket on govern- 
ment even further. It could prevent Congress from assisting victims 
of natural disasters, could deny Congress the ability to provide for 
its most vulnerable citizens, the elderly, and it will stop Congress 
from helping those veterans who have fought for this country. 

It is a very serious problem, and it deserves very serious consid- 
eration. In America, we believe in one person, one vote. However, 
the checkoff box gives the wealthy more say than other groups in 
government. Since the wealthy owe a greater amount of tax, if they 
check off the box, the amount that must be cut from spending will 
be greater. In this way, the wealthy can force Congress to cut 
more. That is unfair and that is wrong. The wealthy do not deserve 
a greater say in government than the middle class or the poor. 

Finally, if my Republican colleagues believe the checkoff box is 
such a good idea, let us ask the taxpayers to give us more advice 
as to where to cut. I propose another set of boxes alongside the 10 
percent checkoff box, and those set of boxes would have broad Fed- 
eral spending categories like defense, social programs, welfare, ag- 
riculture, education, and veterans programs. 

Any taxpayer who checks the 10 percent deficit reduction box 
will then be asked to give us further guidance as to where we 
should cut those programs. They could choose one or they could 
choose more. Know full well there are those in our society who will 
check the 10 percent checkoff box and also check defense. Well, 
that will not sit too kindly with some Members of this Congress. 
And there are those who will come back and check off the 10 per- 
cent deficit reduction box and go after welfare, and that will not 
sit well with others. But I think if we are going to budget by initia- 
tive referendum, my friends, let us go all the way. Under this 
method, Americans can make all the tough decisions that we in 
Congress are forced to make every day. They can determine the 
spending allocations that appeal to them. 

Obviously, such a proposal would be unworkable and would not 
make sense, no more sense than the original Contract proposal on 
the 10 percent deficit box, 

I want to work with my Republican colleagues on this Contract. 
Some of the proposals are genuinely good, and I am happy to be 
here to discuss them with you. I like the IRA proposals and am in- 
terested in the capital gains indexing proposal. However, I cannot 
support misguided proposals like the checkoff box, and I am dis- 
appointed such an idea would be put forward. Hopefully, we will 
all have the wisdom to delete it and get down to the work on the 
serious proposals before the committee. 

Chairman Archer. Without objection, as usual, every member 
will have the right to insert any statement in the record at this 
point. 

[The following was subsequently received:] 
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STATEMENT OF REPRESENTATIVE JIM RAMSTAD 
WAYS AND MEANS COMMITTEE 
HEARING ON CONTRACT WITH AMERICA 
February 1, 1995 


Mr. Chairman, it is a pleasure to welcome this panels — particularly since two of the 
witnesses are from Minnesota; John Forsythe and Tom Diedrich, 

Mr. Forsythe is Vice President for Tax and Public Affairs of Ecolab, St. Paul, MN, and is 
testifying on behalf of Ecolab’s Sales Force Employees. 

Mr. Diedrich of the Diedrich Group, Minnetonka, MN, is here on behalf of the Bureau of 
Wholesale Representatives. 

I am very pleased we have two witnesses from Minnesota who know how much this lax 
relief wiU help the self-employed and other workers who conduct their business at home. 

Clarifying the home office deduction would make a major difference to thousands of small 
busnesses in the Third Congressional District and throughoi't Minnesota and the country. 
The home office deduction provision is one of several initiatives in the Contract with 
America that recognizes the important contribution small businesses make in our economy. 
Small businesses create over 80 percent of the new jobs in America. 

The home office deduction provision is on the cutting-alge of job trends as more Americans 
choose to "tele-commute" by computer or utilize other methods to work at home. We 
should especially help parents with young children who want to spend more of their working 
hours at home. 

The Contract With America’s Job Creation and Wage Enhancement Act includes a provision 
allowing taxpayers to qualify for the home-office d^uction if the home-office is (1) used 
exclusively for business purposes, (2) used on a regular basis, (3) used to perform tasks that 
could not easily be performed elsewhere and (4) is essential , to the taxpayer's business. 

Mr. Chairman, thank you again for assembling such an excellent panel. I look forward to 
hearing from all of our witnesses today. 
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Chairman Archer. Our first two witnesses will be Congressman 
Wayne Allard from Colorado and Congressman Bill Barrett from 
Nebraska. 

We are happy to have you here with us this morning, and I am 
sure you are aware of the standard we try to live by here which 
is to keep your oral testimony within 5 minutes and submit your 
entire written statements for the record. Without objection, you 
will have that right. We are again pleased to have you. 

Congressman Allard, you may proceed. 

STATEMENT OF HON. WAYNE ALLARD, A REPRESENTATIVE IN 
CONGRESS FROM THE STATE OF COLORADO 

Mr. Allard. Thank you, Mr. Chairman and members of the 
Ways and Means Committee. Thank you for allowing me to testify 
today before the committee on a topic which is very near and dear 
to my heart and that is the home office tax deduction. 

I would also like to recognize the hard work that another mem- 
ber of your committee has put forward on this issue and that is 
Congresswoman Johnson from Connecticut. And I look forward to 
worWng with her on this very important issue and the rest of the 
committee. 

As you know, the recent Soliman Supreme Court decision and 
subsequent IRS regulations have made it impossible for many busi- 
ness entrepreneurs to use the home office tax deduction. This situ- 
ation must be remedied. 

In the last Congress I introduced legislation which was cospon- 
sored by 79 colleagues. This Congress I have introduced H.R. 40, 
which in just the first 4 weeks of this session has been cosponsored 
by 65 of our colleagues. This legislation is designed to restore Con- 
gress’ original intent, which I believe was to make the home office 
tax deduction available to a wide array of small businessowners 
and entrepreneurs. 

With April 15 fast approaching, the last thing most Americans 
want to think about is taxes. In fact, the average American must 
now work the first 125 days of the year to pay all Federal, State 
and local taxes. 

The bulk of the family tax bill consists of income taxes, payroll 
taxes and property taxes. However, one factor which adds to the 
growing tax bill of many self-employed and small businessowners 
are the new rules governing the home office tax deduction. 

Increasingly, it is the little guy who gets squeezed by the tax sys- 
tem. While large corporations can rent space and deduct office and 
virtually all other expenses, many taxpayers who work out of their 
homes are no longer able to deduct their office expenses. 

Traditionally, the Tax Code has permitted individuals who oper- 
ate businesses within their homes to deduct a portion of the ex- 
penses related to that home. However, over the past 20 years. Con- 
gress, the courts, and the IRS have reduced the scope and useful- 
ness of the deduction. 

The most serious blow came 2 years ago with the Supreme Court 
decision and subsequent IRS action virtually eliminating the home 
office deduction for many. 

Under the Supreme Court’s new interpretation of principal place 
of business, a taxpayer who maintains a home office but also per- 
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forms important business-related work outside the home is not 
likely to pass IRS scrutiny. This change effectively denies the de- 
duction to taxpayers who work out of their home but also spend 
time on the road. Those impacted include sales representatives, ca- 
terers, teachers, computer repairers, doctors, veterinarians, house 
painters, consultants, personal trainers and many more. Even 
though these taxpayers may have no office other than their home, 
the work they perform will often deny them a deduction. 

According to the IRS, 1.6 million t^payers claimed a home office 
deduction in 1991. While not all of these taxpayers will be affected 
by the change, many will. Clearly, any taxpayers who operate a 
business out of their nome must review their tax situation. 

There are many reasons why a broad home office tax deduction 
is important. The deduction is profamily. It helps taxpayers pursue 
careers that enable them to spend more time with their children. 
The deduction helps cut down on commuting and saves energy. The 
deduction reco^izes the advances of technolo^ — computer and 
telecommunication advances mean that more and more individuals 
will be able to work for themselves and maintain a home office. 

The deduction is a boost to women and minorities who are in- 
creasingly starting their own businesses. In fact, over 32 percent 
of all proprietorships are now owned by women entrepreneurs, and 
Commerce Department data reveals 55 percent of these women 
businessowners operate their firms from home. 

Minorities are making similar advances. There are now well over 
1 million minority-owned small businesses, and a good number of 
these are operated out of the home. 

I think it is critical that we pass this legislation, and I ask that 
the Ways and Means Committee give it very serious consideration. 
Thank you, Mr. Chairman. 

[The prepared statement follows;] 
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Testimony 
Rep, Wayne Allard 
Home Office Tax Deduction 
Committee on Ways and Means 
February 1, 2995 

Mr. Chairman, Members of the Ways and Means Committee, thank you 
for allowing me to testify today before the Committee on a topic which is near 
and dear to my heart — the Home Office Tax Deduction. 

As you know, the recent Soliman Supreme Court decision and 
subsequent IRS regulations have made it impossible for many small business 
entrepreneurs to use the home office tax deduction. This situation must be 
remedied. 

In the last Congress I introduced legislation which was cosponsored by 
79 colleagues. This Congress I have introduced H.R. 40, which in just the 
first four weeks of this session has been cosponsored by 65 of our colleagues. 
This legislation is designed to restore Congress’ original intent, which I believe 
was to make the Home Office Tax Deduction available to a wide array of 
small business owners and entrepreneurs. 

With April 15, fast approaching the last thing most Americans want to 
think about is taxes. In fact, the average American must now work the first 
125 days of the year to pay all federal, state, and local taxes. 

The bulk of the family tax bill consists of income taxes, payroll taxes, 
and property taxes. However, one factor which adds to the growing tax bill of 
many self-employed and small business owners are the new rules governing the 
home office tax deduction. 

Increasingly, it is the little guy who gets squeezed by the tax system. 
While large corporations can rent space and deduct office and virtually all 
other expenses, many taxpayers who work out of their home are no longer able 
to deduct their office expenses. 

Traditionally, the tax code has permitted individuals who operate 
businesses within their homes to deduct a portion of the expenses related to 
that home. However, over the past 20 years Congress, the courts, and the IRS 
have reduced the scope and usefulness of the deduction. 

The most serious blow came two years ago when a Supreme Court 
decision and subsequent IRS action eliminated the home office deduction for 
many. Under the Supreme Court’s new interpretation of "principal place of 
business" a taxpayer who maintains a home office, but also performs important 
business related work outside the home is not likely to pass IRS scrutiny. 

This change effectively denies the deduction to taxpayers who work out 
of their home but also spend time on the road. Those impacted include sales 
representatives, caterers, teachers, computer repairers, doctors, veterinarians, 
house painters, consultants, personal trainers and many more. Even though 
these taxpayers may have no office other than their home, the work they 
perform will often deny them a deduction. 

According to the IRS, 1.6 million taxpayers claimed a home-office tax 
deduction in 1991. While not all of these taxpayers will be affected by the 
change, many will. Clearly, any taxpayers who operate a business out of their 
home must review their tax situation. 
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There are many reasons why a broad home office tax deduction is 
important. The deduction is pro-family. It helps taxpayers pursue careers that 
enable them to spend more time with their children. The deduction helps cut 
down on commuting and saves energy. The deduction recognizes the advances 
of technology - computer and telecommunication advances mean that more and 
more individuals will be able to work for themselves and maintain a home 
office. 


The deduction is a boost to women and minorities who are increasingly 
starting their own businesses. In fact, over 32 percent of all proprietorships 
are now owned by women entrepreneurs, and Commerce Department data 
reveals that 55 percent of these women business owners operate their firms 
from home. Minorities are making similar advances. There are now well over 
one million minority owned small businesses and a good number of these are 
operated out of the home. 

Finally, the home office tax deduction helps our economy. It benefits 
small businesses and entrepreneurs who develop new ideas, and create jobs. 
Many of America's most important businesses originated out of a home office. 

Small business is increasingly the engine which drives our economy. 

With large firms downsizing, entrepreneurs must pick up the slack. The 
importance of this trend is demonstrated by the job shift that occurred during 
the slow recovery from the most recent recession. During the period of 
October 1991 to September 1992 large businesses cut 400,000 jobs while small 
business created 178,000 new jobs. During the boom years of the 1980s, the 
vast majority of the 20 million new jobs created were in the small business 
sector. 

It is critical that recent assaults on the home office tax deduction be 
reversed. That is why I have introduced legislation to fully restore the 
deduction. I am pleased to note that similar language is included in the 
Contract with America. It is therefore guaranteed a vote in the House in the 
first 100 days. 

This invariably leads to the question. How is your bill different from the 
language in the Contract With .America? 

First of all, I think we all achieve the same objective, I think any 
Congressional action is going to send a clear message to the IRS and the courts 
that we intend for the deduction to apply more widely. 

Having said that, I feel our version contains elements that are missing 
from some of the others. We make clear that if the home is the sole fixed 
location of the business, then the deduction can certainly be taken. We also 
tie the IRS’ hand and prevent them from using some of the arbitrary numerical 
tests that have been used to restrict the deduction in the past. 

The goal is to make clear that if one uses a portion of the home 
exclusively and regularly for a home office, then one can generally take the 
deduction. 

I plan to be very active in working to see that restoration of the home 
office tax deduction is approved by both the House and Senate, and signed by 
the President in 1995. Thank you. 1 will be happy to take questions. 
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Chairman Archer. Thank you, Mr. Allard. 

Our next witness is Congressman Bill Barrett. Congressman 
Barrett, you may proceed. 

STATEMENT OF HON. BELL BARRETT, A REPRESENTATIVE IN 
CONGRESS FROM THE STATE OF NEBRASKA 

Mr. Barrett. Mr. Chairman and members of the committee, 
thank you so much for having this hearing in the first place and 
allowing me to speak in favor of increasing the estate tax exemp- 
tion from $600,000 to $750,000, and then, of course, indexing it 
thereafter. 

Although I strongly support the provision in H.R. 9, the Job Cre- 
ation and Wage Enhancement Act, I need to add that I believe the 
exemption does not go far enough. It will not fully address the 
problems the Tax Code creates for keeping family farms in the fam- 
ily. 

The American Farm Bureau and other agricultural organizations 
believe the estate and gift tax exemption should be increased to 
levels of up to $2 million. They argue that more farms have assets 
exceeding the $600,000 exemption, and the heirs are forced to sell 
inherited property to pay estate taxes. 

Due to inflation, and, of course, the nature of farmers to hold on 
to their land — an average of 28 years now per farm — owners of 
forms are more likely to be affected by the estate tax than other 
people. The average value of farm assets for the 55,000 farmers in 
Nebraska is now $697,000 per farm. 

Some opponents of raising the exemption level believe the so- 
called wealthy estates have enough liquidity that it is not a prob- 
lem to pay estate taxes, and, of course, the other expenses attend- 
ant to inheritance. Unfortunately, these opponents do not have an 
understanding of family farm operations nor do they understand 
how capital-intensive family farms really are and must be — to re- 
main viable. 

Farmers may appear wealthy on paper, but, in reality, most of 
the overwhelming number of farmers have very little cash on hand, 
with the bulk of their estates or their assets tied to farm real es- 
tate and equipment. In Nebraska, farm real estate accounts for 
more than 70 percent of the total assets for an average farmer. 

The heirs of these estates are usually the sons or the married 
daughters that are actively involved with the farming operation but 
have very few assets themselves. The heirs may be assisting with 
the actual farming, but the properties are solely owned by the dece- 
dent. Due to the exemption allowed under current law, the family 
heirs are too often forced to sell a portion of the farm real estate 
to pay taxes, which, in turn, threatens the viability of the restruc- 
tured farm operation. The disposed property is not just an asset 
but it is an important income-producing asset. 

Another concern, Mr. Chairman, as it relates to the estate tax 
question, is the average age of our Nation’s farmers. Compared to 
the average head of households in the United States today, which 
is 48 years of age, roughly half of the 2 million farmers in this 
country today are age 55 or older. More than 17 percent of our 
farmers are now 70 years of age or older. This creates a situation 
where there will be an extensive turnover of farming operations in 
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the next few years as we lose these older farmers. If Congress does 
not raise the estate tax exemption, we will lose farmers, and we 
will be losing the foundation of family farming upon which Amer- 
ican agriculture has thrived. 

Opponents may also argue family farms may utilize a provision 
of the Tax Code for special use valuation of farm real estate. Ear- 
lier, when I referred to H.R. 9 not going far enough, I was making 
reference to this issue, specifically section 2032A, the provisions on 
the special use provision. 

This special use valuation applies so long as the inheriting fam- 
ily members continue to farm the property. If an inheriting family 
member chooses to cash lease their interest to the family member 
to actually farm the property, section 2032A does not apply. A 
daughter who, as a doctor, may return to the community and cash 
rents to her brother does not qualify. 

I believe disqualifying property from special use valuation solely 
on the basis of a cash leasing arrangement among family members 
is contrary to the congressional intent which is behind section 
2032A. The bill I introduced, H.R. 501, clarifies that a cash leasing 
arrangement among inheriting family members will not disqualify 
the property for special use valuation. It goes a step further and 
includes surviving siblings and other qualifying heirs. 

Mr. Chairman, the provisions of H.R. 9 will go a long way to help 
keep the family farm in the family, and later in this session I hope 
that we can discuss further changes to the estate taxes to help 
keep the family farms in the family. 

Tnank you, Mr. Chairman. 

[The prepared statement follows:] 
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Testimony of the Honorable Bill Barrett (NE-3 
House Ways and Means Committee 
February 1, 1995 


Thank you, Mr. Chairman, for having this hearing and allowing me 
the opportunity to speak in support of increasing the estate tax 
exemption form $600,000 to $750,000 by 1998, and to index it for 
inflation thereafter. 

Although I strongly support this provision in HR 9, the Job 
Creation and Wage Enhancement Act, I must add that I believe the 
exemption does not go far enough, and won't fully address problems the 
tax code creates for keeping family farms in the family. 

As you know, the American Farm Bureau and other agricultural 
organi 2 ations believe the estate and gift tax exemption should be 
increased to levels up to $2 million. 

They argue, correctly, that more and more farms have assets 
exceeding the $600,000 exemption, and the heirs are forced to sell 
land, equipment and/or buildings to pay estate taxes. 

Due to inflation, and the nature of farmers to hold on to their 
land--an average of 20 years per farm--owners of farms are more likely 
to be affected by the estate tax than the general population. 

The average value of farm assets for the 55,000 Nebraska farmers 
is $697,000 per farm. 

Some opponents of rasing the exemption level, or heaven forbid, 
those who would even lower the $600,000 level, believe these so-called 
wealthy estates have enough liquidity that it is not a problem to pay 
estate taxes and other expenses. 

Unfortunately, these opponents do not have a general understanding 
of family farm operations, nor do they understand how capital intensive 
family farms must be to remain viable. 

Farmers may appear wealthy on paper. However, in reality the 
overwhelming number of farmers have very little cash-on-hand, with the 
bulk of their assets tied to farm real estate and equipment. 

In Nebraska, farm real estate accounts for more than 70 percent of 
the total assets for an average farmer. 

The heirs of these estates are usually the sons or married 
daughters that are actively involved with the farming operation but 
have few assets themselves. 

While the heirs may be assisting with the actual farming, the 
machinery, land and buildings are solely owned by the decedent. 

Due to the exemption allowed under current law, the family heirs 
are too often forced to sell a portion of the farm real estate to pay 
taxes which in turn threatens the viability of the restructured farm 
operation . 

As you know, the disposed property is not just an asset, but it is 
an important income producing asset. 

Another concern, as it relates to the estate tax question, is the 
average age of our nations’ farmers 

Compared to the average head of households in the US, which are 48 
years of age, roughly half of the 2 million farmers are age 55 or 
older. More than 17 percent of our farmers are 70 years of age or 
older . 

This creates a situation where there will be an extensive turnover 
in farming operations in the next few years as we lose these older 
farmers . 

If Congress does not act to raise the estate tax exemption, we'll 
not only be losing farmers, we'll be losing the foundation of family 
farming upon which American agriculture has thrived. 

Another point opponents may argue is that family farms may utili 2 e 
a provision of the tax code for special use valuation of farm real 
estate, and therefore need no further relief from estate taxes. 

When I refer to HR 9 not going far enough to give family farms tax 
relief, I was making reference to this issue, specifically Section 
2032A. 

I have introduced legislation, HR 501, to amend the Internal 
Revenue Code (IRC) Section 2032A, the special use provision. 

In 1976, Congress sought to help families keep their farms by 
allowing a farm to be valued in its use as a farm, rather than at its 
market value. 

This "special use" valuation applies so long as the inheriting 
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family members continue to farm the property. 

But suppose one of the inheriting heirs does not choose a life on 
the farm. Perhaps, for example, it is a young doctor who has returned 
to practice in her rural hometown, but she won't be farming. She'll 
leave that up to her brother. 

If this inheriting family member chooses to cash lease her 
interest to the family member to actually farm the property. Section 
2032A does not apply. 

I believe to disqualify property from special use valuation solely 
on the basis of a cash leasing arrangement among family members is 
contrary to the congressional intent behind Section 2032A. 

My bill, HR 501, clarifies that a cash leasing arrangement among 
inheriting family members will not disqualify the property for special 
use valuation. 

Mr. Chairman, I understand that the Committee is strictly focusing 
today on provisions in HR 9 that raise the estate tax exemption, and 
may not be ready, or willing, to also include extraneous measures, such 
as HR 501 . 

While I can certainly respect the Committee's position, I hope 
that at some future point we can discuss further changes to estate 
taxes toward the goal of keeping family farms in the family. 

Believe me, the relief provided by HR 9 for family farms will be 
beneficial and will go a long way toward keeping alive the family farm. 
But I encourage the Committee to finish the job by considering and 
passing provisions from HR 501. 

I appreciate being given this opportunity and stand ready to 
answer any questions you may have. 

♦ ♦ ♦ ♦ 
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Chairman Archer. Gentlemen, thank you for your very cogent 
input to the committee. Do any members wish to inquire? 

OK, I have Mr. Bunning, Ms. Dunn and Mr. Kleczka. Anyone 
else? Mr. Herger. All right. 

Mr. Bunning. 

Mr. Bunning. Well, rather than inquire, I want to thank both 
Mr. Barrett and Mr. Allard for their testimony and agree with Mr. 
Barrett on our ability to expand that deduction past the $750,000 
limit. Because of personal experience with it, and with experiences 
in my district with that restriction being at $600,000, we need to 
expand the deduction now; particularly in the farm community, 
which 14 of my counties that I represent are so involved with fam- 
ily farms, and with the inflated value of those family farms as far 
as tax liability is concerned. 

The home office deduction — I am a cosponsor with Wayne Allard 
on that bill, and have been in the last Confess, and could not 
agree with him more that that ought to be looked at and included, 
and I just hope that we can get it done. 

Thank you both for your testimony. 

Mr. Allard. Thanks for your comments. 

Mr. Barrett. Thank you. 

Chairman Archer. Mr. Kleczka. 

Mr. Kleczka. Thank you, Mr. Chairman. 

I have a question for Representative Allard. Under your proposal 
for the home office deduction, my question is what is built into the 
legislation to prevent abuse of restoration of this deduction and 
also what are the limits on the actual deduction? 

As I look at your testimony, you indicate one category of profes- 
sionals would be teachers, another would be doctors. I can see a 
teacher bringing home some homework or tests to grade, things of 
that nature. Would that qualify for a home office deduction? Or in 
the doctor situation, does that home office have to be used for ex- 
amining patients, seeing patients or just he claims he does work 
there? 

I am saying if that be the case, I have an office in my home also 
where I take back constituent correspondence, call constituents, 
work on legislation, and I am wondering if I would also qualify? 

Mr. Allard. No, sir, you would not qualify because that is not 
your sole fixed location of doing business. The purpose of the 

Mr. Kleczka. Well, the teacher’s sole fixed is not his or her home 
either. 

Mr. Allard. The purpose of the legislation is to try to reduce the 
regulatory burden on the home office person, the person who is try- 
ing to work out of his home. Frequently, that is where businesses 
start. That is where people get started in business. If we are going 
to open that up, we need to do that. 

So I want you to look very closely — it is the sole fixed business 
location lan^age that we add, and you have to use your home ex- 
clusively and regularly as a home office. 

Let me give you one example of somebody who — or a couple of 
people in your community, I am sure, that you can find who work 
out of their homes. Probably an electrician or 

Mr. Kleczka. Give me a teacher example, where a teacher would 
qualify. 
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Mr. Allard. I don’t see a teacher qualifying unless they are run- 
ning a day care center — ^you are thinking about the regular profes- 
sional teacher? 

Mr. Kleczka. Right. Goes home from school, from the classroom. 

Mr. Allard. In terms of a day care teacher or a teacher provid- 
ing for the handicapped and doing that teaching out of their home, 
then, obviously, if they have a room set up and they are teaching 
to handicapped children or young people, then it is part of their 
business as a contract teacher and they would qualify. 

Mr. Kleczka. The activities would have to happen in the home 
itself 

Are there any limits on the actual deduction that could be 
claimed? 

Mr. Allard. There is no maximum deduction on there, except 
that I think just because of the homes that you are dealing with, 
I do not think that is going to be particularly a problem. 

Basically, what we are talking about, the figure I give you, we 
are talking about people who are starting out in business in their 
home. If they are a large business, then the incentive is there for 
them to move out and to rent space and to incur the cost of operat- 
ing, basically, a business out of their home. Because it is much 
more convenient, you have so many employees, and most people do 
not want to do business 

Mr. Kleczka. OK, I understand that, but my further question on 
the actual deduction. If I have five rooms to my home, and I devote 
one for the home office, I can deduct from my taxes one-fifth of all 
the expenses of the home, from mortgage to heat to light and ev- 
erything else? 

Mr. Allard. Not necessarily. If that room is the least expensive 
room, as far as operating — maybe you built five rooms on. Maybe 
the other four are extremely expensive rooms, and that one you are 
running your home office is a less expensive room. It has to meet 
the qualification that it is used as the regular place of business, as 
a sole and fixed location, and that is where you are running your 
business out of 

Mr. Kleczka. Who makes the determination as to how much I 
can deduct? 

Mr. Allard. Well, obviously 

Mr. Kleczka. Let’s say it is the most expensive room in the 
house. 

Mr. Allard. As any businessman will know, if you are a prudent 
businessman you need to itemize all your costs and get a portion 
down as a percentage of your total cost of doing business. So you 
allocate that particular amount of cost related to that room and 
then that becomes the cost of doing business as far as that room 
is concerned. 

Mr. Kleczka. So in a five-room example, I can deduct one-fifth 
of the cost of everything associated with the home, including the 
cutting of the grass. 

Mr. Allard. No, in my view, that depends on the cost of that 
room. You could take a deduction — if it is the least expensive of the 
rooms, then you would take a proportionate share of the total cost 
for that room. You do not necessarily take 20 percent. 
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Mr. Kleczka. I can see some real abuse coming here, and I do 
not think we have enough IRS auditors to go and measure homes 
and find the value of homes. Thank you. 

Chairman Archer. Mr. Herger. 

Mr. Herger. Thank you veiy much, Mr. Chairman. 

I want to commend our two witnesses, our colleagues, for your 
long-time work on behalf of American agriculture and the family 
farmer. 

I particularly want to commend you, Mr. Barrett, and your testi- 
mony, in bringing out the fact of our family farms and the difficulty 
in being able to keep our family farms farming, being able to pass 
on from one generation to the other those who have created the 
best-fed nation in the history of the world that we have, with a 
smaller amount of farmers every year. 

And particularly you speak about some legislation you have that 
has to do with the Revenue Code section 2032A, the special use 
provision. I might just add to that, that number has not been 
changed since 1983. Certainly, it is time for a change. I commend 
you and support your legislation. Congressman Thomas and I have 
lemslation in this same area. Again, I thank you for your work. 

Mr. Barrett. Thank you, Mr. Herger. 

Chairman Archer. Ms. Dunn. 

Ms. Dunn. Thank you, Mr. Chairman, and thank you very much, 
gentlemen, for testifying. I think you have hit some sensitive 
nerves here, and I certainly support you both in what you are try- 
ing to do. 

Mr. Barrett, I wanted to add to your excellent description of how 
the estate tax currently affects farmers by telling you that in my 
district we have a number of small timberowners of timber farms, 
and the effect on that group is that their family, upon death, cut 
the trees and sell the property. So, eventually, because of this ter- 
ribly onerous burden of regulation, we are losing small timber 
farms in the State of Washington, and it is a great tragedy because 
that affects the ability of the public to come onto private property 
where the owners have allowed them to use the facilities for rec- 
reational use and a number of other uses. 

So I agree with you the law must be changed, and your proposal 
is a most interesting one. We have heard others, but I think yours 
gets closer to reality when it comes to the amount of exemption 
that we should allow. 

Mr. Barrett. There are some real-life stories out there — ^thank 
you, Ms. Dunn — about the adverse effects, social, economic, politi- 
cal effects, on the populace. I think this is an area which needs to 
be addressed. Thank you. 

Chairman Archer. Mr. Camp. 

Mr. Camp. Thank you, Mr. Chairman. I want to thank my col- 
leagues, Mr. Allard and Mr. Barrett, for testifying today. 

The estate tax exemption and the home office deduction are criti- 
cal issues to me and to the people of the Fourth District of Michi- 
gan, and I want you both to know I appreciate your efforts in this 
regard and in making these items more workable for the taxpayers 
of this country. Thank you. 

Mr. Allard. Thank you. 

Mr. Barrett. Thank you. 
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Chairman Archer. Mr. Christensen. 

Mr. Christensen. I also want to thank the witnesses. And, Con- 
gressman Barrett, as my entire family lives and farms in your dis- 
trict, I can’t tell you how much this kind of relief is needed. 

The old saying that a farmer lives poor and dies rich could not 
be further from the truth. Not only today do they live poor but they 
die poor because of this t3fpe of low exemption. We need to correct 
it. I support it, and thank you for your testimony today. 

Mr. Barrett. Thank you. 

Chairman Archer. Gentlemen, thank you very, very much. 

Mr. Barrett. Thank you, Mr. Chairman. 

Mr. Allard. Thank you, Mr. Chairman. 

Chairman Archer. Our next panel; Mr. Porter, Ms. Walker, Mr. 
Terry, Deborah Walker, and David Walker. Please take your seats 
at the witness table. 

Before introduction of our first witness, I would like to recognize 
my colleague, Nancy Johnson of Connecticut. 

Mrs. Johnson. Thank you, Mr. Chairman. 

It is a special pleasure to welcome Michael Porter to this hear- 
ing. He is the C. Rowland Christensen Professor of Business Ad- 
ministration at Harvard University and has conducted extensive 
research on the competitive strategies of companies and on the 
competitiveness of states and nations. 

He serves as cochairman of the Subcouncil on Capital Allocation 
of the Competitiveness Policy Council, charged with developing 
concrete recommendations for improving the savings rate and effi- 
ciency of corporate investment in America. He has also led major 
research on efforts to deal with the problems of underinvestment 
and economic development in America’s inner cities. 

I welcome you here today and the rest of the panelists. 

Mr. Porter. Thank you. 

ChaiTTnan Archer. Mr. Porter, again, the standard under which 
we operate is we ask you to keep your oral testimony to under 5 
minutes, and you may submit a complete written statement for the 
record in its entirety without objection. That also applies to the 
rest of the witnesses. 

Mr. Porter, you may proceed. 

STATEMENT OF MICHAEL E. PORTER, C. ROWLAND 

CHRISTENSEN PROFESSOR, HARVARD UNIVERSITY, 

CAMBRIDGE, MASS. 

Mr. Porter. Thank you, Mr. Chairman. 

From someone who has spent many years studying the problems 
of investment in the United States, I cannot tell you how important 
and timely these hearings are. The central problem facing the 
American economy — and there is no doubt about it — is inadequate 
savings and especially inadequate investment by the private sector. 
We are simply not investing enough to support economic growth 
and a rising standard of living. This is true in the economy as a 
whole, and it is particularly true in our distressed inner-city areas, 
where investment is leaving rather than coming. 

The only way we are going to be able to sustain a rising standard 
of living in this country is to step up the rate of investment, espe- 
cially in equity capital. It is equity capital that supports entry into 
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new products and new services, that supports the R&D that is re- 
quired to create new jobs rather than just boost the productivity of 
existing businesses, which often reduces employment. 

Yet the rate of investment by American industry is declining at 
a precipitous rate. In fact, as of 1993 or 1994, the net investment, 
after depreciation, of American industry is now only 2 percent of 
GDP rather than 3.5 to 4 percent in the seventies and sixties. It 
is no wonder that even the somewhat slow economic rate of growth 
that we have now forces us into capacity constraints because our 
net rate of investment in the economy is so low. 

Why do we have low investment in our corporate sector? Well, 
there are three basic causes that you have the means to deal with 
in this committee. 

The first is, of course, inadequate savings, not just savings by 
government in the form of dissavings but low private savings that 
have fallen from 6 percent of GDP as recently as the early eighties, 
to 3 percent of GDP in 1994. 

I share with you the view that we must reinstitute some kind of 
an individual retirement account incentive for savings. I believe, 
however, that our retirement account proposal should be related to 
income; that is, you should have to save more, depending on your 
income, to get the benefit. The details are in my testimony. 

The second fundamental cause of underinvestment in our econ- 
omy in the corporate sector is overinvestment in real estate. The 
United States spends an enormous fraction of its overall pool of in- 
vestment capital in real estate. Indeed, as you all probably know, 
in a single year, the total tax break for investment in residential 
real estate in the United States is $82 billion per year to incent in- 
vestment in this particular form which, although it does create jobs 
and it does improve our quality of life, does not have the same le- 
verage in improving the long-term growth of the economy as invest- 
ment in the corporate sector. 

I believe it is time to scale back some of the subsidies for real 
estate investment, particularly for affluent Americans. The details 
are in my testimony. 

The third problem, limiting corporate investment, is not just a 
savings problem, but it is a deeper problem having to do with the 
way we regulate the financial markets in this country and the way 
we create tax incentives that work against investment. 

We have this low rate of investment in U.S. industry in new 
plant, equipment and R&D, yet we have companies buying back 
tens of billions of dollars of their stock instead of investing. 

Last year’s stock buybacks totaled about $70 billion. That did not 
create new assets — that was not net investment by corporations. 
That was them buying back their own stock. 

We have a continued high rate of M&A activity in this country. 
Instead of new investment in new plant and equipment, companies 
last year spent $230 billion making acquisitions that changed con- 
trol of assets but did not create new net assets. 

Now, why is this happening? Well, first of all, it is happening be- 
cause of outmoded and excessive regulation of our financial mar- 
kets that dates back to the twenties and thirties when our financial 
markets were different, when the owners of equity shares in Amer- 
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ica were small individuals. We simply must reform our financial 
market regulation. 

I am chairing a group that will issue a report on this in the 
spring. 

But of particular interest to this committee is the disincentive 
that our tax system places on investment, particularly investment 
in equity capital. Our system is biased against equity investment — 
severely biased against equity investment. It double taxes divi- 
dends on equity. It double taxes retained earnings on equity cap- 
ital. By not indexing capital gains, it biases against long-term eq- 
uity investment toward short-term holdings. 

The 1986 Tax Reform Act was supposed to equalize the treat- 
ments of various forms of income. Instead, it increased the bias 
against equity investment which we so desperately need. 

I share with this committee the sense that we must introduce a 
long-term capital gains incentive. However, as detailed in my testi- 
mony, I believe it should be limited to equity investment. I think 
this is where the greatest leverage for economic growth comes, and 
I also believe it should be prospective. I think we should not give 
windfalls for past investments. We should make the incentive pro- 
spective on new investments with the clock starting today. 

I share with you the view that we must index capital gains for 
inflation, and I would also move toward starting to provide an ex- 
clusion for dividend income from equity. The details are in my 
statement. 

We have a particularly acute problem of lack of investment in 
the Nation’s inner cities. Our past approaches to dealing with dis- 
tressed communities have failed. I detail those in some of my 
writings on this subject, which I will provide to the committee. 

[The writings are being retained in the committee files.] 

Mr. Porter. We need a new paradigm for dealing with the Na- 
tion’s inner cities, and I think that paradigm must be one that 
moves away from massive subsidies and uneconomic behavior and 
toward private sector investment in profitmaking businesses. That 
is the only way to have a sustained, profitable, and ongoing inner- 
city economy. 

We must build on the competitive advantages of investment in 
inner-city areas. Advantages like physical proximity to the down- 
town business districts. Advantages like a large unmet demand in 
the local community. 

In order to create and step up the incentives for such invest- 
ments, I believe we should take those general tax policy rec- 
ommendations I made 1 minute ago, but we should move more ag- 
^essively to provide incentives for investments in inner-city areas. 
In particular, I would propose a 100-percent exclusion of long-term 
capital gains from equity investment in distressed inner-city com- 
munities. 

The criteria must be the location of the business and the kind 
of employment in that business. We should not be giving tax incen- 
tives to businesses that do not employ local residents. 

I would also recommend we provide a 100-percent exclusion of 
dividends from equity investment in distressed inner-city commu- 
nities. Many inner-citv businesses do not qualify for going public, 
or the traditional kincis of exit options that venture capitalists use. 
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I think we need to provide a way to get dividends returned back 
to those investors to in cent these investments. Again, the details 
of all of this are in my testimony. 

I would like to thank you for the opportunity to talk so briefly 
about these subjects, and I would welcome your questions. 

[The preparea statement and attachments follow:] 
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TESTIMONY OF MICHAEL E. PORTER 
HARVARD BUSINESS SCHOOL 

My name is Michael E. Porter. I am the C. Roland Christensen Professor of Business 
Administration at the Harvard Business School where 1 conduct research on the competitive 
strategies of companies and on the competitiveness of states and nations. 1 serve as co-chairman 
of the Subcouncil on Capital Allocation of the Competitiveness Policy Council, charged with 
developing concrete recommendations for improving the rate and efficiency of corporate 
investment in the American economy. I have also led a major research effort on the special 
problems of investment and economic development in America’s inner cities. 

The hearings of this Committee could not be more timely and important. The central 
problem facing the American economy, and the greatest limit on improving the nation’s 
prosperity, is inadequate savings and investment. While there are many causes, the single most 
important cause of America’s inadequate private savings and investment is the nation’s tax 
policies. The Committee has the opportunity to institute reforms which would not only benefit 
the economy as a whole, but would also significantly speed up investment in our distressed inner 
city areas. 

1 will begin by examining the reasons why wages have stagnated in the United States in 
the recent decade and link wage growth to private sector investment. The rate of U.S. corporate 
investment has stagnated and declined in the last decade. There are three main causes: 
inadequate savings, overinvestment in real estate, and policies limiting corporate investment. In 
each area, tax policy plays a prominent role, and I suggest directions for reform. 

Inadequate corporate investment in the nation’s inner cities is a particularly pressing item 
on the national agenda. I describe a new framework for economic development in our nation’s 
distressed communities, based on private sector initiative and the principle of profit. The overall 
recommendations for tax reform should be taken one step further for distressed areas. 


Investment and the Standard of Living 

A rising standard of living in the United States depends on the ability to improve 
productivity In value terms, where value refers to the dollar value of output per worker. 
Improving productivity in volume terms, or the number of units of standard products produced 
per worker, benefits company efficiency but will not by itself support rising wages. At the same 
time, efficiency improvements in making standard products are more easily matched by 
international competitors or offset with lower wages. America’s ability to compete depends 
critically on improving the value of products and services to command higher prices, not just 
lowering cost. 

But improving the value productivity of existing products and services is not enough. 
Economic and job growth rely heavily on creating new products and entering new markets. This 
leads to new Jobs and offsets the reduction in employment that often accompanies productivity 
growth in established products and services. 

To increase the value of existing products, create new products, and enter new markets, 
firms must invest in intangible assets such as research and development, training, and start-up 
costs of entering new products and markets including costs of establishing brand names and 
distribution channels. Intangible investments must he financed with equity capital because they 
provide no collateral and entail higher risk. 

Productivity growth in the American economy has been slow in recent decades, resulting 
in declining real wage income. In the early 1980s, reported productivity growth began to rise 
significantly in manufacturing, leading many observers to celebrate the return to competitiveness 
of American industry. The celebration was dampened, however, because real wages continue to 
languish. 

The answer to this apparent puzzle, as shown in Figures 1 and 2, lies in the distinction 
betw'een value and volume productivity. Volume productivity, which is what is reported by the 
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Bureau of Labor Statistics, has indeed grown more rapidly in non-fmancial corporations as a 
whole, and in manufacturing, in the previous decade than before. Historically, as Figures 1 and 
2 illustrate, value and volume productivity tracked each other closely in the U.S. economy. 
Beginning in 1981, however, value productivity, which is what determines wages, has grown 
much more slowly. This is true for non-fmancial corporations and even more true for the 
manufacturing sector. The reason is that American manufacturing companies have not been able 
to sustain or improve prices. To say it differently, American manufacturing industry has done a 
good job in die 1980s and early 1990$ of producing standard products more efficiently, but is 
failing to create higher value product varieties and entirely new products to the degree necessary 
to support rising wages. 


Corporate Investment in the United States 

The only way to improve the nation’s value productivity and hence prosperity is through 
sustained investment by the private sector. It should not be surprising, then, that these disturbing 
trends in corporate productivity reflect a disturbing paiiem of declining net investment 
(investment after depreciation) since the early 1980s. Yet as Figure 3 shows, net non-residential 
fixed investment as a percentage of GDP has declined precipitously since 1981. Net non- 
residential fixed investment in recent years has been less than 2% of GDP. It should not be 
surprising, then, that economic growth rates in the 3% range raise fears about shortages of 
capacity. Figure 4 shows the dramatically greater rate of corporate investment in Japan, the 
leading competitor to U.S. firms in international markets. These disturbing trends in overall 
corporate fixed investment apply equally to investment in machinery and equipment. 

The United Slates is also lagging in R&D. At a time when R&D investment is 
increasingly critical given the knowledge intensity of competition, the United States has been 
investing at a significantly lower rate than Japan, as shown in Figure 5. The U.S. rale of 
corporate R&D investment as a percentage of GDP has been flat or slightly declining, while in 
Japan it has increased. 

Without a higher rate of investment in new machinery, new capacity, new technology, 
and new products, the United States cannot enjoy sustained job growth or growth in wages and 
the standard of living. 


Causes of Inadequate Corporate Investment 

The causes of inadequate corporate investment in the United Stales can be divided into 
three broad categories. 

1. Inadequate savings. Members of the Committee have heard a great deal about the 
problem of government dissavings. Equally serious is the problem of gross private savings, 
which have declined from about 6% of GDP as late as the early 1 980s to about 3% of GDP in 
1994 (see Figure 6). The Committee has heard extensive testimony about private savings, and 
the role of tax policy in discouraging it. 

Recommendations for Tax Policy . 1 concur with those who propose the reinsiituiion of 
the individual retirement account (IRA) to provide an incentive for savings, until such lime as the 
United States can move to a more consumption-based lax system. Any new IRA, however, 
should be designed to reflect the fact that feasible saving levels depend on income. Therefore, 
the minimum contribution to an IRA to begin qualifying for lax deferral should rise with income. 
A person making less than $40,000 a year, for example, should only receive tax deferral for IRA 
contributions in excess of, for example, $1,000. A person earning an income of $100,000 would 
have to contribute, for example, $5,000 in taxable contributions before additional contributions 
were tax deferred. A cap would limit the total amount that could be deferred each year. This 
would serve to focus the incentive on boosting savings instead of subsidizing savings that would 
take place irrespective of the incentive. 

2. Overinvestment in real estate. While the United States begins with a woefully low 
level of savings, the problem is compounded by the fact that a huge fraction of the pool of 
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savings is invested in real estate rather than in industry. As shown in Figure 7, net fixed 
investment In residential real estate accounts for more than 50% of the nation’s entire private net 
investment budget. Investments in real estate create some jobs and improve the quality of life, 
but corporate investment has higher ongoing leverage for economic growth and wages. 

The size of real estate investments in the United Slates is no accident, but the result of a 
huge array of incentives. Many of these are embedded in the tax system. For example. Federal 
tax expenditures (tax breaks) directly related to residential real estate in FY 1993 were $81.6 
billion per year (note that the table listing lax expenditures was curiously oinilted from the FY 
1994 and FY J995 U S. budgets and must be restored). To pul this number in some perspective, 
the lax expenditures due to expensing of corporate research and development in FY 1993 was 
less than $2 billion. 

Recommendations for Tax Policy , li is lime to move towards scaling back the massive 
subsidies for real estate investment in the United States, especially for more affluent Americans. 
One place to begin is to cap at $350,000 the combined principal amount of mortgage and home 
equity loans qualifying for Interest expense deductibility, while indexing the cap to inflation. 
The cap could be phased in over time. Similarly, the tax-free rollover of capital gains in the sale 
of owner-occupied housing could be capped at a fixed level. 

3. Policies limiting corporate investment. Low rates of corporate investment do not just 
reflect low savings and heavily subsidized competition for savings from real estate. Most 
corporate investment is funded by internally generated funds, not new savings. Corporate 
investment in the United Slates is not constrained by low profitability. Indeed, as shown in 
Figure 8, U.S. industry is among the most profitable of any in the world, and far more profitable 
than industry in Japan and Germany. This high current profitability implies a higher hurdle rate 
(required return) on investment than elsewhere and a shorter time horizon. 

Consistent with this, American companies have spent tens of billions of dollars buying 
back their own stock rather than investing. As shown in Figure 9. U.S. stock repurchases in 
1994 rose to $68.2 billion. Companies buying back slock (more than 990 in 1994) were not 
merely companies in declining industries but included firms such as Amgen. AMP Inc., Eaton 
Corp.. Columbia/HCA Healthcare Corp . Hewlett-Packard, IBM, Lotus Development, and Merck 
who compete in rapidly growing industries and enjoy numerous Investment opportunities. 

In addition to slock repurchases. American industry continues its massive investment in 
acquisitions. As shown in Figure 10, the dollar volume of M&A activity has risen dramatically 
since 1980, reaching $227 billion in 1994. While acquisitions can be a part of a strategy to 
create new products and new businesses, much of the investment in acquisitions involves merely 
a change of ownership of established products and plants Therefore, acquisition investments 
make only a modest net contribution to growth in the economy. 

The low rate of corporate investment, as well as inefficiencies in the investments that are 
taking place, result from financial market regulation and tax policy.' 

Financial Market Regulation . While the U.S. capital markets are efficient in the sense of 
low transactions costs and rapid processing of public information, the structure of equity 
ownership and corporate governance reduces the rate, efficiency, and lime horizon of investment 
for established companies, (The U.S. system for funding startups provides major advantages 
vis-a-vis other nations. The problem arises when companies become profitable and well 
established.) 

The U.S. markets are characterized by an extreme degree of separation between the 
ultimate owners of equity capital, the investment managers who choose which companies to 
invest it in, and the professional managers who actually run companies. This separation has 

' A detailed treatment of the U.S. capital allocation system and its consequences can be found in Capital Choices: 
Changing the Way America Invests m Industry, Council on Compeutiveness and Harvard Business School, 
Washington, DC, 1992, The Subcouncil on Capital Allocation of the Competitiveness Policy Council will be 
issuing a repon detailing specific recommendations to boost the rate and efficiency of investment in the spring of 
1995. 
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widened and shifted dramatically in character with the growth of pension funds and mutual funds 
over the last several decades. The separation between owners, investment managers, and 
professional managers is exacerbated by regulation which limits the ability of owners and 
investment managers to become directly involved in corporate governance. 

This separation means that owners, investment managers, and professional managers 
have widely differing amounts of information about long-run corporate prospects, but ail share 
good information about current profitability. Separation also implies that equity owners must 
measure the performance of investment managers, and investment managers must do the same 
for professional managers (who own little stock). Such performance measurement, in the face of 
limited information about long-term fundamentals, inevitably shortens investment time horizons. 
Owners measure investment managers based on quarterly and yearly portfolio appreciation. 
Investment managers, in turn, are under enormous pressure to select companies based on their 
potential for near-term stock price appreciation, which is most heavily influenced by surprises in 
current earnings. 'Hie net result is pressure on companies to raise current profitability. 
Companies buy back their stock to prop up share prices that are sensitive to eamings-per-share 
growth, and are rewarded through price appreciation for taking large write-offs which will make 
it easier to show growth in next period earnings. Profitability is high, and funds invested by 
companies are deployed efficiently. Yet companies are not investing enough to sustain product 
prices, fuel growth, and maintain competitive position in the long run. The massive fall in the 
value of the dollar, as in the 1970s, has served to mask the international competitive 
consequences of this set of choices. 

These measurement and information problems are exacerbated by the fragmentation of 
equity ownership, which is partly the result of govemmeni regulation. Securities regulation was 
designed in an era when unsophisticated individuals owned most stock, and has not been 
modified to reflect the fundamentally different circumstances today. The result is that 
investment managers own small stakes in many companies, and lack the incentive or ability to 
develop information about long-term prospects and to take an active role in corporate 
governance. Yet unlike individual investors, investment managers are motivated to engage in 
rapid trading based on perceived near-term stock price movements. The average holding period 
of a share of stock has fallen from about seven years in 1960 to about two years today. This 
heightens the sensitivity of professional managers to near-term earnings, deters investments with 
long-term payouts, and encourages acquisitions which produce instant growth in sales and 
profits. Note that the other nations with capital market structures similar to the United States — 
the United Kingdom, Canada, and other former British Empire nations — have also been chronic 
underinvestors in recent decades. 

Redressing these problems will require relaxing outdated securities and pension fund 
regulations, encouraging greater long-term ownership by employees and managers, limiting 
unnecessary securities litigation, and other steps to be contained in the Report of the Subcouncil 
on Capital Allocation. 

Tax Policy . Tax policy constitutes the other drag on corporate investment. The U.S. tax 
system, as is well known, is biased against investment except in real estate. What is less well 
known is that our tax system is biased heavily against equity investment, especially long term 
equity investment. The U.S. system imposes double taxation of dividends from equity 
investments while it taxes interest on debt only once. Through taxes on capital gains, it also 
imposes double taxation of retained earnings (earnings that are reinvested in the business). 
Capital gains are not indexed for inflation, which creates a bias against investments with a longer 
term payout and a bias against holding. The net effect of these policies is to dramatically 
increase the return required on equity investments in companies to produce an acceptable after- 
tax return to investors. The 1986 tax reform, while seeking to equalize the tax treatment of 
different forms of income, actually made the bias against long-term equity investment far worse. 

These tax policies and the U.S. financial market regulation combine to generate rapid 
trading, high investment hurdle rates, large equity buybacks, heavy investment in acquisitions, 
and low investment in fixed assets and R&D by established companies. 
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Recommendations for Tax Policy . Ideally, the United States would move towards a 
consumption-based tax system. In the interim, however, the following changes take on critical 
priority to increase the rate of long-term corporate investment, especially in equity: 

• Provide a 50% exclusion for long term capital gains from eouitv investments in 
corporations . In order to both reduce the double taxation of retained earnings and lengthen 
time horizons, the minimum holding period should be at least three years. Alternately, the 
percentage exclusion should rise with longer holding (e.g., 10% exclusion if held one year. 
20% exclusion if held two years; up to a 50% exclusion if held 5 years). The exclusion 
would not apply to investment in residential real estate, collectibles, bonds, or other forms of 
assets. To limit the cost of this policy and to avoid windfalls, the exclusion should be 
prospective , with the holding clock starting with the date of enactment. 

• Index capital gains for inflation, using a revised CPI reflecting actual inflation, to further 
reduce the bias against long-term investment. 

• Provide a 50% exclusion for dividends on equity investments in operating companies, to 
reduce the double taxation of dividends. 


Corporate Investment in Inner Cities 

These recommendations will increase the overall rale and time horizon of corporate 
investment in the U.S. economy. However, nowhere is corporate investment more needed than 
in the nation's distressed inner city areas. Unless we find new approaches, the inner cities will 
continue to be a drain on the shrinking public coffers. Revitalizing inner cities requires the 
creation of healthy local economies and jobs, not just meeting social needs. Without the parallel 
development of jobs, efforts to address social problems cannot be successful, especially in a time 
of fiscal scarcity. 

Past approaches to economic development in inner cities have failed. Real estate 
development projects, based on the false premise that real estate development would attract 
industry, have proven disappointing. Huge subsidies to entice firms to locate in inner city areas 
have not led to sustainable companies and have further drained public funds. My paper The 
Competitive Advantage of the Inner dry describes the problems with these and other past 
approaches, which share a common flaw — they defy economic reality. 

Economic reality is this; sustainable economic development in inner cities, or anywhere 
else, can only result from profitable, private sector investments which do not need ongoing direct 
subsidies. Profitable investment, in turn, must rest on the competitive advantages of an inner city 
location compared to elsewhere in the regional «:onomy. The inner city can only produce 
profitable firms if it can find an economically viable niche based on trade and exchange in the 
region. 


My research suggests four types of potential competitive advantages of an inner city 
location. These must become the cornerstone of an inner city economic development strategy: 

• physical location-, proximity to downtown business districts, transportation and tourist 
infrastructure, hospital complexes, and other attractions. 

• local demand-, the ability to serve a large, underserved market in the inner city with 
distinctive needs. 

• integration with competitive clusters in the regional economy’, the employment and 
commercial opportunities (buying and selling) arising from the ability to link with centers of 
excellence in the region. 

• availability of certain types of human resources: access to a large labor pool of loyal 
employees suitable for a range of industries and occupations. 
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The businesses which currently survive and even prosper in inner city areas are those that 
benefit firom these advantages, despite facing numerous obstacles such as security, infrastructure, 
and regulation. With a concerted strategy, their potential is far greater. 

The central goal of government policy toward inner city economic development must be 
to enhance the economic value of the inner city as a profitable business location. In the spirit of 
federalism, state and municipal governments must identify the competitive advantages and 
disadvantages of each particular city, and customize a strategy to their particular circumstances. 
The disadvantages of inner cities today as a place to do business must be eliminated, via 
programs in training, security, infrastructure, deregulation and the like that reflect an economic 
strategy rather than structured as social programs. Subsidies will be necessary, but must be 
directed to improving sites and upgrading business infrastructure rather than propping up firms 
without true profitability. 

The only way to achieve sustainable economic development in inner cities is to mobilize 
the capital and expertise of the private sector. Figure 11 summarizes the differences between 
this approach to economic development in inner cities and the old models that have failed. 

Recommendations for Tax Policy . Tax policy has an important role to play in aligning 
incentives with the goal of sustainable economic development in troubled cities. In particular, 
tax incentives based on the premise of profit can play a vital role in speeding up private 
investment in inner city areas as part of a broader strategy to improve the inner city as a business 
location. The same tax biases against equity investment that exist in the economy at large must 
be eliminated in inner cities, but we need to move more aggressively given the social and 
economic distress of these communities. 

Tax incentives should be based on company or subsidiary location in distressed areas and 
employment of local residents, not the race and gender of business owners. Race- and gender- 
based programs are subject to manipulation and may fail to benefit inner city residents. 
Distressed inner city areas can be defined as census tracts where 50% of the households live 
below 80% of the median income of the surrounding metropolitan area and unemployment is 
25% greater than the state average. 

Specific tax policy changes should include the following; 

• Provide 100% exclusion of long-term capital gains from equity investment in companies 
or subsidiaries located in distressed inner city areas, provided these firms provide a minimum 
level of employment of local residents. 

require a minimum 3-year holding period or exclusion increasing with holding 
period 

require a minimum percentage of workforce from the local community (for 
example, 25%) 

a business would be defined as a single-unit company or a profit center based in 
the inner city 

• Provide 100% exclusion of corporate dividends from inner city-based companies or 
subsidiaries with a minimum level of local employment- Many of the businesses that can 
prosper in inner cities will not be amenable to public offerings and other traditional exit 
strategies. Fully tax exempt dividends will create a powerful way to provide ongoing return 
to investors without the need for sale or recapitalization. 

set rules to ensure that dividends are paid from profits after reasonable 
compensation and subject to normal transfer pricing mles, to avoid abuses. 

Implementation and oversight of these benefits will be based on the same general 
principles that govern the tax code generally. 
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• Use of this incentive will be on a self-certifying basis, subject to audit in the regular IRS 
cycle. Once qualifying census tracts are defined, businesses would be required to certify that 
a minimum of 25% of their employees were local residents. 

• On audit, businesses would have to prove that dividends paid were from profits, and the 
recipient of the dividend would have to have received written notification from the company 
that they were eligible for the exclusion. For publicly traded companies meeting these 
requirements, the financial institution executing the trade would have to notify the purchaser 
of eligibility. 

The Committee’s commitment to encourage investment through tax reform provides a 
historic opportunity to develop an urban policy that seeks to restore the economic vitality of our 
cities by grounding development policy in sound ^onomic theory. From the experience gained 
from real estate tax policies, we know it can work. Each of these policy changes sends a very 
clear message that Congress believes in the competitive advantage of the inner city and is willing 
to invest in creating a sustainable economic base. 
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Bureau of Labor Statistics, Author's Calculations 




Rgure 3: Net Nonresidentiat Fixed Investment in the United States 
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NMtnal Income and Product Accounts, Surrey ol Current Busktess 




Figure 4: Gross Private, Nonresidential Fixed Investment 
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Note: 1 994 based on first two or three quarters 
Source: OECD Quarterty National Accounts 




Figure 5: Business Enterprise Research and Deveiopment Expenditures 
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Note: Exclusive of government support. Figures are estimated or adjusted, as necessary, by OECD Secretariat. U.S. data 
excludes all or most capital expenditures. Japanese figures based on overestimated data. 

Source; OECD / EAS (STiU Database), May 1994 




Figure 6: Gross Personal Saving in the United States 
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Figure 7: Net Residential Rxed Investment as a Portion of 
Total Net Fixed Investment in the United States 
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National Income and Pmduct Accounts, Suney of Cunent Business 



836 






1994s- ** 

$68.2 Billion 




Figure 10: Merger and Acquisition Activity: Total Dollar Value Offered 


838 



Note; Includes al transactions Involving at least one U.S. Ann 
Source: Merrill Lynch Mergerstat Review 








839 


Figure 1 1 New Model of Inner City Economic Development 
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Chairman Archer. Thank you, Mr. Porter. 

Our next witsiess is Deborw Walker, representing the American 
Institute of CPAs. 

Welcome. You may proceed. 

STATEMENT OF DEBORAH WALKER, CHAIR, TAX DIVISION, 

AMERICAN INSTITUTE OF CERTIFIED PUBLIC ACCOUNT- 
ANTS, WASHINGTON, D.C. 

Ms. Deborah Walker. Thank you, Mr. Chairman and members 
of this distinguished committee. 

I am Deborah Walker, chair of the AICPA tax division, the na- 
tional, professional organization for certified public accountants. 
We have more than 320,000 members who advise clients on inter- 
national, Federal, State and local tax matters and prepare income 
and other tax returns for millions of Americans. 

Our technical policy comments are based on our evaluation of a 
proposal’s complexity, administrability, likelihood of compliance 
and fairness. As mucn as we favor simplifying the Tax Code, we 
realize that simplification cannot always be the overriding criteria. 

In some cases, from our base of experience with taxpayers and 
how laws affect their behavior, we are able, I believe, to comment 
on the economic or social aspects of the proposal. 

The AICPA stands for the proposition that America deserves a 
more understandable and a simpler tax system that facilitates vol- 
untary compliance. We believe that the present law is unneces- 
sarily complex and, in many cases, difficult to administer and that 
such complexity fosters noncompliance and lack of trust with the 
tax system. 

The AICPA supports the reinstatement of tax relief for net long- 
term capital gains. Taxpayers do take tax consequences into ac- 
count in making their business decisions, and reducing the tax on 
capital gains will unlock for more productive uses a significant 
amount of capital that otherwise may stay held in its present form 
until death. A lower capital gains rate wall increase Americans’ 
willingness to save and invest. 

However, the AICPA opposes the rules for indexing assets for 
purposes of determining gain or loss because they are much too 
complex, they treat different assets differently, and they provide 
great opportunities for abuse. You need to understand we are not 
against indexing. Rather, we are against these provisions for index- 
ing. 

We do not believe the advantages of this limited indexation pro- 
vision sufficiently outweighs the creation of added complexity and 
enhanced opportunities for tax arbitrage. The use of debt will cre- 
ate the greatest opportunity for abuse. The combination of the 50- 
percent capital gains deduction and indexing of asset basis can re- 
sult in a negative tax rate. By failing to require indexation of debt 
and allowing a deduction for interest payments, the negative rate 
is increased. 

Consequently, if this is enacted, tax advisers will doubtlessly 
urge their clients to borrow as much as possible to acquire capital 
assets. By allowing a full deduction for interest, which includes an 
inflation component against investment income, and indexing the 
basis of assets for determining gain, the tax system gives two de- 
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ductions for the same inflation. This means that the more debt that 
is assumed the greater a taxpayer’s rate of return. With this provi- 
sion enacted, tax planners and investment advisers will have the 
next great tax shelter for their clients. 

A simpler way to eliminate income taxes on inflation and avoid 
this abuse and possible tax shelter creation would be to increase 
the deduction allowable for long-term capital gains based on the 
holding periods of the assets. For example, if assets are held from 
1 to 3 years, you could have a capital gains deduction of 50 percent. 
If assets are held for 3 to 5 years, the capital gains deduction 
would be greater. If assets are held for longer than 5 years, the 
capital gains deduction would be still greater. 

The neutral cost recovery system in the proposed legislation like- 
wise creates unacceptable complexity for the benefits sought. The 
difficulty of analyzing whether to elect the system or remain on the 
present system, as well as the tremendous compliance and admin- 
istrative burdens, strongly suggests an alternative approach. 

The AICPA recommends dealing with the inflationary aspects of 
business property through a substantially broadened expensing 
provision under code section 179. 

We strongly support the efforts to simplify revenue laws and re- 
duce the overall burdens caused by excess government regulation. 
However, we urge that the Internal Revenue Service and the 
Treasury Department be excepted from the requirements that 
would impair the timely issuance of tax regulations. 

Because of the complex nature of the code, taxpayers are unable 
to comply with the law without gfuidance provided by regulations 
in many cases. The Tax Code is subject to different interpretations 
by the IRS and taxpayers, and the absence of regulations increases 
the likelihood and volume of tax litigation, increasing tax compli- 
ance costs. 

Many taxpayers we work with prefer the certainty of regulations 
to the uncertainty of arguing with the Internal Revenue Service 
over varying interpretations. It is for these reasons that tax regula- 
tions are important. 

While the AICPA supports the social objectives of the family tax 
credit and elimination of the marriage penalty, we cannot support 
these provisions because they basically add another layer of com- 
plexity for individuals complying with the tax system. Tax relief for 
these objectives could be accomplished more simply by a change in 
the standard deduction or a change in the exemption. In the case 
of a marriage penalty, the two-earner deduction may be more ap- 
propriate. 

Finally, the AICPA supports the establishment of the American 
dream savings account because it expands retirement savings op- 
tions. It has the advantage of taxing individuals when they can af- 
ford it most, during their working years, and not creating an addi- 
tional tax burden when they can afford it least. Also, taxpayers are 
likely to place amounts in retirement funds if they know that such 
funds are available without undo tax burden during times of finan- 
cial needs. 

While we support the American dream savings account provi- 
sions, we cannot support the conversion of existing retirement sav- 
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ings assets to these accounts because this does not significantly in- 
crease saving. 

And, finally, there are a number of technical tax provisions 
which we have detailed in our written comments on all of these 
provisions which I would like included in the record. I don’t have 
time to cover them this morning. 

Thank you for your attention. 

[The prepared statement follows;] 
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TtSTIM ONY OF DEBORAH WALKER 
AMERICAN mmrUTE OF CERTIFIED PUBLIC ACCOUNTANTS 

Mr Chairman, and n»nbers of this diaut^iished committee: 

I am Deborah Walker, chair of the Tax OMsioa of the Ameiican Institute of CertiSed Public 
Accountants (AICPA). The AICPA is the national, professional organization of certified public 
accountants comprised of more than 320,000 members who advise clients on federal, state and 
international tax matters as well as prepare income and other tax returns for millions of Americans 
Our members provide services to itxfavkhuls, not-for-profit organizations, small and medium-size 
businesses, as well as America's m^or businesses, iiicluding multi-national corporations. Many 
SCTve businesses as engttoyees. It is fi-om this base of experience that we offer our comments on the 
tax proposals contain^ in the Contract with America. 

In many parts of the fbllowing testimony, we do not comment on the economic or social policy 
aspects of the proposals but rather resbict ourselves to comments on technical tax considerations and 
whether the proposal is likely to achieve its objective. In other cases, fiom our base of experience 
with tax{a]«s and how tax laws a&X their behavior, our comments may also be based on our view 
of sound economic or social policy. 

Our technical policy comments are based on our evaluation of a proposal's complexity, 
administrability, likelihood of compUance, and &imess to the taxpayers that are intended to be 
covered by the proviaoa As mich as we &vor singtii^mg the tax code, we recognize that simplicity 
cannot always be the overriding ctiteriotL 

In our experience, complexity discourage compliance. It can also create unfairness because it can 
result in otherwise idetitiadly atiiated taxpqien being treated differently solely because of differences 
in their tax adviser's knowledge. 

The AICPA stands for the propositkm that America deserves a more undostandable and a simpler 
tax system that encourages ami ftcilitaies voluntary compliance. We believe that the present law is 
unnecessarily complex aixl in many cases difficult to administer, and that such complexity fosters 
noncompliance and lack of trust in the tax system. Accordingly, even when we disagree with the 
methodology for achieviitg some of the proposed changes to tax law, we have tried to suggest simpler 
alternatives fix accompHshing the objecdvcs. We encourage the Committee, as they progress in their 
deliberations, to seek infonnatioa fiom the Imemal Revenue Service regarding the administrability 
of specific proposals. In addition, the AICPA offas to work with the Committee in any way to 
ensure that the proposed iegisiation is workable and will achieve the desired goals. 


H.R. 9 - JOB CREATION AND WAGE ENHANCEMENT ACT 


Introduction 

HR. 9 significantly revises the tax treatment of capital assets and business property. In our view, 
the combination of a 50 percent capital gains deduction aixl indexation of cost basis results in an 
interplay of new rules that would be moomptehenstble to most taxpayers. The Neutral Cost Recovery 
System (NCRS) likewise creates unacceptable complexity fix the benefits sought. 

We bdieve there is a simpler af^iroach that would accomplish most of what is being proposed. We 
support tte cafxtal gain derhictkx^ but suggest it be broadened based on holding period. By allowing 
a base deduction percentage (say, SO percent) for assets held firom one to three years, a larger 
percentage deduction for those hM three to six years, and a yet larger percentage deduction for 
assets held over six years, the anti-inflationary aspects of indexing can be approximated. Similarly, 
as an alternative to NCRS. we recommend a broadenit^ of the present Code section 179 rules, 
allowing taxpayers ^^er leeway in deducting currently the cost of depreciable business property. 


Sec. LOOI. 50 Percent Capital Gatos Deduction 

The AICPA supports the reinstatement of tax relief for net long-term capital gains. Taxpayers (Jo 
take tax consequences into aocoum in making their everyday business and investment decisions. Our 
members see this every day in working with clients. Many taxpayers decide not to devote their 
capital to what they bdieve wtxild be the most productive uses because to do so would first require 
paying income taxes on the gain and inflation inherent in their current investments We, therefore, 
believe that reducing taxes on capital gains will 'unlock,' for more productive uses, a significant 
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amount of capital that would otherwise be held in its present form until the owner's death. A lower 
capital gains tax rate will increase Americans' Oncluding middle-income taxpayers) willingness to save 
and invest. 

As an organization that has consistently spoken out for simpler approaches to taxation, we are 
mindiiil of the concern that reinstating a SO percent capital gain deduction will restore complexity to 
the Internal Revenue Code. We do not believe it will. In this regard, it is instructive to note that, in 
1986, when net capital gains were subjected to the same tax rates as ordinary income, the complex 
statutory provisions dealing with such gains were left in the Code "to fimilitate reinstatement of a 
long-term capital gains rate differential if there is a future tax rate increase’ (1986 Tax Reform Act 
Bluebook, p. 1 79). Even though it eliminated the capital gain deduction. Congress recognized the 
likelihood that some differing treatment of capital gains would subsequently be reinstated. 

Indeed, the real complexity comes from any differentiation in treatment of ordinaiy income versus 
capital gain, and the necessary body of law regarding characterization of income as capital or 
ordinary. Present law taxes capital gains at a maximum rate of 28 percent, rather than the highest 
ordinary rate or 39.6 percent. Thus, the complexity that results from differing treatment exists under 
current law and reinstating a 50 percent deduction does not measurably add to complexity. 

We have one comment on the effective date of this provision. Since all gains recognized after 1 994 
would get the beneft of the new deduction, cunent and future proceeds from pre-199S installment 
sales will receive an unbargained-for benefit However, when capital gain and ordinary income rates 
were set at the same level, in the 1986 Tax Reform Act, po5t-1986 gains from earlier year installment 
sales were subject to an unbargained-for added tax cost (since they lost their SO percent deduction 
for amounts received after 1 986). The proposed effective date provides "rough justice," and would 
certainly be simpler than having to maintain two regimes (this proposal and prior law) until all 
installment sale proceeds from pre-1995 transactions had been recovered. 


Set. 1002. Indexing of Certain Assets for Punroses of Determining Gain or Loss 

The AICPA opposes this provision because it is much too complex, it treats different types of assets 
diSeraitly and it provides opportunities fiar abuse. AICPA Statement of Tax Policy 9, Implementing 
Inckxation of the r(ixftnM(1981), recommended that Intetnal Revenue Code provisions be indexed 
(generally including asset bases) to minimize the impact of inflation on the tax system. The proposed 
legislation comports in theory with our prior recommendation, but is significantly more complex and 
selective in its application. Further, we do not believe it deals adequately with the issue of debt 

The proposal requires taxpayers to use the gross domestic product (GDP) defiidor. This number is 
currently published only quarterly and released after or close to the date estimated Ux payments are 
due for some quarters. The use of quarterly GDP deflators would add another level of complexity 
and uncertainty for taxpayers required to compute estimated taxes for any quarter. Taxpayers need 
an annual index, available before the beginning of the year. 

Also, for many items (such as a personal residence with subsequent improvements, stocks other than 
mutual funds with a dividend reinvestment plan), indexing would be difficult because many tax 
records are cuirently maintained on an annual basis Even if records were maintained on a quarterly 
basis, the sale of such property would require numerous indexation calculations to determine the 
proper taxable gain or loss. 

Furthermore, the fact that property such as options would not be indexed could result in substantial 
differences in their tax treatment vis-a-vis that of underlying stock, while no substamial difference in 
economics exists-particulaily with respect to long-term options. In an S corporation, the provision 
specifying that S corporation stock would not be indexed while the assets it holds would be indexed, 
could result in significant potential differences between outside basis and inside basis in the 
corporation. 

We do not believe the advantages of this limited indexation sufficiently outweigh the creation of 
added complexity and enhanced opportunities to engage in tax engineering and tax arbitrage 
trarrsactiotrs. The use of debt will create the greatest opportunity for abuse. Even as proposed, for 
assets with relatively short holding periods (1-2 years), the combination of the 50 percent capital gain 
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deduction and the indexing of asset basis can - combined with deducting interest on d^t assumed to 
pay for the asset - resuh in a negative tax rate. In addition, however, by huling to require indexation 
of the debt or the interest payments, the negative rate is increased. Consequently, tax advisors will 
doubtless urge clients to borrow as much as possible to acquire those assets. The current return on 
the capital can be sheltered by the hnerest deduction on the ddit, the sale of the asset will produce 
a significantly smalln capital gain due to indexing the cost of the asset, and the debt will N repaid 
at the asset's sale in the same nominal dollar amoum as originally incurred - but with dollars that are 
worth substantially less than they were when the debt was acquired. By allowing a full deduction for 
interest which includes an inflation componoit against investment income, and by indexing the basis 
of assets for determining gain, the tax system gives two deductions for the same ii^tion factor. This 
means that the more debt that is asiaimed. the greater a taxpayer’s rate of return on the investment 
can be. 

Assume, for example, that a taxpayer buys stock for $1,000 with a note charging 8 percent interest. 
Assume further that inflation is S percent during the year and the property appreciates 10 percent 
before sale. With a SO percem capital gain deduction, the 10 percent before-tax gain is really an 8 
percem afler-tax gain (assuming a 40 percent ordinary income tax rate). With indexation, the after- 
tax gain increases to 9 percent. If the mterest eqrense deduction is included in the rate of return, that 
rate increases to 12.2 percent. The taxpayer has realized a tax benefit for deducting the inflation 
dement of interest eqrense and at^usted tax^le gain for the inflation element of the appreciation, as 
well as taxing the gain at a more fovorable rate 

We are mindful of the language of proposed Code section 1022(h) that a transfer of cash (among 
other things) from one person to another with a principal purpose of securing an indexation 
adjustment will allow the Secretary to disallow that adjustmoit. If subsection (h) is intended to 
’’sotve" the debt atbitrage problein, we would caution you that the tracing problems inherent in such 
a solution will likdy be a nightmare. As practitioners, we have had to work with the tracing rules 
required as a result of some of the changes to the interest deduction rules in the 1986 Tax Reform 
Act, and we can tell you they provide no easy - and no certain - answers. You might wish to obtain 
Internal Revenue Service input, as to the ease of working with tracing requirements from their 
perspective 

A much simpler way to dimmate income taxes on inflation would be to increase the deduction 
allowable for long-term caphai gams baaed on bolding period. For example, a smaller deduction 
could be provided for net capital gains recognized on assets held more than one year, but less than 
three years (the proposed SO peicemX with a larger deduction for those held from three to five years, 
and the largest deduction provided fijr those held longer than five years. The percentages could be 
set at any amount Congress deems appropriate. Such a system, with one overall approach for net 
capital gains, would be much simpler fru taxpayers to use. 


Sec. 1003, Capital Less Dcductioii Allowed with Respect to Sale or Exchange of Principal 
Residence . 

The AICPA supports the policy of aBowii^ capital loss treatment on sale of a principal residmce, but 
believes it should be availaMe for use only against g«in.« on sales of other principal residences. 
Traditionally, in this country, sales of personal assets at a loss have provided no tax benefit at all, and 
we understand the case for continuing this treatment. Still, for a very large number of Americans, 
a home is viewed both as a personal asset and as the biggest investment many taxpayers will ever 
make. The fact that home ownership has traditiortally been encouraged in our tax laws (Code 
sections 121, 163, 1034) gives added credence to a desire (particularly given the economics of real 
estate over the past decarfo) to amefiorate actual or potential economic losses of today's homeowners. 

We believe, however, that the proposal goes too for, and needs to be somewhat restricted. It would 
leave in place the special treatment allowing total deferral of a gain on sale of a principal residence 
where sales proceeds from the old home are reinvested (within the statutory time) in a new residence, 
and would also leave in place the absolute exclusion of $125,000 gain for older taxpayers selling their 
principal readences. A captal loss on the sale of a principal lesdence would be subject to the regular 
capital loss rules - no more that $3,000 deducted against ordinary income in a year, and that $3,000 
representing $6,000 of the capital loss. These losses will, to the extent possible, be used to shelter 
other capital gains having nothing to do with home ownership and up to $3,000 of ordinary income. 
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Thud, for example, we would expect to see many taxpayers utilizing these losses to obtain a "free” 
step'up in basis for other capital assets they hold, by selling stocks at a gain (a reduced gain, too, 
tlianks to the indexation of basis) and buying them back at current higher prices for no economic cost 
except the brokerage commissions. 

Accordingly, we would recommend that such capital losses be treated consistently with gain on a 
principal residence and be available only to offset future (or past) gains on sales of principal 
residences. Where taxpayers have had to reduce the basis of a residence to obtain a tax-free rollover 
under Code section 1034, a loss on sale of a principal residence could be added to the basis of the 
next residence acquired. 


Sec 2001, Depreciation Adjustment for Certain Property Placed in Service after December 
31. 1994 . 

The AICPA opposes the Neutral Cost Recovery System (NCRS) because of its complexity and 
recommends dealing with the inflationary aspects of business property throu^ substantially 
broadened expensing under Code section 179. The difficulty of analyzing whether to elect NCRS 
under proposed Code section 168(k) or to remain on the present system (including indexation of 
basis, should that remain in the new law), as well as the tremendous compliance and administrative 
complexity of this provision, strongly suggests an alternative approach. 

AICPA Tax Policy Statement No. 7, Anatysis of Capital Cost Recovery Proposals ( 1 980), notes that 
"in periods of inflation, the simplest and most effective hedge against investment erosion caused by 
inflation is immediate write-off of capital investment, so that the tax benefits of invested funds are 
available immediately for further investment. A second hedge is indexation, so that cost recovery is 
geared to inflation adjusted cost rather than historical cost." Proposed Code section 168(k), 
providing both indexing and an opportunity cost allowance (the 3.5 percent factor for assets with 
recovery periods of up to 10 years), would substantially neutralize the tax factor in capital budget 
decisions. 

Tax neutralization, however, comes at the cost of adding great complexity to the Code and to the 
capital Ixidgeting decision process. At a minimum, every eligible purchase of assets eligible for 200 
percent declining balance depreciation will require a decision, even if by default, whether to use the 
indexing system or to elect out of it. Such a decision would involve analysis reflecting the 
requirement to use 1 SO percent, rather than 200 percent, declining balance depreciation, the additional 
deduction created by the 3.5 percent factor and an assumption as to inflation. The present value 
effect of these deductions will vary, of course, depending on a given taxpayer's assumed rate of return 
and future tax rates. This promise of future income tax benefits may be further discounted by 
taxpayers who remember the rapid reduction in 1986 of the tax benefits conferred on depreciable 
assets by the 1981 tax act, especially if the cost indexing provisions of section 1002 remain in the new 
law. The election not to have the new pro>n$ion apply can be made on a property by property basis 
necessitating individual calculations for each acquirition. 

Confusion is compounded when the asset is sold or otherwise disposed of The original cost of the 
asset is reduced under Code section 1016 only by the unadjusted depreciation deductions allowable, 
but not bdow zero. For those assets not depreciated under proposed Code section 1 68(k), proposed 
Code section 1022(c) provides that the adjusted basis at the time of disposition is indexed for inflation 
in calculating gain. Comparing the consequences at some hypothetical future disposition will be part 
of the anaJyris to be made when deciding whether to use proposed Code section 168(k) or to elect 
out of it. 

From a simplification standpoint, these provisions should not be enacted. The new depreciation 
system in section 2001 would significantly change computerization needs, as well as tax accounting 
for tangible property. It appears intended to allow the same benefit as lull expensing, but with a 
much more complicated implementation presum^ly due to revenue constraints. 

A much simpler alternative approach would be to raise the Code section 179 expense amount 
(currently $17,500, and proposed to go to $25,000) up to say, $50,000 without any phase-out. 
Another option is to consider an open-ended (or mass asset) account system for depreciation, where 
there is one account for each recovery period for personal property. 
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Sfc.i. 7001-7009. Regulatory Impact Anaivtis . 

We strongly support efforts to simplify the revenue laws and to reduce the overall burdens caused 
by excessive government regulation. However, we urge that the Internal Revenue Service and 
Treasury Depaitmem be excepted fiom the requirements imposed by this title. We believe the reach 
of Title VII would impair the timely issuance of tax regulations, which are imperative to the 
administration of the internal revenue laws. 

Under Title Vn, Regulatory Impaa Analyses, significant additional analyses would be required for 
any regulatory action that would affect more than 100 persons. Thus, these proposals would, de 
faao, affect all tax regulations in a manner which we believe would be tantamount to a moratorium 
on tbeir issuance. This would seriously exacerbate compliance problems which arise from the 
complexity of our tax statutes. The Internal Revenue Code is not self-governing legislation; it is 
highly complex in concept and articulation, and in ail too many places it specifically leaves to the 
Treasury Department the responsibility of implementing conceptual rules through regulation 

As Internal Revenue Commissioner Margaret Richardson recently stated: "A significant part of [this 
country's] noncompliance problem can be attributed to the complexity of the tax code itself, and 
frequent changes in the tax law.' We could not agree more. Because of the complex nature of many 
areas of the Code, taxpayers are unable to comply with the law without the guidance provided by 
regulations. Further, those same r^plations also set forth binding rules on examining revenue agents 
and other IRS personnel, giving taxpayers the basis for challenging positions taken by the IRS on 
examination and in the courts. Because the tax code is subject to different interpretations by the IRS 
and taxpayers, the absence of regulations will seriously increase the likelihood and volume of tax 
litigation, increasing significantly the cost of compliance. 

Regulations do not always burden citizens. They can be pro-taxpayer or can simplify what the statute 
has initially made complex. We certainly do not always agree with the positions taken in tax 
regulations, but we recognize that without them the complexity of the law would leave both the 
taxpaying public and government agencies unable to apply and administer many provisions with 
certainty. Many taxpayers prefer the certainty of regulations to the uncertainty of arguing with the 
Internal Revenue Service over varying interpretations of certain provisions 

Congress is seriously considering making major changes to the Internal Revenue Code this year 
Some of them ate of unbelievable complexity (look, for example, at the statutory language indexing 
the tax cost of capital assets, or the provisions intended to alleviate the marriage penalty). The need 
for regulations, on an expedited basis, would never be greater than the day after these (and many 
other) tax provisions in the Contract with America were enacted 

It probably sounds strartge to hear that the private sector would generally welcome regulatory action 
by the Internal Revenue Service and the Treasury Department. Consider, however, that organizations 
like the American Bar Association Tax Section, New Yoik State Bar Association, the Tax Executives 
Institute, and the AICPA - all of whom would seem to have reason to cheer a slowdown in the 
regulatory process - have asked this Congress to allow the present tax regulation process to continue. 
We hope you will take all these requests most seriously 


Sec. 12001, Increase in Unified EiUte and Gift Tax Credits 

The AICPA supports this provision and recommends that Congress increase the unified credit to 
bring it in line with the intentions as set forth in 1981—10 establish an exemption equivalent that 
would allow middle class Americans to freely pass property to their children. Furthermore, after the 
unified credit has been irKreased to nullify the effect of seven years of inflation, the AICPA supports 
provisions which index the unified credit to prevent the middle-class from being subject to additional 
estate tax due only to inflation. 

The 1981 Economic Recovery Tax Act increased the unified credit, over a six-year period, to its 
present exemption equivalent amount of $600,000 In 1987, this amount was fully phased in but 
seven years of inflation have eroded this figure. The unified credit will now only protect $475,000 
of property as measured in 1987 dollars Surprisingly, this erosion has occurred in a period of 
relatively low inflation This type of erosion particularly hurt the middle class and many family 
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buaness owners. As a result, there are many middle-income individuals who find themselves subject 
to an estate tax that was meant to apply to the wealthy. If the unified credit were adjusted for 
inflation since 1987, the exemption equivalent would be at least $750,000. 


Sec. 12002. Increase in Expense Treatment for Small Business . 

The AlCPA supports the proposed legislation, but would like to see the adjustment expanded. 
Attention needs to be paid to the phaseout rules currently in the code. Under today's law, businesses 
investing over $217,500 cannot take advantage of expensing at ail. While that number would go to 
$225,000 if this section is enacted, the cost of sophisticated equipment is frequently far in excess of 
$225,000, thereby making this small business incentive for capital expenditure irrelevant for many 
taxpayers. H.R. 9 would not index this amount, and it would be a very small business indeed that 
could benefit from the proposal. The AICPA believes this deduction should be allowed in full 
regardless of the capital expenditures made. 


Sec. 12003. Clarification of Definition of Principal Place of Business . 

The AICPA supports this proposal , which would modify the U S. Supreme Court Soliman decision, 
in deference to today's working environment and lifestyles. The proposal clarifies the definition of 
principal place of business It allows for the home office to be used for essential administrative or 
management activities conducted on a regular and systematic basis, where no other office space is 
provided for such activities 

The technological advances of the past twenty years have alleviated the need for hiring many support 
personnel and for coming in personal contact with colleagues on a day-to-day basis As a result, 
many taxpayers have found it advantageous to work from their homes. Home offices are utilized by 
sole proprietors, and owners of small businesses operating in partnership and corporate form. In 
addition, many businesses have found it necessary to promote flexible and alternative work schedules 
for their employees, balancing work and family issues. As a result many of these employees have set 
aside a separate area of their homes to accommodate their business needs. 


H.R. 8 - SENIOR CITIZENS^ EQUITY ACT 
Sec. 201. Repeal of Increase in Tax on Social Security Benefits . 

The AICPA supports the rollback of tax on Social Security benefits but recommends the outright 
repeal of Code section 86 (a)(2). This proposal, which would phase-out the repeal of Code section 
86(a)(2), creates unnecessary complexity for individuals. 


Sec. 301. Treatment of Long-Term Care Insurance or Plans and Sec. 302. Exclusion for 
Benefits Provided Under Lona-Term Care Insurance: Exclusion for Employer-Provided 
Coverage . 

The AICPA supports these provisions, but recommends that certain issues be addressed 
Consideration should be given to expanding the provisions to provide benefits and coverage to self- 
insured employer plans. If an employer self-insures long term care benefits, the tax treatment for 
employees should not differ. 

As a matter of statutory construction, the $200 daily exclusion from income under proposed Code 
section 818A(e) will be completely missed by most taxpayers and practitioners. At a minimum, a 
reference to this provision needs to be included in section 137, the cross-reference found in the 
portion of the Code where income exclusions are enumerated. 

While it is clear that the continuation coverage rules do not apply and we do not recommend that this 
be changed, we do believe that these policies should be completely portable inespective of 
employment statutes In addition, much of this statute refers to individuals but does not consider 
group or family policies The statute should consider both individual and famiiy/group policies a 
likely outgrowth of this legislation as the market for long-term care insurance expands. 
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Set. 302. Eiclmion for Benefits Providtd Dndtr Long-Term Tire Iinunince for Employer- 
Provided Covtrage . 

The AJCPA supports this provision which treats premiums for and proceeds from long-tenn care 
insurance like other health insurance premiums and proceeds, thus providing parity between long- 
term care insurance proceeds and other insurance contracts payable on account of sickness or injury 
While we understand the need to limit premiums excluded from income based on tax benefits, this 
will require valuation of the total benefit and possibly an adjustment for the exclusion. It would be 
more efficient for the tax exclusion for premiums to be based on the premium cost and not the 
benefits paid. 


Sec. 303. Qualified Long-Term Servlets Treated as Medical Care . 

The AlCPA supports the adoption of this provision. However, it should provide that the change is 
not intended to afreet the deductibility of items currently allowed under Code section 213(d){lXA) 

Because the insurance premium deductible by an individual is combined with ail other qualifying 
medical expenses, it is subject to the 7.S percent of adjusted gross income limitation. Thus, no 
individual premium limitation based on age is necessary 


Sec 305. Exclusion from Gross Income for Amounts Withdrawn from Individual Retirement 
Plans or 40Uk> Plans for Lona-Tenn Care Insurance . 

The AICPA supports this provision but suggests the need for the clarification of the reporting and 
withholding requirements by the plan administrator or IRA custodian to take into account the 
nontaxable nature of these distributions. Furthermore, the AICPA recommends that this exclusion 
be expanded to all salary deferral retirement plans, such as Code section 403(b) plans. 


Sec. 306. Tax Treatment of Acederated Death Benefits Under Life Insurance Contracts 

We support this proposal and suggest some restrictions on the distribution of the proceeds and 
consistent treatment of viatical arrangements (contracts for the sale of life insurance policies to third 
panics where a terminally or chronically ill person has no accelerated death benefit clauses in the life 
insurance policy). 

Accelerated death benefits have become more prevalent in recent years as a source of needed funds 
for support or medical expenses which may enhance the quality of life for the terminally ill. The tax- 
free payout of accelerated death benefits to those who are terminally or chronically ill expands the 
use of life insurance from survivor protection to an expanded type of protection of the insured's 
estate. 

To achieve the stated goals of the provision, the tax-free distribution of proceeds should be limited 
to the insured or to the insured's guardian. 


Sec. 307. Effective Date . 

The AICPA supports the effective date of these provisions but recommends that section 306 be 
retroactive to eliminate existing controversies on the tax treatment of certain accelerated death 
benefits. 
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H.R. 6 - AMERICAN DREAM RESTORATION ACT 
Sec. 2. Family Tai Credit . 

The AlCPA opposes this provision because it adds an unnecessary layer of complexity for individuals. 
Tax relief for this group could be accomplished more simply by expanding the standard deduction 
and/or the personal exemption. Should, however. Congress determine that a family tax credit is the 
only acceptable alternative, it should be creditable against the alternative minimum tax (AMT). From 
both a simplification and policy standpoint, it would appear that taxpayers should qualify for this 
credit if they have a child who otherwise qualifies as a dependent for federal income tax purposes, 
as opposed to qualifying for the EITC. Also, while EITC definitions are the reference point for the 
&mily tax credit, the EITC is allowed until the child is 25 while the family tax credit is eliminated at 
age 18. This is an additional reason for avoiding reference to the EITC and relying on the standard 
deduction or persoruil exemption. 

Section 35(d)(3) states that Code sections 32(d) and (e) shall apply in calculating the family tax 
credit. The reference to section 32(d) means that married individuals will not be able to claim the 
credit if they do not file a joint tax return. There are many valid reasons for married individuals not 
filing joint tax returns We believe that the filing of a joint tax return should not be a condition for 
the ability to claim the family tax credit. 


Sw. X Cffdit IP Re dM c c Murru gf 

While we fully support a legislative effort to mitigate or eliminate the marriage penalty, the AlCPA 
opposes this provision both on complexity grounds aiKl because the S2 billion annual benefit bears 
very little relationship to the magnitude of the marriage penalty in our current tax system. The 
provision's limitation on the credit to the taxpayers* "actual" marriage penalty will necessitate highly 
complex parallel tax calculations for millions of taxpayers, since the actual penalty can only be 
determined after allocating income, losses, deductions, exemptions, and credits between the spouses. 
Basically, the provision would force all married couples to prepare as many as five federal tax returns, 
each with a regular and an alternative minimum tax calculation. As an example of how complex this 
could be, consider the interplay between the proposed American Dream Savings Account and this 
provision. If one spouse works and the other does not, they are entitled (but only on a joint return) 
to a $4,000 deduction for an ADSA contribution. On a separate return basis, the nonworking spouse 
deduction would, presumably, be disallowed to one taxpayer, and any dividend or interest income 
on that part of the account would be taxed to the other ^ and all for the limited purpose of 
determining if there will be any marriage penalty relief 

Also, we call your attention to what appears to be a legislative drafting error resulting in the potential 
for interpreting proposed new Code section 23(c) to mean (in conjunction with new Code section 
23(a)) that each affected taxpayer can claim a credit for the lesser of thejoint/single differential or 
$2 billion, not that the revenue loss fix>m all affected taxpayers should be lintited to $2 billion While 
this error is easily corrected, difficulties inherent in applying the proposal include how and when the 
$2 billion amount would be calculated and allocated to taxpayers entitled to it. How could this be 
determined in enough time to be useful to taxpayers and practitioners in projecting tax liability, 
monitoring cash flow, and providing planning advice? The added uncertainty would also complicate 
the timely payment of estimated taxes 

Because of the inherent compleuty of the parallel calculations (of which the above ADSA discussion 
is but one illustration) and the fact that the benefit is based on the income of taxpayers claiming the 
benefit, we think this provision is unworkable. Alternative approaches should be developed and 
thoroughly reviewed prior to adoption, with particular emphasis on avoiding undue complexity One 
alternative would be the "two-earner deduction," which was in effect between 1982 and 1986. 

Also, the "marriage penalty" could be calculated as being equal to the difference between the tax 
calculated on the joint tax return as prepared and the amount of tax that would have resulted if the 
taxpayers' married filing jointly (that is combined) taxable incomes were divided in half, with tax 
calculated using the single tax rate tables Another alternative is to just increase the tax bracket 
amounts for married returns or adjust the married filing jointly tax rate, given the predominance of 
two-earner families at various income levels 
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Some other complicated issues that need to be considered in this provision are: 

• The various adjusted gross income limitation provisions (such as medical expense, 
charitable contributions, casualty losses, phase-outs, etc.) 

• The Code section 469(cX7) exception to Code section 469's application to real estate 
where one spouse qualifies the couple for this provision's bmefits. 

* The alternative minimum tax, minimum tax credit and net operating loss carryover 
calculations. 

* The definition of the term "legally married ” Code sections 6013 and 7701(a)(38) 
discuss spouses, and husband and wife, but not the term "legally married." 

Taxpayers living in community property states are faced with added problems under this provision. 
Community property and income would have to be divided between the spouses. Any pre-nuptial 
and post-nuptial agre em en t s would have to be considered for this calculation as well. Alternatively, 
the federal tax rules could specificaOy ignore fiate community property rules and individual 
agreements. 


Sec. 4. Establishment of Amerieaa Dream Saviafi Accouats . 

The AICPA supports this proposal hecatwe it expands retirement savings options in a simple manner. 
It has the advantage of taxing individuals when th^ can afford it most (during their working years) 
and not creating an additional tax burden, as existing retirement vehicles do, when the taxpayer can 
afford it least (during retirement). Also, taxpayers are more likely to place amounts in retirement 
funds if they know that such fiinds are available, without undue tax burden, during times of financial 
needs. The ADSA addresses financial concerns by making the accounts availtd)Ie, without penalty, 
for certain qualified distributions. While we support ADSA, we cannot support the conversion of 
existing retirement savings assets to these accounts 

Also, while considering enactment of these new retirement vehicles, certain issues need to be 
resolved. Will the taxpayer will be required to allocate withdrawals made from one account among 
all existing IRA accounts and among qualifying and non-qualifying distributions? To avoid 
complexity, we believe that distribution fiom these accounts should be treated independent of other 
[RA accounts, having no impact on the tax treatment of other IRAs. 

A m^cH* tnq) for the unwary is presented in proposed Code section 408A(e). In order to get tax-free 
status for certain distributions, at least Sl.OOO must remain in the account. This $1,000 minimum 
seems inappropriate; a taxpayer who needs money from an account to satisfy the acknowledged 
purpose should not have to incur the tax. If the goal is to maintain minimum account levels, the 
requirement should be part of the definition of the account and not a distribution requirement. 

The new definitions of qualified special purpose distributions for home purchases, medical and higher 
education expenses are complex. It seems appropriate to utilize existing Code sections that are 
already supported by regulations, IRS rulings and other precedents. Qualified distributions should 
include substantially equal periodic payments. Proposed Code section 408A(dK2) does not include 
substantially equal periodic payments in the definition of qualified distributions. Such payments 
should be included in the definition of qu^ed distributions for those situations where an individuals 
retire from the work force before age 59-1/2. 

If rollover contributions are allowed, rollover contributions from qualified retirement plans and Code 
section 403(b) annuities should be allowed. Proposed Code section 408A(cX5) limits rollover 
contributions to rollovers from IRAs or other ADSAs. Qualified retirement plans and Code seaion 
403(b) annuities can be rolled over to IRAs. Therofore, taxpayers should be allowed to make a 
rollover contribution to an ADSA directly instead of being required to rollover qualified retirement 
plan or Code section 403(b) annuity distributions first to IRAs. 
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H.R. 11 - FAMILY REINFORCEMENT ACT 

Set. 201. Refunitoble Cirdit for Cmlodial Ctrt of Ctrlain Elderiv Deptndtnte in Tainaver't 
Homt . 


While we fully endorse tax legislation to lessen the burden of caring for elderly dependents at home, 
the AJCPA opposes this provision because it adds unneeded complexity to the Internal Revenue 
Code. The analogous goal could be accomplished by increasing the exemption for these dependents 
without the complexity of an additional tax credit. 

In addition, if these provisions are enacted, the statutory language should be consistent with the 
language contained in section 30 1 of the American Dream Restoration Act Both sections contain 
definitions of similar terms which, at present, are inconsistent. 
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Chairman Archer. Thank you, Ms. Walker. 

Our next witness is Thomas Terry, chairman of the section of 
taxation for the American Bar Association. 

Welcome to the committee. You may proceed. 

STATEMENT OF THOMAS D. TERRY, CHAIR, SECTION OP 
TAXATION, AMERICAN BAR ASSOCIATION, WASHINGTON, D.C. 

Mr. Terry. Thank you, Mr. Chairman. 

My name is Thomas Terry, I am the chairman of the American 
Bar Association’s section of taxation. 

The tax section is composed of approximately 25,000 tax lawyers 
located throughout the United States. It is the largest, broadest 
based professional organization of tax lawyers in this country. Our 
members live in small communities and large cities — Main Street 
and Wall Street. We advise our clients on personal tax problems. 
We work with thousands of small businesses, some that have been 
around for many, many years and form the economic backbone of 
their commimities and others who are the new, emerging industry 
leaders of tomorrow. We also represent this countrVs major multi- 
national corporations, both as in-house counsel and as outside ad- 
visers. 

This diverse membership base makes its possible for us to offer 
the committee and its staff a variety of experiences in interpreting 
and in complying with the tax law. Over the years, the section has 
sought to make this experience available to the committee on a 
completely nonpartisan basis, and we are here again to offer our 
assistance on that basis. 

We have prepared detailed technical comments on most of the 
tax provisions in the Contract With America, and they are included 
in our written statement. We have intentionally avoided taking po- 
sitions on economic or social policies. Rather, our comments are in- 
tended to assist this committee in crafting rational, understandable 
and administrable tax legislation. 

The section has long worked toward an understandable system 
that fosters relatively easy compliance. In that vein, we respectfully 
request the committee and its staff to consider three important 
matters as they proceed: 

First, as the markup decisions are made, we urge the committee 
to ask whether there are ways to achieve a particular policy result 
in a simpler, more straightforward manner. 

Mr. Chairman, we compliment you for introducing specific bills 
and, therefore, making the proposed statutory language available 
to us at this time for public comment. As you know, that has not 
always been done, and it has been most helpful. 

Tax lawyers make their living interpreting the tax law and are 
often portrayed as having an economic interest in increasing com- 
plexity. The truth is that we strongly support every possible effort 
to simplify both existing law ana the new proposals which are 
under consideration by this Congress. 

Second, we ask that you consider the administrability of the pro- 
posed legislation. 

As the committee’s legislative package evolves, we encourage you 
to actively seek help directly from the Internal Revenue Service. 
For example, during the legislative process the committee might re- 
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quest the Service to provide a mockup of the relative portion of the 
tax return affected by a specific proposal. You might ask them to 
provide you a description of the recordkeeping that taxpayers will 
be required to maintain smd the volume and interpretive materials, 
regulations and ruling, that the Service expects to publish in order 
that people will be able to understand and comply with the new 
law. 

With this information in hand, it may then be possible for the 
committee to revise the proposals during your deliberations in 
order to increase the administrability of the proposals. 

^ird, assuming it is not inconsistent with your specific policy 
objectives, we befieve you should try to minimize the extent to 
which a t^ proposal creates an uneven economic playingfield. 

As tax lawyers deal primarily in the details of the tax law, we 
do not presume to substitute our economic judgment for that of the 
committee. However, our experience in providing tax advice to peo- 
ple and businesses over a period of many years suggests that the 
tax system is better off, and the American people’s perception of 
the fairness of the system, which is very important, is much strong- 
er if tax legislation generally provides individuals or businesses 
with similar economic incomes pay the same amount of tax. 

We are not elected officials, and we realize the policy choices are 
yours, not ours. 

One additional point. We urge the committee to enact the tech- 
nical correction provisions which were included in the bill that 
passed the House in the last Congress. The provisions are truly 
purely technical, they are bipartisan, they are badly needed, and 
they ought to be enacted promptly. 

We appreciate your consideration, Mr. Chairman. Thank you 
veiy much. 

[iTie prepared statement follows:] 
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TESTIMONY OF THOMAS D. TERRY 
ON BEHALF OF THE AMERICAN BAR ASSOCIATION 
COMMITTEE ON WAYS AND MEANS 
HOUSE OF REPRESENTATIVES 
Febraaiy 1, 1995 

ADDITIONAL COMMENTS SUBMITTED FOR PRINTING 

The following comments tepncsent an abbreviated version of the technical and administrative analysis 
prepared for distribution to the Committee. These comments were assembled from submissions prepared by 
members of the committees of relevant jurisdiction and expertise within the Section of Taxation of the 
American Bar Associatiori. The longer version prepared for distribution to the Committee include additional 
comments on the following subjects: family tax credit; capital loss on prinmpal residences; home office 
deduction; moratorium on regulations; private causes of action; increase in unified estate and gift tax cterlit; 
the Senior Citixens' Act; and the Family Reinforcement Act. 

1. THE AMERICAN DREAM ACT 

A. Reduction of Marriage Penalty 

The proposal leaves the design of the ctedit to the Secretary of the Treasury and provides only minimal 
guidance as to the poUcies that should inform that design. We believe that it is incumbent upon Congrras to 
provide specific guidance regarding the form that the credit should take because the proposal implicates various 
policies.' 

A significant policy consideration r e la t es to the distributionai effects of the credit, which may be greatly 
affected by the way the ctedit is implemented. For example, a flat credit up to the amount of a couple's 
marriage penalty presumably would have a different tfistributional effect than a credit computed as a peirxmtage 
of the penalty. We bebeve that, as elected representanves of the per^lc. Congress is the a pp ropr i ate body to 
make such fimdamental determinations as the desired distributional effect of a legislative provision. 

In determining the proper form of the credit, the Committee may wish to consider additional policy 
issues such as the following. 

I. L i m i t a t i on of the Cm li l to the Marriage Penalty Associa t ed with Earned Income 

In 1978, the Amoican Bar Associauon adopted a resolution recommending that Congress amend the 
Code to provide a credit to ofTset the additional tax that married individuals pay on their earned income.^ The 
reasons for limiting the proposal to earned income included: (i) increased administrability, (ii) reduced 
taxpayer burden, and (iii) concerns that married cou{Hes would shift ownetritip of income-producing pR^)erty 
b^ween themselves so as to maaanuze the availability of a credit on other forms of income,* In additira, one 
of the chief argumotts for providing relief from the marriage poial^ is that the penalty discemrages the second 
spouse from entering the work force because a higher marginal rate would apply to the resulting income. 

Prior law included rebef from the marriage penalty that was targeted to earned income. Specifically, 
from 1982 through 1986, the Code included a "two-earner deduction” that was intended to reduce the marriage 
penalty on two-earner married couples. Married couples ftling joint returns could deduct from gross income 
an amount equal to the lesser of $3,000 or 10 percent of the earned income of the spouse wiOt tixt lower earned 
inasme for die year. This provision was rqJeaied by the Tax Reform Act of 1986. The it^dative Ustory 
explains that the 1986 Act's dianges in the standard deduction and the tax ratt schedules minmiized die 
marriage penalty notwithstanding the repeal of the two-earner deduction.* 


‘ VartouB competing policM cotae into widi the nanisge patity. For euuople. Uw tu ^itsD teadb to 

view a mamed ocn^e as a ttait and lo tax each cotipie'c comhiaed iocome without r^aid to the portion of die ifiomae emned by each 
spouse. IhisriewRsuiU is botuomai equity becweai a oae-earaermanied couple and a niro-eanM9r owned couple widi the acme 
total incoine. Ttaii view, however, lewlts in a lack of hohzonui equity betwaca a two-eaniea- married couple and two unmarried 
individuals with the same income. 

* Tax Seettos gfi comtii Bi rfil aoB Ko. 1978-6, 104 ABA Repts. 768 (1979). 

* SinnlarcoiicefBa led to the enactment of the B«>-caUed ’Kiddie Tax' by the Tax Reform Act of 1986. *nIRC|l(g). 

* Ste Geaerai Expbaatiae of die Tax Reform Act of 1986. prepared by dw Staff of the Joint Committoe on Taxmiott, it 19 


(1987). 
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2. Thg Method for Detemiininy the Amomu_ol.ihe Credit - Pfccision vs. Simplicity 

If the credit were to be determined preci»ly, it would be based on a comparison of (i) a married 
couple's tax liability as shown on their joint return and <ii) the combined tax on their sqaiatt incomes 

if diey were not married. Unfortunately, de^rmining the individuals' separate tax liabilities as if they wett 
unmarried is complicated in two important ways. First* vauious judgments must be made regarding the 
calculation of that hypothetical liability. For example, how should itemized deductions be allocated between 
the two spouses? Should one spouse be able to claim the standard deduction if the other spouse itemizes? How 
should exemptions for dependents be allocated? How should various phase-out provisions be aj^lied? Should 
either spouse be able to claim the child-care credit? These and a number of other issues must be resolved if 
the amount of the penalty that ^y given married couple bears is to be determined precisely.^ 

Second* if such a refined system were developed, married couples would have to make the required 
computations simply to determine whether they were entitled to the credit. According to recent estimates by 
the Service, taxpayers filed approximately 44 million joint returns for I9W.® Thus, a very substantial number 
of taxpayers would be required to make these calculations even though many would find they were not actually 
entitled to a cr«lit. 

A factor to (insider in determining the acceptable level of taxpayer burden is the impact of the provision 
on a taxpayer’s total tax liability. As a result of the $2 billion revenue constraint, It is likely that tlw amount 
of the credit would be fairly small for a large number of taxpayers. For example, if the proposal resulted in 
marriage penalty relief for one-half of the 44 million couples who filed joint returns for 1993, the average relief 
provided would be roughly $91. 

Consistent with our general view, wc urge the Committee to sacrifice precision for simplicity and 
administrability. Chie approach that the Committee might consider is reinstating a provision similar to the two- 
earner deduction but in the form of a credit. The credit could be set at a certain percentage of the earned 
income of the spouse who has the lower amount of earned income for the year.’ The credit also could be 
capped to limit the revenue loss and achieve any distributional effects that the Committee may believe to be 
appropriate. 

B. American Dream Savings Accounts 

i.-. M aiPi,.C 9m n ient 5 

Rollover of Qualified P lan. or IRA Funds to an ADS Account . A rollover may 

be made from an IRA account (other than an ADS account) to an ADS Account prior to January 1 , 1998. This 
provision, coupled with the rollover provisions of existing law, would permit any individual to — (i) in 
accordance with plan provisions, withdraw amounts from a qualified pension, profit-sharing, or stock bonus 
plan, including a section 401(k) plan,* or from an existing IRA ^teount; (ii) roll over such amounts cither 
directly to an ADS Account in the case of an IRA account, or to a conduit IRA in the case of withdrawals from 
a qualified plan; and (3) where a conduit IRA has been used, roll over the amounts from that account to an 
ADS Account These rollovers could begin after December 31, 1995, the effective date of the American 
Dream Act, but could be made only until December 31, 1997. 

The American Dream Act provides that upon a rollover into an ADS Account, any amoimt includible 
in the individual's gross utcome as a result of such rollover would be included ratably over the fmtr year period 
b^inning with tte taxable year in which the distribution from the pre-existing IRA account is nuuto. Thus, 
gross income for these years would include employer contributions to a qualified plan (deferred ^^es), untaxed 
investment income of the qualified plan, deductible contributions previously made to an IRA* and untaxed 
investment income of deductible and nondeductible IRA accounts. This treatment is similar to the lamp sum 
distribution treatment that was enacted in the Tax Reform Act of 1986. 

These rollover provisions would effectively permit certain employees who have current IRAs or who 
are covered by a qualified plan to circumvent the required disuributitm rules for qualified plans in 


* Even after resolving all of these issues, iny precisioo would be illusory since taxpayers often would order their afhun 
differently if they in &ct were not tnanied. 

^ See lotenial Rev^tae Service, Stati^ics of Infonnatioa Bulletin. Fall 1994, at p. 20. 

^ The child-care credit involves a corapanble structure. See IRC | 2!. 


See IRC $ 401(kXlHBKi)- 
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section 40 1 (a)(9)’ at the cost of paying tax spread over four years on the taxable amounts withdrawn and rolled 
over. The qualified retirement plan and IRA required distribution rules serve to prevent unintended benefit 
from qualified plan treatment, which allows contributions to the plan, representing deferred compensation, and 
mcome from investment of the employee’s interest in the plan, to be accumulated tax-free uutil distribution 
fmm the plan to the employee. 

The existence of the front-end tax and the exemption of distributiorts from current tax means that there 
is substantially less need for minimum distribution rules, at least during the life of the contributor, in the case 
of ADS Accounts than in the case of deductible IRAs. On balance, it may not be worth the added complexity 
to impose lifetime minimum distribution rules on ADS Accounts. 

b^_ After-Death Distributions . Existing jaw generally provides that benefit payable 
from a qualified plan or an IRA that begin after the dcadi of the participant must be completed within 5 years 
after the date of death, unless the after-death distributions meet certain requirements. Because the ADS 
Account rules do not require distributions after death, an ADS Account could be passed on at death to one or 
many beneficiaries, lo be withdrawn only when and if ever needed, with no tax when the amounts are 
withdrawn. This exclusion of the amount in the ADS Account from income taxation over successive 
generations seems hard to defend. Therefore, the Committee may want lo consider adopting a minimum 
distribution rule for ADS Accounts that applies only to after-death distributions. 

c. Continued Existence of Nondeductible IRA Provisions . The continued existence 
of the nondeductibie IRA provisions of prior law after enactment of the ADS Account provisions would cause 
major confusion, as well as major administrative problems for banks and other financial intermediaries 
maintaining these accounts. We presume it also would cause extreme administrative difficulties for the Internal 
Revenue Service. 

If the ADS Account provisions arc adopted, there would be three different types of IRA accounts: 
deductible IRA accounts, nondeductibie IRA accounts, and ADS accounts. The designation "ADS Account" 
would not avoid this confusion. Many individuals would be bewildered by the range of choices available and 
would not readily understand the relative benefits and detriments of one type of account as compared to 
another. It is lil^ly that individuals would (i) make contributions to the wrong type of account, (ii) claim 
deductions for contributions that do not qualify, (iii) experience difficulty in treking tax basis for tlw accounts, 
and (iv) treat distributions, as nontaxable even though deductions were taken. 

There is no need to maintain the nondeductibie IRA provisions if the ADS Account provisions are 
adopted. The ADS Account treatment is far more favor^le except that the contributions must remain in the 
account for at least five years unless one of the special exceptions applies. The five year requirement, with 
the exceptions, is likely to be a very small price to pay for the tax bCTefits provided by an ADS Account. In 
order to reduce complexity, ease administrability, and decrease opportunities for lax avoidance, the existing 
provisitms for nondeductibie IRA contributions should be i^}ealed for years after the date of enactment of the 
ADS Account provisions. 

In addition, consideration might be given to requiring existing IRA accounts containing solely 
nondeductibie contributions to be treated as ADS Accounts, with the tax upon a deemed withdrawal of the 
accumulated income in the IRA being payable perhaps over a four-year period after an appropriate transition 
period, such as one year after dale of enactment. 

On the other hand, if individuals are to havathe opportunity before January 1 , 1998, to transfer ^sting 
qualified plan or IRA account balances to an ADS Account, paying tax on such distributions over a four-year 
period, the existing provisions for nondeductibie IRAs must be retained until that lime unless direct rollovers 
from qualified plans arc to be permitted (see, rn/ha). 

2. Technical Comments 

a. E3tablishin£_an ADS Account . An ADS Account would be required to be 
designa^ as such by the taxpayer when establt^ed. Because of the danger of confusion with types of 
IRAs, and to prevent tax avoidance, it should be provided that an ADS Account must be established with that 
designation in a manner consistent with regulations. This would allow the Service to set up a more definitive 
and complete set of requirements. 


’ ThfOie ndes aonittUy lequue the ea^loyee to defer vdthdnwiag amouQU umil S9*A aad to widaifewiitg the 
esiployee's intBRst in. die pUa or IRA begiaoiag ao later (has age 70VS. The amnw tt y miirf withdnwD begXBniBghy ege 70'/i 
in ao lesser amouats Ibaa will be required to pay out the etoployee’a entire iaierett io the plao over the life of the emplt^ee, or the 
employee usd a designated beneficiary (or the life expectaoey of the employee, or Use employee and such beneficiary). 
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-Tim e for Contribution. The American Dream Act provides that ADS Accounts 

are to be treated in the same manner as “individuai reurcment plans.* See IRC § 7701(a)(37). It is unclear 
whether this reference incorporates the existing Jaw nile permitting IRA contributions for any year to be made 
up to the due date of the taxpayer’s return for that year (April 15 of the following year). Although the 
technical rationale for the April 15 due date contributicm rule (this being the time whai the deduction is taken) 
is lacking in the case of an ADS Account, that same rule also is provide under existing law for ntwideducdble 
IRA contributions. Failure to afford this treatment of ADS Accounts will cause confusion that could lead to 
mistakes and disallowed ADS treatment under the five-year rule. 

c._ ■ Rollover Contributions — Direct Rollovers from Qualified Plans . Rollovers would 
be permitted from an ADS Account to another ADS Account, or, as previously described, until December 31, 
1997, from any other "individual retirement pl^i." If the latter type of rollover is to be permitted until 
December 31, 1997, the provision should simply allow direct transfers or "direct rollovers" from a qualifiai 
plan until that date. Requiring ihe use of a conduit IRA adds complexity and administrative difficulty, both 
for the taxpayer and the Service. 

d^ Five-Year Holding Requiremeni . Tnis requiremOTi would result in contributions 
to an ADS Account that the taxpayer may have made to supplement his or her retiiemeni savings being 
subjectwJ to the 10 percent excise tax on premature distributions upon withdrawals after age 59'A but within 
five y^rs after the contribution date. There is widespread understanding, not easily changed, that retirement 
savings may be withdrawn without penalty after age 59'A. This confusion may be unavoidable, given the 
apparent objective to limit backloaded IRA benefits in all cases to circumstances in which the contributions 
remain in the ADS Account for five years or more, unless withdrawn as a Qualified Special Purpose 
Distribution. However, it would lead to strong complaints, probable abuse, and unjustified criticism of the 
Service. At the very least, consideration should be given to exempting from the penalty excise tax periodic 
annuity-type distributions as in the case of regular IRAs. See IRC § 72(t)(2)(A)(iv). Such amounts continue 
to represent a gradually decreasing amount of savings over the life of the annuitant. An excq)don should be 
considered for distributions upon death or disability. See IRC §f 72<t)(2)(A)(ii), (iii). The funds may be 
needed for estate administration purposes, and estates should not be held open for prolonged periods except 
for the strongest reasons. The five-year holding requirement does not include an ordering rule. Compare 
section 408A(d)(2)(C) as proposed by Senator Roth in the Savings and Investment Incentive Act of 1995 (S. 
12). An ordering rule should be add^ to the American Dream Act. It should be made clear whether the five- 
year period begins from the date the contribution was made or the end of the year in which the contribution 
was made. The tracking of ADS Account contributions, rollovers, allocable earnings, and distributions in order 
to ascertain compliance with the five-year holding rule would impose major administrative burdens on the 
responsible party. At the very least, it is critical that clear-cut rules for associating distributions with particular 
contributions and the investment income allocable thereto be provided. Under section 408(o)(4), individuals 
who make nondeduciible IRA contributions to, or receive any distribution from, an IRA arc required to report 
detailed information to the Service concerning such contributions, as well as historical information on 
nondeducdble contributions and distributions excluded from income. In contrast, insdtuiional payors of such 
distributions are not responsible for allocating and reporting taxable and noniaxable proceeds. The 
administrative burden caused by the necessary tracing for five-year holding purposes is likely to result in 
noncompliance if this burden is placed on taxpayers. On the other hand, the tracking requirement also would 
be difficult, if not impossible, for payors. Taxpayers could create ADS Accounts at multiple institutions 
without the knowledge of the institutions and could readily transfer ADS Accounts between institutions (tnistee- 
to-trusiee and rollover). Congress should give serious consideration to these administrative burdens, from the 
standpoint of the taxpayer, the institutions holding the funds, and the Service. A clear-cut aiiocatitm of 
r^ponsibilities should provided. \ 

e. _ SpecialPurpQscJ)istribution Rules in General . A distribution would not constitute 
a Qualified Special Purpose Distribution if it caused the aggregate ADS Account balances of the taxpayer to 
fall below $1,000. It is not clear whether the entire distribution which causes this result would be treated as 
failing to qualify as a special purpose distribution, or whether only the portion below the $l,0(X) floor would 
be so treated. In g^ei^, it is unclear why the $I ,0(X) limitation is necessary, given the limited purposes for 
which such distributions may be made. The provision adds complexly and increases administrability problems. 
We think the Committee should consider deleting this limitation. 

L Qualified Eirsl-T.lme Homebuyer Dislributions . A qualified first-time homebuyer 

distribution could be received for reconstruction of a residence, as well as for acquisition or construction, but 
a first-lime homebuyer is defined as a person who had no preset ownership in a principal reridence during 
the three-year pent^ ending on "the date of acquisition of the principal resid^ce to which this jar^raph 
aRjIies." Presumably, it is intend^ to pennii reconstruction of a first-time hon^uyer’s existing 
Drafting clanficaiion is required. ITic Date of Acquisition rule provides a binding contntet test for r^uisition 
of a principal residence, but such Date is the date on which construction or reconstruction is commenced for 
these latter cases. We suggest that the binding contract rule be used also for construction or reconstruction 
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since the dates on which construction or reconstruction begins can be controversial. The special rollover rule 
for a delay or cancellation of the purchase or constfuciion of a residence also should be extraded to the 
reconstruction of a residence. 

g. Qualified High etEducaiion Expenses . Consideration should be given to expanding 
the definition of these expenses to include descendants of a son, daughter, st^son, or stepdaughter. Wc note 
that S. 12 also includes anttesters of the taxpayer and his or her siwuse. We note also that itxjm and bc^d 
expenses are included in higher education expenses for section 401(k) purposes. Treas. Reg. § 1.401(k)- 
Ud)(2)(iv)(A)(J). We note an apparent drafting error in that the American Dream Act includes no 
sections 408A(e)(3) and (4). 

tL Qualified Medical Ex penses . Long-term care expenses other than insurance 

premiums do not constitute qualified medical expenses. Long-term care expenses of a dis^lcd taxpayer or 
enumerated relative may not covered by insurance and may not quality as medical care as ttefined in 
section 213(d). Costs of caring for a parent in the taxpayer’s home that are not covered by 
section 213(d)(1)(A) are common. A parent of the taxpayer receiving social security benefits, or a child with 
some income, sufficient in either such case to disqualify that person as a dq)endent, nonetheless may dq)end 
heavily upon the taxpayer for assistance in paying medical costs. The Committee should review these 
limitations to make certain that they reflect its intentions as to the coverage of the proposal and to clarify the 
interaction of diese provisions with the long-term care exclusion provided by the Senior Cidzras’ Act. 

IL THE JOB CREATION ACT 


Title 1 of the Job Creation Act would modify the tax treatment of capital gains in three ways. First, 
proposed section 1201 would allow taxpayers to d^uct 50 percent of their "net capital gain" in computing 
AGI.''^ Second, proposed section 1022 would allow taxpayers to increase their basis in "indexed assets" to 
reflect inflation. Finally, proposed section 165(c)(4) would allow individual taxpayers to deduct losses arising 
from the sale or exchange of a principal residence. 

In 1975 , the American Bar Association recommended that Congress enact a system of indexation of tax 
basis to eliminate the taxation of nominal gains attributable to inflation." The ABA Tax Section has neither 
adopted a formal position on the need for, or advisability of, preferential treatment for capital gains income 
nor does it lake any such position before this Committee. The Tax Section’s membership reflects the same 
range and diversity of views on these ultimate policy issues that is found in the nation as a whole. However, 
as lax professionals who interact daily with taxpayers who must attempt to comply with the lax laws, we have' 
a strong interest in participating in the enactment process to assure that the Congress enacts provisions that arc 
understandable by taxpayers and administrable by the Internal Revenue Service. We generally believe that 
those objectives are best achieved by reducing ambiguity and increasing simplicity whenever possbie. 

2. Capital GainsJ3eduction_-- Section 1001 of the Job Creation Act 

The Job Creation Act would add proposed section 1201, which would permit both iruiividuai and 
corporate taxpayers to deduct 50 percent of their "net capital gain" in computing AGI.’^ This deduction would 
replace the current limitation on the maximum Hax rate on net capital gain for individuals contained in 
section 1(h) of the Code and the alternative rate for corporations contained in section 1201. The Job Creation 
Act also would repeal section 1202, which was enacted in 1993 and generally allows an individual taxpayer 
to exclude from gross income 50 percent of any gain from the sale or exchange of "qualified small business 
stock" held for more than five years. 

A fifty percent deduction would be a powerful incentive to convert ordinary income into capital gains. 
Our experience suggests that taxpayers would engage in tax planning to take advantage of this differential. 


A capiuU gains exclusion would also reduce sute incooK tzxaoon in sutes that follow the Feder^ defisiuon of AGf . 

" See AJBA Legislative Recommendation 75-4. The tecomnieodatioD did not and could not anticipate the specific structure 
of uciioo 1002 of the fob Creation Act. 

The Job Creation Act also makes a series of confonnmg changes to other provisions of the Code: ^ addiUonal ctmfonaiBg 
change is needed for section 453A. 
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The combined repeal of section 1 (h) and section 1202 may have an unintended effect on individuals who 
have invested in "qualified small business stock." Section 1(h) limits the maximum tax rate on net capital gain 
to 28 percent. Thus, as a result of the 50 penxnt exclusion for qualified small business stock, taxpayers are 
subject to an effective maximum tax rate of 14 percent (50 percent of 28 percent) on any gain from such assets 
or 21 percent if the individual is an AMT taxpayer. By repealing section 1(h), the maximum tax rate on any 
gain from such assets would increase to 19.8 percent (50 percent of 39.6 percent) for taxpayers who arc not 
AMT taxpayers, fn addition, becaurc under the Jc* Creation Act the 50 percent deduction would only a(^!y 
to "net capital gain" {i.e., the excess of net long-term capital gains over short-term capital losses), an investor 
in qualified small business stock would lose all benefits from such investment to the extent the investor had 
shon-term capital losses. We recognize that there is a tension between the goal of simplification we have 
endorsed and the remedy of providing transition relief to taxpayers who would benefit from existing section 
1202. However the Committee chooses to resolve those competing considerations, the availability of 
transitional relief and the issue of the effective date of the repeal of the current provisions should be explicitly 
addressed. 


3^ Indexation_-_Section li)02 of the Job Crearion Art 

The Job Creation Act would add proposed section 1022, which would permit a taxpayer to increase basis 
in certain "indexed assets" to reflect the impact of infiation during the taxpayer’s holding period. The "indexed 
basis" of the asset would be used for computing gain or loss on the sale or other disposition” of the asrct.’* 
On the other h^d, the provision would not apply for purposes of determining depreciation, depletion, or 
amortization of the asset or for any other purpose.” 

The Job Creation Act indexes capital assets but does not index debt. While we recognize that the 
decision not to index debt is a policy judgment, and that indexation of debt raises a number of difficult issues 
(particularly with respect to financial intermediaries), we wish to alert the Committee to the fact that the failure 
to index debt will create tax arbitrage opportunities. As experienced practitioners, we expect that taxpayers 
will enter into tax-motivated transactions designed to exploit such opponunities. 

Pervodic Indexation. Proposed section 1022(e) would provide that the basis of an 

asset is adjusted quarterly for inflation. Adjustment of basis on a strict quarterly basis may cause taxpayers 
to delay the sale or other disposition of indexed assets until the beginning of a new quarter in order to obtain 
the maximum increase in basis (thus minimizing any gain that they may recognize). To avoid such behavior 
on the part of taxpayers, the Committee should consider permitting taxpayers to adjust the basis of indexed 
assets by interpolation. Thus, for example, the basis of an indexed asset sold on the 30th day of a quarter 
could be adjusted by 30/90ths of the infiation occurring during the preceding quarter. 

On the other hand, the Committee could greatly simplify the indexing provision by permitting only 
annual adjustments in basis for inflation. For sales occurring in the middle of the year, taxpayers might be 
allowed to adjust the basis of any assets sold by interpolation based on the previous year’s inflation. For 
example, for a sale occurring on the 50ih day of a year, the basis of an asset could be adjusted by 50/360ths 
of the inflation occurring during the preceding year. This would eliminate recordkeeping on a quarterly basis 
and would avoid confusion due to issuance of preliminary and revised inflation figures. 

bi Definttion_QL_Lndex cd Asset . An "indexed asset" is defined as (i) stock in a 

corporation and (ii) tangible property (or any interest therein) that is a capital asset or that is proper^ used in 
a trade or business as defined in section 123I(b>. Explicitly excluded from the definition of an "indexed asset" 
are (i) a creditor’s interest in property, (ii) options, (iii) net lease property, (iv) non-participating preferred 


A disinbution on comffloa siock that is not a dividend would be treated as a disposition for these purposes. Doea this 
that indexed basis would be available (o absorb return of capital distributions? The legislative history should eaplicitiy address this 
issQs. In addition, it would be desirable to clarify how mdetatioa should affect the calcufation of eanuags and profits for purposes 
of determining what constitutes a return of capital. 

Although new section 1 022 would apply for purposes of deterauning losses as well as gains froin the disposition of indexed 
assets, to the extent that new section 1022 would create or increase a net orduiary loss to which section l23l(aK2) would ^ply. or 
an ordinary loss to which any other provision would apply, the loss would be treated as long-term capiUl loss. The Job CreatitHi Act 
does not make clear how this limitation would be computed. We simply note alternative possibilities: (i) compute gain for each asset 
using indexed basis and then ne'. total gams and losses or (li) net gams and losses on an unindexed basis for this purpose. 

” Some clarification of the interaciioo of indexation with depreciation and similar basis adjustments is required. For example, 
if a machine is purchased for $100 and depreciated on a straight line basis over 10 years, to what amount of basu (for purposes of 
deiennining gam or loss on disposition) will indexation apply? Alternatives include (i) indexation of the original basis without 
depreciation or sinular adjusimests and then subtracting the adjustoieots from the indexed basis on di^sirion, (ii) applying the 
indexation adjustment only to ihe adjusted b»is at the tinw of di^>osit<oa, or (iii) some iatenneriiate approach that to 

for the taxpayer's varying inveslraenl m ihe properly over lime. 
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Stock that IS fixed and preferred as to dividends,** (v) stock in a foreign corporation, and (vi) slock in an 
S corporation. The effect of this definition is to exclude intangible assets such as patents, copyrights, licenses, 
and similar assets from indexation as well as partnership inte^sts and other interests in unincorporated pass- 
through entities.*^ 

To the extent that lines are drawn between assets subject to indexation and assets not covered, new 
controversies will arise. While the policy rationales for the explicit exclusions to indexation (such as debt) in 
the Job Creation Act may be controversi^, the explicit exclusions are understandable and generally appear to 
be capable of reasonably clear delineation. The rationale for departing from the long established definition of 
a capital asset in defining an "indexed asset" in section 1022(3) is less clear, and the Committse should 
carefully consider whether the decision to allow indexation of the stock of a corporation holding primarily 
intangible assets while denying the adjustment to the assets themselves will create unnecessary amb^uily and 
controversy.** 


(D _ In General . In general, indexation under proposed section 1022 would not 
apply to interests in pass-through entities such as partnerships and common trust funds.’* S corporations are 
explicitly excluded, apparently to maintain parity between partnerships and S corporations for this purpose. 
The rationale for denying the indexation adjustment to these interests while providing the indexation adjustment 
for other entities such as regulated investment companies ("RJCs") — also known genendly as mutual funds — 
and real estate investment trusts ("REITs”) should be more clearly articulated. 

Under proposed section 1022, partnerships, S corporations, and common trust funds would pass through 
any basis adjustment to their equity holders. However, no mechanism for these pass throughs is specified. 
ITic Committee should artjculate, in at least a general way, how it envisions that such adjustments would be 
made. For example, if a partnership sells an indexed asset at a gain, a portion of which is protectoi from 
taxation by the indexation provision, then distributes the proceeds of the sale to its partners, what will be the 
mechanics of the pass through? To iliustraie, suppose that A and B each contribute $100 to Pannership X 
which uses the $200 to buy corporate stock. Two years later, X sells the stock for $300 at a time when its 
indexed basis is $250, then distributes the $300 in proceeds to A and B. A and B will each have gain of $25, 
which will increase their bases in their pannership inieresis to $125 each. But each partner will receive $150 
on the distribution and unless each receives a $25 adjustment to partnership interest basis for the indexation 
adjustment, taxation of the distnbution will negate the indexation benefit. If a basis adjustment for the 
partnership interest is made, when is it to be made: at the time of sale of the underlying asset or when a 
distribution is made? If a partnership has a section 754 election in place, how will indexation apply to the 
adjustment to the basis in the partnership's assets? How would indexation affect the inside and outside basis 
reductions required under section 108(c)? Would indexation create a greater difference under section 732 
between liquidating and non-liquidating distributions by a partnership? Similar questions arise for other pass- 
through entities. 

In its current form, the provision implicitly requires the Treasury Department to write regulations 
specifying how indexation is to apply with respect to these types of pass-through entities. If it is intended to 
delegate such authority to the Treasury Depanment. the delegation should be explicit. In addition, the 
Committee should consider whether indexation for pass-through entities can be made effective until basic 
regulations for pass throughs are published. The better solution would be to include at least basic rules for the 
Intended pass through in the final Job Creation Act. 

GL. RlCs .an d _R ^I T s . A specific rule is provided under proposed section 1022 

for interests in RICs and REITs. Interests in RICs and REITs arc eligible for indexation based on the ratio 
of the value of indexed assets held by the entity to its total assets, with a 10 percent de minimis rule applicable 


‘ The impact of this exciusion on convertible preferred stock should be ctanSed. 

*’ It is not clear how tee provision is intended to affect intangible oil «nd gas expenditures that the taxpayer has elected to 

capitalize, ft would seem teat such expenditures should qualify based oo their relationship to the underlyuig tninera] interest, which 
IS eligible. 

'* For example, would incorporstion of a company having pnmanly iDtamiible assets nin afoul of new seciioo 1022(h) as a 
transfer to metease tee iadexatitm adjimmeot? ff sectiwi 1022(h) is retained in tee final Job Creation Act. substastiai effort will be 
required to clarify its iaieatkd scope. Examples of cases in which the Committee believes tee provision should and should not apply 
would be particularly helpfiil. 

** interests in pass-through entities (other than S corporations, which are explicitly excluded) would not be included in the 
definition of indexed assets since they are neither stock in a corporation nor tangible property. 
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at both the high and low ends (i.c., all interests qualify if the entity holds 90 percent qualifying assets and no 
interests qualify if it holds less than 10 percent qualifying assets). Mutual fund shares can be bought and sold 
with relative ease, and account balances are often shifted between funds within a family of mutual funds. For 
this reason, the Committee should consider mechanisms to provide shareholders in such entities with the 
information they need to report accurately gains on sales of their shares. 

i Qth_grJssues . 

(11 Failure to Qualify During Holding Period . The Job Creation Act would 
provide that indexation would not apply during periods when an asset does not qualify as an "indexed asset.” 
No guidance is offered, however, with respect to relatively short periods of disqualification. As an alternative, 
section 1022 could provide that an asset qualifies for indexation if it meets the requirements of an indexed asset 
for a specified portion of the taxpayer’s holding period (for example. 80 percent). This would avoid complex 
adjustments for minor periods of ineligibility. While it appears that it is not intended that periods of 
ineligibility will "restart" the indexation period, this should be made explicit. 

(2) Short Sales . Propo^ section 1022 also would provide that the amount 
realized on a short sale of an indexed asset would be indexed for inflation. Thus, a taxpayer who sells short 
an indexed asset and more than one year later buys that asset back would have to index the amount realized 
(i.e., the amount realized on the original sale) for inflation. This provision may alter taxpayer behavior 
because it creates an incentive to close out any gain posidon in a short sale before the end of a year in order 
to avoid having this provision increase gain. 

The Job Creation Act also would provide that a taxpayer will not be entitled to index an asset during 
any period in which it has sold short an asset that is substantially identical to another asset it holds. There is 
no explanation as to how a taxpayer would calculate the reduction in the "applicable inflation ratio" for periods 
when such a short sale is outstanding. Arguably, since the applicable inflation ratio is a function of full years 
during which the taxpayer held the asset (or during which a short sale was outstanding), this provision should 
only apply to short sales which, in the aggregate, last no more than one year (or, when netted against the 
taxpayer’s holding period, reduce that holding period to a smaller number of whole years). Moreover, this 
provision may be inappropriate if indexation already applies to the amount realized in a short sale. 

(31 Dispositions Between Related Persons . Basis indexation would not apply 
to dispositions of property between persons who are "related" under section 267(b) or who axe treated as a 
single employer under section 414(b) or (c), except to the extent that the transferee of the property takes a 
substituted basis in the property. The policy rationale for this provision is not clear. In any event, it is not 
clear why indexation should be permanently lost (as opposed to deferred) on a related party sale. For example, 
if Parent sells corporate stock that Parent has held for two years to Child at the market price. Parent will pay 
tax on any gain without benefit of indexation. In addition, Child’s eligibility for indexation will apparently 
begin on Child’s purchase date. Thus, two years of indexation available to unrelated taxpayers will be 
permanently lost to the family. This loss might be ameliorated by providing (Thild (and other related 
purchasers) with the ability to tack Parent’s holding period for purposes of indexation. Absent some such 
amelioration, there will be substantial pressure on the anti-avoidance rule with probable significant increases 
in controversies as taxpayers seek mechanisms to preserve indexation benefits in transfers involving related 
parties. 


As drafted, the related party rule would encompass distributions of appreciated property under section 
311(b) to a stockholder who owns more than SO percent of the distributing corporation's stock. Given the 
overall objectives of the proposal, this result appears to be unintended. 

(4) Separate Asset Rule . The Job Creation Act provides that substantial 
improvements to property, substantial contributions to capital of corporations, and other portions of assets "as 
appropriate to carry out the purposes of this section" will be ireat^ as separate assets and hence will have 
different indexation periods from the underlying asset to which they relate. While the rationale for this rule 
is clear, its application is not. In particular, the Committee should define "substantial” for this purpose in 
objective terms (such as a percentage of value or basis of the underlying asset). In addition, the "other portion" 
rule should apply only to the extent provided in regulations. Absent such clarification, these provisions are 
likely to give rise to substantial disputes. 

(5) Interaction with Section 1258 . The Job Creation Act should address the 
intended interaction between the proposed indexation provisions and section 1258 (regarding recharacterization 
of gain from conversion transactions). Section 1258 recharacterizes as ordinary income any gain recognized 
by the taxpayer equal to the amount of interest the taxpayer would have earned on its net investmoit at 120 
percent of the applicable Federal rate. Applying section 1258 in conjunction with basis indexation under 
proposed section 1022 would eliminate ordinary income recognition on the inflation component of the gain. 
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The systemic change occasioned by NCRS would be (he third to the depreciation regime since 1980, 
the predecessors being ACRS (1981) and MACRS <1986) “ NCRS could result in complexity that could 
cause difficulty for taxpayers in three respects: (i) calculating the increases in depreciation deductions; 
(ii) making property-by-property calculations, if required, instead of bottom line group calculations; and 
(in) calculating basis adjustments, if required, for recapture or for other reasons. 

a. C^ulaupn. To be readily usable by smaller business lax|»yeR, the 

NCRS formula should be susc^tiblc to being expressed in straightforward tables that could be included with 
return instnictions. Computing the inflation adjustment on a quarterly basis, however, would make these tables 
fairly cumbersome. The Committee may want to consider whether is it possible to use annual or semiannual 
inflation adjustments rather than quarterly adjustments. 

Bottom-line Calculation, Because the inflation and return on investment 

dqtreciation would have no effect on the basis of property (section I68(k)(7)) or on depreciation recapture, we 
see no need for a property-by-property calculation. We suggest that the Committee consider expressly 
providing that taxpayers may calculate the inflation and return on investment amounts on the total d^neciation 
for 3-, 5-, 7, and lO-year property placed in service for a given year and may calculate the inflation amount 
on other property in such groupings as are appropriate given the decisions made with respect to the quarterly 
versus annual or semiannual inflation adjustments discussed above. 

Basis Considerations . Proposed section I68(k)(7) would provide that the basis 

of assets ^d the basis of any pass-through entities are not adjusted to account for the additional inflation or 
retuni on investment depreciation. Advantages of the no-recapture rule are avoiding calculation of the 
additional depreciation on a property-by-property basis and consistency with the exclusion of the assets from 
basis indexation under proposed section 1022. Institution of any basis adjustment or recapture system would 
greatly increase the complexity of the provision. 

jCtthfii: i.sstfei 

Our longer submission prepared for distribution to the Committee addressed the following additional 
Neutral Cost Recovery issues: pass-through entities; integration with basis indexation; normalization; 
coordination with interest deductions; and anti-churning rules. 


There is no question that the federal regulatory process needs to be constantly monitored and corrected 
when it results in the imposition of undue regulatory burdens. We have urged, and continue to urge, the 
Service and Treasury to adopt regulations that minimize administrative burdens. However, the proposal of a 
blanket application of an additional set of requirements on the tax regulatory process is misguided, and would 
produce greater rather than lesser taxpayer burden. The special needs of taxpayers and tax administration have 
been recognized in past regulatory reform initiatives and should continue to be recognized as the current 
proposes arc examined. In the past, tax regulations have been exempted specifically from many of the 
requirements to which they would now be subject. 

In current practice, tax regulations in both proposed and final form are accompanied by a preamble in 
which a number of the criteria listed in Title VII of the Job Creation Act (section 7004(c)) are addressed. In 
other cases the proposed criteria are not relevant. For example, most lax regulations are interpretative, not 
legislative, regulations. This means that they are issued to provide interstitial guidance with respect to the 
interpretation of frequentiy complex and comprehensive sets of Jaws enacted by the Congress. Before enacting 
Internal Revenue Code amendments. Congress has the opportunity to consider costs and baieflts and to i 2 k& 
into account the number of taxpayers affected. In the case of inrerpretative regulations, the Service and 
Treasury must follow the expressed intern of Congress in order to issue a valid regulation; they cannot second 
guess Congressional policies that are fixed by the ianguj^e of the underlying Code section. 


Gtvea die background of frequent cbisge to the deprecisUoD rules, ouay taxptyets msy nt^ be comfortsbie with the use 
of NCRS. which would reqmie use of a less advantageous (150 percent versus 200 percent declining halaou) depreciation aaKhod 
is exchange for ^ delerred benefit of uidUioBal inflation and return f» mvestmoit d^irectxtioo. A taxpayer wotdd be dis^vaaiaged 
in the early years of the property’s life and beoefltted by the addittosxl depreciation in the later yeara of the property'a life. Given 
(he histoiy of frequent change to the depreciation rules, uxpay«5 may fear that the deferred benefit will never be realixed. 
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Apart from the fact that current practice satisfies the relevant r^ulatory impact policies, the imposition 
of more procedures onto the already burdened process of tax administration would be counter-productive. 
Subjecting tax regulation, for which there is a large backlog already, to even more procedural hurdles risks 
bringing the entire process to a halt. 

For example, we believe that if provisions such as the indexing of asset basis and proposed individual 
retirement account rules are enacted, prompt regulatory guidance will be essential to their implementation. 
Adding new procedural obstacles to tax regulations would inevitably delay by many months the publication of 
universally applicable guidance, to the detriment of important new Congressional tax policies. 

We share the desire of Congress for clear, concise, simple, and unburdensome regulations. Such 
regulations are possible and highly desirable in many areas, particularly those touching a large number of 
moderate income taxpayers. However, in certain areas the goal will unattainable, both because of the 
complexity of the Code and the complexity of transactirms occurring in the marketplace. If proposed section 
7006 (concerning complex language) is enacted, it is reasonable to predict that one of two things will h^}pai. 
Either the section will be ignored on the basis of a general claim that its requirements have been satisfi^ "to 
the extent practic 2 d>le,” or the Service and Treasury will diligently attempt to carry out the literal mandate and 
that effort will delay further the issuance of need^ guidance; neither outcome is particularly desirable. 

The application of Title VI to tax regulations could be particularly damaging. Under section 6001 , the 
current law provision that makes the required regulatory analysis nonreviewable by the courts would be 
repealed. Apparently, anyone who felt aggrieved by a tax regulation could complain to the courts that there 
was some flaw in the regulatory analysis and that the r^ulation, thmfore, should not apply. The opportunity 
for mischief here would be too great to tolerate in the tax system. The procedure in section 6003 that would 
require the fmal regulations to be approved by the Small Business Administiation is also potentially disruptive. 
Code section 7805(f), enacted in 1990, already provides for Small Business Administration involvement in the 
writing of tax regulations without requiring an additional level of agency approval. Requiring separate approval 
of one more agency, as a practical matter, would create significant delay and confusion for taxpayers in need 
of guidance. 

The foregoing comments relate specifically to interpretative rulemaking of the sort involved in the great 
majority of tax regulations. The Congress, however, sometimes delegates legislative rulemaking authority to 
the Treasury. The tax-writing Committees may wish, in appropriate cases involving such delegation, to specify 
regulatory procedures, tailored to the tax law context, that address concerns such as regulatory impact and 
opportunity for notice and comment. However, we urge the Congress not to place addition^ procedural 
obstacles in the way of tax regulations as a general matter. 

Title V of the Job Creation Act concerns "information coUecdon requests," which are defined in 44 
U.S.C. § 3502(11) and enlarges some of the current requirements of those rules. Those rules do not now 
burden taxpayen or tax administration to any significant extent. Accordingly, Title V is not addressed. 

Title vm of the Job Creation Act is called the '‘Citizens Regulatory Bill of Rights." and appears to be 
targeted to regulations other than tax regulations. The recent legislation and proposed legislation known as 
"Taxpayer Bill of Rights" legislation, on the other hand, is targeted to tax regulations, among other things, and 
has been the subject of extensive analysis and testimony by the Tax Section. If the "Citizens Regulatory Bill 
of Rights" also is intended to apply to tax regulations, a wide range of changes would be necessary to 
accommodate the tax administration system. We contemplate making additional comments regarding Title vm, 
but at this time we note one specific concern. Section 8101 of the Job Creation Act provides that each person 
that is the "target" of a Federal investigation or enforcement action has several specified rights upon the 
initiation of "an inspection, investigation, or other enforcement proceeding." These rights include the right to 
remain silent, be warned that statements may be used against them, and have an attorney or accountantpresent. 
It appears that, ^sent modiflcation, this provision could apply in the case of an ordinary audit by the Service, 
which likely would create unnecessary anxiety for aiulited taxpayers and might result in a lack of taxpayer 
cooperation that would hinder the Service’s audit process. 
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Chairman Archer. Thank you, Mr. Terry. 

Our next witness, David Walker with the Association of Private 
Pension and Welfare Plans. Welcome to the committee. You may 
proceed. 

STATEMENT OF DAVID M. WALKER, MEMBER, BOARD OF 

DIRECTORS, ASSOCIATION OF PRIVATE PENSION AND 

WELFARE PLANS, WASIDNCTON, D.C. 

Mr. David Walker. Thank you, Mr. Chairman. Thank you for 
the opportunity of being here and appearing before yourself and 
the other distinguished members of the committee. 

My name is Dave Walker. I am a partner with Arthur Andersen. 
I am a member of the board of directors of the Association of Pri- 
vate Pension and Welfare Plans — also known as APPWP. I also 
serve as one of two public trustees for the Social Security and Med- 
icare system and formerly as an Assistant Secretary of Labor for 
ERISA and head of the Pension Benefit Guaranty Corporation. 

I am here today to represent the APPWP on the important topic 
of savings and investment in general and pension savings in par- 
ticular. As you know, APPWP is the largest and most diverse trade 
association dedicated to employee benefit plan matters. 

I have submitted a statement for the record, Mr. Chairman, and 
would now like to proceed to summarize the most important ele- 
ments. 

First, I would like to compliment the committee on holding these 
hearings and focusing attention on this important topic. While 
much attention has been focused on the twin Federal budget and 
trade deficits, not enough attention has been focused on an equally, 
if not more important, deficit, and that is our savings deficit. Our 
savings deficit is real and requires immediate attention and deci- 
sive action. 

This savings deficit has an adverse effect on our ability to sus- 
tain long-term economic growth, create jobs, maintain our competi- 
tive posture and to improve the overall standard of living of Ameri- 
cans. It also has a detrimental effect on the economic security of 
Americans in their retirement years. 

As a retirement policy expert with significant firsthand public 
and private sector experience, I can assure you and this committee 
that this Nation is facing a severe retirement crisis which needs to 
be addressed. Several key indicators of this looming retirement cri- 
sis include the following: 

First, the projected financial imbalance in the Social Security 
and Medicare programs, of which Medicare is particularly acute; 
second, the declining pension savings and participation rates; third, 
low personal savings rates; fourth, our aging society, longer life- 
spans, our increasing dependency ratios, escalating health care 
costs, declining private sector retiree health coverage rates — just to 
name a few — ^in addition to the Federal budget deficits. 

Pension plans play a critically important role in helping to en- 
sure the economic security of Americans in their retirement years. 
The factors that I mentioned will serve to increase the need for 
both pension plan savings as well as individual savings. However, 
our current tax and regulatory policies serve to discourage rather 
than encourage pension savings. 
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Numerous studies have been commissioned or conducted by 
APPWP, EBRI and others pointing out the importance of pension 
savings and the need for related tax and regulatory reform. Several 
are referred to in my statement. 

Employee benefits professionals have been aware of this need 
and have been engaged in a longstanding battle to increase the vis- 
ibility and priority of pension savings issues. Recently, chief execu- 
tive officers of some of the major corporations of America have rec- 
ognized the increasing importance of this issue and have joined the 
battle. 

In fact, I am proud to say that Larry Weinbach, who is chairman 
of our global firm, is heading a relatea task force with the commit- 
tee on economic development, which is comprised solely cf CEOs, 
and plans to publish a comprehensive, candid and constructive 
paper in May of this year which will deal with this issue and make 
a number of specific tax and regulatory reform proposals. 

All of these studies, both the ones referred to in my paper and 
others, demonstrate the need to raise the priority of pension sav- 
ings and related legislative and regulatory reform matters. In par- 
ticular, they point out the need to, among other things, raise the 
maximum contribution of benefit limits applicable to qualified 
plans, return the full funding limit for qualified plans to its pre- 
OBRA 1987 levels, simplify pension regulations, especially the non- 
discrimination rules, facilitate retirement planning and investment 
education initiatives by employers and correct the currently flawed 
tax expenditure calculation methods and assumptions accorded to 
qualified pension plans. 

In summary, pension savings are critically important to the eco- 
nomic security of America and Americans in their retirement years. 
Congress needs to raise the priority of pension legislative issues 
and take steps to increase pension savings and address the looming 
retirement crisis. While additional individual savings vehicles and 
incentives may be warranted, they should not come in lieu of 
much-needed pension, tax and regulatory reforms. 

I thank you, Mr. Chairman and members of the committee, and 
would be more than happy to answer any questions you might 
have. 

[The prepared statement follows:] 
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TESTIMONY OF DAVID M. WALKER 
ASSOCIATION OF PRIVATE PENSION AND WELFARE PLANS 

My name is Dave Walker. I am a Partner at Arthur Andersen LLP and a member of the Board 
of Directors of the Association of Private Pension and Welfare Plans on whose behalf I am 
testifying today. I also serve as one of two Public Trustees for the Sociai Security and Medicare 
Trust Funds. Previously, I served as Assistant Secretary of Labor for the Pension and Welfare 
Benefits Administration for the Department of Labor, and as Acting Director of the Pension 
Benefit Guaranty Corporation (PBGC). 

The APPWP is a national trade association for companies and individuals concerned about 
federal legislation affecting all aspects of the employee benefits system. The APPWP's members 
represent the entire spectrum of the private pension and employee benefits community; Fortune 
SOO companies, banks, insurance companies, law, accounting, consulting, investment and 
actuarial firms. APPWP members either sponsor directly or administer employee benefit plans 
covering more than 100 million Americans. , 

1 am pleased to have the opportunity to discuss the importance of savings in America, the subject 
of these hearings. This is a vitally important topic because of savings’ direct effect and far- 
reaching implications concerning the economic security of our Nation and Americans in their 
retirement years. 

Much of the focus of these hearings to date has been on personal savings. Indeed, personal 
savings is a critical component in ensuring adequate retirement income as well as sources of 
capital for economic growth. However, the U.S. personal savings rate has generally collapsed 
since 1980. This collapse in personal savings has increased the pressure on other elements of 
savings, both Social Security and the employer sponsored pension system. Unfortunately both 
the Social Security (OASl) and Medicare (HI) programs are encountering their own fiscal 
problems. The baby-boom generation will greatly increase the retired population in proportion 
to the working population early in the next century. This will dramatically increase the burden 
on these important social retirement programs. In addition, the Medicare program is facing 
escalating costs and is unsustainable in its present form. According to the 1994 Trustees’ 
Annual Report, unless current funding is increased and/or benefit promises are reduced, 
projections indicate that Medicare will run out of funds in the year 2001 and Social Security will 
run out of funds in the year 2036. This means that a dark cloud looms over the retirement 
horizon. However, the one clear bright light in an otherwise dark and dismal savings trend for 
our country and its retirees has been savings through the private pension system. 

It is critical as we review the national policy towards personal savings that we bear in mind that 
no single element of savings can bear the burden of providing adequate income for this country’s 
retirees as well as the capital necessary for maintaining growth in our economy and improving 
the standard of living for all Americans. We recognize and applaud your efforts to encourage 
persona] savings. However, we urge you not to forget the vital role that the private pension 
system plays in overall national savings. In this regard, it is critical that we adopt and maintain 
legislative and regulatory policies which foster the growth and strength of this system. 

It is the importance of this counuy’s pension system to national savings that I would like to 
focus on in the remainder of my testimony, today. In particular, I would like to discuss the role 
that pension plans play in the economy. In addition, 1 would like to share some insight into the 
current tax expenditure calculations which include those tax expenditures attributed to the 
employer sponsored pension system. Finally, I would like to offer some recommendations for 
improving the environment for private pension plans and ultimately to increase our overall 
savings rate. 

Role of Employer Sponsored Pension System in the Economy 

The role of the private pension system in providing meaningful retirement income to a sizable 
portion of the American workforce is well documented and understood. What is less appreciated 
by those outside the benefits community is the critical role pensions play in the overall American 
economy. The place to start is with the sheer size of the employer sponsored pension system. 
In 1950, the system contained approximately 17 billion and accounted for 2% of national wealth; 
today it has bren estimated to contain about $4,0 trillion and constitutes 25% of national wealth. 
Of this sum slightly less than three quarters are held by private employer plans with the 
remaining one quarter being held by public sector employers. By 1992, private employer 
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pension plans alone held nearly one quarter of the nation’s equities and approximately 9% of the 
economy’s fixed income holdings. 

Much of the growth in pension assets in the early years of the period since 1950 was stimulated 
by enlightened legislative policies. In 1974, ^USA required employers to set aside specific 
assets to help assure that promised pensions would be paid. Equally important, ERISA forbade 
employers sponsoring defined benefit plans from holding more than a modest amount of 
employer securities, in effect requiring that employers invest the substantial majority of pension 
assets elsewhere. At the same time, individuals who were responsible for the management and 
administration of plans and the investment of plan assets became subject to a number of stringent 
fiduciary standards. 

However, since 1980 much of the growth in private pension assets is attributable to a strong 
investment performance. While the rest of the economy was being deregulated during the 
1980’s, the budget reconciliation process has resulted in unreasonably curtailing the tax 
incentives and funding policies related to pension plans. While the ultimate outcome of this 
activity has been the reduction in pension security for retirement promises made to active 
employees, there has also been a profound effect on the level of national savings (and hence 
capital formation) that could be achieved through the pension system. 

Furthermore, benefit payments from pension plans have increased at a faster rate than 
contributions; reflecting the increased burden being placed on this system to provide retirement 
benefits as personal savings have declined. Unfortunately, defined benefit plan contributions 
suffered sharp decreases beginning in the latter half of the 1980’s. Contributions to defined 
benefit plans declined from $48 billion in 1982 to $ 25 billion in 1989. Although contributions 
to defined contribution plans continued to rise during the 1980s, reflecting the increased number 
of this type of retirement plan, the increase in the rate of contributions did not keep up with the 
increased rate of payments from these plans. (EBRI, Pension Funding & Taxation. Implications 
for Tomorrow , ^ited by Dallas L. Salisbury and Nora Super Jones, 1994, page 24). 

While some of the decrease in the rate of contributions is attributable to increased earnings on 
financial assets, much of the blame can be laid on tax policies implemented beginning in the 
I980’s which severely curtailed the growth in new retirement plans and the funding of existing 
plans. In addition, the dramatic increase in the cost of maintaining a retirement plan has been 
a barrier to the growth and continued maintenance of these plans. 

SpeciHcally, the foilowing represent a sample of several tax changes which have had a 
detrimental effect from a capital formation and retirement security perspective: 

1. Reduction of maximum pensions. Commencing in 1982 and in legislation in succeeding 
years, Congress rolled back the maximum benefit and contribution limits applicable to tax 
qualified pension and profit sharing plans. In addition, freezes on the maximum dollar amounts 
which could be paid from tax qualified plans were imposed on defined benefit plans and defined 
contribution plans. A freeze on the maximum limit is stiil in effect on defined contribution 
plans. 

The trend has continued into this decade. Just Iasi year the amount of compensation which can 
be taken into account when calculating benefits was reduced. Furthermore, in the recently 
enacted General Agreement on Tariffs and Trade new rounding rules on the cost of living 
adjustments effectively reduce growth in contributions to retirement plans. 

While ostensibly an “attack” on unreasonable benefits for highly compensated individuals, the 
unfortunate aspect of these rollbacks is that it has a negative ripple effect on non-highly 
compensated workers and adversely impacts a company’s ability to set aside funds for all current 
workers necessary for retirement. For example, employers may not make contributions on 
behalf of middle income workers whose projected pensions would exceed current limitations. 

2. Reduction in Full-Fundinp Limitations. In 1987, Congress reduced the maximum amount 
that could be contributed to pensions from one which permitted employers to set aside funds to 
pay for projected benefit obligations to one which imposed an arbitrary limitation equal to 150 
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percent of current liabilities. As a result, depending on plan demographics and other factors, 
(e.g. interest rates), it is possible for a plan to be at the full funding limit and yet still pay risk 
related premiums to the PBGC. 

3. Additional Tax Rules. Over the decade of the 1980’s, Congress and the Treasury 
Department added an additional 80 pages to the Internal Revenue Code and over 600 pages of 
regulations. The pension area has become so complicated that the sheer complexity and 
administrative expense associated with maintaining a pension plan has become a significant 
barrier to those who wish to start and/or maintain a pension plan. According to a Hay-Huggins 
study done for the PBGC, the administrative costs associated with maintaining a defined benefit 
plan, rose during the 1980‘s on average between 9 and 10 percent a year. According to a soon 
to be published repwrt by the Committee for Economic Development, fWho Will Pav For Your 
Retirement? Tlie Looming Crisis . Lawrence A. Weinbach, Chairman, William J. Beeman, 
Project Director, December 20, 1994, Draft, page 117) in 1991 small plan administrative costs 
(15 or fewer employees) were eciual to about one-third of the benefits accrued in that year. That 
means for every $3.00 contributed to a pension plan $1.00 went to pay for the cost of 
maintaining the plan. 

According to this same report the number of defined benefit plans peaked at just over 175,000 
in 1983 and subsequently declined by 24 percent in the 1984-1989 period. In fact by 1989, for 
every defined benefit retirement plan that was being created three were terminated. While 
terminations increased by 37%, net plan formation fell by 67%. The picture for iy90 was even 
more bleak: for every defined benefit plan which was created, more than eight were terminated. 
Although there has been overall growth in the number of defined contribution plans since the 
mid-1970’s even this type of plan is not immune to the increasing administrative costs. In 1990, 
more defined contribution plans, the other major form of retirement plan, were terminated than 
created. 

Indeed, part of the decline in the number of defined benefit plans may be associated with the 
shift from manufacturing industries which traditionally sponsor defined benefit plans to service 
based industries, which do not. However, most observers believe that the legislative changes 
noted above had a major deleterious effect on plan formation. 

The Committee for Economic Development cites a survey conducted in 1992 in which 50% of 
the respondents slated that they terminated their defined benefit plans because federal regulations 
were loo costly or burdensome. Furthermore, the data indicates that a large number of 
employers who terminated defined benefit plans did not replace them with successor pension 
plans of any kind, and most of those who did so opted for defined contribution plans. The 
report recognizes (he important role that defined contribution plans play in the viability and 
growth of our nation’s pension system. It concludes, "these trends indicate that it is critical that 
policy makers simplify and stabilize regulations pertaining to defined contribution plans in order 
to reduce compliance costs. In addition, survival of the remaining 1 30,000 defined benefit plans 
and the retirement security of their 40 million participants, may depend to a significant degree 
on policy makers’ actions that influence plan administrative costs." fWho Will Pay For Your 
Retirement? The Looming Crisis . December 20. 1994, Drafi, page 119). 

Pensions Are How America Saves 

At the very time pension plans were being burdened by negative legislative and regulatory 
policies, there was a general collapse in personal savings. This further increased the burden on 
employer sponsored plans. The EBRI repiorts in Retirement in the 21st Century Ready or Not , 
(edited by Dallas L. Salisbury and Nora Super Jones, 1994, page 40) that the national savings 
rate fell from 7. 1 percent during the 1970’s to 3.8 percent during the I980’s and to 1.8 percent 
thus far in the 1990’s. Business and personal savings accounted for about one-half of the decline 
and the federal deficits accounted for about one-half of the decline. 

The pension system represents a significant store of wealth for retirement security and overall 
economic growth. According to the EBRi, annual accumulations in such plans are not fully 
accounted for in traditional measures of savings (EBRI, Retirement in the 21st Century. Ready 
or Not , page 40). In fact the one bright spot in the otherwise dismal domestic savings picture 
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during the i980’s and 1990’s has been the growth in pension assets. Americas’ accniai of 
significant wealth in their pension plans resulted in an astounding fact: the total increase in real 
(inflation-adjusted) pension assets in the 1980’s exceeded the total real increase in this country’s 
wealth (i.e. the money available for investment). In other words the growth in pension assets 
was greater than 100% of net national savings. (APPWP, Return on Investment: Pensions Are 
How America Saves . Profes«)r John Shoven, Stanford University Economics Department* 
September 1991, page 22), Clearly this form of national savings been vital not only for the 
economic security of retirees but also for the necessary investments for national economic 
growth and global competitiveness. 

Pension Tax Expenditures 

Besides its enormous size and its role in national savings, pensions represent the most egaliterian 
form of capital formation. A 1987 study conducted for the U.S. Census Bureau showed that the 
largest beneficiaries of lax deferrals afforded to pension plans were workers with yearly incomes 
between $15,000 and $50,000. These workers paid 35.6% of all federal income lax collections 
but actually received 60.7% of accrued pension benefits. Those workers with yearly incomes 
of more than $50,CX)0 paid 61% of the federal taxes but received only 38.1% of the accrued 
pension benefits. tFat Cats. Bureaucrats and Common Workers: Their Piece of the Pension 
Preference Pie . Gordon P. Goodfellow and Sylvester J. Scheiber, The Wyatt Company, May 
5, 1993, p.l5). 

Rank and file employees are indeed benefitiing under pension plans. For instance, a 1991 study 
by the EBRJ showed that U.S. workers earning less than $50,0(X) a year made up 92% of the 
nation’s work force and 89% of the participants participating in pension plans, (EBRI, Issue 
Brief #134, February 1993, p. 17). No other form of savings so broadly attaches to the middle 
class. 

Yet. the magnitude and distribution of the “tax expenditure" for pensions repeatedly has been 
used as a justification for tax policy that has damaged the pension system in this country. “Tax 
expenditures" represent the cost to the government as a result of granting tax incentives. The 
tax expenditure estimates for pensions are calculated by placing a cost on the granting of a tax 
deferral to employees for contributions made by their employers to pension plans. The most 
current estimates of the tax expenditure attributable to pension contributions and earnings, 
including both public and private sector plans, is $72.5 billion in 1995. Approximately one-half 
of this figure is attributable to public plans and one-half is attributable to private sector plans. 
(United States Senate, Committee on the Budget, Prepared by the Congressional Research 
Service, Tax Expenditures . December, 1994, page 477). 

The estimate does not take into account the fact that the tax is deferred not forgone. Thus, the 
fact that contributions to a plan will be paid out in the form of benefits at a later date and subject 
to tax at that time is ignored. In addition, the role of pensions in the economy and its 
investment value is totally missed. There are, in addition, a number of mathematical and 
methodological problems with the calculations. For example, the lax expenditure estimate 
includes consideration of pension contributions made by governmental and tax exempt 
employers. In addition, demographic effects such as die maturity of the plans’ work forces are 
ignored. Yet as the population ages the tax expenditures will lower automatically. Also, the 
calculation ignores the fact that coverage, and the value of that coverage, typically increases 
during a career and that tax rates could rise and some people will actually pay higher taxes as 
a result of the deferral. Finally, the calculations completely ignore the funded status of the 
plans. 

Recominendations 

Future economic growth in America and the economic security not only of retirees but of all of 
our workers and their families depends on readily available capital for investment. Our most 
important ally in increasing our capital pool over the last decade and a half has been pension 
funds. According to the Committee for Economic Development private savings is only a 
fraction of that needed to enable future retirees to fulfill their economic expectations in 
retirement. One re<tent study showed that the baby-boom generation n^s to triple its rate of 
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accumulation of assets in order to maintain its pre-retirement standard of living during 
retirement. (Merrill Lynch, Is the Babv Boom Generation Preparing Adequately for 
Retirement? . Technical Report, 1992, B. Douglas Bemheim, Stanford University Economics 
Department, formerly of Princeton University, and Summary Report of the same title, 1993, 
page 1). 

We can and we must streamline and simplify the rules applicable to pension plans. Congress 
has twice passed legislation in 1992 which would begin to untangle the legislative and regulatory 
gridlock currently ensnaring the pension system in this country. However, the legislation was 
attached to a broader measure that was vetoed for unrelated reasons. We must encourage the 
formation and funding of pension plans and limit compliance costs. Based on the current 
population survey, the greatest percentage of workers not covered by pension plans in this 
country work for employers that do not sponsor a plan. We believe that legislation simplifying 
the rules applicable to pension plans would give a tremendously needed jump start to the 
formation of plans. 

Tax policy affecting the pension system should allow employers the flexibility to use the plan 
design which is most appropriate for their work force and their business. As I mentioned earlier 
administrative burdens have made the adoption and/or maintenance of a retirement plan 
increasingly unattractive to employers. This is particularly true in the case of defined benefit 
plans. We urge you to look for ways to make these plans attractive to employers once again. 

Defined contribution plans have accounted for virtually all the growth in the number of active 
workers covered by private plans. Between 1975 and 1987 the proportion of covered workers 
with a defined contribution plan as their primary plan rose from 13% to 32%. Most of the 
growth in defined contribution plans is occurring in a type of plan known commonly as a Section 
40l(k) plan, in which the participant makes a contribution and the employer makes a matching 
contribution. (EBRI, National Academy on Aging, Pensions in a Chang in g Economy . Edited 
by Richard V. Burkhauser and Dallas L. Salisbury, 1993, page 25). These plans have become 
attractive to employers in part because of the shift to a service oriented economy but also 
because of their simplicity and understandability. However, even these plans are not immune 
from legislative and regulatory complexity. 

The single most unattractive feature about these plans is the complicated nondiscrimination test 
which must be performed annually. This test generally does not affect the highest paid 
employees whose contributions are limited by the dollar caps on contributions. Instead the effect 
of this test is to reduce the amount that can be contributed by and on behalf of the middle 
income wage earners. Unfortunately, the affected workers are often older and are trying to 
maximize their contributions in order to prepare for retirement. We urge you to include in 
pension simplification legislation a meaningful safe-harbor which would eliminate the necessity 
of employers having to run the expensive and unnecessary nondiscrimination test applicable to 
Section 401(k) plans. 

As defined contribution plans have grown and a wider range of investment opportunities have 
become available to participants, employers have recognized the need to educate their employees 
about the importance of participating in pension plans, investment for the long term and saving 
generally. The market has responded with a wide variety of educational materials. Since this 
is a relatively new area for employers and those servicing retirement plans, it is unclear what 
affect the educational efforts are having on participant behavior. However, early indications are 
that the efforts are being rewarded. There are currently a number of studies underway to help 
determine what educational approaches work best and what effect education has had thus far. 
However, it is clear that the more Americans are made aware of the importance of savings, 
early participation in pension plans and their responsibility for both, the better their chances for 
being prepared for retirement. We urge Congress to be very careful that policies adopted in the 
name of protecting and empowering participants do not hurt the ability of employers to provide 
useful and much needed retirement planning and investment education to their employees. 

We also urge you to reconsider and correct the calculation of the tax expenditure associated with 
the pension system in this country. In addition, national policy should not sacrifice the future 
of America's workers and their children by giving in to the temptation to pay for the federal 
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deficit with pension savings. The federal deficit eats away at national savings. Congress should 
not address chat problem by weakening our greatest source of savings, pensions. 

We support and encourage your efforts to expand personal savings but caution you to recognize 
that increasing personal savings by reducing the incentives for employers to maintain pension 
plans will not solve the savings crisis in this country. In addition, Americans must be 
encouraged to save by creating attractive savings vehicles. This may include allowing early 
access to the savings. However, no one component of savings - personal or pension - should 
be favored in this regard. The favorable tax treatment traditionally granted in America to 
pension contributions and the earnings thereon stand as a monument to the recognition of the 
importance of the economic security of our retirees and the significant role that pensions play 
in our nation's overall economic well-being. Thank you. 
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Chairman Archer. Thank you, Mr. Walker. Your timing was 
perfect. 

I will yield my time for inquiiy to Mr. Running. 

Mr. Running. Thank you, Mr. Chairman. 

Mr. Porter, you mentioned in your testimony the special connec- 
tion between equity investment and productivity growth that leads 
you to emphasize specific changes in tax treatment of equity and 
debt. Would you mind elaborating why that is so? 

Mr. Porter. Yes, Congressman. Equity has a special role in 
boosting productivity and creating economic growth because equity 
capital is what companies use to finance intanmbles like R&D and 
entering new markets. You cannot use debt — there is no collateral 
for those kind of investments. And when you are building new 
products and entering new markets, you really finance that out of 
equity. Debt is what you use to finance safe things where you have 
hard assets. 

Also, equity capital allows you to add debt capital on top of it, 
so you can get a double whammy. I believe that we must place par- 
ticular attention on the incentives for equity investment, and, 
among equity investment, long-term equi^ investment. Recause it 
is long-term equity investment that is really what funds the things 
that drive our economy forward. 

Mr. Running. Also, today our economy grows between the rate 
of 3 to 4 percent on an annual basis. I was taught in economics 1 
and 2 when I went through school that that was good, and even 
5 and 6 percent was better. I also was taught that low interest 
rates were good, and I was taught that inflation — high inflation — 
was bad. 

What has happened in the thinking of the Federal Reserve — or 
whoever is trying to set the economic policy in this country — that 
all these things are not as good as they might be because we are 
at full capacity? And wlw are we at full capacity if we are only 
growing at 3 or 4 percent? 

Mr. Porter. I think that is a very important question, and it is 
not very often discussed. 

The fact that at only 3 or 4 percent economic CTowth we are 
straining at capacity and worried about inflation I think is a func- 
tion of the very low rate of net investment in the economy. Remem- 
ber what I said earlier was that in the sixties and seventies our 
net investment, which is investment after depreciation in the cor- 
porate sector, was 3 to 4 percent of GDP. Now it has fallen to 2 
percent of GDP. 

So if the economy is growing at 3 or 4 percent and the net invest- 
ment is at 2 percent, you can see why we are straining at capacity. 
And unless we can boost the rate of net investment in the cor- 
porate sector, particularly as in the ways I have discussed, we are 
going to face that situation for a long time. We will have a cap on 
now fast our economy can grow without setting off inflationary 
pressures. 

Mr. Running. Ms. Walker, you mentioned in your testimony 
about capital gains and the length of time that we hold capital as- 
sets that we should probably adjust how we deal with that asset 
in direct relationship to how long we hold it. You mentioned 3 and 
5 years. 
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Is there anything that you would like to add to that? In other 
words, I would like to see us get into indexing at least and at least 
try to do something if we could phase in a capital gains tax reduc- 
tion over a 5-year period. I am willing to do that just to get it 
going. 

Ms. Deborah Walker. And the AICPA supports indexing. 

The problem is, when we look at the provisions for indexing and 
even look at provisions that have been introduced in the past, we 
very quickly get into rules that are just too complicated, and then 
our thoughts go to, well, because we have to keep these extra 
records and find GDP deflators and make all these calculations and 
project forward, would it not be easier if we just had a different ex- 
clusion based on the holding period of assets? 

So the capital gains exclusion takes into account what indexing 
otherwise could do as a simpler way to get to the same point. Does 
it exactly do what indexing would do? Of course not. 

Mr. Running. No, but it allows us to take a capital asset and at 
least consider the fact that there has been inflation and the longer 
we hold the asset the less value it has as far as the asset is con- 
cerned. 

Ms. Deborah Walker. Or the less of the gain that should be 
taxed, because the more of the gain that is really inherent infla- 
tion. Correct. 

Mr. Running. Correct. 

Chairman Archer. Would the gentleman yield just briefly? 

Mr. Running. Yes. 

Chairman Archer. The unfortunate reality, Ms. Walker, is that 
it can end up not even being a rough approximation of indexing if 
inflation becomes very rampant. A mere sliding scale holding pe- 
riod cannot accommodate the destruction of capital — real capital 
savings if you are taxing portions of inflation. If you assume infla- 
tion is going to stay constant at 3 percent, you could perhaps adjust 
a scale of taxation. Rut we all know that that is not the way life 
works. So I would simply point that out from a policy standpoint 
that would not work. 

There is also another problem which we have run into every time 
we have considered a sliding scale of holding periods. You create 
cliffs and you then begin to impact on economic judgments and I 
think Mr. Terry said we want to keep as level a playingfield as pos- 
sible out there. So your solution creates its own set of problems. 

I thank the gentleman for yielding. 

Mr. Running. Well, thank you. I yield back. 

Chairman Archer. Mr. Kleczka. 

Mr. Kleczka. Thank you, Mr. Chairman. 

I have a question for Professor Porter. In your statement there 
is a lot of which I agree with. However, you do have a section here 
on overinvestment in real estate, and you indicate that the tax con- 
sequences are some $82 billion. However, I think your rec- 
ommendations will not do much, if anything, to decrease that tax 
consequence. Even if you cap interest and principal on mortgages 
at $350,000, that is not going to net very much at all. 

You do not cite a figure for restricting the free tax rollover, but 
the question I have is — and it is probably more in the form of a 
statement — that for the bulk of Americans, their main asset is 
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their home. And, yes, because that is the case, the tax con- 
sequences will be relatively high. But if we are to start tampering 
with the tax-free rollover, what I find in my district is a young cou- 
ple, before the kids, they buy a little starter home with two bed- 
rooms; they move into the next home with four bedrooms; roll over 
that profit, and that is how they increase their major asset. 

So I think your statement here that we are overinvesting in real 
estate is somewhat misstated, because, for the people I am talking 
about and the folks I represent, they do not have the wherewithal 
and the money to buy blocks of IBM and GM and help with equity 
capital and things of the type you have talked about. 

Mr. Porter. May I respond hriefly, sir? 

Mr. Kleczka. Yes, please. 

Mr. Porter. I guess the point I want to make about real estate 
is simply, first of all, the balance. I think the number we discov- 
ered from doing the calculations is that 50 percent of all the net 
investment in the U.S. economy is in residential real estate. Fifty 
percent. And I guess the idea is that that sounds high in terms of 
an economy where we are trying to grow our economy, create new 
jobs, and create a rising standard of living. 

My recommendations are about trying to limit this incentive for 
affluent people. So I said our premium is if the combined first and 
second home equity is $350,000, then we will cap the deduction at 
that. And the same applies to the rollover. 

The idea is if — ^you know, you can roll over maybe $100,000 of 
tax-free gains. But if you are rolling over $2 million, we are no 
longer tmking about the middle-class person. We are no longer 
talking about that struggling young couple. I think we have to have 
the wherewithal and the courage to start scaling back some of 
these investments if we are really serious about boosting invest- 
ment in the private sector. 

That is my only point. 

Mr. Kleczka. But if we would adopt the program you are rec- 
ommending, I would say that we will take that 50 percent figure 
you just used of investing in real estate, and we will probably re- 
duce that to maybe 48 percent. Thank you. 

Mr. Porter. It is true that the absolute dollars are in the $5 to 
$10 billion range, but that is still a lot of money per year. 

Mr. Kleczka. I would not minimize it because, knowing full well 
that investments in homes and building homes, the spinoff is 
throughout our whole community, not only the jobs in construction 
but the other services and items that are purchased for the home. 
So the spinoff is pretty good also. Pretty widespread. 

Mr. Porter. But not as high as a company investing in a new 
plant and creating 100 new jobs. 

Mr. Kleczka. That is true, but the bulk of the people who are 
in that 50 percent category do not have the assets to do that. 

Chairman Archer. Mr. McCrery. 

Mr. McCrery. Thank you, Mr. Chairman. 

Mr. Porter, you were answering Mr. Banning's question, and my 
attention was diverted, and I missed part of your explanation. I am 
very interested in what you said at the very end. I think I heard 
you say that there would be a cap on growth for the next few years. 
Is that what you said? 
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Mr. Porter. What I said, sir, was that, given that the net rate 
of investment in fixed plant and equipment in the U.S. economy is 
only 2 percent of GDP, which it used to be much higher, used to 
be double that, if we grow at faster than 2 percent of GDP, eventu- 
ally we are going to run out of capacity. And instead of investing 
in new plant and equipment, what American industiy has been 
doing in the last 10 years is they have been buying back stock and 
making acquisitions. 

I am not against either of those things, but what I am saying is 
those do not create net new capacity in the economy that allows us 
to have true economic growth. It changes ownership. 

So that is why I, in my testimony, put special attention on how 
we can increase the flow of equity capital, which is what really 
fuels investment in creating new plants, new businesses and new 
jobs. 

Mr. McCrery. I am just a lawyer, I am not an economist, but 
if we have growth in productivity, then we can increase economic 
growth to 4, 5 or 6 percent, like Mr. Running wants, and not have 
inflation. Is that a fairly correct general statement? 

Mr. Porter. Yes. But, again, you cannot increase productivity 
without also increasing capacity or you really cannot have growth. 

Another problem we have had is the downsizing process. And 
that allows us to make our existing assets more productive, but it 
has not allowed us to really expand. 

I think what is happening is that there is an imbalance develop- 
ing between the amounts of new investment and — for example, I 
show in my statement a calculation about productivity growth. 
What it shows is that almost all the productivity growth spurt in 
the last 10 years has been productivity in volume terms. You hold 
the price constant, and you can make more of the same products. 

But if you look at the value productivity growth, the dollar value 
of the output, actually productivity growth continues to be very, 
very slow. What is happening is that industries are not able to sus- 
tain price increases. TTiey are not producing new products that 
they can charge high prices for. We are getting more efficient in 
cranking out the old products, but we are not expanding and up- 
grading enough to support rising wages. 

I have some charts on that in my testimony. 

Mr. McCrery. Is there any provision in the Contract With Amer- 
ica — I assume you have looked at the provisions in the Contract — 
that would help solve that problem? 

Mr. Porter. Well, I believe that the single most powerful provi- 
sion is the long-term capital gains incentive. As I said in my testi- 
mony, I, myself, believe that we should limit that to equity capital, 
equity investment in corporations, because I do not believe that 
other forms of investment, like collectibles and so forth, have the 
same leverage for economic growth. 

I would also make that long-term investment truly a long-term 
incentive, either through a significant — more than 1 year — holding 
period or some kind of a step-up, as my fellow panelists suggested, 
recognizing the Chairman’s concerns with the step-up are well 
taken. 

And in order to lower the cost of that proposal, which is, I know, 
a large one, I would make it prospective. That is, I think that al- 
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though it is tempting to think in terms of the old investment that 
you are going to unlock, I think it is much better to create incen- 
tives for the new investors today to be choosing investment projects 
that they plan to hold. 

Mr. McCrery. Are there any tax provisions in the Contract that 
you think would be disadvantageous? 

Mr. Porter. I think there are tax provisions that we can debate 
in terms of their value versus their cost. But I don’t think they 
would work against long-term equity investment, as I understand 
them. 

Mr. McCrery. Thank you. 

Ms. Deborah Walker. Indexing of capital gains, I think, might 
do that, where you do not index the debt because that will encour- 
age debt acquisition as opposed to equity acquisition. 

Mr. Porter. Fair enough. 

Ms. Deborah Walker. Indexing capital gains without paying at- 
tention to the debt is a significant problem. 

Mr. McCrery. Thank you. 

Chairman Archer. Has the gentleman completed his question- 
ing? 

Mr. McCrery. Yes. 

Chairman ARCHER. You still have 1 minute left, if you would not 
mind yielding to me. 

Mr. McCrery. Be happy to. 

Chairman Archer. In that regard, the difficulty with indexing 
the debt is that you have to index both sides of the debt, and you 
get some very, very untoward results. So, in theory, you might say 
that that levels the playingfleld. It distorts the level playin^ield in 
the mind of a debtor who cannot take the deduction for the full 
amount of the interest because you have eroded the value of the 
interest payment. 

So you have to be very, very aware of all the ramifications of 
what you are talking about. 

I thank the gentleman for yielding. 

Mr. Ramstad. 

Mr. Ramstad. Thank you, Mr. Chairman. 

I want to thank this panel of expert witnesses for your testi- 
mony. I would like to address my question, please, to Mr. Walker. 

I certainly share your concern for the low rate of savings. In fact, 
I am alarmed — and I use that term advisedly — when I read Dr. 
Feldstein’s studied conclusion that were we to put all of our per- 
sonal savings into plant and equipment in this country today, we 
could not sustain long-term economic growth. I think that is a real 
indictment. It certainly goes to the point that not only you, Mr. 
Walker, but the others on the panel made. 

But in addressing my question to you, you talk about the impor- 
tance of the private pension system and promoting savings. You 
also mention some of the complexities that have been layered into 
the private pension system over the past few years. Would you just 
elaborate on the complexity? How it has affected growth and the 
viability of the pension system? 

And, in particular, how, in your judgment, have the tax policies 
of the last 10 to 15 years affected the private pension system? And 
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now that we are looking at reforming those tax policies, how would 
you prioritize the reforms? 

I guess those are three — at least a three-part question, but I am 
primarily interested in this: In your judgment, how would we re- 
form the Tax Code to undo some of the damage? 

Mr. David Walker. Thank you. 

First, let me say that I believe that the elective and regulatory 
requirements that apply to qualified pension plans are probably the 
most complex of any in Federal law. I spend full time practicing in 
the compensation benefits area, and it is extremely difficult for me 
to be able to stay on top of these issues. And now we are having 
to have subspecialists in various areas because it is almost impos- 
sible to stay up. Which means there is a tremendous amount of 
cost, there is a lot of administrative burden, and frankly, it is al- 
most impossible for people to be able to comply with the law even 
if they wanted to comply with the law. 

Specifically, what has happened, I think over the last several 
years is, all too frequently policy has been dictated by short-term 
revenue results rather than long-term savings and investment ob- 
jectives. We have made a number of decisions as a country that are 
myopic, that have tunnel vision implications. 

In particular, I think we need to look very hard at what we have 
done in the area of the contribution in benefit limitations, where 
we have continuously eroded those, where we have placed arbitrary 
limits on the ability of defined benefit plan sponsors to adequately 
fund their pension promises. And, in some cases, it has had not 
only a deleterious effect on savings but also on retirement security. 

I think that we have to look at re^latory burdens and particu- 
larly the 600, roughly, pages of nondiscrimination regulations that 
apply to pension plans, especially defined contribution plans. 

I think that we need to — I could probably go on for quite a length 
of time, and I would be more than happy to provide some addi- 
tional information for the record, if you would like, because 
APPWP has done a tremendous amount of work and has a number 
of studies that I think that might be helpful to you and other mem- 
bers to get into more specificity. But we have to take a longer term 
view. 

[The information is being retained in the committee files.] 

Mr. David Walker. And the last thing is we have to revise how 
we calculate tax expenditures. I am a CPA, among other things, 
and it is amazing to me that the Congress does not employ present 
value methodologies in calculating tax expenditures. The country is 
not going to go away in 3 to 5 years. 

The fact of the matter is that many of the tax expenditures that 
are accorded, or so-called expenditures accorded to pension plans, 
are actually timing differences. They are not permanent dif- 
ferences. It is not a matter of whether or not you are going to get 
tax revenue, it is when you are going to get it, who is going to pay 
it and at what rate. If we look at it on a present value basis, I 
would say we would probably be making a lot different policy deci- 
sions than we have made in the past, and we need to. 

Mr. Ramstad. Well, thank you, Mr. Walker. If you could provide 
that input, it would be appreciated. 

And, again, thank you to all the witnesses. 
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Thank you, Mr. Chairman. 

Chairman Archer, Mr. Ford. 

Mr. Ford. Thank you, Mr. Chairman. 

Ms. Walker, I have a couple of questions for you. I think on H.R. 
6, on page 8 of your testimony, you talked about the marriage pen- 
alty. You oppose the marriage penalty proposal in the Contract as 
being too complex, unworkable and bearing very little relationship 
to the magnitude of the marriage penalty in our current system. 
In your opinion, would the Contract proposal eliminate the mar- 
riage penalty for anyone? 

Ms. Deborah Walker. My understanding of how the marriage 
penalty would work that is in the proposal is that all taxpayers 
that were subject to the marriage penalty would somehow be put 
in a category and then we would divide up the $2 billion of tax ex- 
penditure and allocate it among those people. 

So if that is the way it is intended to work, it would not elimi- 
nate it for anybody. It would eliminate a small piece for everybody 
subject to it. 

The problem I see is really the complications in making this cal- 
culation, which, of course, the legislation does not outline how we 
would figure out how everybody is — what pieces they are subject to 
the marriage penalty, and then allocating the $2 billion. 

Mr. Ford. Do you support the elimination of the marriage pen- 
alty completely? 

Ms. Deborah Walker. Completely. I support the elimination of 
the marriage penalty completely. 

But I think there are ways to do it — and many States do this — 
is tax the two earners where you can choose married filing jointly 
or file as a single taxpayer and allocate your deductions and ex- 
emptions. 

Mr, Ford. Which other part of the American dream proposal in 
this Contract would you replace with the approximately $14 billion 
a year for the marriage penalty, for this section to be removed. Is 
there any swap that you would like to see in the Contract that is 
before the committee? 

Ms. Deborah Walker. Well, that is probably an economic or so- 
cial policy call. 

Mr. Ford. You are a CPA. I am asking not you personally but 
from your industiy. 

Ms. Deborah Walker. Within the American dream savings ac- 
count — are you looking at the family tax credit? The American 
dream savings account and the elimination of the marriage pen- 
alty; and if we talk about the elimination of the marriage penalty, 
which other one would we support? 

Mr. Ford. You could use it that way. Just stay within the Amer- 
ican dream tax piece under this proposal with the Contract. 

Ms. Deborah Walker. That is a tough call. 

Mr. Ford. That is a tough call. 

You stated that the Contract’s marriage penalty proposal would 
force all married couples to prepare as many as five Federal tax re- 
turns. Could you explain how this would happen? 

Ms. Deborah Walker. Well, married filing jointly, married filing 
separately, and two single returns, and it would be two married fil- 
ing separately returns. And then, I think in the testimony I also 
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pointed out that, of course, they would be calculating minimum tax 
and regular tax at the same time. 

Now, with computers, that can all be done certainly more easily 
than it could have been done 10 or 15 years ago. But, notwith- 
standing, that we still do not like — I don’t believe we like our tax- 
payers to think there are 10 different ways that you can pay your 
taxes and you get to figure out the cheapest. 

Mr. Ford. But I am still — how much of the marriage penalty 
would the proposal alleviate for a typical taxpayer under this Con- 
tract’s proposal? 

Ms. Deborah Walker. I believe in the ABA’s testimony they 
computed it would be a credit of $91. 

Mr. Terry. It ends up, Mr. Ford, if you take the $2 billion and 
you apply it across the board — ^let us assume that half the people 
that file joint returns would get some benefit, should get some ben- 
efit. We calculate the annual amount to be $91. A total of $91 
aftertax benefits. Not a veiY large amount in the overall picture. 

Mr. Ford. But how does this compare with the amount of the av- 
erage marriage penalty, Mr. Terry? 

Mr. Terry. It is considerably less, I would sav, although we have 
not run the fibres. I would say that that is substantially less than 
most of the — ^than the average would be. It is not a very large piece 
of the problem, put that way, for most taxpayers that have the 
problem. 

Mr. Ford. And with the proposal in the Contract on the mar- 
riage penalty, the $2 billion would be thrown into the problem. 
Would you have a comment, as Ms. Walker might have said ear- 
lier, about the elimination of the marriage penalty? 

Mr. Terry. Mr. Ford, we do have a specific suggestion which — 
really, I guess we approach it this way. Since there is only a cer- 
tain limited amount of money available to “throw at the problem,” 
we would suggest that you approach it in a little bit different way 
and look strictly at the earnings. 

The proposal, as drafted, suggests that you solve the marriage 
penalty with respect to all income, all earnings, both earned and 
unearned. We suggest that you focus on the earned income of the 
two married people and you apply a simpler credit to the earnings 
of the lower earning individual. 'This is very similar to a proposal, 
or something that was in the law several years ago. 

We think that is simpler; that it does attack the problem, and 
it goes at it in a way that is understandable and administrate. So 
we do have a specific thought on this in the record. 

Mr. Ford. My time is up; but, Ms. Walker, would you support 
that concept? 

Ms. Deborah Walker. Yes, we would. Because I think what peo- 
ple think is most unfair is the earnings tax as opposed to unearned 
income being taxed subject to the marriage penalty. On the other 
hand, if you really want it to be truly fair, you would take all in- 
come. 

The one other thing I was going to add is I believe the Congres- 
sional Budget Office had statistics that said $16 billion is the an- 
nual marriage tax penalty. You could probably check that, but that 
would say that $2 to $16 billion is a very minuscule portion. 

Mr. Ford. Thank you, Ms. Walker. 
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Chairman Archer. The gentleman’s time has expired. 

Mr. Hancock. 

Mr. Hancock. Thank you, Mr. Chairman. 

Mr. Porter, I was intrigued by your statement about capital gains 
and equity capital. Have you come to the conclusion that over the 
past 50 years that we maybe have overemphasized the real estate 
investment aspect of our economy? 

Mr. Porter. Well, I believe that we have — ^yes, that is my conclu- 
sion. It is really quite striking if you look at the allocation of the 
Nation’s total pool of investable capital and where it actually goes. 
If you, again, correct for depreciation, more than half of it actually 
goes not for business real estate — I am not even counting that — but 
just for residential real estate. 

Now, it is anybody’s guess how to prove whether that is too much 
or too little — it is a very complicated calculation — but we know that 
it is not an accident. We know there is a whole array of subsidies 
for residential real estate. The biggest, of course, is the home mort- 
gage deduction. The second biggest is the rollover of capital gains. 

And I guess my suggestion is, if we are serious about long-term 
economic growth and creating jobs, it is probably time to start scal- 
ing those incentives back, starting with the people that are truly 
affluent people. And that is what my recommendations are ad- 
dressed at. 

Mr. Hancock. Basically, I think I am hearing you say that a $1 
million home, after it is built, does not really add that much to the 
economy. 

Mr. Porter. Well, certainly somebody has to build it, and, tem- 
porarily, there will be some jobs created to build it. But, say, if you 
compare $1 million in investing in a home and $1 million in build- 
ing a new plant to produce a new product, the return for the long 
term of the economy is really substantially greater in the plant. 

Mr. Hancock. Is it also true that immediately following World 
War II a Harvard economist advised the Japanese to invest in eco- 
nomic production and the same economist advised the American 
people to build houses? 

Mr. Porter. Well, I cannot speak for that economist, because I 
know exactly who it is. But it is true that in our countiy, I believe, 
although it is very hard to do these calculations, we allocate a very 
large percentage of our investment budget to single-family housing 
and residential real estate. 

Again, I do not want to come across as being against the Amer- 
ican dream of owning your own home. I am talking about the size 
of these incentives and the degree to which they apply to really af- 
fluent people who perhaps do not need that kind of subsidy. And 
perhaps we should apply those resources to provide more incentives 
ftr investment in equity capital, in industry, if we are, again, seri- 
ous about long-term economic growth. 

Mr. Hancock. I have one other question I would like to ask the 
panel. As part of the Contract With America, we have the $500- 
per-child tax credit. The family tax credit, I fully support it, and 
I think every member of our side of this committee supports it. 

However, I think we should take a real good look at it. Could 
that $117 billion be used to benefit more people, including the peo- 
ple that have a family? Like, for instance, a zero capital gains tax 
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rate on the first $2,500 of capital gains, or a zero tax on the first 
$1,000 of interest savings? 

Could that be broadened to where it would benefit everybody 
rather than just people that happen to have children between the 
ages of 1 and 18? 

Mr. Porter. Well, again, I am not an expert in this area, but the 
general answer is yes. 

In my testimony, I talk about the individual retirement account. 
And the concept there is that if you earn $30,000 a year it makes 
sense maybe to give somebody an incentive for the first dollar of 
savings in an IlC\. But if you earn $100,000 a year, you should 
have to put $5,000 in your IRA before you receive any incentive. 

And I think, again, if we could income meter these incentives, I 
think we could broaden their impact dramatically and actually in- 
crease net saving rather than just give a person a break on some- 
thing they would already have set aside. 

Mr. Hancock. Ms. Walker, I noticed when I mentioned the thou- 
sand dollars tax free in interest earnings, you nodded like that 
sounded like it might have some appeal. 

Ms. Deborah Walker. Well, I think you have to look at whether 
it is — you could do the same thing on a broader scale by taking the 
$500 credit and rolling it into the personal exemptions, and that 
does not limit it to children under age 13; or roll it into the stand- 
ard deduction. In other words, increase the standard deduction and 
that would target, of course, families that claim the standard de- 
duction and do not itemize their deductions. 

The reason I smiled when you said the thousand dollars of inter- 
est exclusion is that that goes right to increasing savings, and that 
is what we 

Mr. Hancock. I think this hearing is designed to explore ways 
to encourage savings and investment. That is what why I brought 
it up. 

Ms. Deborah Walker. That is true, and that is why everybody 
here has said we need to encourage savings and investment. So 
perhaps an interest exclusion or a dividend exclusion, if we want 
to focus on equity instead of debt. 

Mr. Hancock. Mr. Walker. 

Mr. David Walker. Thank you, Mr. Hancock. I think it is very 
much appropriate to see how you can increase savings. But I think 
another element that needs to be focused on by the committee is, 
and I am sure you are, is how are you going to pay for this and 
what is the collateral effect going to be? There are only so many 
t£ix dollars available in order to provide incentives. 

You also need to look at what is going to provide the greatest 
savings incentive and for whom. What level of income are those in- 
dividuals going to be, both vertical and horizontal equity? And in 
that regard, I would suggest do not lose sight of employer- 
sponsored plans, because, generally, you get more horizontal and 
vertical equity in that than you do in some of the other individual 
savings arrangements. 

Chairman Archer. The gentleman’s time has expired. 

Mr. English. 

Mr. English. Thank you, Mr. Chairman. 

Mr. Porter. 
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Mr. Porter. I can answer one more. I have to chair a meeting 
this afternoon in Massachusetts. 

Mr. English. I will not detain you too long. It is delightful to 
have you here because I know you have done a lot of the seminal 
thinking on the factors that affect the competitive position of dif- 
ferent countries. 

And I wonder if you would generalize just briefly on the effect 
that the Tax Code has as it is structured right now on the competi- 
tive position of the American economy. And, specifically, what im- 
pact it has on certain sectors of the American economy. And here 
I have in mind manufacturing, which I believe is disproportionately 
affected by the Tax Code. 

Is it fair to say — using an old term — that we have in place an 
industrial policy in this country in the Tax Code, which, in effect, 
puts some of our manufacturers at a competitive disadvantage? 
And would you recommend that this committee look at addressing 
that problem? 

Mr. Porter. Well, I certainly do. I have looked at a lot of econo- 
mies around the world and have paid particular attention to the 
environment for investment in industry. This involves a com- 
plicated set of policies, but I think it is really quite striking how 
the United States is one of a group of countries that includes Great 
Britain and Canada and former British empire countries, all of 
whom are very low investors, chronically low investors. I think that 
is because all those countries share a certain number of similar 
characteristics. 

They reward consumption and not investment. Almost every 
other major economy has very low or excluded long-term capital 
gains incentives. We also have a whole variety of other rules and 
regulations that actually work against emerging companies and 
high R&D companies. I do not have time and am not prepared to 
go through all of those, but I would be happy to submit to you a 
statement with some of the details. 

But I think it is fair to say that we are working against our own 
economic interest with the tax structure we now have in place. 

[The information is being retained in the committee files.] 

Mr. English. Is it fair to say that the tax structure that we have 
in America today, as it applies to manufacturing, puts American 
workers at a competitive disadvantage worldwide? 

Mr. Porter. I believe so. I think manufacturing is more capital- 
intensive, requires more investment in fixed capital, and often re- 
quires heavier formal R&D investments. To the extent that we are 
disincenting those kinds of investments, we are actually driving 
our own economy away from manufacturing and in other direc- 
tions. 

Mr. English. Thank you. Obviously, this discussion could take 
up a lot of time, but I appreciate your making those basic points. 
We will look forward to hearing more from you. 

I would personally be very interested in your findings on the sub- 
ject and particularly on the importance of investment in inner 
cities. And I appreciate your presence here. 

And, Mr. Chairman, I yield. 

Mr. Porter. Thank you. 

Mr. Bunning [presiding]. Mr. Gibbons. 
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Mr. Gibbons. Mr. Walker, you mentioned the problems that the 
Social Security system and the Medicare system face and their 
long-term outlooks. One of the things that I had planned to do as 
chairman this year, which of course I am not, was to look at the 
Social Security financing. I have come to the conclusion that our 
problems are really easily repaired. 

It seems the real problem in Social Security over the long term 
is our overindexing of benefits. If I understand the figures cor- 
rectly, the benefits in the Social Security system will rise rapidly 
in the outyears; that we face prospects of a beneficiary having ap- 
proximately three times as much purchasing power in the outyears 
as the beneficiaries do today; and that, therefore, we can solve that 
savings problem just by a simple readjustment of the indexing of 
benefits in the Social Security system. 

I wonder have you looked at that and what your views are on 
that subject. 

Mr. David Walker. Mr. Chairman — pardon me — Ranking Minor- 
ity Member Gibbons, I know this is a topic that you have been very 
involved with for a number of years. My personal view is, with re- 
gard to Social Security — now I am speaking just of OASI, not Medi- 
care, which is a different story. 

Mr. Gibbons. Yes. 

Mr. David Walker. With regard to OASI, our latest projection 
is that the trust funds will run out of funds in 2036. That has come 
closer every year over the last several years. 1 believe that we can 
salvage Social Security. We must salvage Social Security. We need 
to take some steps sooner rather than later to do that. 

I think one of the issues we have to look at, we have to look at 
indexing. We have to look at when benefits commence. We have to 
look at noth the normal retirement age and early retirement age. 
We have to look at the factors that are used to reduce the early 
retirement benefit. I think we have to look at a variety of factors. 

I think the bottom line is Social Security can, should and must 
be salvaged, but we have to act on it sooner rather than later. And 
it is going to be both revenue and benefit modifications that will 
get us there. 

Mr. Gibbons. I am sorry Mr. Porter had to leave, but perhaps 
some of the rest of the panel will have some views on this. There 
seems to be no doubt in the consensus of the opinion of economists 
and others in our society that we have overstimulated investment 
in real property, and it is my hunch that most of it has ended up 
really in inflated values in real property. By our overstimulation 
we have just increased investment in that area; therefore, in- 
creased the price and made it no easier, really, for low-income peo- 
ple to get started in a house. 

One of the biggest stimulations is the home mortgage interest de- 
duction. I notice in Canada, right next to us, that has a good stock 
of housing, it has no home mortgage interest deduction. I don’t pro- 
pose to do away with the home mortgage interest deduction, but, 
in your opinion, should we limit the home mortgage interest deduc- 
tion? 

Any of you want to take a shot at it? 

Mr. Terry. Mr. Gibbons, I will respond indirectly to that. It is 
interesting, but the interest deduction, which used to be a fairly 
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simple provision in the Internal Revenue Code, is now viciously 
complex, particularly the investment interest limitations, even the 
mortgage deduction interest, which is so important to so many low- 
and medium-income people. 

One of the things I think this committee could do very produc- 
tively would be to try to simplify that thing so that the people — 
and these are the run of the mill taxpayers that have these kinds 
of deductions, primarily — and I think one thing that would help 
considerably would be to simplify the mortgage interest deduction 
across the board. I think there are ways to do that. 

Mr. Gibbons. Well, I guess I lost my principal witness, Mr. Por- 
ter, when he had to leave, so I will suspend my questions here. 
Thank you. 

Mr. Biinning. Mr. Ensign. 

Mr. Ensign. Thank you, Mr. Chairman. 

I actually wanted to address some of this questioning to Mr. Por- 
ter, but maybe, Ms. Walker, if we could get your perspective on it. 
It has to do with the idea of encouraging investment in low-income 
areas such as inner cities. 

I have been doing some research into that as well, in trying to 
come up with ways maybe to zero capital gains taxes in inner 
cities, possibly raising the expensing provision for capital equip- 
ment up to $100,000 to $200,000, items such as those, and in that 
process have run across some questions. 

Some people have explored these in the past. They have talked 
about the problem being that people take older assets, move them 
into those areas strictly for the tax advantages instead of investing 
new capital. Could you just address some of the issues, if you have 
looked into this area. 

Ms. Deborah Walker. Well, I have not looked at this area sig- 
nificantly. 

And I guess the other thing that comes to mind — I will speak to 
yours in 1 minute — but the owier thing that comes to mind is defin- 
ing what are those areas, and I think that might be more complex. 

Mr. Ensign. Well, I think the administration recently has des- 
imated empowerment zones and enterprise zones. Areas such as 
those would be pretty easy to piggyback on top of. 

Ms. Deborah Walker. There are rules, antichuming rules, that 
are in the depreciation rules. And those rules you could piggyback 
off of to avoid what you are talking about, which is selling to a re- 
lated party in order to qualify for the credit or the deduction. 

Mr. Ensign. OK. Obviously, we are dealing with welfare reform 
on this committee as well. One of the reasons that I have such an 
intense interest in this, is that the complaints we hear are that 
there are no jobs in the inner cities, there are no jobs for these peo- 
ple that we are trying to get into workfare-type programs. 

What is your feeling? Do you think this will increase incentives 
to generate jobs there? Do you think businesses will take the incen- 
tives in these areas? Are the financial incentives great enough to 
overcome the security problems, the various other local issues that 
you deal with? 

Ms. Deborah Walker. In dealing with clients, that is going to 
be just a purely individual client decision. But there are going to 
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have to be significant incentives to overcome the risk that you talk 
about and the aggravation. 

Mr. Ensign. Mr. Walker. 

Mr. David Walker. I would say, Mr. Ensign, that, in general, I 
think that there is an increase in corporate social responsibility in 
this country. And I think more and more corporations and other 
business enterprises are recognizing that it is our problem, and 
there is a lot more volunteerism and activism that is happening. 

And you are right, there is a tradeoff between the economic tax 
incentives and the other considerations, but I think more people 
are recomizing we have to deal with these issues, and they are 
part of the solution in trying to do that. 

Mr. Ensign. Thank you, Mr. Chairman. 

Mr. Running. Mr. Zimmer will inquire. He is not here. 

Mr. Houghton. 

Mr. Houghton. No questions. 

Mr. Running. Mr. Levin. 

Mr. Levin. Thank you. 

Like others, I was sorry that Professor Porter had to leave be- 
cause his suggestion would be quite different than what is in the 
Contract, and I think it would be worthy of our having some dis- 
cussion of it, excluding all investments other than equity invest- 
ments and making it prospective only. That is really quite a dif- 
ferent proposal, both in what is covered and also in its fiscal impli- 
cations. 

Rut let me iust ask the three of you, whoever would like to com- 
ment, about the implications of capital gains proposals in the Con- 
tract and otherwise for tax shelters. What concerns do you have 
about their recurrence? 

Mr. Terry. Mr. Levin, analyzing the provisions in the Contract, 
one of the things that we point out with respect to the 50-percent 
capital gains deduction, we do think that will lead to increased tax 
planning. 

You know, tax lawyers are called upon to fi^re out ways to 
achieve capital gains, and it results in attention by tax lawyers in 
figuring a way to convert ordinary income into capital gains. And 
although that is not traditionally referred to as a t^ shelter in the 
same sense that in the eighties, late seventies you had these fancy 
deals that were marketed, nevertheless, that does — and we indicate 
in our statement — that does present some concerns. We think it 
will increase transactional complexity, and we think it is something 
that should be taken into account by the committee. 

Mr. Levin. Anybody else? Yes, Ms. Walker. 

Ms. Deborah Walker, In my testimony I give an example of 
how the lack of indexing the dent can increase the rate of return. 

Rasically, if you assume that somebody buys stock for $1,000 and 
purchases that with a loan, and the loan pays 8 percent interest 
and inflation is 5 percent. So the interest rate is a little higher 
than inflation. And now let us assume 1 year later the property has 
appreciated 10 percent. So we have earned $100 on our thousand 
dollars’ worth of stock. That is a 10 percent before-tax rate of re- 
turn. With the 50-percent capital gains deduction, it is really an 8 
percent aftertax rate of return, assuming a 40 percent tax rate — 
39.6. 



887 


So, if we index that gain — remember, I said we were going to as- 
sume it appreciated 10 percent, but half of that is going to be infla- 
tion. So if we index that gain, now we have a 9 percent aftertax 
rate of return instead of the 10 percent that you would have just 
with the capital gains — or instead of the 8 percent you would with 
the capital gains exclusion. 

And you get to the negative rate of return by the fact that we 

f et to deduct the $80 interest against ordinary income rates. By de- 
noting the interest that we paid on this $1,000 investment, we 
have increased our rate of return to 12.2 percent when an asset 
only earned 10 percent before tax. 

It is really the interplay of the interest expense deduction and 
the capital gains exclusion and the indexing that gets you a nega- 
tive tax rate. 

Mr. Levin. This has been the dynamic problem all along, and it 
was presumably diminished and now may be increased. 

Ms. Deborah Walker. That is true. 

Mr. Levin. I think we have to look at it. 

One other thing. As I understand it, there was some testimony 
about IRAs suggesting that they not apply to rollovers. Does any- 
one wants to expand on that? 

Mr. Terry. Mr. Levin, we addressed that in our written state- 
ment. I think the primary focus of our comments, that there is 
nothing in the IRA proposal which would, in the case of the roll- 
over, that would eliminate the possibility of someone rolling 
amounts from — large amounts — ^from qualified plans within this lit- 
tle window period, couple-year window period, that is provided for 
the new super savings accounts. The new IRAs. 

And, having those amounts, they are taxed as they go in; but 
then, under usual rules, there is an obligation that you make dis- 
tributions of that and put it back into the income stream promptly. 
The provisions in this bill, as currently drafted, do not require that 
kind of distribution, that kind of withdrawal. And we think that 
could be a problem. 

Other than that — and that is primarily a technical problem, and 
I think it particularly applies after death. The way it now reads 
you could continue these amounts on for generations without hav- 
ing them ever come out of the account. That, I think, is extreme. 
So those are our thoughts on the rollover problem. 

Mr. Levin. My time is up. Thank you. 

Mr. Running. We want to thank the panel for their testimony, 
and we would invite the second panel to — the third panel, actu- 
ally — to move forward. 

Mr. Porsche, Ms. Obermayer, Don Strong, Tom Diedrich, Steven 
Cohen, and Henry Davis. 

And the gentleman from Minnesota, I yield to him for an intro- 
duction of two of the members of this panel. 

Mr. Ramstad. Thank you, Mr. Chairman. 

Mr. Chairman, it is a pleasure to welcome this panel, particu- 
larly, as you mentioned, two of the witnesses are from Minnesota, 
John Forsythe and Tom Diedrich. Jack, to those of us who know 
him well, Forsythe is vice president for tax and public affairs of 
Ecolab in St. Paul and is testifying on behalf of Ecolab’s sales force 
employees. Welcome, Jack. 
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And Tom Diedrich, who is also a constituent — in fact, from my 
hometown of Minnetonka, Minn. — is here on behalf of the Bureau 
of Wholesale Sales Representatives. Mr. Diedrich is president of 
The Diedrich Group of Minnetonka. 

So welcome to the panel, particularly to my good friends from 
Minnesota. I look forward to your testimony. 

Thank you, Mr. Chairman. 

[The prepared statement follows:] 
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STATEMENT OF REPRESENTATIVE JIM RAMSTAD 
WAYS AND MEANS COMMITTEE 
HEARING ON CONTRACT WITH AMERICA 
February I, 1995 


Mr. Chairman, it is a pleasure to welcome this panels — particularly since two of the 
witnesses are from Minnesota: John Forsythe and Tom Diedrich. 

Mr. Forsythe is Vice President for Tax and Public Affairs of Ecolab, St. Paul, MN, and is 
testifying on behalf of Ecolab’s Sales Force Employees. 

Mr. Diedrich of the Diedrich Group, Minnetonka, MN, is here on behalf of the Bureau of 
Wholesale Representatives. 

I am very pleased we have two witnesses from Minnesota who know how much this tax 
relief will help the self-employed and other workers who conduct their business at home. 

Clarifying the home office deduction would make a major difference to thousands of small 
businesses in the Third Congressional District and throughout Minnesota and the country. 
The home office deduction provision is one of several initiatives in the Contract with 
America that recognizes the important contribution small businesses make in our economy. 
Small businesses create over 80 percent of the new Jobs in America. 

The home office deduction provision is on the cutting-edge of job trends as more Americans 
choose to "tele-commute” by computer or utilize other methods to work at home. We 
should especially help parents with young children who want to spend more of their working 
hours at home. 

The Contract With America’s Job Creation and Wage Enhancement Act includes a provision 
allowing taxpayers to qualify for the home-office deduction if the home-office is (1) used 
exclusively for business purposes, (2) used on a regular basis, (3) used to perform tasks that 
could not easily be performed elsewhere and (4) is essential to the taxpayer’s business. 

Mr. Chairman, thank you again for assembling such an excellent panel. I look forward to 
hearing from all of our witnesses today. 
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Mr. Running. I want to advise you that we are under the 5- 
minute rule, and if you would condense your written statements 
they will be entered into the record. 

And, Mr. Forsythe, you may begin. 

STATEMENT OF JOHN G. FORSYTHE, VICE PRESIDENT, TAX 

AND PUBLIC AFFAIRS, ECOLAB, INC., ST. PAUL, MINN., ON 

BEHALF OF ECOLAB’S SALES FORCE EMPLOYEES; 

ACCOMPANIED BY DICK LANE 

Mr. Forsythe. Thank you, Mr. Chairman and members of the 
committee and particularly Mr. Ramstad. Thank you in particular 
for the invitation to be here with you today to discuss the home of- 
fice deduction. 

I am accompanied by Dick Lane here on my left, an employee in 
our sales force who maintains a home office to perform his job for 
Ecolab. 

Ecolab is the leading developer and marketer 

Mr. Running. Mr. Forsythe, would you please move the mike a 
little closer? 

Mr. Forsythe. Yes, thank you. 

Ecolab is the leading developer and marketer of premium clean- 
ing, sanitizing and maintenance products and services for the hos- 
pitality, institutional and industrial markets. That means we make 
soap and detergents. Our customers include hotels, restaurants, 
food service and health care facilities, dairy plants and food and 
beverage processors around the world. 

Founded in 1924, Ecolab is a $1 billion sales Fortune 500 com- 
pany based in St. Paul, Minn., and we operate in all 50 States. We 
employ 7,500 people. The home office deduction has no impact on 
the tax liability of Ecolab, but it is a serious tax problem for many 
of our employees. 

On behalf of approximately 2,000 of those entrepreneurial em- 
ployees who work out of their homes selling our products to local 
restaurants and other businesses, I applaud the provision in the 
Contract With America which would clarify that more of our em- 
ployees can deduct the cost of maintaining a business office in their 
home, and we applaud the fact that this issue is one of your first 
100-d^ agenda items. 

At Ecolab, we serve our customers through a sales and service 
network of territory managers, many of whom, like Dick, travel 
great distances between calls. In their home offices, Ecolab’s terri- 
tory managers store inventory, assemble equipment, perform 7 to 
10 hours of administrative work each week and return customer 
phone calls. 

My written remarks include a more detailed description of the 
problem with the current law. Rut, fundamentally, the problem is 
many taxpayers now need professional tax advice to determine 
whether they are entitled to a tax deduction for the home office. 
And certain groups of employees, who spend most of their time on 
the road and with customers, are inherently disadvantaged under 
the Internal Revenue Code and the standards that are set forth in 
the Soliman case. 

The Job Creation and Wage Enhancement Act would amend the 
code to allow a home office to qualify for a deduction as the prin- 
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cipal place of business if it is where the taxpayer regularly and sys- 
tematically conducts essential administrative and management ac- 
tivities and the taxpayer has no other location to perform those ac- 
tivities. The provision retains the current law requirement that the 
office be used exclusively for business and the convenience of the 
employer. 

At Ecolab, we support the proposed changes for the following rea- 
sons: 

First, it promotes a better balance between business consider- 
ations and family needs for those who can meet the revised stand- 
ard of deductibility. Our people are on 24-hour call. 

Second, it is consistent with the new technological advances that 
make it more common and efficient for many types of employees to 
work out of their homes. 

And, finally, there is a fairness issue here. When customers come 
to your home office you get to take the deduction. When you have 
to provide services onsite, as is the case with our sales personnel, 
you do not. 

One other thing. It is a significant simplification of the Internal 
Revenue Code, and that will greatly ameliorate a needless area of 
controversy between the taxpayers and the IRS. 

Most of our sales force spend the majority of their time serving 
customers at the customers’ place of business. Important business 
activities like matching our products with our customers’ needs are 
conducted at the customers’ place of business. The place where the 
preparation, administrative and management activities are per- 
formed are generally done in the home office, and the home office 
should be treated as a deductible place of business for tax pur- 
poses, especially when there is no other office available. 

For the Ecolab sales force, home offices are the most efficient and 
cost effective way to create productive and high-paying sales jobs. 
Commuting to a separate place of business to perform essential ad- 
ministrative and management functions simply is not practical nor 
necessary from a business point of view. The tax law should not en- 
courage or demand practices that do not make sense from a busi- 
ness perspective. 

The legislation proposed before the committee makes sense, and 
Ecolab supports it. Thank you. Both Dick and I will be happy to 
respond to questions. 

['The prepared statement follows:] 
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Statement on "Contra With America" 

John G. Forsythe 

Vice President of Tax and Public Affairs. 

Ecolab Inc. 

Before the 

Committee on Ways and Means 
February 1. 1995 

Mr. Chairman and Members of the Committee, 1 appreciate your invitation to be 
here today and discuss the home office deduction. I am accompanied by Dick 
Lane, an employee in our sales force who maintains a home office in South Dakota 
to perform his job for Ecolab Ecolab is the leading developer and marketer of 
premium cleaning, sanitizing, arKl maintenance products and services for 
hospitality, institutional and industrial markets. Our customers include hotels and 
restaurants, foodservice and health care facilities, dairy plants, and food and 
beverage processors around the world. Founded in 1924, Ecolab is a SI billion 
Fortune 500 company based in St. Paul, Minnesota and operating in all 50 states. 
We employ 7.500 people. The home office deduction has no impact on the tax 
liability of Ecolab. but rather is a serious tax problem for many of our employees. 

On behalf of our approximately 2,000 entrepreneurial employees who work out of 
their homes selling our products to local restaurants and other businesses, I 
applaud the provision in the "Contract with America" which would clarify that 
more of our employees can deduct the costs of maintaining a business office in 
their home, aiKl the fact that the issue is one of your first 100-day agenda items. 
At Ecolab, we serve our customers through a sales and service network of 
Territory Managers, many of whom travel great distances between calls. In their 
home offices, Ecolab's Territory Managers store inventory, assemble equipment, 
perform seven to ten hours of administrative work each week, and return customer 
phone calls. 

The Job Creation and Wage Enhancement Act (H R. 9) would amend IRC 
section 280A, to allow a home office to qualify for a deduction as the "principal 
place of business" if it is where the taxpayer regularly and systematically conducts 
essential administrative and management activities lod the taxpayer has no other 
location to perform these activities for the business The provision retains the 
current law requirement that the office be used exclusively for business and for the 
convenience of the employer We support the proposed change for the following 
reasons: 


It promotes a better balance between business considerations and 
family needs for those who can meet the revised standard of 
deductibility 

It is consistent with technological advancements that make it more 
common and efficient for many types of employees to work out of 
their homes. 
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• It provides a fairer rule for those whose employers maintain no 
local business office and who maintain a business office in their 
homes for essential business activities. 

• It substantially eliminates the arbitrary preference shown for some 
businesses which can deduct the cost of operating a business office 
out of a personal residence because customers are served there, 
while other types of businesses which require the taxpayer to spend 
significant periods of time working outside of the home are denied 
the deduction for an equally essential home office. 

• It is a significant simplification of the Internal Revenue Code that 
will greatly ameliorate a needless area of controversy between 
taxpayers and the IRS 

The Tax Reform Act of 1976 added the long-standing rule in IRC Section 
280A(c)(l), which provides that the "portion of the dwelling unit which is 
exclusively used on a regular basis . [as] the principal place of business ... of the 
taxpayer" (emphasis added) is exempted from the general rule that prohibits a 
business expense deduction for a portion of the cost of a personal residence 
However subsequent judicial activity has imposed severe restrictions on the ability 
of taxpayers to make use of this provision. In the 1993 case of Commissioner of 
Internal Revenue v Soliman . the U.S. Supreme Court reversed earlier decisions of 
the Tax Court and the Fourth Circuit Court of Appeals and established new 
guidelines for home offices to qualify as a "principal place of business." Currently, 
it is not sufficient to show that the activities performed in the home office are 
essential to the business, rather it must be established that the functions performed 
in the home are jhg most significant events relative to the business in question 
Taxpayers must consider the relative importance of activities performed at each 
business location and focus on whether revenue is generated or services are 
performed in their home offices The court further held that taxpayers should 
compare the amount of time spent at home with time spent at other places where 
business activities occur. The Court noted that this comparative analysis may 
reveal that no principal place of business exists, as it does not demonstrate that the 
principal place of business is (he taxpayer’s home - in which case - the taxpayer is 
not entitled to a deduction for the home office 

The result is that many taxpayers now need professional tax advice to 
determine whether they are entitled to a tax deduction for a home office, and 
certain groups of employees who spend most of their time on the road and 
with customers are inherently disadvantaged under the IRC section 280A 
rules and the standards set forth in Soliman . 

In the Soliman case, the taxpayer was an anesthesiologist The Court noted that 
the taxpayer spent 10-15 hours of essential administrative and preparation time in 
his home office as compared to 30 to 35 hours performing services in three 
hospitals In Soliman . the Court stated that if the nature of the business "requires 
the taxpayer to meet or conference with a client . or to deliver goods or services 
to a customer, the place where that contact occurs is often an Important indicator 
of the principal place of business." Since Soliman met no patients at home, no 
deduction was allowed. Our employees face a similar fact pattern Ecolab's sales 
force is comprised of people who similarly perform essential business activities in 
their home, but rightly spend significant time with customers in the field, matching 
our produas with our customers’ needs It is doubtful that many of our employees 
can demonstrate that they are entitled to deduct the cost of their home offices 
under the Supreme Court's overly strict standards in Soliman . Many will feel they 
need professional advice to make this determination This is unfortunate because, 
as described earlier, our sales force generally has no place of business, other than 
their offices at home, in which to perfonn essential administrative and management 
activities The kinds of business expenses disallowed include a portion of the cost 
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of Utilities, insurance, home repairs, security systems, and depreciation, and 
business mileage incurred in earning their livings. 

The holding in Soliman allows the nature of the taxpayer's business to dictate 
whether the taxpayer's home office is deductible. Some types of businesses clearly 
have principal places of businesses; others do not If the taxpayer is a dentist that 
uses the home office to treat patients, it is deductible. If the taxpayer is in a 
service business that performs the actual service or selling functions at the 
customer's job site, then the use of the home office, and equipment therein, for 
essential management and planning functions, is not deductible. This is an unfair 
and artificial distinction 

Most of our sales force spend the majority of their time serving customers at the 
customers' place of business Many of the important business activities, like 
matching our products with our customers* needs, are conducted at the customers' 
place of business The place where the preparation, administrative and 
management activities are performed is generally a home office, and it should be 
treated as the principal place of business for tax purposes where there is no other 
office available. Commuting to a separate place of business to perform essential 
administrative and management functions simply is not practical nor necessary 
from a business point of view. The tax law should not encourage, or demand, 
practices that do not make sense from a business perspective For the Ecolab sales 
force, home offices are the most efficient and cost-effective way to create 
productive and high paying sales jobs. 

Congress needs to take the first real step in ensuring equitable tax treatment for 
people working out of their homes by statutorily providing for the home office 
deduction in cases where the taxpayers would have been permitted to deduct the 
same expenses if they had rented office space. The legislative proposal before the 
committee would define principal place of business to include offices where 
management activities essential to the conduct of the business are performed on a 
systematic basis and where the office is necessary because the taxpayer has no 
other location for the performance of these activities Ecolab strongly supports 
legislation to this effect. It would reduce the inequities in the current rules and 
adjust the tax code to comport better wth the growing trend of employees 
working out of their homes 
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Mr. Running. Thank you. 

Dr. Obermayer. 

STATEMENT OF JUDITH OBERMAYER, PHT>., CHAIRMAN, 

NATIONAL ASSOCIATION FOR THE SELF-EMPLOYED, 

WASHINGTON, D.C., AND OWNER, OBERMAYER ASSOCIATES, 

WEST NEWTON, MASS. 

Ms. Obermayer. Thank you, Mr. Chairman, members of the 
committee. Thank you for inviting me to testify today. 

I am Judith Obermayer, owner of Obermayer Associates, a home- 
based business in Newton, Mass. I am testifjdng as chairman of the 
board of the National Association for the Self-Employed, and my 
testimony has been endorsed by the Massachusetts delegation to 
the White House Conference on Small Business, which I chair. 

I am testifying also in favor of the home office provisions of H.R. 
9, which seek to negate a recent Supreme Court decision which se- 
verely restricts the ability of many home-based businesses to take 
any aeduction for home office expenses. 

Basically, the court ruled that customers must physically come to 
the office and that business income must be generated within the 
home office itself, not from transactions outside. The decision effec- 
tively treats the administrative activities of the business — record- 
keeping, bookkeeping, regulatory compliance — as unimportant. 

There are a large number of people affected by this change in the 
rule. You just heard about one set of people. Independent sales rep- 
resentatives of all kinds are affected. But so are electricians and 
contractors and consultants all over the country. 

There are a huge number of people affected by this change. If 
you look at tax returns, 12.2 million people indicate that they are 
self-employed. We believe that several million of those people are 
home-based. Within our own organization of 320,000 people, most 
of whom have businesses of 5 or fewer employees, we estimate 65 
percent are home-based businesses. And, in most cases, we are 
talking about very small businesses, where the deduction in ques- 
tion is not that large but it can be very important to a small, strug- 
gling business. 

Actually, there has been a trend toward home-based business 
generally in the economy. The nature of business has changed 
today. We have been affected by competitive forces, technological 
changes that both allow us to do business almost anywhere with 
a computer and a modem and a fax machine and a cellular tele- 
phone. Any place is an office in terms of being able to do things. 
People have changed the way they do things. 

There has also been a move toward the information- and service- 
based economy, which also goes along with this whole trend. And 
there is also a factor that has to do with people being concerned 
about balancing work and family, especially in dual-income and 
single-parent families. For many of them, home-based business is 
a very important option. 

In my State of Massachusetts, we had the “Massachusetts Mir- 
acle” of the eighties — followed, unfortunately, by the recession of 
the nineties. We saw the restructuring of the computer industry, 
the collapse of the real estate industry, cutbacks in defense, and 
competition from abroad. All of those forces brought us to the point 
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of reengineering and downsizing throughout the economy. And the 
industries hit were not just things like the computer industry but 
the financial services industry and, even now, the health insurance 
industry. 

What happens to all those tens of thousands of people who are 
laid off? For many of them, it is very difficult. If you are over 50 
and laid off from a job your chances of getting full-time employ- 
ment are really very small. Even when the economy picks up again, 
these people have often been replaced by younger, cheaper workers. 
One of their most viable options is to look at the process of starting 
a business for themselves. 

And that is also true of anybody who has any kind of profes- 
sional, business, marketable skills. It is also true of people who 
have technical ideas who now might take the opportunity to start 
a new business. And almost always when these businesses started 
they are home-based. You do not have to put in a very big invest- 
ment to do a home-based business. A few pieces of office equipment 
or lab equipment and you can go ahead. 

We really should be encouraging this kind of trend. These are 
the businesses we hope ultimately will grow, and many of them 
will move out of the home, we hope. But that is where the best 
place is for them to start, and we should be doing things to encour- 
age them. We should not be putting impediments in the way of 
people trying to do this kind of thing. 

In conclusion, I would like to say that the National Association 
for the Self-Employed strongly supports the home office deduction 
provisions of H.R. 9. We have also been joined by nearly 40 associa- 
tions with over 2 million members in this effort. 

We look forward to working with House Ways and Means to en- 
sure enactment of this important provision for small business. 
Thank you very much. 

[The prepared statement follows;] 
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TESTIMONY OF JUDITH OBERMAYER 
NATIONAL ASSOCIATION FOR THE SELF EMPLOYED 

Chairman Bill Archer, Ranking Member Sam Gibbons, and House Ways and Means 
Committee members, thank you for inviting me to testify today. My name is Judith 
Obermayer, owner of Obermayer Associates, a home-based business located in West 
Newton, Massachusetts. I am here to testify today as Chairman of the Board of Directors 
for the National Association for the Self-Employed. It is with pleasure that I inform you that 
my testimony has been endorsed by the Massachusetts delegation to the June 1995 White 
House Conference on Small Business, a delegation of small business owners which I chair. 

As the operator of a home-based business, 1 provide Hnancial and management 
consulting services to high technology companies. My firm helps these companies develop 
business plans and strategies for raising money to band business expansion. Of significance, 
many of these high technology companies started out as home-based businesses. 

On behalf of the NASH, I am pleased to testify on the home office tax deduction. 

The NASH represents over 320,000 small business persons from throughout the United 
States. Over 85 percent of the NASH members are business owners with 5 or fewer 
employees. The membership is involved with a very wide range of businesses, notably in 
the consulting and retail fields. The home office deduction is extremely important to the 
NASE. We project, based on a recent survey, that about 65 percent of our members operate 
home-based businesses. 


The U.S economy changed during the nineteenth and twentieth centuries from an 
agricultural to a manufacturing-based economy, and is now moving rapidly to a service and 
information-based economy. The factory and commercial office buildings of only 10 or 20 
years ago are rapidly declining in importance as companies re-engineer their work places and 
tap into the desires of the work force to use modem telecommunications tools to work where 
it is most convenient. Often that means working at home. The recession both accelerated 
these trends and provided a means for workers to go it alone, if necessary, through the 
operation of home-based businesses. 


Everyone is familiar with the phrase 'Massachusetts Miracle”, which was used to 
refer to the business climate in my state of Massachusetts prior to the 1989-1992 recession. 
In the middle to late 1980’s, my slate was booming economically. Computer companies, 
such as Digital, Prime, and Wang Corporations, were selling high technology products 
throughout the United States; and as a result, were hiring thousands of new workers to fill 
office and factory buildings along Boston’s famed Route 128 corridor. Real estate, and 
banking and fuiancial institutions - like Fidelity Investments - were booming as well in the 
1980’s. 


By 1989 the Massachusetts Miracle was no more. The recession resulted in the layoff 
of tens of thousands of workers in my state. The downsizing of Massachusetts’s computer 
companies and financial institutions involved the layoff of blue-collar individuals — and 
highly skilled persons such as engineers, marketing and sales representatives. 

Unemployment for these people often meant that starting a home-based business was their 
only option for fmding a "job. " 

In testifying about home-based businesses today, the NASE is calling on Congress to 
overturn a 1993 U.S. Supreme Court decision (described in greater detail below) which 
dramatically cut back on the availability of the home olITce tax deduction. The home office 
deduction is not a tax incentive for the wealthy. It is a deduction important to (among 
others) consultants of all types, private nurses, independent sales representatives, plumbers, 
and persons in the construction trades. With the development of new technologies (such as 
facsimile machines, modems, personal computers, etc.) home-based businesses have become 
extremely popular because they make sense to the work force of the 1990s. 
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According to a 1994 survey by the LINK Resources Corporation, over 43 million 
people now do some portion of their work at home, a figure which includes self-employed 
persons, telecommuters, and individuals with employee status. Based on the number of 1992 
tax returns reporting the payment of federal self-employment tax, there are about 12.2 
million self-employed individuals in the United Stales. We believe several million of these 
persons operate home-based businesses. 

By fostering home-based businesses. Congress would be taking steps to increase 
productivity and spur economic growth. Home offices are popular in the 1990's because 
they make sense for businesses, families, and individuals. 

H.R. 9. the Job Creation and Wage P.nhancenienl Act of 1993 

The NASH .strongly supports the home office deduction provisions of H R. 9, the Job 
Creation and Wage Enhancement Act. These provisions provide much needed clarification to 
the small business community regarding the availability of the home office deduction. We 
want to thank Chairman Archer for introducing H.R. 9, and others members of the House 
Ways and Means Committee for being original cosponsors of the bill. Among other 
objectives, the legislation provides for reform of the home office tax deduction in light of the 
1993 U.S. Supreme Court decision in the IRS Commissioner v. Soliman case. This case 
substantially narrowed the availability of the home office deduction to America's small 
business community. 

Home office deduction reform enjoys broad-based bipartisan support. The NASE 
commends Representative Nancy Johnson for her introduction of a home office deduction 
reform measure in the last Congress. Moreover, numerous Republican and Democratic 
members of the Ways and Means Committee joined Representative Johnson in this effort in 
1993 and 1994. We applaud their efforts. 

In the aftermath of the 1993 Soliman case - tens of thousands of owners of home- 
based businesses found themselves disenfranchised from taking a legitimate business 
deduction on their tax return. For this reason, within weeks of the public release of this 
1993 Supreme Court decision, the NASE began building a coalition of associations 
supporting legislation to overturn the court decision. Nearly forty associations have joined 
the NASE in this effort, a coalition representing over 2 million businesses in the United 
States.. 

The IRS Commissioner v. Soliman Decision 

In order to be eligible for a home office deduction under Internal Revenue Code 
Section 280A(c), the business owner must use the office on an exclusive and regular use 
basis, and the office must either be (a) his principal place of business; (b) the place where 
he meets or deals with patients, clients, or customers in the normal course of his trade or 
business; or (c) a separate structure which is not attached Co the dwelling unit. Moreover, a 
person claiming a home office deduction may not claim a deduction for more than the 
revenues of the business (in other words, a $1(X) deduction can not be claimed when business 
revenues amount to only $50). 

The Soliman decision revolves around the definition of "principal place of business." 
Under this U.S. Supreme Court holding, an anesthesiologist was found not to be entitled to a 
home office deduction because the doctor’s principal place of business was determined by the 
court to be the hospitals where the doctor performed services for patients. The court ruled in 
this fashion even though the anesthesiologist saw patients in several hospitals, none of which 
provided him with an office. The doctor contacted patients, set up appointments, did 
billings, and kept his business records at the home office. 

The U.S. Tax Court and the U.S. Ninth Circuit Court of Appeals ruled in favor of 
the doctor. Seeking to overturn the pro-taxpayer decisions of the lower courts, the IRS 
appealed the Soliman case to the U.S. Supreme Court. It was a surprise to many people that 
the Supreme Court ultimately reversed the lower court decisions in favor of the IRS by 
disallowing Soliman’s home office deduction. 
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Mr. Leslie B. Samuels, Assistant Treasury Secretary for Tax Policy, testified before 
the House Ways and Means Committee on January 10, 1995 regarding the home office 
deduction and other provisions contained in the Contract With America. In describing the 
Soliman decision, Mr Samuels stated, "[T]he Supreme Court held that the principal place of 
business should be defined to include only the place of business where the activities most 
crucial to the operation of the business occur... For example, activities crucial to certain 
service businesses require personal contact with customers outside the service provider's 
home office. In such cases, the home office would not be regarded as the principal place of 
business, even if no other principal place of business existed." 

In effect, the Supreme Court seems to be requiring two new tests in order for an 
individual to qualify for the deduction. The court decision effectively requires (1) the 
customers of a home business to physically visit the home office and (2) that the business 
income be generated within the home office itself not from transactions that occur outside 
the home office. 

The NASH firmly believes the holding in the Soliman case to be extremely 
shortsighted — especially since the decision ignores the way business is conducted today. 
Offices have changed dramatically in the last twenty years. That is, personal computers, 
facsimile machines, computer networks, and overnight delivery services have made it 
unnecessary to bring customers through the home office. The holding is also shortsighted as 
local zoning ordinances often prohibit home-based businesses from bringing customers to the 
home office. 

The Soliman decision creates significant problems for a broad range of industries and 
professions. The list of people potentially losing the deduction includes independent sales 
representatives, plumbers, electricians, remodeling specialists, home builders, veterinarians, 
travel agents, and others. Now, as a result of Soliman, these business persons must 
effectively bring their customers through the home office in order to qualify for the 
deduction. 

The Recordkeeping and Bookkeeping Functions of the Business. 

By holding that the home office must itself generate revenue, the Soliman decision 
effectively treats the administrative activities of Che business as unimportant. That is, the 
Soliman holding serves to minimize the importance of the recordkeeping and bookkeeping 
functions of (he business, as well as its tax and regulatory compliance activities. Ironically, 
it is the government itself, notably the IRS, which generates the demand for many of these 
activities. 

This problem is clearly addressed under Section 12003 of (H.R. 9) the Job Creation 
and Wage Enhancement Act. The entrepreneur’s home office would qualify under the Act as 
a principal place of business (and thus, be eligible for the home office deduction) if; (A) the 
taxpayer conducts his essential administrative or management activities at the home office; 

(B) such activities are conducted at the home office on a regular and systematic basis; and 

(C) the home office is the only office utilized by the business person. 

H.R. 9 shows an appreciation for the conveniences home-based businesses offer 
American families. A home-based business provides a spouse (including a single parent) the 
emotional benefits of taking care of his or her children at home while earning money at the 
same time. In addition, as described above, the measure is an excellent response to the 
current spate of corporate downsizings which have resulted in the layoffs of tens of thousands 
of workers. They, like many other people, are now attempting to live the American dream 
by starting businesses out of their homes. 

Storage of Product Samples 

Internal Revenue Code Section 280A(c)(2) permits an independent sales representative 
and others to generally take a home office deduction for the space used on a regular basis in 
the home with respect to a storage unit of inventory held for resale. This sales person is 
eligible for (he home office deduction — under the Code provision — as long as the dwelling 
unit is the only location of his trade or business. 
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Section 12004 of H.R. 9 modifies Code Section 280A(c)(2) by expanding the 
defmition of a storage unit to include a place where product samples may be stored. The 
NASE views Section 12004 as a positive measure for small business. We believe the 
measure will contribute to economic growth by fostering the sale of products at the retail and 
wholesale levels. 

In conclusion, the NASE strongly supports the home office deduction provisions of 
H.R. 9. We look forward to working with the House Ways and Means Committee to ensure 
enactment of these important provisions for small business. 
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Mr. Bunning. Thank you, Dr. Obermayer. 

Mr. Strong. 

STATEMENT OF DON STRONG, PRINCIPAL OWNER, BROTHERS 

STRONG, INC., HOUSTON, TEX., ON BEHALF OF THE 

NATIONAL ASSOCIATION OF THE REMODELING INDUSTRY, 

ARLINGTON, VA. 

Mr. Strong. Mr. Chairman, honorable members of the commit- 
tee, I am honored to provide testimony in support of the proposed 
restoration of the home office deduction. 

My name is Don Strong, and I am principal owner of Brothers 
Strong, Inc., a small remodeling firm specializing in residential re- 
modeling. Brothers Strong operates out of a separate suite of offices 
located in my home. I currently have five full-time employees and 
six subcontractors. Two employees spend all day in the office, and 
I spend about one-third of my life in that office. 

I am also a member of the Houston chapter of the National Asso- 
ciation of the Remodeling Industry. NARI is a not-for-profit trade 
organization with nearly 6,000 member companies nationwide and 
represents 40,000 remodeling industry professionals. NARI mem- 
bers are primarily residential home improvement contractors and 
include national manufacturers and distributors of home improve- 
ment products and services. 

Residential remodeling constitutes a $100 billion industry and 
has grown 130 percent in the last 10 years. In fact, we are close 
to surpassing new home construction in total dollars contributed to 
the economy. 

I appear today in complete support of efforts made by you, Mr. 
Chairman, this committee and others, to restore the home office de- 
duction provisions that were significantly reduced by the U.S. Su- 
preme Court ruling, Commissioner of the IRS v. Nader Soliman in 
January 1993. 

The Court’s ruling put a severe crimp in the ability of small 
businessowners like myself to further grow their home-based and/ 
or startup businesses. Before the Court’s ruling, I could deduct a 
reasonable portion of my home office expenses, just as other busi- 
nesses can if they operate in another location. I simply prefer to 
keep my business in my home. I think it is unfair having lost this 
deduction. 

The Court’s ruling added two new eligibility tests that 
remodelers simply cannot meet. First, the Court and the law now 
require that businessowners must have customers come to their 
home office. In service-based businesses, such as residential remod- 
eling, it is I who must travel to the customer’s home to discuss pos- 
sible home improvement projects. I need to see what their project 
consists of, its location, size, and scope. It is inconceivable for a 
remodeler to develop a remodeling project site unseen. 

Second, the law now requires that business income must be gen- 
erated within the home office, not from transactions that occur out- 
side the home office. Again, it is impossible for a remodeler to re- 
model a home from his home office. The income-generating activi- 
ties are conducted at the client’s home. 
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So if I am selling jobs in the community and doing the remodel- 
ing on location, what is it I do that makes the home office so impor- 
tant, the IRS might ask. Why do I deserve this deduction? 

I use my home office to perform all the activities that any 
remodeler needs to do to effectively run his or her business. I pre- 
pare estimates, contracts, plans and marketing materials. I develop 
leads, make the business phone calls, organize business materials 
and deliveries, solicit subcontractor bids and research industry 
trends. I record all business transactions, receipts, and expenses. I 
maintain all relevant regulatory information and, most impor- 
tantly, the IRS recordkeeping. This is where I pay my bills, and 
this is where I contribute to the U.S. Treasury. 

In my home office, I have three separate phone lines, a fax ma- 
chine, three computers, a printer, a small copying machine — every- 
thing an office needs to conduct business. If I prefer to rent an out- 
side space, my entire overhead would be deductible without ques- 
tion. But because I choose to remain at home, I can no longer de- 
duct those real expenses. But I have no need for outside space. My 
business has grown to a comfortable level working at home. 

Please allow me to speak for my fellow remodelers. Since remod- 
eling is not a high-profit business, you have to love it to get into 
it and sweat it to stay in it. The mortality rate is extremely high. 
What I am saying is we need every break we can get not only to 
survive but to continue to grow and to help the economy. 

I am at the point where I would like to hire another production 
manager, but I am hesitant. With the recent reduction in business 
deductions contained in the 1993 budget, and this Supreme Court 
ruling, frankly, I am sometimes not sure the government wants me 
to stay in business and continue to grow. 

Previously, I was allowed to deduct my home office expenses be- 
cause I had no other office available. My home office space is dedi- 
cated solely to my business, and I generated more than enough in- 
come to cover the value of the deduction. I never tried to use the 
office deduction to create a loss situation. I just want to be able to 
deduct reasonable expenses that other businesses are entitled to. 

I am now denied an annual deduction of $3,330 and will incur 
$910 in additional tax liability. This means I have to generate ap- 
proximately $20,000 in new sales just to get back where I was be- 
fore the deduction was removed. This money could have gone back 
into my business in the form of equipment, trucks, ladders, spray- 
ers. It could have gone into my retirement. It could have gone into 
anything — back into the economy. 

I understand there is widespread support for restoration of this 
home office deduction among broad-ranging groups, many of which 
are represented here today and in Congress. NARI strongly sup- 
ports restoration of this home office deduction. A survey conducted 
by our membership showed overwhelming support to restore the 
deductions. Even companies that had an office outside their home 
approve of it because they probably started at home. 

We are pleased to see this home office deduction find its way into 
the Contract With America. Congress has a big opportunity to re- 
store that which the Court has taken away. Personally, I will be 
thrilled to see Congress act in a way to help the small entre- 
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preneurs. We have shouldered too many regulatory burdens over 
the years. 

Again, thank you, Mr. Chairman, and your staff for inviting me 
to appear before you today to bear witness to the need for this leg- 
islation. I am willing to answer any questions. Thank you. 

[The prepared statement follows;] 
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Mr. Chainnan, honorable members of the Committee, I am honored to provide testimony in 
support of the proposed restoration of the home office deduction. My name is Don Strong and I 
am the principal owner of Brothers Strong, Inc., a small remodeling firm specializing in 
residential remodeling. I currently have five full>time employees and six subcontractors. I 
operate out of a separate office located in my home. I am ^so a member in good standing of the 
National Association of the Remodeling Industry (NARl). 1 appear today in complete support of 
efforts taken by you, Mr. Chairman, this Committee, and others to restore the home office 
deduction provisions that were significantly restricted by the U.S. Supreme Court ruling. 
Commissioner of the IRS v. Nader Soliman in January 1993. 

The Court's ruling put a severe crimp in the ability of small business owners, like myself, to 
further grow their home-based and/or start*up businesses. Before the Court's ruling 1 could 
deduct a reasonable portion of my home office overhead expenses — just as other businesses can 
if they operate out of another location. I simply prefer to keep my business in my home. I think 
it is unfair having lost this deduction. 

The Court's ruling added two new eligibility tests that remodelers simply cannot meet. First, the 
Court and the law now require that business owners mitst have customers come to their home 
office. In service-based businesses, such as residential remodeling, it is 1 who must travel to the 
customer's home to discuss possible home improvement projects. I need to see what their home 
is like, what they want done, and where. It is inconceivable for a remodeler to develop a 
remodeling project site unseen. 

Second, the law now requires that the business' income must be generated within (he home 
office — not from transactions that occur outside the home office. Again, it is impossible for a 
remodeler to remodel a home from his home office. The income generating activity is conducted 
at the client's home. 

So if I am out selling jobs in the community and doing the remodeling on location, what is it that 
I do in my home office that is so important, the IRS might ask. Why do I deserve this deduction? 


I use my home office to perform all the activities any reroodeler needs to do to effectively run his 
or her business. I prepare estimates, contracts, plans, and marketing materials in my home office. 
I develop leads, make business phone calls, organize material deliveries, solicit subcontractor 
bids, and research industry and product trends in my home office. I record all business 
transactions, receipts and expenses, tax responsibilities in my home office. 1 maintain all 
relevant regulatory information such as OSHA MSDS sheets, hazard communication and worker 
protection safety plans, EPA lead-based paint rules, and IRS record keeping requirements in my 
home office. This is where I pay my bills. This is where I contribute to the U.S. Treasury. 

In my home office, 1 have three separate phone lines, a fax machine, three computers and a 
printer, and a small copier machine — everydiing a sm^l office needs to conduct business. If 1 
preferred to rent an outside space, my entire overhead would be deductible without question. 
Because I choose to remain in my home, I can no longer deduct reasonable office expenses. But, 
I have no need to rent space. My business has grown to a comfortable level and runs efficiently 
from my home office. 
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Pmvioiisly, the law allowed me to deduct that ponion of my home office expenses because 1 ) I 
had no other office available. 2) my home office space is dedicated solely to my business, and 3) 

I generated more than enough income to cover the value of the deduction. I never tried to use the 
office deduction to create a loss situation. I just want to be able to deduct reasonable expenses 
that other businesses are entitled to. Now I cannot dedtK:t these overhead expenses and will incur 
$910.00 in additional tax liability. This money could have gone into my business, perhaps a new 
truck or l^der or computer. This money could have gone into my grandson's college ftmd. This 
money could have gone into my personal retirement account. This money could have gone to 
my favorite charity. Northwest Assistant Ministries . 

I understand there is widespread support for restoration of the home office deduction among 
broad ranging groups, many of which are represented here today, and in Congress, NARI is a 
stmng supporter of restoring die home office deduction. A survey conducted of our membership 
showed overwhelming support for the restoration. Even companies that had an outside office 
supported die move, perhaps because many successful remodclers started in their homes. Last 
year, NARI pu^ed for enactment of H.R.3407, co-sponsored by Representatives Peter Hoagiand 
and Nancy Johnson and S. 1924, by Senators Hatch, Exon, and Lieberman. 

We are very pleased to see the home office deduction find its way into the Contract with 
America. Congress has a unique opportunity to restore that wiiich the Court has taken away. 
Personally, I will be thnlled to see Congress act in a way to help small entrepreneurs. We have 
shouldered too many regulatory burdens over the years. This legislation is a step in the right 
direction. We stand ready to assist in its passage however we can. 


Again, I (hank you Mr. Chairman, for inviting me to appear before you and your committee 
today to bear witness to the need for this positive legislation. I am willing to answer any 
questions 1 can. 

Respectfully Submitted, 

Don Strong 
Brothers Strong, Inc. 

10718 Elmdale 
Houston, TX 77070 
713/469-6057 


NARI is a not-for-profit trade association with nearly 6,000 member companies nationwide, 
representing over 40, 000 remodeling industry professionals. NARI members are primarily 
residential home improvement contractors, and include national manufacturers and distributors 
of home improvement products and services. 

Residential remodeling constitutes a $100 billion industry that has grown over 1 30 percent in the 
last ten years. With over 50 years of experience. NARI is committed to enhancing the 
professionalism of the remodeling industry and serving as an ally to homeowners NARI is 
dedicated to the ^owth and betterment of the remodeling industry and related small businesses. 
For more information about NARI, contact Patti Burgio, director of government affairs, NARI 
4S01 North Fairfax Drive, Suite 310, Arlington, VA 22203, 703/276-7600. 
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Mr. Bunning. Thank you, Mr. Strong. 

Mr. Diedrich. 

STATEMENT OF TOM DIEDRICH, THE DIEDRICH GROUP, 

MINNETONKA, MINN., AND TREASURER, BUREAU OF 

WHOLESALE SALES REPRESENTATIVES, ON BEHALF OF THE 

NATIONAL ASSOCIATION OF THE REMODELING INDUSTRY, 

ARLINGTON, VA. 

Mr. Diedrich. Mr. Chairman and members of the committee, 
thank you for the opportunity to appear before you today. 

My name is Tom Diedrich, and I am an independent salesperson 
living in Minneapolis, Minn. I am also an active member of the Bu- 
reau of Wholesale Sales Representatives and currently serve as 
treasurer of this organization. The bureau is an Atlanta-based na- 
tional association of approximately 10,000 apparel or kindred mer- 
chandise sales representatives. I am married, and my wife, Lynn, 
is also an independent sales representative. 

I own and manage a wholesale apparel business. The Diedrich 
Group, and my only office is in my home. It appears I am part of 
an ever growing number of entrepreneurs and independent 
businesspeople who choose to work out of their homes. The Janu- 
ary 7, 1995, program, “How to Succeed in Business,” on CNBC 
stated that approximately 25 million people may soon be working 
out of their homes. 

It is often said that the majority of American businesses started 
out in someone’s home. Well, I can report to you that today the re- 
verse is true. A great number of American businesses, some small 
and some not so small, are moving back into the home. 

You might ask why. As commercial rental costs rise and as tech- 
nology progresses, the home becomes a more efficient place to do 
business. The home continues to be the birthplace of the majority 
of successful new business ventures. 

As an independent sales representative, I am responsible for the 
wholesale marketing of several lines of apparel. I present these 
lines to retail buyers and obtain orders from retailers to carry 
these lines in their stores. 

In my industry and in many others, the sales function is highly 
reliant upon personal contact. I meet with my customers at re- 
gional markets and trade shows or by means of personal, one-on- 
one presentations in retail stores throughout my territory. 

I drive in excess of 25,000 miles each year to see these cus- 
tomers, and I attend approximately 25 trade shows each year as 
well. My territory consists of a six-State area in the Upper Mid- 
west. I spend more time in hotel rooms than in my own bed, and 
my four-star hotel is not the Ritz, but the Red Roof. 

The tools of my trade are the samples of the clothing that I rep- 
resent. These samples must be steamed, hung and grouped in gar- 
ment bags. When traveling, sales reps hang these bags in snow 
vans or full-size cars, often larger than we would otherwise choose 
but necessary for us to carry our samples and other business sup- 
plies like spotlights, order forms, garment racks and suitcases. Our 
business trips can be as short as 1 day or as long as 2 weeks. But 
when we are at home, we must store our samples, which consume 
a full room at our home. 
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Though important, the personal presentation is only one element 
of selling, and it is not the definitive close to the large majority of 
my sales. More critical and often more productive is the pitch-and- 
shovel work done on the telephone, the fax machine or through the 
mail. 

This is why my office is so vital to my business. It is the very 
nerve center, the very base of operations. And, of course, like any 
small business I must maintain massive volumes of records in 
order to meet Federal, State and local tax-reporting requirements. 
My office, whether it is in an apparel mart or at home, is essential 
to successfully managing my business. 

For many years, I maintained an office in the Minneapolis Ap- 
parel Mart. My office in the mart was never subsidized by any of 
the manufacturers I represented. The costs of maintaining that of- 
fice continued to rise and, at the same time, new technologies en- 
abled me to conduct my business from home. The choice to move 
home became obvious to The Diedrich Group. I am not alone in 
making this decision, especially in our industry. 

Independent sales representatives work on a commission basis. 
We have no corporate credit cards to cover hotel rooms, no com- 
pany car allowance, no company-paid health care or retirement 
plans. We are independent in every sense of the word, and yet we 
are dependent upon tax policies that will give us the opportunity 
to compete and prosper. 

The Soliman ruling sets certain standards for determining the 
deductibility of a home office. M}^ home office does not meet those 
standards because I do not routinely meet with customers in my 
home. But the fact is that my office is absolutely essential to my 
business, and it should be treated as a business expense for tax 
purposes. 

In my office, you will find file cabinets with records, a desk and 
chairs, fax machine and copy machine, separate telephone lines 
with an answering machine, a computer and a printer. This room 
is used strictly for business purposes. 

Also in my home, in a separate room, I have 30 feet of pipe rack 
to store samples, which are the tools of my industry; a steamer 
that is used to steam wrinkles out of the samples; spotlights that 
are portable for shows — which I carry with me to the trade shows; 
six rolling racks that I use to move and display my samples; and 
huge travel bags, called garment bags in the industry, that protect 
my samples from damage. 

All of these items are vital to my profession. At one time, all 
were found in a separate office outside my home. When I rented 
my office 15 miles from my home, I was able to deduct that ex- 
pense. Today, however, when more people seek to work from their 
home and when technology makes working from home not only fea- 
sible but highly efficient, the Federal Government effectiv^ pun- 
ishes the home-based business by taking away the home office de- 
duction. 

We, the independent sales representatives of this Nation, ask you 
to give back what the Supreme Court took away in 1993. We ask 
only for what was legitimately ours: The right to deduct a place of 
business regardless of its location. This deduction should be avail- 
able for the office space that is required to run a small business 
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as well as for the space required to store the tools of our trade — 
in my case, samples. We ask that you correct this inequity and re- 
store our right to the home office deduction. 

The solution to solving the home office deduction problem for bu- 
reau members requires legislative action. The suitable solution for 
independent sales representatives must include language to resolve 
the issue of storage of product samples, as well as generic language 
to permit active and ongoing small businesses to t^e a home office 
deduction. 

The solution should also instruct the IRS and the courts to reject 
using numerical tests as the basis for determining the importance 
of the home office as the principal place of business. 

Last year. Congressman Wayne Allard of Colorado introduced 
legislation to address the concerns of bureau members regarding 
home office deductibility and deductibility of space devoted to stor- 
age of product samples. Congresswoman Johnson, a member of this 
committee, also introduced general language that incorporated both 
the product samples issue as well as broad-based solutions for 
home office deductions. This language is also included in the legis- 
lation that you have recently introduced as part of the Contract 
With America. 

Mr. Running. Mr. Diedrich, your time has expired. 

Mr. Diedrich. Thank you. 

[The prepared statement follows;] 
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TESTIMONY OF TOM DIEDRICH 
MINNETONKA, MINNESOTA 

Chairman Archer and members of the Committee, thank you for the 
opportunity to appear before you today. 

My name is Tom Diedrich, and I am an independent salesperson 
living in Minneapolis, Minnesota. I also am an active member of 
the BUREAU OF WHOLESALE SALES REPRESENTATIVES and currently 
serve as Treasurer of this organization. The Bureau is an 
Atlanta based national association of approximately 10,000 
apparel or kindred merchandise sales representatives. I am 
married, and my wife Lynn is also an independent sales 
representat ive . 

I own and manage a wholesale apparel business. The Diedrich 
Group, and my only office is in my home. It appears I am part 
of an ever growing number of entrepreneurs and independent 
business people who choose to work our of their homes. The 
January 7, 1995 program of How to Succeed in Business on CNBC 
stated that 25 million people will soon work full time our of 
their homes 1 

It's often said that the majority of American businesses started 
out in someone's home. Well, I can report to you that today, 
the reverse is true. A great number of American businesses, 
some small, some not so small, are moving back into the home. 
As commercial rental costs rise, and as technology progresses, 
the home becomes a more efficient place to do business. The 
home continues to be the birthplace of the majority of 
successful new business ventures. 

As an independent sales representative, I am responsible for the 
wholesale marketing of several lines of apparel. I present 
these lines to retail buyers and obtain orders from retailers to 
carry these lines in their stores. 

In my industry and in many others, the sales function is highly 
reliant upon personal contact. I meet with my customers at 
regional markets or trade shows, or by means of personal, one- 
on-one presentations in retail stores throughout my territory. 
I drive in excess of 25,000 business miles each year to see 
these customers, and I attend approximately 25 trade shows each 
year as well. My territory consists of a six-state area in the 
Upper Midwest, I spend more time in hotel rooms than in my own 
bed, and my four-star hotel is not the Ritz, but the Red Roof. 


The tools of my trade are the samples of the clothing that I 
represent. These samples must be steamed, hung and grouped in 
garment bags. When traveling, sales reps hang these bags in 
showvans or full size cars, larger than we would othervise 
choose but necessary for us to carry our samples and other 
business supplies, like spotlights, order forms, garment racks, 
and suitcases. Our business trips can be as short as one day or 
as long as two weeks, but when we're at home, we must store our 
samples, which consume a full room, at home. 

Though important, the personal presentation is only one element 
of selling, and it is not THE definitive close to the large 
majority of my sales. More critical and often more productive 
is the pitch-and-shovel work done on the telephone, fax machine, 
or through the mail. This is why my office is so vital to my 
business. It is the nerve center, base of operations. Of 
course, like any small business, I must maintain massive volumes 
of records in order to operate efficiently and to meet federal, 
state and local tax reporting requirements. My office, whether 
it's in an apparel mart or at home, is essential to successfully 
managing my business. 

For many years, I maintained an office in the Minneapolis 
Apparel Mart. My office in the Mart was never subsidized by any 
of the manufacturers that I represented. The costs of 
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maintaining that office continued to rise, and at the same time, 
new technologies enabled me to conduct my business from home. 
The choice to move home became obvious for The Diedrich Group. 
I am not alone in making this decision, especially in our 
industry. 

Independent sales representatives work on a commission basis. 
We have no corporate credit cards to cover hotel rooms, no 
company car allowance, no company-paid health care or retirement 
plans. We are independent in every sense of the word and yet we 
are dependent upon tax policies that will give us the 
opportunity to compete and prosperl 

The Soliman ruling set certain standards for determining the 
deductibility of a home office. My home office does not meet 
those standards, because I do not routinely meet with customers 
in my home. But the fact is that my home office is absolutely 
essential to my business, and it should be treated as a business 
expense for purposes of tax liability. 

In my home office, you will find: file cabinets with records; a 
desk and chairs; Fax machine and copy machine; separate 
telephone line; a computer and printer. This room is used 
strictly for business purposes. Also in my home, in a 
separate room, I have: 30 feet of pipe rack to store samples, 
which are the tools of my trade; a steamer to steam the wrinkles 
out of the samples; spot lights that are portable, which I carry 
with me to trade shows; six rolling racks that I use to move and 
display my samples; and huge travel bags, called "garment bags" 
in the industry, that protect my samples from damage. 

All of these items are vital to my profession. At one time all 
were found in a separate office outside my home. When I rented 
office space 15 miles from my home, I was able to deduct that 
expense. Today, however, when more people seek to work from 
home and when technology makes working from home not only 
feasible but highly efficient, the federal government 
effectively punishes the home based business by taking away the 
home office deduction! 

We — the independent sales representatives of this nation — 
ask you to give back what the Supreme Court took away in 1993. 
We ask only for what is legitimately ours: the right to deduct 
a place of business, regardless of its location. This deduction 
should be available for the office space that is required to run 
a small business, as well as for the space required to store the 
tools of our trade (in my case, samples). We ask that you 
correct this inequity and restore our right to the home office 
deduction. 

The solution to solving the home office deduction problem for 
Bureau members requires legislative action. The suitable 
solution for independent sales representatives must include 
language to resolve the issue of storage of product samples, as 
well as generic language to permit active and ongoing small 
businesses to take a home office deduction. The solution 
should also instruct the IRS and the courts to reject using 
numerical tests as the basis for determining the importance of 
the home office as the principal place of business. 

Last year. Congressman Wayne Allard of Colorado introduced 
legislation to correct the concerns of Bureau members regarding 
home office deductibility and deductibility of space devoted to 
storage of product samples. Congresswoman Johnson, a member of 
this Committee, also introduced general language that 
incorporated both the product samples issue, as well as a 
broad-based solution for home offices. 



911 


This language is also included in the legislation that you 
recently introduced, Mr. Chairman, as part of the "Contract with 
America," specifically in Sections 12003 and 12004, We are 
pleased to note that this language is nearly identical to the 
proposal introduced last year by Congresswoman Johnson, which 
was endorsed by many members of Congress, and of this Committee. 


In closing, I would also note that, because of the nature of our 
business, it is often difficult to interpret statutory language 
of this kind as it applies to our industry. I would therefore 
suggest that the Committee consider clarifying report language, 
that would leave no doubt as to the intent of this body in 
respect to the impact of this legislation on independent sales 
representatives . 

Thank you for the opportunity to appear before you today, and I 
am available for any questions you may wish to ask. 
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Mr. Bunning. Thank you very much for your testimony. 

Dr. Cohen, please. 

STATEMENT OF STEVEN J. COHEN, D.V.M., MOBILE 

VETERINARY SERVICES OF NORTHERN VIRGINIA, ON 

BEHALF OF THE AMERICAN VETERINARY MEDICAL 

ASSOCIATION, WASHINGTON, D.C. 

Dr. Cohen. Mr. Chairman and members of the committee, good 
afternoon. Thank you for the opportunity to testify before you 
today. My name is Dr. Steven J. Cohen, and I am affected by the 
IRS V. Soliman ruling. I represent many veterinarians throughout 
the United States who, as small business men and women, have an 
interest in the home office deduction issue. I am also here as a 
member of the American Veterinary Medical Association, a na- 
tional veterinary organization representing over 56,000 practicing 
veterinarians. 

The AVMA supports the restoration of the home office deduction 
and is a part of the effort on this with the National Association of 
the Self-Employed. 

Since 1980, I have operated a veterinary house call practice in 
northern Virginia. That is, I see my patients and their owners in 
their homes. My practice fills a niche for many situations. There 
are those clients who prefer to have their pets treated at home sim- 
ply as a convenience. Many of these owners have multiple pet 
households. There are owners, particularly the elderly or disabled, 
where transportation of their animals is difficult as well as incon- 
venient. 

Furthermore, my practice facilitates prompt medical care to 
those animals whose owners have medical, transportation or time 
constraints that could obstruct their ability to seek necessary or 
critical professional veterinary care in a timely manner for their 
animals. 

As a sole proprietor business, my primary job is to practice vet- 
erinary medicine. However, in order to do this, my other job is 
being a small business owner and operator. As a practitioner 
owner, the two jobs cannot be mutually exclusive. 

As with any business, an office must be maintained. Business 
records, tax records, patient files, business telephone lines, profes- 
sional and business references are maintained in my office — which 
happens to be a room in my house used exclusively for this pur- 
pose. 

My home office is obviously convenient for me. I do not incur an 
additional expense renting space elsewhere to accommodate my 
needs. I do not waste additional time commuting to my office. Obvi- 
ously, I already spend a great deal of time on the road, and this 
decreases energy expenditures and costs as well as personal safety 
risk. 

I do consult with owners over the phone from my home office, but 
I do not see patients there. House call appointments are set up and 
patient records are maintained in my home office. 

If I conducted a conventional veterinary practice in a facility 
away from my home, all of the costs incurred in running that busi- 
ness, including the business office where the primary activity of 
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practicing veterinary medicine is not performed, would be deduct- 
ible as a business expense on my schedule C tax return. 

By comparison to most conventional veterinary practices in 
northern Virginia, I am a very small business. I only see about 650 
different owners each year as compared with 1,500 or more that 
my colleagues see. Due to travel time constraints, I see about 8 to 
10 owners and their pets per day versus 35 or more in a conven- 
tional practice. Because of this, I must minimize costs. One way to 
do this is to maintain an office in my home. 

As you are well aware, the recent Supreme Court ruling held 
that unless the primary job function is performed in the home of- 
fice, this deduction is disallowed. If one is running a business, it 
follows a business office is a necessity. The location of that business 
office should be irrelevant as far as the Tax Code is concerned. 

Before the recent court ruling, my home office saved me about 
$700 a year. This is money that I could invest in new equipment, 
improve my library, enhance my skills through continuing edu- 
cation and, of course, save for the future. 

Those of us who do professional consulting at multiple sites 
should have the same tax advantages as our conventional counter- 
parts. As an added bonus, with less time spent traveling to a sepa- 
rate business office, I am able to spend a little more of the precious 
little time there is with my familjf. 

Thank you, Mr. Chairman. I will be happy to address your ques- 
tions and those of the members of the committee. 

Mr. Bunning. Thank you for your testimony. 

Mr. Davis. 

STATEMENT OF HENRY DAVIS, PRESIDENT, HENRY DAVIS 

CONSULTING, NATICK, MASS., ON BEHALF OF THE 

NATIONAL HOME OFFICE ASSOCIATION 

Mr. Davis. Thank you. 

My name is Henry Davis, president of Henry Davis Consulting, 
a home-based business. I am here today representing the National 
Home Office Association. 

My company is a good example of how the new breed of informa- 
tion workers provide services and what they are capable of doing 
from their homes. I specialize in providing new product consulting 
to companies that use or produce technology-based goods and serv- 
ices. Our services include product planning, introduction, market- 
ing, definition and assessment. 

Prior to starting Henry Davis Consulting, I spent 20 years em- 
ployed in the semiconductor and software industries. I have au- 
thored over 130 articles and papers on computer and semiconductor 
technology and its applications. My contributions to industry have 
been recognized by Electronics Magazine, the American Electronics 
Association and others. 

For the last 3V2 years, I have consulted to big companies, such 
as IBM and Texas Instruments, while providing guidance to small 
emerging companies like BEARAK REPORTS, a financial services 
company. 

Modern computer technology, coupled with networks like the 
Internet, provide the infrastructure I need to maintain an elec- 
tronic presence for my customers no matter where I am physically 
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located. My home office provides the physical location for comput- 
ers, phones and facsimile communications. The telephone network 
and Internet allow me to appear as if I am in my office even if I 
am halfway around the world. Modern technology permits me to 
work where I am — on a plane, in a hotel room or even here at these 
hearings. Communication with my office and customers is a phone 
call away. Even a cellular phone will work. 

The veiy idea of an office is changing throughout business. Time- 
sharing offices, called hotelling, are becoming more popular among 
companies whose employees spend most of their time at client 
sites, on the telephone or in front of a computer. 

For the home-nased business, the home office becomes sort of a 
communications central. These rapid and profound changes in how 
we do business demand changes in how our businesses are man- 
aged and how we account for our expenses. 

The current tax regulations governing deductibility of home of- 
fices are hopelessly outmoded. New technology and new ways of 
doing business mean that for a growing segment of both home- 
based and -operated workers, the office is becoming an electronic 
presence visited only to perform necessarily administrative func- 
tions. This improves financial productivity, reduces the commuting 
burden on our roads and highways, is environmentally beneficial 
and increases the amount of time we have to spend with our fami- 
lies. 

Home-based businesses are the fastest growing segment of busi- 
nesses in the United States. In the last economic recovery, home- 
based businesses created millions of productive new jobs. Projec- 
tionc are for these small businesses to continue their phenomenal 
growth and create at least 12 million new jobs by the year 2005. 
There are an estimated 24 million people who operate Dusinesses 
from their homes today. 

It is time for legislative change to remove the penalties home- 
based businesses face simply because they happen to be located in 
a residence. 

Let me personalize the impact of home office deductions. Twenty- 
five percent of my home is dedicated to maintaining an office and 
professional library. My office serves the usual functions, including 
a place to write and maintain business records. The office is used 
only for business and is unusable by my family in my absence. 
Most importantly, my office provides an electronic presence, includ- 
ing voice mail and 24-hour-per-day computer access when I am 
away. 

In 1993, I traveled over a half million air miles to work with cli- 
ents at their locations. I was away from my home office more than 
90 percent of the time. In 1994, my work kept me out of the office 
80 percent of the time. If I had my office in a commercial office 
building, my office costs could have been deducted as a cost of 
doing business. But, because my income was based on work per- 
formed outside my home office, I am effectively precluded from 
claiming the deduction. 

In my case, my home office would have been worth the tax sav- 
ings of $1,050 in 1994. To put the value of home office deductions 
in perspective, my tax savings could have paid for “2 hours of busi- 
ness telephone calls so I could find 5 more clients, or paid for 8 
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months of classified advertising and found 8 more clients, or paid 
for direct mail program to gain 5 more clients or, alternatively, 
paid all expenditures for attendance at a trade show. 

This would have resulted in additional taxable income of 
$25,000. At the marrinal tax rate of 28 percent, that $1,050 home 
office deduction could have produced a net tax revenue increase 
from my business of at least $5,950. 

The way in which we do business is chan^ng rapidly. When I 
travel around the world, I can use my home office-based computers 
by using a notebook computer and modem. While I may be sitting 
in a hotel, on an airplane or in a client’s office, work is being done 
electronically in my home office. Faxes, messages and information 
are all routed to me in my home office and can be available to me 
anywhere in the world at the push of a button. I don’t need to be 
in my office, but I do need the office. I work in my office electroni- 
cally. 

Home-based businesses are mostly cash -flow-based businesses. 
We do not have a ready equities market. 'There is little in the way 
of business loans. And lines of credits are generally not available 
to us. We run our businesses based on short-term positive cash 
flow and controlling costs. Having our offices in our homes is one 
way of controlling overhead. 

Big business turns to home-based business for outsourcing. We 
reduce costs and can often do a better job. 'These same big busi- 
nesses are able to deduct the cost of office space that is not even 
occupied. It is empty or shut down. At the same time, home-based 
businesses have barriers in the way of deducting dedicated home 
offices just because we do not spend all of our time in the office. 

It is not right. It is not reasonable. It is bad for business. Its bad 
for the country. 

Thank you for your attention. 

[The prepared statement follows:] 
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TESTIMONY OF HENRY DAVIS 
NATICK, MASSACHUSETTS 

My name is Henry Davis, President of Henry Davis Consulting--a home- 
based business. I am here today representing the National Home Office 
Association. My company is a good example of how the new breed of 
informarion workers provides services, and what they are capable of doing from 
their homes. I specialize in providing New ProduckConsulting to companies that 
use or produce technology-based goods and services. Our services include 
product planning, introduction, marketing, definition, and assessment. Prior to 
starting Henry Davis Consulting, I spent 20 years employed in the semiconductor 
and software industries. 1 have authored over 130 articles and papers on 
computer and semiconductor technology and its application. My contributions to 
industry have been recognized by Electronics Magazine, the American 
Electronics Association, and others. 

For the last three and one-half years, I have consulted to big companies, 
such as IBM and Texas Instruments, while providing guidance to .small, emerging 
companies like BE.AR AK REPORTS, a financial services company. Modem 
computer technology, coupled with networks like the Internet, provide the 
infrastructure I need to maintain an electronic presence for my customers no 
matter where I am physically located. My home office provides the physical 
location for computers, phones and facsimile communications. The telephone 
network and Internet allow me to appear as if I am in my office, even if I am half 
way around the world. Modem technology permits me to work where 1 am--on 
a plane, in a hotel room, or even here at these hearing.s. Communication with my 
office and customers is a phone call away. Even a cellular phone will work. 


The very idea of an office is changing throughout business. Timesharing 
offices, called hotelling, are becoming more popular among companies whose 
employees spend most of their time at client sites, on the telephone or in front of 
a computer. For the home-based business, the home office becomes a son of 
communications central. These rapid and profound changes in how we do 
business demand changes in how our businesses are managed, and bo%v we 
account for our expenses. 

The current tax regulalions governing deductibility of home offices are 
hopelessly out-moded. New technologies and ways of doing business mean that 
for a growing segment of both home-based and corporate workers, the office is 
becoming an electronic presence visited only to perform necessary administrative 
functions. This improves financial productivity, reduces the commuting burden 
on our roads and highways, is environmentally beneficial, and increases the 
amount of time we have to spend with our families. 

Home-based businesses are the fastest-growing segment of business in the 
United Stales. In the last economic recovery, home-based businesses created 
millions of productive new jobs. Projections are for these small businesses to 
continue their phenomenal growth and create at least 12 million new jobs between 
1992 and the year 2005. Tliere are an estimated 24 million people who operate 
businesses from their homes today. 


It's time for legislative change to remove the penalties home-based 
businesses face simply because they happen to be located in a residence. 

Let me personalize the impact of home office deductions. Twenty-five 
percent of my home is dedicated to maintaining an office and professional 
library. My office serves the usual functions, including a place to write and 
maintain business records. Tlie office is used only for business and is unusable by 
my family in my absence. Most importantly, my office provides an electronic 
presence, including voice mail and 24 hours per day computer access, while I am 
away. 
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In 1993, 1 travelled over 500,000 air miles to work with clients at their 
locations. I was away from my home office more than 90% of the time. In 
1994, my work kept my out of the office 80% of the time. If I had my office in 
a commercial office building, my office costs could have been deducted as a cost 
of doing business. But, because my income was based on work performed 
outside my home office, 1 am effectively precluded from claiming the deduction. 

In my case, my home office would have been worth a tax savings of $1,050 
in 1994. To put the value of a home office deduction in perspective, my tax 
savings could have; 

- paid for 1 1 2 hours of business telephone bills to find 5 more clients 

- paid for 8 months of classified advertising to find 8 more clients 

- paid for a direct mail program to gain 5 mote clients 

- paid all expenditures for attendance at a trade show. 


This would have resulted in additional taxable income of $25,000. At the 
marginal rate of 28%, that $1 ,050 home office deduction could have produced a 
net tax revenue increase from my business of at least $5,950. 

The way in which we do business is changing rapidly. When I travel 
around the world, I can use my home office-based computers by using a notebook 
computer and modem. While I may be silting in a hotel, on an airplane or in a 
client's office, work is being done electronically in my home office. Faxes, 
messages, and information are all routed to me in my home office and can be 
available to me any where in the world at the push of a button. I don’t need to be 
In my office, but I do need the office. I work in my office electronically. 

Home-based businesses are mostly cashflow-based businesses. We don’t 
have a ready equities market, there is little in the way of business loans, and lines 
of credit are generally not available to us. We mn our businesses based on short- 
term positive cashflow and controlling costs. Having our offices in our homes is 
one way of controlling overhead. 

Big business turns to home-based businesses for outsourcing. We reduce 
costs and can often do a better job. These same big businesses are able to deduct 
costs of office space that isn’t even occupied; it’s empty and shutdown. At the 
same lime, home-based businesses have barriers in the way of deducting dedicated 
home offices just because we don’t spend all of our time in the office. 

It isn’t right. It isn’t reasonable. It’s bad for business and the country. 

Thank you for your attention. 
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Mr. Running. Thank you, Mr. Davis. 

Mr. McCrery will inquire. 

Mr. McCrery. Mr. Chairman, I don’t really have any questions. 
I appreciate the testimony of the witnesses. I think they made 
some excellent points. 

About the only thing that I am concerned about with respect to 
this issue — and maybe I will just throw this out to the panel — what 
about potential for abuse of this? I agree that we need to clarify 
and we need to, as Mr. Davis says, make it easier to take the de- 
duction, but how do we prevent somebody from taking advantage 
of this and abusing the home office deduction if we do expand it? 

Mr. Davis. If you look at the way the Tax Code had been origi- 
nally set up or prior to this Supreme Court ruling, to the extent 
that my home office was not CTeater than income derived, then I 
was able to take that as a deduction. In other words, I could not 
use it to create a tax-loss situation. 

I think, by and large, as home-based businesses become more the 
norm, and with 40 million people today earning some kind of a liv- 
ing at home, people become more aware of how to deal with the 
Tax Code. If you make it simple and make it easy and straight- 
forward, then there is not much in the way of motivation for people 
to rip off the government. 

What is really at work here is putting the capital, putting the 
money in people’s hands who can best use it. And in my case, I 
gave you an example where there is a 25-to-l payback, and, not 
only that, a 6-to-l payback in new taxes. 

It seems to me that the small amount of abuse that might occur 
is more than offset by everybody’s here ability to create more in- 
come and more tax as a result. 

Mr. McCrery. Anybody else like to comment? No? Nobody is 
worried about potential abuse? 

Ms. Obermayer. I think that one of the things you need to look 
at is that the code, as it was before this decision, was actually quite 
restrictive in the use of this anyway. You must use the place strict- 
ly for your business and for no other use. 

And my understanding from my accountant is that if you really 
try to take any significant deduction in that area you are inviting 
a red flag. That is, the IRS has really been very, very hard on peo- 
ple in this area; and you do not do it unless you are really sure 
that you have a clean case. 

Mr. Forsythe. I would comment that in my function as vice 
president of tax for Ecolab we talk to auditors all the time, and I 
think that she is very right. This is a red flag. And it is the type 
of thing that you are either going to be able to prove it pretty easily 
or you are going to lose it, I think. 

Mr. McCrery. OK. 

Well, again, Mr. Chairman, I think the testimony has been excel- 
lent; and I don’t mean to imply that that concern of mine will over- 
ride my other concern, which is to make the Tax Code simpler and 
easier to use for home office deductions. So I am hopeful that we 
will get something out of committee to give you some relief. Thank 
you. 

Mr. Running. Mr. Ramstad. 

Mr. Ramstad. Thank you, Mr. Chairman. 
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I, too, applaud the excellent testimony we received from this 
panel. \^at is most refreshing, I believe, is the real-world input 
that you provide. Under the new regime we have made a real effort 
to get people who are directly affected rather than academics and 
ivory tower types and policy wonks who we have seen too many of 
in the Congress. And it is very refreshing to see real-world people 
testify about real-world policies and how they are impacted. 

As one who shares the consensus here that clarifying the home 
office deduction would make a major difference to thousands of 
small businesses across this country, I was very interested, Mr. 
Forsythe, in your testimony. You remarked that for the Ecolab 
sales force that home offices are the most efficient and most cost 
effective way to create productive and high-paying sales jobs. 

I would just ask if you have any way of quantifying or project- 
ing — if not empirically, anecdotally — how many jobs — how much 
impact this change, this clarification might have? 

Mr. Forsythe. Well, I think it would affect the majority of our 
2,000 direct sales personnel, but I think a very graphic explanation 
could be afforded by Dick Lane as to what he goes through in a 
typical day. Dick. 

Mr. Lane. Thank you. 

I am from South Dakota, and I have a territory that covers Ne- 
braska and North Dakota. And by not having the home business 
deduction now, and a person that travels a lot, my typical day 
would be to get up in the morning and drive probably 200 to 250 
miles, work with my account and drive back home that night. And 
then the next day turn around and drive 120 miles north and work 
with an account and drive back. 

And by doing that, and not having the home office deduction, I 
have to claim that as personal miles. I think that by having to do 
that, it makes you do one of four things: One is, it encourages you 
to get an office out of the home, downtown or somewhere; number 
two, it encourages you to stop at a local account or a close account, 
that you would not really necessarily have to stop there every day. 
And you get to be pretty good friends with them, just stopping in, 
so that is considered your first stop. 

I think the third thing it encourages you to do is to stay out over- 
night so that you do not drive back and have to encounter the per- 
sonal miles coming back. And then, fourth of all, the last thing, is 
you claim it on personal miles. 

I think by doing that — the first three things — it is an expense to 
my company, Ecolab, because they have to add it on to the cost of 
the good; and, in turn, it gets added on to the consumer. So the 
consumer pays for it in the long run. 

And then, last, if I have to use it as personal miles, it taxes me, 
I think, unfairly for just trying to do an honest and fair job. Thank 
you. 

Mr. Ramstad. Well, Mr. Chairman, I appreciate that. Again, that 
is very real world, very graphically explains the needs for this 
change in the law, and I am very pleased by the testimony of peo- 
ple who know how much this tax relief will help the self-employed 
and other workers who conduct their business at home. 
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This is really a big deal to many people I know in the Third Dis- 
trict of Minnesota and throughout our State and country, and I ap- 
preciate again the testimony. 

I just have one question I would like to ask Mr. Diedrich. You 
do not maintain an outside office currently? 

Mr. Diedrich. No, sir, I do not. 

Mr. Ramstad. What would be the comparable rent if you had to 
maintain such an office? 

Mr. Diedrich. I had maintained an office and the rent structure 
was approximately $525 a month. 

Mr. Ramstad. So it does not make a lot of financial sense to be 
required to maintain an outside office in order to be eligible for a 
corresponding deduction. 

Mr. Diedrich. Absolutely. The function of my job has not 
changed. In fact, I am finding by working at home I function much 
better. I have less interruptions. The job I do at home is exactly 
the same job I would have done in the office, but I literally have 
more time working out of the office providing that same function. 

Mr. Ramstad. Well, again, I want to thank all of the witnesses 
for your very helpful testimony. 

Thank you, Mr. Chairman. 

Mr. Running. Mr. Payne. 

Mr. Payne. Thank you, Mr. Chairman. 

I have no questions but also wanted to thank the witnesses for 
their testimony. I think it has been very helpful. 

As we all know, we are now approaching 25 million who are 
working in offices in their homes. As we are getting more and more 
into an information age that number will only increase. I think it 
is important that we act on what you have testified on here today. 
Thank you very much. 

Mr. Running. Mr. Ensign, if you would make sure that it is 
short, we would like to finish this panel before we go to vote. 
Thank you. 

Mr. Ensign. I have a couple of quick comments. 

Dr. Cohen, I appreciate your testimony, being a veterinarian my- 
self 

Ry the way, if you ever get elected to Congress, you lose the doc- 
tor and you become a mister. 

Mr. Cohen. My mother would not like that. 

Mr. Ensign. Yes. 

Addressing Mr. McCrery’s comments, I want to ask why penalize 
all the honest people because of a few people that are going to take 
advantage of the situation? Sure, in any system that you set up, 
there will be fraud. Obviously, we have to do everything that we 
can to stop fraud, but should we penalize honest businesspeople be- 
cause a few are going to take advantage of that? 

I think you have given excellent testimony on the reasons why 
we should enact this legislation. And because a few people are 
going to abuse the system does not detract, in my opinion, from 
why we should give legitimate businesspeople, such as yourself, 
that legitimate business deduction. 

Thank you, Mr. Chairman. 
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Mr. Running. I would like to thank the panel for their very fine 
testimony, and we will recess to vote and then we will be back. 
Thank you. 

[Recess.] 

Mr. Ensign [presiding]. Welcome, panel. 

Why do we not just go ahead and start with Mr. Foster and then 
Mr. McNutt, Mr. Turner, Mr. Lange, Mr. Thigpen, and then Mr. 
True. 

Mr. Foster, we are under a 5-minute rule, so if you would please 
try to keep your testimony within the 5 minutes, we would appre- 
ciate that. Thank you. 

STATEMENT OF J.D. FOSTER, PH.D., EXECUTIVE DIRECTOR 
AND CHIEF ECONOMIST, TAX FOUNDATION 

Mr. Foster. Thank you, Mr. Chairman. 

My name is J.D. Foster, and I am the executive director and 
chief economist of the Tax Foundation. I do appreciate the oppor- 
tunity to appear before the committee to discuss the Federal gift 
and estate tax. 

The Tax Foundation is a nonprofit, nonpartisan research and 
public education organization. We are not a trade organization. We 
do not lobby specific legislation. We just try to assess the economics 
of taxes as best we can. 

My written testimony provides a short history of the estate tax, 
some CTaphical analysis of estates by size and composition and a 
short discussion about estate tax relief targeted toward family busi- 
nesses. 

The estate tax is most often justified as a revenue source, by the 
perceived needs to ensure a particular sense of fairness in the over- 
all tax system, and to govern who receives the fruits of our eco- 
nomic system. Against this social policy must be weighed the ques- 
tions of fairness to the individuals paying the tax and the economic 
costs imposed on the teixpayer and on society as a whole. 

The gifts and estate tax is obviously a tax on capital and, as 
such, is a disincentive to saving and investment. Anyone facing the 
tax has a tremendous incentive to dispose of his or her resources 
either through personal consumption or charitable contributions. 
Consuming more just to reduce estate taxes wastes precious re- 
sources, which we cannot afford to do in this country with our low 
savings rate. 

For many businessmen, the estate tax also poses a disincentive 
to the long hours and hard work associated with success. Success- 
ful businessmen, at some point, face the prospect that after all the 
Federal, State, and local teixes have been paid and the remainder 
is saved and plowed back into the business, that the Federal Gov- 
ernment will take up to half of what is left through the estate tax. 
And, at some point, they must surely ask themselves whether it 
would be better to continue to work so hard or to spend more time 
with their family or in other nonbusiness activities. 

So the estate tax discourages work effort by some of the Nation’s 
most productive and gifted citizens; The dreamers and visionaries 
whose hard work, skill, and luck have created new jobs and new 
markets. 
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The question is just how great a disincentive the estate tax is to 
this sort of productive activity. It is not an easy question to answer 
because the estate tax is a very different type of tax than one we 
are used to looking at. 

Unlike sales and income taxes, we have little solid intuition or 
research about disincentive effects on taxes. To develop some intui- 
tion, we created a model that compares the disincentives of the es- 
tate tax with that of the income t^. Specifically, the model allows 
us to calculate how high the top income tax rate would have to rise 
to achieve the same disincentive as the estate tax. 

Expressed another way, the model allows us to compare two sce- 
narios; In one, an entrepreneur’s life experience of work, saving, 
wealth creation and business expansion is considered in the context 
of the current tax law — ^individual, corporate and estate. 

In the second scenario, the estate tax is eliminated, and the indi- 
vidual and corporate income tax rates are raised until they produce 
the same aftertax bequest as under the first scenario. 

Simulations conducted using this model showed that the estate 
tax has roughly the same effect on entrepreneurial incentives as a 
doubling of income tax rates. In other words, Federal income tax 
rates would need to be nearly twice their current levels to produce 
the same disincentive as the current estate tax. 

Now, just for an example, consider a businessman who is cur- 
rently paying at the top income tax rate and whose noncorporate 
business is expected to allow him or her to leave an estate valued 
at $5.2 million. Under current law, this estate faces an effective 
marginal estate tax rate of about 44 percent. To achieve the same 
degree of disincentive through income taxes, it would be necessary 
to raise the effective individual income tax rate to 68 percent. 

Now, since the Superbowl was played 3 days ago, I want to con- 
clude with a sports analog. Imagine a rule that says that for every 
touchdown scored by an individual player the team gets 6 points. 
But every time an individual player scores more than 1 touchdown, 
at the end of the game the team must give up 3 points per extra 
touchdown scored. 

Now, Jerry Rice of the 49ers scored 3 touchdowns in the 
Superbowl, giving the 49ers 21 points. But if the NFL had an es- 
tate tax rule, at the end of the game the 49ers would have to give 
back 3 points for every touchdown they scored. He scored three. 
That means they have to give back 6 points. 

Now, under tnese rules. Jerry Rice is not going to try as hard 
to score that second or tnird touchdown, particularlv as he was 
playing with a dislocated shoulder. But that is what the estate tax 
looks like to a successful entrepreneur. 

Analysis indicates that the estate tax creates a powerful influ- 
ence on some of society’s most productive workers — those whose ef- 
fort has allowed them to create jobs and opportunities for others 
by offering goods and services demanded by others in the economy. 

There is a very good reason why Adam Smith called his famous 
work on the power of the free market economy to create prosperity 
‘The Wealth of Nations.” The estate tax is a tax on that wealth, 
and, as such, a direct levy on prosperity. 

Thank you, sir. 

[The prepared statement and attachment follow:] 
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Mr. Chairman and Members of the Committee, my name is J.D. Foster and I am the Executive 
Director and Chief Economist of the Tax Foundation. It is an honor for me to appear before your 
committee today on behalf of the Tax Foundation to discuss the Federal gift and estate tax. 

The Tax Foundation is a non-profit, non-partisan research and public education organization that has 
monitored fiscal policy at all levels of government since 1937. The Tax Foundation is neither a trade 
association nor a lobbying organization. We do not take positions on specific legislation or legisla- 
tive proposals. Our goal is to explain as precisely and clearly as we can the current state of fiscal 
policy and the consequences of particular legislation in the light of established tax principles, so that 
you, the policy makers, may make informed decisions. 

Aside from its ability to raise revenue for the federal government, the estate tax is most often justi- 
fied by the need to ensure a particular sense of fairness in the overall tax system and to govern who 
receives the fruits of our economic system. Against this social policy are raised the questions of 
fairness to the individuals paying the tax and the economic costs imposed on the taxpayer and on 
society as a whole. 

The federal gift and estate tax is a unique feature of the federal lax system. It is not a tax on income, 
though it can influence the incentives to earn income; it is not a tax on consumption, though it can 
affect lifetime consumption; nor is it a tax on a particular activity. It is a tax on the net economic 
product of an individual after all other economic activity has concluded. As such, analysis of the 
distortions It imposes on the economy are unique and these will be the subject of my testimony. 

Taxes distort the allocation of resources in the economy by altering the relative prices of goods, 
services, and factors of production like capital and l^x>r. In the absence of taxes and other govern- 
ment policies, the economy tends to allocate its resources to produce those goods and services that 
are most in demand. Prices are the signals that indicate where resources should flow. Goods and 
services that command relatively high prices in the market, such as cars and medical attention, attract 
a greater flow of capital and labor than do products that command relatively low prices. Taxes alter 
the prices that direct the allocation of resources so that resources are directed towards less productive 
and less valuable uses, thereby reducing the quantity and value of the economy's product. 

The nature of the disincentives imposed by the estate tax varies according to the economic state of 
the original wealth holder. For example, for an entrepreneur seeking to build a farm or business, the 
greatest disincentive effect is probably on his or her labor. The value of the business is the capital- 
ized value of the entrepreneur’s past and prospective personal efforts. As the estate lax looms larger, 
the disincentive grows and the amount of effort spent on building the business tends to decline. For 
those who have inherited wealth or who have sold their businesses after building them up, the estate 
tax creates a powerful incentive to consume (his wealth since much of it will otherwise lost to the 
federal government. 

The Federal Gift and Estate Tax 

The federal gift and estate tax is a system of tax rates, exemptions, credits, and special mles designed 
to transfer wealth from families to the federal government. This policy has two underlying justifica- 
tions. The first is to raise revenue for the fedei^ fisc and the second is to inhibit the accumulation of 
wealth beyond a certain level. 

In total, there are 1 7 marginal transfer tax rates ranging from 1 8 percent to 55 percent. There is also 
a unified lax credit of $192,800 applying to lifetime gifts and bequests. And there is a rule which 
gradually phases out the benefit of the unified credit and progressive rate schedule by imposing an 
additional 5 percent tax on that portion of a transfer in excess of $10 million but less than $21.04 
million. 

The combined effect of the unified credit, graduated rate schedule, and benefit phase out rule is to 



federal revenue, though the nominal value of estate and gift tax receipts has grown steadily. In 1 992, 
the U.S. government collected Sill billion in transfer taxes, predominately estate taxes, represent- 
ing about 1 percent of total federal revenue. 

Few changes in the transfer tax were made following the war until a series of legislation passed in 
1976, 1981, and 1986 overhauled and modified the federal transfer tax system. Portions of the 
separate estate and gift tax systems were unified and levies were imposed on generation-skipping 
transfers. These Acts also lowered marginal transfer tax rates and significantly reduced the number 
of transfer tax returns filed each year by raising the filing requirements. See Figure 2 on page 4. 

Two recent tax Acts have partially reversed some of the changes made over the previous 1 1 years. 
The Omnibus Budget Reconciliation Act of 1987 extended until 1992 the top marginal rate of 55 
percent. This rate had been scheduled to fall to 50 percent. By enacting an additional 5 percent tax 
on transfers between $10 million and $21.04 million, the Act also phased out the benefits of the 
unified credit and graduated rate schedule over this range. These provisions expired on E)ecember 
3 1 . 1992, but were retroactively reinstated in the Omnibus Reconciliation Act of 1993. See Figure 3 
on page 5. 

Who Pays the Gift and Estate Tax 

The value of the wealth reported on the estate tax returns filed for 1989 decedents (the latest year for 
which data is available) totaled almost $87.7 billion. The lion’s share of this wealth. 3 1 percent, or 
slightly over $27.2 billion, was held by estates valued between $1 million and $2.5 million. The next 
largest share, 22.8 percent or $19.9 billion, was held by estates valued at between $600,000 and $1 
million. Estates v^ued over $20 million held 14.1 percent of this wealth, or $12.3 billion. About 
250 large estates (those with over $20 million in assets) file with the IRS each year. These estates are 
composed largely of business assets, such as closely held stock, fann assets, limited partnerships, 
and other non-corporate businesses. See Figure 4 on page 6. 

Nearly one-half of all estate tax returns filed for 1989 decedents were for estates whose gross value 
exceeded $ I million. However, these estates accounted for nearly 96 percent of the total transfer tax 
receipts. Alternatively more than half of all returns were for $ 1 million or less, and these estates paid 
less than five percent of all estate taxes. Figure 5 on page 7 shows the distribution of federal estate 
tax returns for 1989 decedents by estate size. More than half of these returns, were filed for estates 
valued at between $600,000 and $l million, while only 0.5 percent were filed for estates valued at 
$20 million or more. 
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Table 1 




Marginal and Effective Transfer Tax 

Rates (1993) 



Taxable 

Statutory 

Marginal 

Cumulative 

Cumulative 

Etfective 

Effective 

Transfer 

Marginal 

Pre-credit 

Pre-credit 

Tax-Unified 

Marginal 

Average 

(000s) 

Tax Rate 

Tax 

Tax 

Credit 

Tax Rate 

Tax Rate 

$10 

18% 

$1,800 

$1,800 

0% 

$0 

0% 


20 

20 

2,000 

3.800 

0 

0 

0 

40 

22 

4.400 

8.200 

0 

0 

0 

60 

24 

4,800 

13,000 

0 

0 

0 

80 

26 

5.200 

18,200 

0 

0 

0 

100 

28 

5,600 

23.800 

0 

0 

0 

150 

30 

15.000 

38,800 

0 

0 

0 

250 

32 

32,000 

70,800 

0 

0 

0 

500 

34 

85,000 

155,800 

0 

0 

0 

600 

37 

37.000 

192.800 

0 

0 

0 

750 

37 

92,500 

248,300 

55,500 

37 

7.40 

1,000 

39 

97,500 

345.800 

153.000 

39 

15.30 

1,250 

41 

102,500 

448.300 

255,500 

41 

20.44 

1,500 

43 

107,500 

555.800 

363.000 

43 

24.20 

2,000 

45 

225.000 

780.800 

588,000 

45 

29.40 

2,500 

49 

245.000 

1.025.800 

833.000 

49 

33.32 

3,000 

53 

265,000 

1,290,800 

1 .098.000 

53 

36.60 

4,000 

55 

550,000 

1,840,800 

1 .648.000 

55 

41.20 

5,000 

55 

550,000 

2,390,800 

2,198,000 

55 

43.96 

10,000 

55 

2.750.000 

5.140,800 

4,948,000 

55 

49.48 

21,040 

55 

6.624.000 

11,764,800 

11.572.000 

55 

55.00 

30,000 

55 

4,928.000 

16,692,800 

16.500.000 

55 

55.00 

40,000 

55 

5,500,000 

22,192,800 

22,000,000 

55 

55.00 

50,000 

55 

5.500,000 

27,692,800 

27,500,000 

55 

55.00 

100,000 

55 

27,500,000 

55,192,800 

55.000,000 

55 

55.00 


Source-. Internal Revenue Service 


create a range of effective marginal and average transfer lax rates that differs markedly from the 
statutory schedule, as shown in Table I on page 2. For example, while the statutory marginal tax rate 
on transfers between $600,000 and $1 million was 37 percent, the effective average lax rate on such 
transfers ranged from 0 percent to 15.3 percent. 

A Short History of the Tax 

The nation’s first transfer tax was enacted in the final years of the 18th century when strained rela- 
tions with France compelled the U.S. to develop a powerful navy. This force was funded by the 
Stamp Act of 1797, which required that federal tax stamps be purchased when transferring property 
from an estate. The cost of the stamp required to transfer property depended on the value of the 
estate and the size of the transfer. This tax was repealed in 1 802. 

The federal government resorted once again to transfer taxes In the 1860s when the Civil War and 
subsequent reconstruction forced the Congress to look for additional federal revenue. A series of 
Acts passed in 1862, 1864. and 1866 created and refined the first federal inheritance tax. In 1870 
Congress repealed this tax as demands for federal revenue eased. The transfer tax was once again 
enacted in 1898 to help finance the Spanish-American War. The tax was repealed in 1902. Prior to 
1916, therefore, the federal government did not rely on transfer taxes as a permanent source of 
revenue, but, rather, levied the tax as a temporary source of revenue during national emergencies. 

In 1916, the federal government enacted the estate tax along with the federal income tax. Sixteen 
years later, largely to prevent avoidance of the estate tax, the Congress enacted the gift tax. When it 
was enacted, the estate lax was imposed on estates in excess of $50,000 (about $650,000 in 1995) 
and the rate ranged from 1 percent to 10 percent. 

The transfer tax reached its peak as a source of federal receipts in the period from 1932 to 1941, 
when transfer taxes accounted for as much as 9.7 percent of total federal receipts. However, while 
other taxes were raised during the Second World War, the transfer lax remained unchanged so that 
transfer tax receipts fell to 1 .4 percent of total revenue by the end of the war. See Figure 1 on page 3. 

With the exception of the mid- 1930s. transfer taxes have never represented a significant share of 
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Frgure 2 

Total Transfer Tax Returns Filed 
(1950 - Present) 



Source: Intemel Revenue Service. 


The composition of estates varies significantly as the size of the estates increases. For example, as 
Figure 6 on page 8 shows, the percentage of Che estate represented by business assets (closely held 
stock, farm assets, limited partnerships) grows steadily with estate size, while real estate and cash 
tends to decline as a share of estates as the estate size increases. 

The Disincentive Effects of the Estate Thx 

The gift and estate tax is a tax on capital and is universally recognized as a disincentive to save and 
invest. Anyone facing the tax has a tremendous incentive to dispose of his or her resources rather 
than let them be confiscated by the federal government. These dispositions may take any number of 
forms of personal consumption or charitable donations. While the latter may represent socially 
desirable behavior, increasing personal consumption to minimize the savings exacted by the fedenU 
government is a counterproductive dissipation of precious resources, particularly for a country that 
has such a low private saving rate. 

For many taxpayers who are building up their persona) wealth through their own labor, the gift and 
estate tax is also a powerful disincentive to the hard work and long hours associated with success. 
Successful businessmen at some point face the prospect that, after the federal, state, and local gov- 
ernments have imposed their income, property, and ^es taxes on current income and assets, and the 
remainder is saved and plowed back into the business or other savings, the federal government will 
come along and take up to half of what is left through the estate tax. For individuals such as these, at 
some point they must surely ask themselves whether it would be better to continue to work so hard or 
to spend time with the family or on other, non-lmsiness related activities. 

Thus, the transfer tax discourages woik effort by some of the nation's most productive and gifted 
citizens — the dreamers and the visionaries whose hard work, skill, and luck have created new jobs 
and new markets. The question is, however, just how great a disincentive the estate tax is to this kind 
of productive activity. 

This is not an easy question to answer because the estate tax is a very different type of tax than we are 
accustomed to examining. When a sales tax is levied, the effect is either to raise the price of the 
product being taxed or to shift the tax onto labor in the form of lower wages or onto capital in the 
form of lower after-tax earnings for a given level of pre-tax earnings. In each case, however, expe- 
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Figure 3 

Estate Tax Marginal Rate Ranges 
(1916 -Present) 


— • — Lowest Margtnaf Rate 
— « — Higtiasi Mer^mal R«(« 



Source; House Ways and Means Committee, 1993. 


rience with sales taxes offers some intuitive sense of the consequences of a sales tax change of a 
certain size on a particular type of product. 

Similarly, experience offers a relatively clear picture of the effects of income taxes on the disincen- 
tives to work. Research indicates, for example, that for males earning low to upper-middle income 
wages, the disincentive effect of higher marginal lax rates is fairly low. while that for all women 
lends to be higher. Research, in accord with common sense, also tells us that the disincentive effect 
of higher marginal tax rates rises rapidly once an individual’s income reaches a certain level because 
the trade-off between the work required to earn an additional dollar of after-tax wages and enjoying 
the fruits of leisure quickly tills in favor of leisure over labor. 

To clarify the effects of the estate lax on the incentive to work, the Tax Foundation developed a 
model that allows a comparison of the disincentive effects of the estate lax and the income tax. 
Specifically, the model allows a calculation of how high the top income tax rate would have to rise 
for it to achieve the same level of disincentive effect as the current estate tax regime. 

Another way to think about (he model Is that it allows us to compare two scenarios. In the first 
scenario, an entrepreneur’s life experience of work, saving, wealth creation, and business expansion 
is considered in the context of the current individual, coiporate, and estate tax law. In the second 
scenario, the estate tax is eliminated and the individu^ and corporate income tax rates are raised 
until they produce the same after-tax bequest as under the first scenario. (The model is described in 
the Appendix to this testimony.) (pages 4 through 7 of the paper) 

The various simulations conducted using this model showed that the estate tax has roughly the same 
effect on entrepreneurial incentives as a doubling of income tax rales. In other words, federal in- 
come tax rates would need to be nearly twice their current levels to produce the same disincentive as 
the current estate tax. For example, consider an entrepreneur who is currently paying at the top 
income tax rate and whose non-corporate business is expected to allow him or her to leave an estate 
valued at $5.2 million. Tfiis estate under current law faces an effective marginal estate tax rate of 
about 44 percent. To achieve the same degree of disincentive through income taxes it would be 
necessary to raise the effective individual income tax rate to about 68 percent. According to this 
research, this pattern of implied income tax rate appears for a wide variety of estate sizes and busi- 
ness growth patterns. 

These results indicate that the estate tax creates a powerful influence on some of society’s most 
productive workers, those whose effort has allowed them to create jobs and opportunity for others by 
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Figure 4 

Distribution of Total Estate Wealth by Estate Size 
(1989 Estates) 



Source: Internal Revenue Service. 


offering goods and services demanded by others in the economy. There is a very good reason why 
Adam Smith called his famous work on the power of the free market economy to create prosperity: 
“The Wealth of Nations”. The estate tax is a tax on that wealth and, as such, is a direct levy on 
prosperity. 

Since the Super Bow! was played just three days ago. a sports analogy seems appropriate. Imagine 
a rule that says that for every touchdown scored by an individual player, the team gets six points. 
And, anytime a player scores more than one touchdown, the team must give up three points at the end 
of the game per extra touchdown scored. Jerry Rice of the San Francisco 49ers scored three touch- 
downs in the Super Bowl, giving the 49ers 2 1 points during the game, counting the extra point kicks. 
But. if the NFL had a rule similar to the estate lax, at the end of the game the 49ers would have to give 
back three points each for every touchdown scored after the first, so they would have to give back six 
points. Under these rules, is Jerry Rice going to try as hard to score that second or third touchdown, 
particularly since he was playing with a dislocated shoulder? That is what the estate tax looks like to 
a successful entrepreneur. 

Estate Tax Reform and the Family Business 

Estate tax reform that reduces the burden of the lax is a clear statement that society no longer deems 
the economic cost of the tax, or the unfairness of the tax to the taxpayer, to be a reasonable price to 
pay for the tax’s social policy goals. Such reform may be made in a number of ways. The most 
simple would be to reduce the tax rates or to increase the amount of the unified credit, and to index all 
elements of the tax. All of these changes would reduce the economic cost of the tax system. 

This cost may also be reduced by targeting the relief towards particular segments of society. For 
example, it may be suggested that the tax relief would have its greatest effect on reducing economic 
costs while having the least effect on society’s notions of tax fairness by reducing the estate tax 
burden on the estates of businessmen who started or inherited businesses and developed them into 
larger, thriving enterprises — what 1 call first-generation wealth. The supposition inherent in such 
targeted relief is dial society generally is inclined to hold it fairer that an individual who creates 
wealth through his or her own efforts should be allowed to keep a larger fraction of that wealth than 
should somebody who inherits wealth. 

A narrower policy goal is to reform the estate tax so as to allow family businesses to be inherited by 
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Figure 5 

Distribution of Estate Tax Returns by Size 
(1989 Estates) 



Source: Tax Foundation. 


Other family members. The estate tax can impose an enormous financial burden on a family busi- 
ness. Even medium-sized businesses cannot readily access the financial resources necessary to pay 
the tax. and certainly not without accepting financial burdens that can severely damage the viability 
of the firm. Consequently, the inheritors of a family business must often sell part or all of the 
business to outside Interests. Targeted estate tax relief could dramatically improve the possibility 
that a family business could be inherited. 

There is an important distinction, however, between a policy that would offer enough relief so that a 
family business could remain in the family, and relief that is so constraining as to become a policy of 
requiring that the family business remain in the family in order to qualify for the relief. These 
constraints may be politically necessary, but the price is less of a reduction of the economic cost of 
the tax as far as the entrepreneur is concerned in those cases whenever it is not possible or not desired 
that the business be passed on to other family members. If the intent of the reform is to reduce as far 
as possible the disincentives facing entrepreneurs in the process of creating first generation wealth, 
then the relief will have its greatest effects if it comes with the fewest limitations and constraints as 
possible. 

In other words, if the predominant policy goal to be attained in reform of the estate tax is to keep 
family businesses in the family, then limitations to the reform to that effect are appropriate. How- 
ever, if the predominant goal is to reduce the disincentives facing the entrepreneur building a suc- 
cessful business, then these limitations can be highly counterproductive. The difference is whether 
the policy is to make it possible for the family business to continue as such, or to require that it do so 
to receive the benefits. 

Comprehensive Tax Reform and Estate Tax Reform 

Comprehensive tax reform is widely anticipated, motivated largely by a recognition that the federal 
tax system remains harmful to economic growth and international competitiveness, and that its com- 
plexity and compliance burdens go far beyond the bounds of reason. There are a number of tax 
reform plans, both in the Senate and in the House, that have been introduced and that together repre- 
sent a rough starting point. Whatever their form these plans all have the reduction of the tax burden 
on saving as a key element. What is little recognized is that these plans all tend to put additional 
pressure on the estate tax system. 

A tax principle likely to undergird any tax reform effort is that all income should be subject to tax 
once and only once. Since many of the tax reform proposals would only tax income when it is used 
for consumption, income that is saved and that ultimately becomes part of the individual estate will 






not be subject to tax except through the estate tax. Also, the partial or complete elimination of the tax 
bias against saving that tax reform promises means that individuals will increase their savings rate. 
This, in turn, means that estate sizes will be much larger in the future than they would have been 
without tax reform. 

For these reasons, the estate tax is likely to play a far more integral role in the overall federal tax 
system following tax reform than it docs today. Because of the complexity of any comprehensive tax 
reform effort it is likely that the estate tax would not be given the attention it needs at that time, and 
so it may be advisable to complete much or all of the desired reform of the estate tax prior to the 
reform of the federal income tax system. 

Conclusion 

The federal gift and estate tax lies at the crossroads between redistributionist social policy and eco- 
nomic policies to foster prosperity. The tax poses a tremendous disincentive to work, save, and 
invest. This disincentive can be acutely felt by entrepreneurs trying to build their businesses. 

Estate tax reform may be either general or targeted in nature. If estate tax relief is targeted specifi- 
cally to reduce the disincentives facing entrepreneurs, then the relief should include as few limita- 
tions and constraints as possible because these limitations also limit the effect of the relief. If the 
relief is intended to allow for businesses to remain in the family, then Congress will need to be 
careful in deciding between a policy of allowing the business to remain in the family versus a policy 
of requiring that it remain in the family to qualify for estate tax relief. 
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APPENDIX: A Model of Estate Taxes and Wealth Accumulatiou 


The model referred to in the above testimony is a mathematical exposition of an individual 
entrepreneur’s wealth accumulation and allocation decision. Because the process of 
accumulating and allocating wealth occurs over two distinct periods of an individual’s life -- 
working and retirement - the model is divided into two parts. The first illustrates how 
wealth is accumulated during an individual’s working years. The second part details how a 
portion of this wealth may be consumed during retirement. Both parts of the model were 
constructed by combining six equations. These equations describe the following: 

(1) The accumulation of wealth over time; 

(2) The entrepreneur’s total after-income tax income in each period; 

(3) The entrepreneur’s labor income in each period, which accounts for the 
disincentive effects of the personal income tax; 

(4) A representation of the growth of the entrepreneur’s business assets each year; 

(5) An expression detailing the entrepreneur’s accumulation of equity in the 
business; and 

(6) An expression of the entrepreneur’s personal consumption each year. 

A short description of each of these equations, as well as a brief explanation of how they are 
combined is given below. A complete description of the equations and the solution to the 
model is available from the Tax Foundation. 

During an individual’s life, wealth will accumulate as income exceeds consumption. This is 
given by the simple equation: 


If'j 




( 1 ) 


where wealth at the end of the current year, Wj, is the sum of accumulated wealth from the 
prior year, Wj.,, plus income earned during the current year, Ij, less current year 
consumption, C,. 


During each year of an individual’s life, income is received from any of three sources: (1) 
labor compensation; (2) the equity which accrues as a result of the growth of business assets; 
and (3) income from assets held outside the business, which is referred to here simply as 
interest. All labor income is received from the business and has two components: wages and 
distributions Of equity. Interest is earned on all wealth that is not part of the business. 

Income is therefore given by the equation: 

.r, ] (2) 

where income received in any year, I, is the after-tax sum of wages received during that 
year, w, distributions of equity received that year, D, the interest earned on wealth held 
outside the business during that year, F, and the equity accrued from the growth of business 
assets during that year, A. Wage and interest income are assumed to be subject to the 
individual income tax, t;. Income generated by the growth of business assets is assumed to 
be subject to either the individual or corporate income tax, t^, depending on how the business 
is strucmred. If the business is structured as a taxable corporation, equity distributions are 
assumed to be subject to both the individual and corporate income taxes. 


Each year an individual’s labor income is given by the expression: 




(3) 
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Recall chat an individual’s labor income is composed of both wages and equity distributions. 
As a result, L depends on the individual and, in some cases, the corporate income taxes. To 
avoid undue complexity, this model does not account for payroll taxes imposed on wage 
income. 

The growth of an entrepreneur’s business assets is given by the expression: 

(4) 

.'.1 

where A depends on the individual and, in some cases, corporate income taxes. 

Each year, as the business grows, it generates income. As stated above, this income is 
subject to taxation by either Che individual or corporate income taxes, depending on how the 
firm is structured. The model also allows the entrepreneur to consume a portion this 
income. When the firm is structured as a taxable corporation, the after-Cax, unconsumed 
equity, E, that an entrepreneur acquires in any year is given by: 

E=f,[A ,t, ,t, ,Y, ] (5) 

where E depends on growth of the business. A, the individual and in some cases the 
corporate income taxes, t| and 4 , and consumption out of after-tax income generated by the 
growth of business assets, 7 ,. 

Individuals may consume out of all components of income. Therefore consumption is given 
by the expression: 

The marginal and average propensity to consume out of after-tax wage, dividend, and interest 
income is yo- Consumption out of after-tax income generated from the growth of 
undistributed business equity is given by 7 ,. 

The complete model of an entrepreneur’s wealth accumulation and allocation decisions is 
created by combining the five equations described above. An entrepreneur’s pattern of 
wealth accumulation may be mapped out by observing the value of Wj (equation ( 1 )) each 
year. As stated above, during each year of an individual’s career, income, I (expression 
(2)), is determined by labor income consisting of wages, w, and dividends, D; interest 
received on wealth held outside the business, F; the growth of business assets. A; and by the 
individual and corporate income tax rates, t, and t^. Labor income earned in any particular 
year is determined by the specific equation assigned to represent expression (3). The amount 
of interest bearing wealth held in any year is determined in prior years. The amount of 
business assets held in any particular year is determined by the specific equation assigned to 
represent expression (4). Consumption, Cj (expression (5)), during each year of an 
individual’s career is determined by income and by the values assigned to 70 and 7 ,. During 
each year of retirement, income is determined by the amount of interest bearing wealth that 
the individual has accumulated and by the continued growth of the business. Consumption 
during each year of retirement is assumed to be equal to that in the last year of the 
individual’s career. The model is designed so as to allow for the consideration of a wide 
variety of income, wealth accumulation, and consumption profiles. 
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Mr. Ensign. Thank you. 

Mr. McNutt. 

STATEMENT OF LEE WILLIAM MCNUTT, JR., PRESIDENT AND 

CHIEF EXECUTIVE OFFICER, COLLIN STREET BAKERY, 

CORSICANA, TEX., ON BEHALF OF NATIONAL FEDERATION 

OF INDEPENDENT BUSINESS 

Mr. McNutt. Thank you, Mr. Chairman. 

I am Bill McNutt. I am president of the Collin Street Bakery in 
Corsicana, Tex. Corsicana is a community of 23,000 people, 50 
miles south of Dallas, and my company is the primary employer 
there. 

My family’s business began with my father going stone broke 
during the Depression, along with millions of other Americans. He 
began rising from the ashes in 1933 with an $800 investment in 
a business in Corsicana from the money that came from my moth- 
er’s $1,200 inheritance from her just-deceased father who was a 
small farmer. With the other $400, they invested in a house. 

That is a rather humble beginning 62 years ago, but during those 
years has emerged what is a very successful, small, family-owned 
enterprise. I think we are typical of the success of American entre- 
preneurship, combining sometimes really backbreaking work on the 
part of my father in the early years with a lot of good fortune along 
the way. 

We have grown to a place where now, in the third generation, 
we have sufficient assets in the company that, upon my death, it 
will probably have to be sold. In other words, the penalty for suc- 
cess with our death tax rates is just that punitive. 

When my father passed away 23 years ara, the company — he had 
already transferred sums to me in the sto«, and the company was 
not of sufficient value for there to have been an overwhelming es- 
tate tax. I got the rest of his stock through my mother before her 
death last year. 

We have enjoyed really tremendous growth during the past 23 
years, during which time our foreim sales have grown from zero 
to 25 percent of our total volume. We are quite proud that we are 
able to do something about our Nation’s disastrous balance of pay- 
ments and have been awarded the Department of Commerce’s 
Presidential E Award for excellence in exporting. 

We are a niche business. We have one product and that is a 
fruitcake that we market by direct mail only. We market it world- 
wide. We served over 400,000 customers last year, who ordered our 
beautiful little fruitcakes primarily as Christmas gifts, by phone, 
fax and written order. 

During these past 23 years the growth cycle — primary growth 
cycle of our company — we have grown from 24 to 85 full-time em- 
ployees. They have marvelous jobs. They have fully paid pension 
plans. They have a 401(k) plan that we match dollar for dollar. 
They have full health coverage. We really do not know how to be 
a better employer than we are. 

I have steadfastly refused to let the company be sold into larger 
hands — and we have rather frequent opportunities — ^because I am 
convinced that we can best serve our customers and our employees 
and ourselves by remaining staunchly independent. Because if 
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some giant corporation were to take over our operation and see the 
way we operate, they would first think we were crazy, but they 
would alter the company, I am convinced, beyond recognition, to 
the point where in a few years it very well might not exist. 

The second and prima^ reason for not wanting to sell the com- 
pany is my wish to pass it along to my children — two sons and two 
daughters. My heir apparent is a 38-year-old young man who start- 
ed to work at the bakery summers when he was 11 and 12 years 
old. I would take him to work for me at 8 o’clock in the morning, 
and he would sweep the curbs, go home for lunch and have the 
afternoons free. Very tj^pical, I expect, of the way many fathers 
have brought their sons into the business. 

He has worked in every department. He is very able, and he is 
ready to take over our enterprise. And nearing 70 years of age and 
after 37 years with the company, I am about ready to pass the 
baton. 

But under current estate laws I fear that the baton will be 
passed on only temporarily because at the death of myself and my 
wife there is no way the money is going to be there to pay the es- 
tate taxes. 

We have bought insurance to the extent that it is realistic. Well 
over half my assets are in our family-owned business. It may very 
well have to go under the hammer. 

I have written memorandums to my children and told them on 
the death of their mother and myself that they are to sell every 
asset, everything that we own, everything that my wife and I have 
accumulated through our lifetime. I recommend; If you want to 
keep the Collin Street Bakery, you sell it off, sell the kitchen sink, 
sell the home, sell your mother’s jewelir, sell the art. If it has a 
dollar value, you sell it, emd it might bring you enough money, 
combined with a substantial bank loan, to allow you to keep our 
company. 'That is how punitive the tax rate is on a small family 
held business. 

Mr. Ensign. Mr. McNutt, if ctm you wrap it up. Your 5 minutes 
is up. Can you wrap it up real quick? 

Mr. McNutt. All right. 

The gentleman who said the power to tax is the power to destroy 
could not have been more foresi^ted than he was. And you people 
on this committee particularly have the opportunity to reverse a 
40-year trend towanl socialism and redistribution of the wealth in 
this country and return us to the track of capitalism and free en- 
terprise. 

We pray your success. We urge your attention to the elimination 
of small businesses from estate tax laws so they can continue to op- 
erate within families. 

'Thank you very much. 

[The prepared statement follows:] 
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TESTIMONY OF THE 

NATIONAL FEDERATION OF INDEPENDENT BUSINESS (NFIB) 


Witness: Lee William McNutt, Jr. 

President / CEO, Collin Street Bakery 
Corsicana, TX 

Subject: Impact of the Estate Tax on Small Business 

Before: House Committee on Small Business 

Date: January 31, 1995 

The National Federation of Independent Business appreciates the opportunity to submit 
testimony on the issue of estate taxes and their impact on small businesses. NFIB is the nation's 
largest small business organization representing over 600,000 small business owners from all fifty 
states. NFIB sets its public policy positions through regular polling of the membership. 


Costs of the Estate Tax 

The process the Committee and the Congress is now engaged in presents an historic 
opportunity to relieve America's small business owners from government-imposed burdens and 
to open the door to economic expansion and job creation in the small business sector. The 
federal estate tax represents perhaps the greatest burden today on our nation's most successful 
small businesses. 

At roughly one percent of annual revenues, this tax is hardly worth the devastation it 
causes to family businesses and farms, entrepreneurship, and our nation's international 
competitiveness. The costs of such damage to small businesses and our nation's economy is 
unquestionably high. 

Small Business; America’s Path to Jobs and Independence 

Evidence continues to suggest clearly that small business plays a rather remarkable role 
as a job creator and provider of personal opportunity, security and independence for millions of 
Americans. Consider the following: 

Jobs. Since the early 1970s, small firms have created two of every three net new jobs 
in this country (created jobs minus lo.st jobs). The nation's small business job machine has 
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shown a capacity to produce in either good or tough times. From 1989 to 1991, a period of 
minimal economic growth, firms with fewer than 20 employees created virtually all net new jobs 
in the country. 

Demographics, Almost all businesses are small businesses. There are approximately five 
million employers in the United States. About 99 percent of them are small employers. Small 
business as a whole employs more than half of the private sector workforce. Most small firms 
are not set up as C Corporations, but as proprietorships, partnerships, and subchapter S 
corporations. 

Values. Small business holds out to our citizens great hope. Small business offers a road 
map to the American dream that allows any American with a good idea and talent to follow it 
to economic freedom and security by starting their own business and working hard to make it 
a success. And possibly the ultimate American dream is to be able to pass that successful 
business on to one’s children. 

Evidence indicates that the vast majority of America's small closely-held businesses are 
family businesses. Although it is difficult to precisely define a "family business”, there are clear 
characteristics of the family business which distinguish it from others. While other businesses 
are usually driven entirely by return on investment, the family business is most often driven first 
by other priorities - like relationships and longevity. Family businesses are generally much 
smaller than publicly-traded corporations, but possess certain advantages over these larger 
businesses. For instance, being private, family businesses do not have to worry about quarterly 
earnings reports for stock analysis, and can instead focus on long-term value enhancement, even 
if it means losing money in the short-term in some cases. Additionally, family businesses operate 
without a rigid bureaucracy, consequently, they can respond quickly and intuitively to changes 
in business environments. On the other hand, because of personal considerations, such as a 
desire to pass the business on to one’s children, a family business may not always make purely 
rational decisions in a market-driven sense. Family businesses play a far greater role in this 
nation’s economy than many might think - estimates indicate that they produce roughly half of 
our nation’s gross domestic product. 

The Need for Estate Tax Reform 


NFIB considers estate tax reform to be crucial to the continued survival of the small 
American family business. Current estate tax rates cripple a small business passed on to heirs, 
and often force them to liquidate a business they have worked in their whole lives. High estate 
taxes may provide government revenue in the short run, but the long-run losses far outweigh the 
gains - a productive business is extinguished, many jobs are lost, and the American dream of 
growing a business and preserving it beyond one's lifetime by passing it on to heirs becomes 
impossible to achieve. 

Because all assets are included in determining estate tax calculations, such as the 
decedent’s home and other personal a.ssets, many productive businesses worth far less than the 
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current exemption level become victims of the estate tax. Because so many small businesses 
operate on cash flow, often with extremely small or negative profit margins, current law allowing 
small businesses to spread their tax liability over ten years does not provide adequate relief. 

Small businesses are also panicularly vulnerable to the intricacies of estate tax law. 
Although some owners can ensure a successful transfer to heirs by purchasing life insurance and 
through other methods, many cannot afford this kind of planning or do not have the time to meet 
with estate planners because most of their energies are directed toward keeping the business 
running. Unfortunately, unlike a publicly traded corporation which continues operation regardless 
of how shareholders plan for their death, a closely held business, unless there has been careful 
planning, is usually devastated by the death of an owner. 

Impact on Small Business 


Current estate lax rates range from 37 to 55 percent. Faced with the tremendous burden 
imposed by this tax upon their death, a business owner will react in several of the following 
ways: 

1) The business owner will not expand the business. Especially in later years of the 
business owner's life, large capital expenditures for long term growth make little sense when the 
family will soon be forced to sell or liquidate the busine.ss. This disincentive to growth means 
lost opportunities, lower productivity, and lost jobs. In fact, the existence of estate taxes can 
deter many potential entrepreneurs from starting a business at all. 


2) The children will not participate in the business. Knowing that taxes will prevent 
children from continuing operation of a family business, the busine.ss owner will often discourage 
their children from working in the business and encourage them to gain experience elsewhere. 
If the children do actively participate in the business, their experience and knowledge will often 
go to waste when the business is forced to be sold off. A recent survey of family businesses by 
Mass Mutual Life Insurance showed that only 57 percent of owners planned on keeping the 
business in the family, down from 65 percent a year ago; taxes were cited as one of the prime 
reasons for plans to sell out. 

3) The business owner will pay dearly in estate ptanning costs. Even If the business 
owner has the foresight to plan early for their death, the expense of this planning, in insurance, 
legal and accounting costs, can be enough to eliminate a business’ small profit margin. These 
extra insurance, legal and accounting costs are especially burdensome because small businesses 
survive on cash flow, not profit In the NRB Education Foundation's survey entitled Small 
Business Problems and Priorities, cash flow ranked as the third highest problem for small 
business, behind only the cost of health insurance and federal taxation. Coming up with the cash 
to pay bills and make payroll is a constant challenge in a small firm. Money left in the business 
-- cash flow -- is the difference between life and death for most new businesses. The costs to 
small business and society as a whole are high — instead of using these funds to expand, create 
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new jobs, and become more productive and competitive in the international marketplace, small 
businesses must spend the money on estate planning costs. 

4) Heirs may not be able to afford tax payments. Despite some planning, heirs are often 
still imposed with some significant tax burden. Even paid out over time, taxes may be too much 
of a burden to survive in an internationally competitive marketplace. 

Fire-Sale of the Family Business 

What this means is that all too often the family business is sold-off, either before the 
owner’s death or by the estate. Most often, a ready market does not exist for the sale of a small 
family run business. Consequently, the business is subject to a fire-sale - either liquidated 
entirely or sold intact for a price far below its true value. Additionally, much of the value of a 
family business often comes from the experience and know-how of those who run it - the family 
members. Their stewardship often makes the difference between a profitable, successful business 
enterprise, and a dying one. 

All too often, the family business or farm will be bought-up by a large business such as 
a corporate conglomerate at a price that's a fraction of the real value of the business. While the 
large business may gain some of the assets of the small business, most of the real value of the 
former business is lost - the entrepreneurial .spirit, know-how and ingenuity, the small business' 
flexibility and usually most if not all of the jobs. What might have become an Apple computer 
instead becomes another division of a large cash register sales company. 


Contrast this with what happens when a shareholder in a corporation traded on the New 
York Stock Exchange dies. Because there is a ready market for the stock, the estate can easily 
sell off enough to pay taxes. The value of that stock does not decline because of the sale. 
Although the stock may have new owners, the operation of the corporation continues completely 
unaffected by the shareholder’s death. 

Public Policy Reasons for the Estate Tax ? 

The philosophy behind the estate tax started with early Americans who were trying to 
prevent the pooling of too much wealth in too few families, as had occurred in Europe. Today, 
however, this philosophy is fundamentally flawed. When applied to closely-held business assets, 
ironically, the tax produces just the opposite result — often forcing family-owned businesses to 
.sell-off to larger public corporations, further concentrating the wealth and power of this country 
and encouraging monopolistic controls of markets. This philosophy also ignores the tax’s impact 
on communities that are dependent on these businesses, and its deleterious impact on our nation’s 
international competitiveness against foreign countries like Japan and Germany who do not 
impose this kind of estate tax burden and who encourage the continuation of family-run 
enterprises. 
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NFIB Estate Tax Refonn Proposal 

NFIB strongly supports the Contract with America's Job Creation and Wage Enhancement 
Act proposal to raise the estate tax exemption from $600,000 to $750,000, and to index the 
exemption to inflation. It is a very needed first step. We further propose that the value of 
closely-held business, farm and ranch assets in an estate be exempted from estate taxes 
altogether. 

Exempting closely-held business, farm and ranch assets from estate taxes would ensure 
that the business will continue and that the jobs of its employees will be protected. Moreover, 
this exemption would eliminate the strong disincentive that now exists for business owners to 
continue to develop their business and create jobs as they reach their later years in life. A recent 
study by the Tax Foundation found that today's estate tax rates have the same disincentive effect 
on entrepreneurs as a doubling of current income tax rate. 

Total federal estate tax revenue represents only about $12 billion annually. Business 
assets represent roughly 12 percent of this $12 billion - about $1.4 billion a year. In other 
wor^, for $1.4 billion annually every closely-held farm, ranch, and small business in 
America could be exempt from the federal tax collector’s axe. 

To ensure this exemption would be appropriately targeted to family businesses and farms 
that need it, the NFIB proposal would apply the exemption only to closely-held businesses that 
constitute a major portion of the decedent's estate, such that liquid assets are not available to 
allow the business to remain intact Further, heirs would have to continue operation of the 
business for at least ten years, or some of the estate ux would be recaptured on a pro-rata basis. 
Finally, to prevent abuse, the proposal would exempt from estate taxes only those assets 
necessary for the active operation of the business. 

By restoring incentives to continue operation of closely-held businesses in the family, this 
proposal would fuel economic growth in the sector which produces more than half of our nation’s 
gross domestic product. Any loss of revenue by static analysis would likely be more than 
compensated by a greater tax base in the small business sector. 

Conclusion 

Current estate tax rates impose an often overwhelming burden on our nation’s small 
family-run businesses. The small amount of revenue this ux generates is hardly worth the long 
term damage impacted on these enterprises ~ in the long run the ux means less economic 
activity, job loss, and prevention of the continuation and fulfillment of the American dream of 
operating one’s own business and passing it on to one’s children. 

Exempting business assets from esute uxation would remove the single greatest 
government burden imposed upon small family businesses, setting national priorities where they 
should be: encouraging the continued operation and expansion of family businesses through 
generations. 
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Mr. Ensign. Thank you for your testimony. 

Mr. Turner. 

STATEMEOT OF JIM TURNER, CHAIRMAN, ESTATE AND GIFT 

TAX SUBCOMMITTEE; VICE CHAIRMAN, TAX AND CREDIT 

COMMITTEE, NATIONAL CATTLEMEN’S ASSOCIATION; AND A 

RANCHER, SARASOTA, FLA. 

Mr. Turner. Mr. Chairman and members of the committee, 
thank you for your concern about the estate tax impact on farmers, 
ranchers and other family businessowners. The National Cattle- 
men’s Association appreciates the opportunity to discuss these is- 
sues with you today. 

I am Jim Turner. I am vice chairman of the tax and credit com- 
mittee of the National Cattlemen’s Association; and, as such, I 
chair that committee’s estate and gift tax subcommittee. I am also 
a practicing real estate and tax attorney and have done some es- 
tate tax work for families in agriculture. 

Our family has owned a cattle and citrus enterprise in Sarasota 
County, Fla., for the last 50 years or so. My late father, Latimer 
H. Turner, is a past chairman of the tax and credit committee of 
the NCA and a past president of the Florida Cattlemen’s Associa- 
tion. 

One of the National Cattlemen’s Association’s top priorities this 
year — and, indeed, for many of the last several years — is estate tax 
reform. As Congressman Barrett testified earlier this morning, the 
average age of cattlemen in this country is now 55 years old. That 
statistic suggests that there are currently a lot of senior family 
members owning ranches whose families will soon face the burden 
of Federal estate taxes. The number of cattle operations in this 
country has declined 20 percent from 1981 to 1993, to the lowest 
level of the century. The impending burden of Federal estate taxes, 
we believe, is only likely to accelerate that trend. 

We feel the burden of estate taxes has contributed to families 
selling their family farming and ranching enterprises, resulting in 
the concentration of these enterprises in fewer and fewer hands. 
■This concentration, we feel, is leading to the deterioration of rural 
America. 

The estate tax was implemented, as I understand it, out of some 
populist notion that the estate tax would prevent an accumulation 
of wealth in a few privileged hands. However, we believe it has 
done just the opposite. The estate tax has caused further con- 
centration of ownership because when families have to liquidate 
their operations to fund estate taxes, the only buyers with enough 
capital to buy are large, publicly owned corporations. Family-owned 
businesses are spending what capital they have trying to plan 
around estate taxes, not planning to expand. 

My written comments recommend a number of amendments to 
estate tax laws to soften their impact. However, we feel even more 
needs to be done. The estate tax acts as a huge drag on the reten- 
tion and expansion of family-owned businesses. It provides a dis- 
incentive to savings and stifles the type of capital investment 
which could lead to higher productivity and more and better jobs. 

A tax with a rate as high as 55 percent imposed on death, an 
event that no one has very much control over, when the family 
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business may not have the liquidity to pay the tax, is such a fright- 
ening thought that families spend an inordinate amount of time 
and resources planning around estate taxes rather than planning 
for CTOwth and increased productivity. 

The liqxiidity problem is what distin^ishes family-owned busi- 
nesses from estates of individuals holding marketable securities 
and other liquid assets. Coupon clippers can easily liquidate their 
holdings to pay estate taxes, but most family-owned businesses 
cannot. 

Our family is a case in point. My grandfather bought our ranch 
in the early forties. The growth in southwest Florida has enhanced 
property values in our area. My father and uncle borrowed a large 
sum of money to buy my grandfather out over 20 years ago out of 
fear for the growing estate tax problem in my grandfather’s estate. 
The resulting debt service has been a drain on our operation ever 
since. Our operation is already being taxed, you see, in a sense, to 
plan for estate taxes. 

With the death of my father a couple of years ago, we are scared 
to death — or should I say we are scared of death. Our family is now 
buying life insurance on the lives of my mother and uncle to pro- 
vide some liquidity to pay estate taxes on their deaths. This is ad- 
ditional money that could have been used to expand our operations 
that is now going toward estate tax planning. The sad fact is, de- 
spite all our planning, we will have to sell a substantial portion of 
our ranch to pay estate taxes when my mother dies. 

The unified credit and section 2032A benefits are not big enough. 
The operation will not cover the debt service on section 6166’s es- 
tate tax installment payments. We cannot afford to buy enough life 
insurance, and we cannot gift it away fast enough. 

Furthermore, the buyer from my mother’s estate will quickly 
grow houses, not cattle and oranges. My brother, who now runs our 
cattle operation, will be out of a job. 

This is why my father encouraged me not to get into agriculture 
but into some service profession, knowing that estate taxes would 
take away our fixture in a|;riculture. 'This will also be a loss to the 
environment. Our operation was awarded the NCA’s Environ- 
mental Stewardship Award for the State of Florida 2 years ago. We 
love and care for our land the way only long-term owners of land 
can love it. 

The environment in our area would benefit from allowing fami- 
lies like ourselves to continue to own and ranch our land, rather 
than forcing us to sell it prematurely to develop it to pay estate 
taxes. 

There is a prcmosal supported by a number of business CToups, 
including the NCA, designed to reduce the estate tax burden on 
farmers and other businessowners. This proposal, which we hope 
will be introduced soon, is similar to H.R. 5032, the Family Preser- 
vation Act sponsored by Congressmen Brewster, McCrery and oth- 
ers in the 103d Congress. 
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This would be a strong incentive for successful entrepreneurs, in- 
cluding cattlemen, to keep working and creating jobs rather than 
selling out to others. It eliminates the estate tax for estates holding 
50 percent or more of assets in family-owned businesses. 

We urge your serious consideration of these proposals and, in the 
meantime, consideration of the amendments to existing law we 
have suggested in our written comments. 

Thank you for the opportunity to speak to you. 

[The prepared statement follows:] 
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TESTIMONY OF JIM TURNER 
NATIONAL CATTLEMEN’S ASSOCIATION 

Mr. Chairman, Mr. Gibbons, members of the House Ways and Means Committee, 
thank you for your concern about the estate tax impact on farmers, ranchers, and other 
family-owned businesses. The National Cattlemen’s Association appreciates the 
opportunity to discuss these issues. 

I am Vice-Chairman of die Tax and Credit Committee of the National Cattlemen’s 
Association and Chairman of the Estate and Gift Tax Subcommittee. I am a cattlemen and 
a practicing attorney, concentrating on real estate and tax matters. While my tax 
background primarily involves real estate, corporate and partnership matters, I have done 
some estate tax work as well, particularly for families in agriculture. Our family has owned 
a cattle and citrus enterprise in Sarasota County, Florida, for the past 50 years or so. My 
father, Latimer H. Turner, who is now deceased, was a past chairman on NCA’s Tax and 
Credit Committee and a past-President of the Florida Cattlemen’s Association. 

One of the National Cattlemen’s Association’s top priorities for the coming year is 
estate tax reform. Indeed, estate taxes have been a priority issue for the NCA for many 
years. Currently, 80% of beef cattle operations have remained in one family for 25 years or 
more, with 42% over 50 years, and 12% more than 100 years. Surveys indicate the average 
age of cattlemen is now 55 years. Those statistics suggest that there are currently a lot of 
senior family members owning ranches whose families will soon face the burden of federal 
estate taxation. The number of cattle operations has declined 20% from 1981 to 1993, to 
the lowest level of the century. The impending burden of federal estate taxes is likely to 
only accelerate that trend. 

We feel the burden of estate taxes has contributed to families selling their family 
farming and ranching enterprises, resulting in the concentration of these enterprises in fewer 
and fewer hands. This concentration is contributing to the deterioration of rural America. 
Therefore, the NCA supports a number of proposals for modification of the federal estate 
and gift tax laws which would benefit farmers, ranchers, and other family business owners. 

I will discuss several changes we suppwL We urge you to take this historic 
opportunity provided by the recent elections and fundamentally change estate tax laws as 
they apply to family businesses. 

The NCA applauds your efforts in introducing the Jobs Creation and Wage 
Enhancement Act of 1995 (H.R. 9) which contains the provision to increase the Unified 
Estate and Gift Tax Credit to $750,000 and index the amount thereafter. Inflation has 
eroded the benefit of the current $600,000 Unified Credit Equivalent limit just as the benefit 
limit on Section 2032A has been eroded over tiie last several years, as discussed above. 

The NCA encourages a re-examination of the entire estate and gift tax structure, 
and its impact on family owned businesses. There is a proposal supported by a number of 
business groups, including our organization, designed to reduce the estate tax burden on 
farmers, ranchers, and other family-owned businesses. This proposal, which we hope win 
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be introduced soon, is similar to H.R. 5032, the Family Preservation Act, sponsored by 
Congressmen Brewster, McCrery and others in the 103rd Congress, would eliminate the 
estate tax liability on family business assets when at least half the value of the estate is a 
family owned business. It contains several qualifications to prevent abuse. This is a strong 
incentive for successful entrepreneurs, including cattlemen, to keep working and creating 
jobs, rather than selling out to others. A June 2, 1994 study of the Tax Foundation 
concluded that estate tax laws can have roughly the same disincentive effects on 
entrepreneurial activity as a doubling of income tax rates. Such a burden cannot stand. 

If the estates of farmers and ranchers are required to sell their agricultural holdings 
to pay estate taxes, particularly in our area of southwest Florida, the land will most likely be 
sold to corporate or foreign agricultural interests or to development interests and the 
development process will be accelerated. The members of the NCA know their land, they 
love their land and they have been good stewards. Most of the ranchers in our area want to 
stay in agriculture. The environment would benefit from leaving these lands as-open space 
and in the hands of the current owners. However, the burden of estate taxes as currently 
imposed may take this decision away from them. 

As mentioned earlier, several of the business groups that the NCA works with have 
listed estate tax reform as a priority issue, including the Independent Bankers Association of 
America, the American Farm Bureau Federation, National Small Business United, Small 
Business Legislative Counsel, the National Federation of Independent Businesses, and many 
more. The White House Conference on Small Business is currently holding conferences 
around the country in preparation for the national conference on June 1 1 through 15, 1995. 
We will use this forum to discuss and promote estate tax reform for family-owned 
businesses. 

Cattlemen were actively involved in the initial discussions of Section 2032A, Special 
Use Valuation, which allows farmers and ranchers to value their property based on 
productive values rather than market value forestate tax purposes. We strongly support 
this very useful estate tax tool and request that the following changes be considered in the 
104th Congress. 

The maximum amount an estate can be reduced by electing Special Use Valuation 
pursuant to Section 2032A has been fixed for the past several years at $750,000 (for 
decedents dying on or after January 1, 1983). Therefore, the benefit of this reduction in 
estate tax valuation available to farmers and ranchers has been eroded. Congressmen BUI 
Thomas from California has introduced H.R. 520 to double the 2032A valuation limit from 
$750,000 to $1,500,000. Congressman Wally Herger from California has introduced H. R. 
532, which indexes the $750,000 valuation limit We applaud their efforts and support 
both of these bills. 

Section 2032A, in addition to Internal Revenue Code Section 6166 {Installment 
Payment of Estate Taxes) both require recapture of the benefits provided by those sections 
if the farmland is cash-leased after death, even to a relative. We believe that a cash lease to 
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a relative Mtisfips the public policy goal of keeping farmland “within the family” after death. 
Therefore. Sections 2032A and 6166 should both be amended to allow farmland to be cash- 
leased to a relative after death without requiring a recapture of the benetits under 2032A 
and 6166. This idea has been endorsed by a number of Representatives and Senators over 
the years and has been introduced in various forms through several packages of legislation, 
but has not yet passed. Senator Kassebaum of Kansas and the then-Chairman of the Senate 
Finance Committee Bentsen of Texas engaged in a colloquy on the record Match 13, 1992, 
suggesting that they would ofier such an amendment in the anticipated Technical 
Corrections Legislation that year and encourage the Department of the Treasury and the 
Internal Revenue Service to suspend action in tills area until Congress had the opportunity 
to correct this technical problem. However, the Internal Revenue Service and the Treasury 
have not withdrawn from this issue; they are still litigating it 

On a related matter. Section 6166 (InstaUment Payment of Estate Taxes) is often 
used in tandem with the special use valuations provisions of Section 2032A. Section 2032A 
allows property to be considered qualified if it is used and held for use as a farm or other 
closely-held business by the decedent at a member of his family such that a cash lease by the 
decedent to his family prior to death would qualify. However, for the purposes of Section 
6166, farmland leased on acash basis prior to death, even to a relative or to an entity 
owned by the same individuals as own the land, will not qualify as a closely-held business 
under Section 6166. Therefore, Section 6166 ^ould be amended to conform with Section 
2032A. 


Furthermore, the Treasury Regulations under 2032A currently require compliance 
with a lot of detailed filing procedures for a farmer or rancher to be entitled to the benefits 
of Section 2032A. The regulations allow an estate the opportunity to cure procedural 
defects only if the original filing substantially complies with the regulations. There has been 
a lot of litigation over the question of the circumstances under which an executor has 
“substantially complied.'' We believe an executor should be allowed to supply any missing 
information witiiin a reasonable period of time (not to exceed 90 days) after notification by 
the I.R.S. of a procedural deficiency without regard to the question whether the original 
filing “substantially complied” with the regulations. The current interpretation of substantial 
compliance, which is limiting, has resulted in hardship and, we feel, unintended results. A 
provision clarifying substantial compliance has been contained in Tax Simplification bills 
introduced by this Committee and the Seiuue Finance Committee each year for the past 
several years. We appreciate your support for that legislation, and would urge the 
“substantial compliance” provision dealing with Section 2032A be reintroduced and passed 
in the 104th Congress. 

Congress needs to retroactively invalidate the effective regulations Section 
20.2032A-8(aX2), which was deemed to be invalid by the court in Estate of Miller v. 

U.S.A. (U.S. DisL Ct for Central DisL Illinois, March 9, 1988) 88-USTC 113,757, thereby 
making clear that Section 2032A of the Internal Revenue Code does not require a 2032A 
election as to 25 percent of the estate, but merely requites that 25 percent of the estate 
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qualify for the election. I am enclosing a raemorancium to the NCA’s Tax and Credit 
Committee from me dated November 22, 1991 which further explains this issue. 

Another problem with the regulations under 2032A is the requirement that every 
heir holding an interest in an estate, no matter how small, how contingent, or how remote, 
must sign the recapture agreement pursuant to the benefits of Section 2032A if die farmland 
is disposed of within ten years of the date of death of the decedent There ought to be some 
provision pursuant to which the holders of small contingent interests, such as that 
actuarially valued as equal to or less than two percent of the total, do not have to sign the 
recapture agreement The federal tax lien created by the Code on the subject farmland 
would be sufficient to enforce the Treasury’s recapture tights under 2032A if the property 
was sold within the ten-year period. 

Another issue that has become relevant in an estate in family-business estate that 1 
am handling has to do with the full payment requirement which is a JurisdictionaL 
prerequisites to having a tax controversy heard in our federal district courts. The facts are 
as follows. A member of a family which owned a closely-held business died and the 
decedent’s closely-held business interest was included in the estate. The estate qualified for 
Section 6166 installment payment of estate tax and made that election. The I.R.S. audited 
the estate and challenged the valuation of the closely-held business interests reported in the 
estate tax return. A deficiency letter was issued and our client was faced with the options 
of paying the amount of the deficiency and seeking a refund in the federal district court, 
wWch requires prepayment of the amount of the deficiency, or petitioning the tax court for 
review. For a variety of reasons, we would have preferred to go to the federal district 
court. However, the full payment rule would not only have dictated that our client prepay 
the full amount of deficiency in order to have jurisdiction to go to the federal district court, 
but our client would also have had to prepay the amount of taxed the estate admitted were 
due and owing but which had been deferred pursuant to Section 6166. The burden of 
borrowing the amount of the deficiency to prepay that amount together witii borrowing the 
amount that had otherwise been legitimately deferred pursuant to Section 6166 was 
overwhelming, leaving our client no other choice but to go to the tax court. This situation 
needs to be changed. The full payment rule needs to be modified such that estates do not 
have to prepay the amount of taxes admittedly owing and deferred under Section 6166 but 
only have to prepay the amount of the deficiency in order to have jurisdiction to go to the 
federal district court. This proposal was endorsed by the House of Delegates of die 
American Bar Association in a vote taken August 12, 1992 (Resolution 101 A) after a 
presentation by the ABA Section of Taxation. 

Another issue that has popped up in the same estate in a Section 6166 context is as 
follows. Interest paid pursuant to a 6166 installment election to pay estate taxes is 
deductible against the taxable estate as an administration expense. However, the estate has 
the option to deduct the interest for income tax purposes, rather than deducting it against 
the value of the taxable estate for estate tax purposes. If it chooses to treat the 6166 
interest as deductible for fecteral income tax purposes, the question arises whether the 
interest will be deductible or will be nondeductible “personal” interest. Section 
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163(h)(2)(E), added by the Tax Refonn Act of 1986, provided that interest paid under 
Section 6166 on the d^enal of estate tax continues to be deductible and is not considered 
to be “personal interest’ under the general role of Section 163(h). Internal Revenue Code. 
However, there is no similar authority providing that the interest paid pursuant to a 
coinroetcial loan borrowed to pay fede^ estate taxes is deductible for federal itKX>me tax 
purposes. Interest on monies borrowed to pay federal estate tax purposes should be 
deductible either from the taxable estate as an administration expense (which is currently the 
law) or should be deductible for federal ittcome tax purposes and not characterized as 
“personal” interest, regardless of whether die lender is the govenunent pursuant to Section 
6166 or whether the lender is a commercial lending institution. Interest on monies 
borrowed to pay federal estate taxes attributable to an interest in a closely-held business 
should not be considered to be “personaT interest, but should be deductible as a business 
expense, passive interest or investment interest, depending on the nature of the enterprise 
owned by the decederiL 

Once again, I appreciate the opportunity to speak to this Committee. Thank you. 
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Mr. Ensign. Thank you. 

Mr. Lange. 

STATEMENT OF ROBERT T. LANGE, OPERATOR, WILLISBROOK 
FARM, MALVERN, PA. 

Mr. Lange. Thank you, Mr. Chairman and members of the com- 
mittee. I appreciate the opportunity to testify in front of you today. 

My name is Robert Lange, and I am a full-time farmer from Mal- 
vern, Pa. And Malvern is 24 miles west of Philadelphia, so we are 
in the southeast comer of the State of Pennsylvania. 

Our farm is currently owned by my grandmother, who is 93 
years old, and our farm has been in our family since 1896. I am 
here to testify today about a problem that is facing many farm fam- 
ilies such as ourselves in the attempt to pass that farm from one 
generation down to the next generation, and that is what I perceive 
as an unintended impact of the Federal estate tax. 

Our farm is 226 acres. I farm 100 acres of corn, 100 acres of soy- 
beans, wheat, hay. In addition to that, I grow five acres of pick- 
your-own strawberries, five acres of pick-your-own pumpkins, vege- 
tables, com. 

The proximity to Philadelphia is a blessing, and it is a curse. It 
is a blessing in that we have unlimited potential customers who 
come out to pick my produce. The curse is that, being close to an 
urban area, our fair market value of our land is astronomical. It 
is anywhere from 10 to 20 times the average farmland value in 
Pennsylvania. 

Most heirs cannot afford the estate tax bill when the farm is val- 
ued in this manner. Even taking full advantage of the limited relief 
provisions in the tax law, including the unified credit and the de- 
duction for donation of qualified conservation easements, farm fam- 
ilies typically do not have the liquid assets to pay the estate tax 
of as much as 55 percent. Thus, the heirs are forced to sell a large 
portion of their farm just to pay these estate taxes off. 

I believe the problem created by this manner of valuation is a 
unique problem for farm families. Most closely held businesses are 
valued tor tax purposes under a formula that at least takes into ac- 
count the receipts generated by the type of business undertaken. 
In the case of farms, on the other hand, the farm business is val- 
ued by looking at what the property could generate if it were used 
for the purpose other than farming, such as commercial develop- 
ment. 

I do not believe that Congress would have intended the estate 
tax laws to force the sale of family farms in the United States in 
this manner. The special valuation rules for farmland contained in 
the Internal Revenue Code, section 2032A, appear intended to pre- 
vent this very result. However, the complexity of this section 
makes it very difficult for most farm families to understand or use. 
Moreover, the breakup of the family farms to pay estate taxes un- 
dermines the goals set forth in the U.S. farm policy — the protection 
of aCTiculture resources in the United States. 

When I realized this problem back in 1988, I contacted my Con- 
gressman at the time, Richard Schulze. Mr. Schulze came out in 
the fall of 1988 and listened to our family’s problem about the es- 
tate tax. The following year, he introduced legislation that would 
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help us and other farm families. This l^slation was reintroduced 
with some modifications in the last Congress by Congressman 
Payne, and I want to tell you I really appreciate your keeping the 
issue on the front burner and giving us a shot at this. 

This session, I understand Congressman Houghton will introduce 
and Congressman Payne will cosponsor the bill that we have been 
working hard on since 1988. And the solution contained in that bill 
and the one we seek today simply is to exclude from the estate cer- 
tain farmland protected by a perpetual conservation easement. 
Such a provision would achieve two different goals; It would save 
your agricultural resources, and it would give the ability to farm 
families to withstand an excessive estate tax burden and be able 
to pass that farm down to the next generation. 

In addition, the American Farm Protection Act would provide 
valuable incentive for voluntary conservation easements on rural 
lands. Our country is losing over 4 square miles of farmland every 
day. That is over 1,200 acres — or over 2,400 acres, excuse me. This 
bill would also provide a tool to conserve the land for agricultural 
purposes without heavyhanded government regulation and without 
taking the property off the tax rolls. 

Mr. Chairman and members, I am not a lobbyist. I am a farmer 
that simply wants to continue farming my family farm as long as 
I can. We nave done eveiything under current legislation, in terms 
of the estate tax and the gift tax laws, that we can to make that 
happen. Without this legislation we and other farm families across 
the country will not be able to hold on to the family farm. I urge 
this committee to include the provisions of the American Farm Pro- 
tection Act in any tax legislation you approve. 

Thank you. 

[The prepared statement follows:] 
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STATEMENT OF ROBERT T. LANGE, FARMER 
MALVERN, PENNSYLVANIA 
BEFORE THE COMMITTEE ON HAYS AND MEANS 
U.S. BOUSE OF REPRESENTATIVES 
WEDNESDAY, FEBRUARY 1, 1995 

My name is Robert Lange. I am a full-time farmer from 
just outside Malvern, Pennsylvania, 24 miles west of 
Philadelphia in Chester County, Pennsylvania. My 
grandmother, who is 92, currently owns our farm, which has 
been in our family since 1896. I am here to testify today 
about a problem that many farm families are facing as the 
older generation attempts to pass the family farm on to the 
younger generation who want to continue to farm it, and that 
is the perverse and I believe unintended impact of the 
federal estate tax. 

Our farm is 226 acres. It is an active, working farm. 
We grow everything from corn to strawberries and pumpkins. 
Our proximity to Philadelphia is both a blessing and a 
curse. Because we sell much of our produce to customers 
that "pick their own" fruits and vegetables, we need to be 
relatively close to major population areas. However, our 
location near an urban area means that the fair market value 
of our farmland is anywhere from 10 to 20 times higher than 
typical farmland in Pennsylvania.^ This is because the 
fair market value means the value of the land when developed 
for residential or commercial purposes, not the value at its 
current farm use. This is crucial because when the owner of 
the farm dies, the federal estate tax law requires that the 
fair market value of the farm, that is, its value as 
developed land rather than farmland, be included in the 
owner's estate. 

Most heirs cannot afford the estate tax bill when the 
farm is valued in this manner. Even taking full advantage 
of the limited relief provisions in the tax law, including 
the unified credit and the deduction for the donation of 
qualified conservation easements, farm families typically do 
not have the liquid assets to pay an estate tax of as much 
as 55 percent of the estate’s value. Thus, the heirs are 
forced to sell some or large portions of the farm just to 
pay off the federal estate tax. Sale of even a portion of 
the farm may make the remainder uneconomical as a farming 
unit . 


I believe the problem created by this manner of 
valuation is a unique problem for farm families. Most 
closely-held businesses are valued for tax purposes under a 
formula that at least takes into account the receipts 
generated by the type of business undertaken. In the case 
of farms, on the other hand, the farm business is valued by 
looking at what the property could generate if it were used 
for a purpose other than farming, such as commercial 
development . 

^ Typical farmland in Pennsylvania is valued somewhere 
between $2000 and $4000 per acre. Farmland close to an 
urban area, such as mine, is valued between $20,000 and 
$40,000 per acre. 
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I do not believe that Congress could have intended the 
estate tax laws to force the sale of family farms in the 
United States in this manner. To force the break-up of 
family farms to pay estate taxes is inconsistent with other 
relief provisions in the tax laws which attempt to protect 
family farms. The special valuation rules for farmland 
contained in Internal Revenue Code section 2032A appear 
intended to prevent this very result. However, the 
complexity of the section makes it very difficult for most 
farm families to understand or use.^ Moreover, the breakup 
of family farms to pay estate taxes undermines the goal set 
forth in U.S. farm policy, the protection of agricultural 
resources in the United States. 

When I realized the difficulties the estate tax laws 
would create in my own situation, I brought this problem to 
the attention of my own Congressman at the time, Richard 
Schulze. He came out to the farm and listened to our 
problem. The following year he introduced legislation to 
address our problem and that of other farm families. This 
legislation was reintroduced with some modifications as 
H.R.2031 last Congress by Congressman Payne. The solution 
contained in that bill and the one we seek today is simply 
to exclude from the estate certain farmland protected by a 
perpetual easement . Such a provision would achieve the dual 
goals of protecting the agricultural resources of this 
country and easing the inequitable tax burden of families 
who seek to continue farming- 

In addition, the American Farm Protection Act would 
provide a valuable incentive for voluntary conservation of 
rural land. Our country is losing over 4 square miles of 
farmland daily to development. This bill would provide a 
tool to conserve this land for agricultural and other 
compatible purposes without heavy-handed government 
regulation, and without taking the property off the local 
tax rolls. 

Mr. Chairman and Members of this Committee, I am not a 
lobbyist. I am a farmer who wants to go on farming my 
family's property for as long as I can. My family and I 
have done everything we can under present estate and gift 
tax laws to reduce the potential estate tax to a level that 
will enable us to retain our family farm when the time 
comes. Even an increase in the unified credit, which I 
support, as proposed in the Republican Contract, is not 
enough. Without chis legislation, we and other farm 
families across the country, will not be able to hold on to 
the family's farm. I urge this Committee to include the 
provisions of the American Farm Protection Act in any tax 
legislation you approve. 


^ Unfortunately, these special rules have not been greatly 
utilized by farm families primarily because of their 
complexity, but also because of the cap on the amount by 
which the value of the estate can be reduced. See . Report 
of the Comptroller General, Special Estabe Tax Proviaions 
for Farmers .Should Be Simplified to. A chieve Fair 
Distribution of Benefits. September 30, 1981, PAD-81-68. 
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Mr. Ensign. Thank you, Mr. Lange. 

Mr. Thigpen. 

STATEMENT OF CHESTER A. THIGPEN, CERTIFIED TREE 

FARMER, MONTROSE, MISS., ON BEHALF OF THE AMERICAN 

TREE FARM SYSTEM 

Mr. Thigpen. My name is Chester Thigpen. My wife, Rosett, and 
I are tree farmers from Montrose, Miss. Mr. Chairman, I appre- 
ciate the opportunity to appear before this committee. I have sub- 
mitted a written statement, and I would like to summarize it for 
you now. 

The issue you are debating is very important to the Nation’s 7 
million productive landowners. Research tells us that perhaps half 
of those folks are 62 years old or older, so it should come as no sur- 
prise to the committee that when tree farmers get together one of 
the things we discuss is estate taxes. Estate taxes matter not just 
to lawyers, doctors and businessmen but to people like Rosett and 
me. 

We were both born on this land that is now a part of our tree 
farm. I can remember plowing behind a mule for my uncle who 
owned it before me. My dream then was to own land one day. I 
bought a small bit in 1940 and inherited some from my family es- 
tate in 1946 and then bought some more. Back when I started, the 
estate tax applied to only 1 estate in 60. Today it applies to 1 in 
20, including mine. 

Mr. Chairman, you have heard many witnesses talk about the 
details of estate tax reform. They know more about it than I do, 
but I know what estate tax reform would mean in places like 
Montrose, Miss., and to the tree farms like Rosett and I own. 

We first got started in forestry in 1960. Much of our land was 
old cotton and row crop fields, so early on I spent 90 percent of my 
time trying to keep it from washing; away. We have developed a 
management plan and started growing trees. Today, we manage 
our property for timber, wildlife habitat, water quality and recre- 
ation. We have built ponds for erosion control and for wildlife. Deer 
and turkey have come. 

It took us half a century, but Rosett and I have managed to turn 
our land into a working tree farm that has been a source of pride 
and income for my entire family. Our tree farm made it possible 
to put our five children through college. It made it possible for 
Rosett and me to share our love of the outdoors and our commit- 
ment to good forestry with our neighbors. We want to leave the 
land in better condition than when we found it here and first start- 
ed working with it. And we will. 

We also want to leave the tree farm in our family. Right now, 
people tell me that my tree farm could be worth more than $0.5 
million — more than $1 million. All that value is tied up in land or 
trees. We are not rich people. My son and I almost do all the work 
on this land ourselves. So, under current law, my children might 
have to break up the tree farm or sell off timber to pay the estate 
taxes. 

I hope the committee will consider a proposal, according to the 
National Family Enterprise Preservation Act, which would totally 
exempt over 98 percent of all family enterprises, not just tree 
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farms, from the Federal estate tax. A copy is attached to my writ- 
ten testimony. 

Giving up the tree farm we worked 50 years to create would hurt 
me and my family. If the tree farm had to be sold or the timber 
cut before it is time, what would happen to the erosion control pro- 
gram we put in place or the wildlife habitat? Who would make cer- 
tain that the land stayed open for our neighbors to visit and enjoy? 
I know my children would. 

I mentioned earlier that most of the 7 million landowners in this 
country are close to retirement age or, like me, way past it. With- 
out estate tax reform, many of their properties will be broken up 
into smaller tracts or harvested prematurely. Some may no longer 
be economical to operate as tree farms and will perhaps be con- 
verted to other uses or back into marginal aCTiculture. Other prop- 
erties may become too small or generate too little cash flow to sup- 
port the kind of multiple use management we practice on our prop- 
erty. 

Healthy, growing forests with abundant wildlife provides benefits 
to everybody. Without estate tax reform, it will become harder and 
harder for people like me to remain excellent stewards of our 
family-owned forests. 

Mr. Chairman, a few months ago Rosett and I were named Mis- 
sissippi’s Outstanding Tree Farmers of the Year. It was a great 
honor to be selected from among the thousands of excellent tree 
farmers in Mississippi. I am told one reason we were recognized 
was because Rosett and I have been speaking out on behalf of good 
forestry for almost four decades. That is why I made this trip to 
Washington, to remind the committee that estate tax reform is im- 
portant to preserve family enterprises like ours. Landowners feel 
the same way about their own tree farms. 

We applaud estate tax reform that will make this possible. And 
thank you. 

[The prepared statement and attachment follow:] 
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STATEMENT OF MR. CHESTER THIGPEN 
MONTROSE, MISSISSIPPI 
BEFORE THE 

COMMITTEE ON WAYS AND MEANS 
UNITED STATES HOUSE OF REPRESENTATIVES 
FEBRUARY 1, 1995 


My name is Chester Thigpen. My wife Rnsett and I are Tree Fannos from Mcmtrose, Mississippi. 

Mr. Chairman, I appreciate die opportunity to appear before this Committee. You are debating an 
issue that is very important to more than 7 million people who own most of the nation's productive 
timberland. Most of us have beeo at it for a long time. Professor Larry Doolittle of Mississippi State 
University published a paper in 1992 that suggested half the Tree Farmers in the Mid-South were 62 years 
old or over. This pattern holds true in other parts of the country as well. So it should come as no surprise 
to the Committee diat, when Tree Farmers gjtiher, one of the things we discuss is estate taxes. 

Estate taxes matter not just to lawyers, doctors and busmessmen, but to people like Rosett ard me. 
We were both bom on land that is now part of our Tme Farm. I can remember plowing behind a mule for 
my uncle who owned it before me. My dream then was to own land. I bought a little bit in 1 940 and 
inherited some from my family's estate in 1946. and titen bought some more. Back when I started, the 
estate tax applied to only one estate in 60. Tod^ it applies to one in 20 ~ including mine. 1 wonder if I 
would be able to achieve my dream if I were starting out tod^. 

Mr. Chairman, you have heard many witnesses talk about the technical details of estate tax reform 
They know far more about it than I do. WiA your permission, Td like to take a few minutes to talk about 
what 1 know: what estate tax reform will mean in places like Montrose. Mississippi and to Tree Fanners 
like me and Rosette. 

We first got started in forestry in 1960. Much of our land was old cotton and row crop fields, so 
early on I spent 90 percent of my time trying to keep H from washing away. We developed a management 
plan and started growing trees. Today, we manage our property for timb^, wildlife habitat, v^ater quality 
and recreatioa We have built ponds for erosion control and for wildlife. Deer and turkey have come back, 
$0 we invite our neighbors to hunt on our land. 

It took us half a cmtuiy, but Rosett and I have managed to turn our land into a working Tree Farm 
that has been a source of pride sid income for my entire ^mily. 

Otir Tree Farm made it possible to put our five children through coU^e. It made it possible for 
Rosette and me to share our love of die outdoors and our commitment to good forestry with our neighbors 
And finally, it made it possible for us to leave a le^cy that makes me very proud: beautiful forests and 
ponds that can live on for many, many years after my wife and 1 pass on. We wanted to leave the land in 
better condition than when we first started working it Aird we will 

We also want to leave the Tree Farm in our Eusily. But no matter bow hard I work, that depends 

on you. 


Right now, people tell me my Tree Farm could be worth more than a million dollars. All that value 
is tied up in land or trees. We're not ridi people. Nfy son aixi 1 do almost all the work on our land 
ourselves. So. under current law, my children might have to break up the Tree Farm or sell off timber to 
pay the estate taxes. 1 am here tod^ to endorse a proposal called the National Family Enterprise 
Preservation Act which would totaity exempt over 98 percent of all family enterprises, not just Tree Farms, 
from the Federal estate tax. A copy is attached to oty written testimoity. 

Giving up tile Tree Farm we worked fifty years to create would hurt me and my family. I don't 
think it would be good for the public eitiier. If ^ Tree Fann had to be sold or the timber cut before its 
time, \^hat would happen to the erosion control programs we put in place, or the wildlife habitat? Who 
would make certain that the lands stayed open for our nei^bors to visit and enjoy? I know my children 
would. And 1 hope their children will have an opportunity after them. 
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I think too oftoi people focus <xi just the costs of estate tax refonn and not the benefits. In forestry, 
the benefits will be substmtiaL I mentioned earlier that most of the 7 million landowners in fills country are 
close to retiremeat age or, like me, way past it Wifiiout estate tu reform, many of their properties will be 
broken up into smaller tracts or harvested prematurdy. Some no longer be economical to operate as 
Tree Farms and will perhaps be converted to other uses or back into marginal agriculture. Other properties 
msy become too sm^ or generate too litfie cash flow to support the land of multiple use management we 
practice on our property. Heatfity, growing fonsts wifii abundant wildlife provide benefits to everybody. 
Without estate tax reform, it will become harder and harder for people like me to remain excellent stewards 
of our family-owned forests. 

Mr. Chairman, a few months ago, Rosett and I were named Mississippi's Outstanding Tree Farmers 
of the Year. It was a great honor to be sdected from among the thousands of excellent Tree Farmers in 
Mississippi. Frn told one reas<xi we were recognized was because Rosett and I have been speaking out on 
behalf of good forastiy for almost four decades. 

Ihafs why 1 made fiiis trip to Washington: to remind file Committee that estate tax reform is 
important to preserve family oiterprises like ours. It is also important for good forestry. We just planted 
some trees on our property a few monfiis ago. 1 hope nty grandchildren and great-grandchildren will be 
able to watch fiiose trees grow on the Thigpen Tree Farm — and I know millions of forest landowners feel 
the same w^ about their own Tree Farms. We applaud estate tax reforms that will make this possible. 

Thank yoa 
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THE UTIOnL FJUIXLT BmKPSXSI nUUBSFATKW ACT OF l*fS 

Sonethlng has to be done about lavs that force inheritors of 
a family farm or business to sell that enterprise in order to pay 
estate taxes on it. A family farm or business is not only an 
extremely productive component of our economy, it also provides a 
guality of life which millions of Amsirirains cherish. 

Forty or fifty years ago productive agricultural land could 
be pxirchased for less than $100 per acre. Today, the national 
average price per acre is over $750. Inflation has made estate 
taxes a major burden on family farms and businesses. Independent 
companies are being forced to merge into large corporations 
because marketable stock can be acquired tax free and many estate 
tax problems associated with a family farm or business can be 
avoided. 

In 194,2, the estate tax applied to only one estate out of 
60. Today, this number has Increased to one out of 20, 
significantly broadening the application of the law. The sad 
fact is that inflation has pushed family farms and businesses 
that were too small to pay estate taxes into extremely high tax 
brackets. The result has been that heirs of these enterprises 
have been forced out of business because they must pay stiff 
Federal estate taxes. 

Inflation and the Increase of economic concentration through 
conglomerate mergers has seriously imperiled the maintenance of 
family farms and businesses of all kinds. Our existing tax 
structure has the effect of subsidizing the growth of big 
business usually at the expense of small and independent 
enterprise. What we are witnessing today is a major threat to 
the very survival of our free and independent enterprise system. 

Family owned farms and businesses are an integral and vital 
component of our economy and society. As a source of 
entrepreneurial spirit, family owned farms and small businesses 
must be preserved and protected. These enterprises give the 
family a personal sense of freedom, accomplishment, and pride in 
ownership. The perpetuation of the family business in America is 
of significant importance to the survival of free enterprise that 
is the foundation of our econoay. 

We therefore propose to introduce the National Family 
Enteprise Preservation Act of 1995 (the "NFEP") . This measure 
will provide estate tax relief to more than 95 percent of our 
Nation's family owned farms and businesses, allowing them to 
continue their many contributions to the econoay, creating more 
jobs, advancing technology and innovation, and increasing our 
productivity. The proposal also recognizes the importance of 
children and other heirs who work in a family enterprise. 
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TB£ HTEP 

1. IncruBe In tha Dnifisd latats and Gift Tax Cradlt 

The currant unified credit of $192,800 would be 
Increased to $314,600 In tha case of fanlly enterprise property. 
This would be an Increase froa $600,000 to $1 nllllon in tha 
aaount of property that nay pass free of Federal estate and gift 
taxes. 


2. Increase In tha Annual Gift Tax Exclusion 

The currant annual gift tax exclusion of $10,000 would 
be Increased to $20,000 In the case of gifts to qualified faally 
■embers of faally enterprise property. Qualified family memJiers 
are individuals who are mambars of the same family within the 
meaning of section 2032X (e) (2) of tha Internal Revenue Code. 

3. Special Use Valuation Changes 

Currently, special use valuation cannot reduce the 
gross estate by more than $750,000. This amount would be 
Increased to $1 million. 

4. Family Enterprise Interest 

The value of the gross estate shall be reduced by St 
for each taxable year In which a qualified family member 
participates in the active management of the family farm or 
business following the decedent's death. The estate will be 
credited with the maximum deduction at the time of the decedent's 
death. The qualified family member must continue in the active 
management of the family farm or business for 10 years following 
the decedent's death, otherwise appropriate recapture provisions 
would apply. Tha term active management means the moJclng of the 
management decisions of a business other than the dally operating 
decisions. In no event shall the value of the decedent's gross 
estate be reduced by more than the lesser of 50% or $1 million by 
reason of family enterprise Interests. 
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Mr. Ensign. Thank you, Mr. Thigpen. 

Mr. True. 

STATEMENT OF DIEMER TRUE, PARTNER AND SHAREHOLDER, 

TRUE OH. AND AFFH.IATED COS., CASPER, WYO., ON BEHALF 

OF THE U.S. BUSINESS AND INDUSTRIAL COUNCIL 

Mr. True. Thank you, Mr. Chairman. What a privilege it is to 
be here today on behalf of the U.S. Business and Industrial Council 
and our company, the True Enterprises. 

I am Diemer IVue. I am from Casper, Wyo. I am in business with 
my two brothers. We operate an oil and gas business principally, 
but we also operate a regional pipeline company, a regional truck- 
ing company and have a cow-calf operation and two small feedlots. 

The essential part of the description of my family’s businesses is 
they are all asset-based operations and the businesses were started 
in 1948 by our father, H.A. “Dave” True, and basically down 
through the years we have reinvested every dollar of income back 
into the businesses. 

I am sort of an example of what can go right with estate plan- 
ning and family businesses and also what is wrong with the cur- 
rent situation. Dad passed away in June 1994, and because of plan- 
ning that he and mother started over 40 years ago, because of some 
buy-sell agreements that have been grandfathered in the law, my 
two brothers and I were able to buy the businesses in accordance 
with those buy-sell agreements. 

This is not an academic endeavor from my standpoint, granted 
that half of the work force in America today is employed by small 
family businesses and two-thirds of all of the new jobs come from 
small family businesses. But the problem that I represent is we 
don’t know where to go with the third generation. 

The three problems with the current estate tax law as we see it 
is the extremely high and the steeply graduated tax where, in an 
asset-based family business, there is not the liquidity to pay that 
tax, as other witnesses have identified. 

The other thing, the other problem is the cumulative effect. In 
other words, every 20 to 30 years, as another generation is faced 
with paying 55 percent of the family business to the Federal Gov- 
ernment, then the business has to retract 55 percent, and we have 
another 20 years or another generation of trying to rebuild the 
business. 

Finally, the fatal flaw in the estate tax in my opinion is its com- 
plexity. I listened with interest to two earlier witnesses, one an at- 
torney and one a CPA, and they said it was complicated but don’t 
let the complication bother you. As a businessowner, let me tell 
you, it is a fatal flaw, because we cannot plan. We simply cannot 
say to our 773 employees what the business will look like 20 years 
from now when my brothers and I retire. 

The options that I am suggesting are options. They ought not to 
be considered in a package, but ought to be looked at individuallv, 
and I would hope that the committee would be aggressive and bold 
as they look at the estate tax. 

First of all, I think any option that you look at ought to be con- 
sidered in the light of simplification. Let us know what the rules 
are and then we can play the game. 
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Second, I would hope the committee, and I think this arguably 
is revenue-neutral, ought to consider reauthorizing in the statutes 
intergenerational buy-sell agreements, such as the ones that my 
brothers and I are the beneficiaries of, if you will, in being able to 
buy mother and dad out of the business. 

In 1984 my sister withdrew from the business, and at that time, 
rather than it being an acrimonious circumstance, we knew ahead 
of time not only what we were going to pay her for her share of 
the business, but she knew what she would receive for her share 
of the business. 

I really do applaud the increase in the unified credit that is em- 
bodied in the Contract With America. That is a great step forward, 
and I hope that will be considered and adopted. 

There are a number of other countries which have low estate 
taxes — Ireland, for example, has only a 2 percent estate tax; Aus- 
tralia, none. Sir John Templeton, you know, has actually renounced 
his citizenship and moved to the Bahamas because of the estate 
tax. 

I think we ought to seriously consider reducing in its entirety the 
estate tax to zero or to a very low flat rate. 

Mr. Chairman, I am most grateful for the opportunity to be here 
and to present these options. 

[The prepared statement follows:] 
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Testimony of 
Diemer True 
Partner and Shareholder 
True Oil and Affiliated Companies 
on Behalf of the United States Business and Industrial Council 

on 

Estate Tax Reform and Small Business 


Mr. Chairman and members of the Committee, I am Diemer True, a partner and shareholder 
in True Oil Company and its affiliated companies in Casper, Wyoming. The True 
Companies is a group of family-owned businesses, most of them partnerships of S 
corporations, headquartered in Casper. 

The companies were started by my father, H. A. "Dave” True, Jr., in 1948. The True 
Companies have principally been involved in oil and gas exploration and development and 
have expanded its operation regional pipelines, a regional trucking company, a local bank, and 
an agricultural business, including a cow-calf operation, two small feedlots, and a farm. The 
companies now employ 773 hard working Americans in the Rocky Mountain states. 

In June, 1994, my father passed away. My two brothers and I purchased the bulk of the 
businesses from his trust and our mother. The purchase was made possible by the planning 
done by my parents, beginning forty years ago, principally using but-sell agreements. We, 
three brothers, manage the businesses. 

I am here on behalf of the True Companies and the United States Business and Industrial 
Council. We appreciate this opportunity to offer our comments on various aspeas of the 
federal estate tax, including proposals for change, from the perspective of a second-generation 
owner of a family business. 


Introduction 

The federal estate tax laws are a disaster for closely-held businesses. We believe the estate tax 
is the single greatest impediment to keeping family businesses funaioning as such from one 
generation to another. The sad truth is that in the United States, the founder of a family 
business spends thirty or fony years building the business, but faces almost insurmountable 
barriers to passing it on to his or her children. Most founders must choose between selling the 
business to outsiders or leaving a life's work to almost certain dismemberment at the hands of 
the estate tax. 

Today's world markets demand that American businesses be creative, produrtive and flexible. 
It is too much to ask that closely-held American businesses at the same time fight destruction 
by a confiscatory estate tax. 

The small business firm, whether defined in terms of capitalization or number of employees, 
is the bedrock of the American free-enterprise economy. Small businesses - which are family- 
owned for the most part - comprise 99 percent of the private sector, with the large "Fortune 
500" companies comprising the remaining 1 percent. Most of the "Fortune 500" companies 
are multi-national economic empires that also operate in many foreign countries. Much of 
their activity is outside the American economy. In terms of employees, about one-half of all 
American workers are employed by small businesses. Small business has been creating about 
two-thirds of all new American jobs. My comments are not intended to be critical of the 
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"Fortune 500" companies, only to demonstrate that domestic economic vitality and job 
creation comes largely from the small business entrepreneurial spirit and that the current 
estate tax law is counterproductive to small closely-held businesses. 

A tax that disproportionately and severely affects family businesses is therefore a threat to 
American competitiveness and job growth. The existing estate tax structure needlessly 
penalizes the most important part of the private sector - small business. I am here because the 
True Companies and the United States Business and Industrial Council hope the new 
Congress will be looking for ways to sustain the economic viability of this sector of the 
American economy, and that Congress should specifically look at changing the Federal estate 
tax. 


The Problem of Complexity 

One of the principal problems with the estate tax Is its complexity. Like the federal income 
tax, the estate tax has become increasingly complex since the present scheme was adopted in 
1932. This increasing complexity has touched every aspect of the tax, but perhaps none so 
extensively as what propeny is to be included in that estate for tax purposes and how that 
property is valued. 

Propeny owned at death is obviously subject to the estate tax. Property need not be owned 
solely or outright to be included in some way in the gross estate. A large body of law, both 
statutory and case law, has emerged on the composition of the "gross estate." The gross estate 
may include, among other items; 


• property transferred within three years of death; 

• property transferred with retained rights of enjoyment; 

• transfers that are in some way revocable; 

• property over which the decedent has a general power of appointment; 

• jointly-owned property; and 

• life insurance policies with respect to which the decedents retain some 
incidents of ownership. 

Valuation of the property in the gross estate is as critical to a determination of liability as a 
determination of what property is includable in the gross estate. Although property is 
generally valued at fair market value as of the date of death, the precise method of valuation is 
generally left to statutes, the judicial decision and administrative regulations and rulings. The 
lack of statutory rules and the infinite variety of property frequently make valuation the most 
difficult aspect of determining the estate tax. 

Valuation is almost always at issue for interests in closely-held businesses, and under current 
law constitutes one of the greatest problems under the estate tax. Publicaly-held comparable 
businesses are usually very difficult, often impossible, to find. Valuing the stock or a 
partnership interest almost always becomes a matter for extremely expensive litigation 
requiring the testimony of highly-paid valuation experts - "hired guns." The Internal 
Revenue Service has typically taken an aggressive position on these valuation issues, as its $600 
million loss in the Estate of Newhouse case demonstrates. 

The lack of a market for interests in closely-held businesses is sometimes anticipated by the use 
of a buy-sell agreement. Buy-sell provisions mandate the sale, or offer of sale, of a business 
interest to another owner of the business at a stated price or at a price determined according to 
a specified method. In the past, such agreements typically attempted to both create a market 
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for interests in the business and, perhaps more importantly, provide a method for valuing the 
business interest for estate purposes using some easily applied formula, such as book value. 

A body of law emerged from the courts and the Internal Revenue Service as to when a buy-sell 
agreement would be respected for purposes of valuation. A buy-sell agreement typically 
established valuation if the agreement applied to both lifetime and time of death transfers; 
mandated the sale of the business interest by the estate of a deceased business owner; was 
supported by bone fide business purposes; and prescribed an ascertainable sale price or 
methodology for determining price. 

My father saw the need for book value buy-sell agreements forty years ago. Such provisions 
were included in the family's first partnership agreements. When my sister withdrew from 
the family businesses in 1984, they provided a certain means of computing the sale price of her 
business interests, which the remaining family members purchased. When my father passed 
away last year, the buy-seil agreements again provided a method by which his interests could 
be valued in the sales to other family members. We hope the long history of using book value 
buy-sell agreements in my family's businesses will help us avoid a challenge to their validity 
from the Internal Revenue Service. 

Most other family businesses do not have this option. The case law allowing book value buy- 
sell agreements was essentially repealed with the adoption in 1987 of the so-called estate freeze 
valuation rules in the Internal Revenue Code Section 2036(c). My family's agreements were 
grandfathered and therefore remain valid. Although Seaion 2036(c) generated a storm of 
controversy and was retroaaively repealed by the Omnibus Reconciliation Art of 1990, a new 
chapter was added to the Code covering various valuation issues. The new provisions, 
although much more detailed and less ambiguous than Seaion 2036(c), have added an entire 
new set of complexities to the existing valuation problem. The effect of the new provisions 
on closely-held businesses is essentially to abandon such businesses to expert witnesses and 
trial lawyers to litigate the issues of fair market value in the tax courts. The high cost of 
litigation is an additional financial burden which compounds the difficulty of keeping small 
businesses intact. 

As you may be aware, the Internal Revenue Code also provided for an optional method of 
valuing limited amount of so-called "qualified property” - generally real property used before 
and after death for farming purposes or in a closely-held business. Qualified property may be 
valued according to its actual use, not its hi ghest and best use. While not disparaging the 
usefulness of this optional valuation method to certain taxpayers, the statute is highly 
technical and limited in scope. The case law is replete with situations of taxpayers who ran 
afoul of ambiguities and technicalities in the statute and who paid dearly. 

As the experience with this special valuation method demonstrates, the complexities of the 
estate tax for closely-held businesses are not solved by adding new provisions to the Internal 
Revenue Code. 


The Estate Tax's Confiscatory Rates 

In addition to the tax's complexity, closely-held business suffers at the hands of the estate tax's 
rates. Those rates are both confiscatory and steeply graduated. 

The rates begin at 18 percent but reach 41 percent at $1 million; 49 percent at $2 million; and 
the maximum rate of 55 percent at $3 million. Borrowing a concept employed by the income 
tax, a 5 percent surtax is imposed that effectively phases out the graduated rates and the unified 
credit on larger estates. 
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Because the rates hit confiscatory levels at such a low threshold, the estates of many closely- 
held business interest owners are subjea to the maximum rate. 


The Unified Credit 

Those not familiar with family businesses might believe that the unified credit avoids these 
complexities, including valuation problems, as well as the confiscatory rates, for a significant 
number of business owners. The socalled "unified credit" is a credit equivalent to the tax on a 
taxable estate of $600,000 for decedents dying after 1986. The unified credit is applied first to 
lifetime taxable gifts, thus first eliminating any gift tax, with any remaining credit available for 
transfers at death. The credit has not been adjusted since 1986. 

One reason the federal estate tax is such a disaster for closely-held agricultural operations and 
businesses is that the unified credit amount protects only the smallest of such businesses. Most 
are exposed to the full effects of the tax. Increasing the credit from $600,000 to $750,000 and 
indexing it, as proposed in the "Job Creation and Wage Enhancement Act" (H.R. 9), will 
restore the credit to prior levels in real terms and is a needed first step. 


The Effects of the Estate Tax on Closely-Held Businesses 

The effeas of the tax on the owner of closely-held business are profound. Our family has had 
to address those effects in order to keep our businesses functioning. From my family's 
perspective, let me describe how the tax has affeaed us. 

The federal estate tax is hurting family-owned business in two ways. First, its steeply 
graduated and high marginal rates generate a large tax liability relative to the value of the 
business. Our businesses, like most family businesses, were built by reinvesting profits. We 
could not have done it while carrying a debt load. The vast majority of sole proprietorships 
or other family businesses are therefore not liquid enough to pay a significant amount of tax. 
Such businesses also many have difficult borrowing the funds. Although life insurance is 
sometimes available to fund the estate tax liability, the premiums themselves are a significant 
diversion of necessary cash. Furthermore, as a matter of tax policy, we do not believe that a 
family business should have to divert cash into passive investments and away from job- 
creating assets in anticipation of the estate tax. 

1 am aware that the Internal Revenue Code allows a deferral of payment of the portion of the 
estate tax attributable to the value of active business assets in a closely-held business, if the 
value exceeds 35 percent of the value of the estate. If an estate qualifies under this limited 
provision, the tax may be deferred for five years, after which it may be paid in ten annual 
installments. This deferral, however, may not save the business, but result only in its slow 
strangulation. 

Thus the founder of a business who wishes that business to survive his death (and what 
founder doesn't), may be forced to decide between two options. One is selling all or part of 
the business to an outsider, instead of bringing in his own family. The other is passing the 
business to his own family members, gambling that the business will survive the crushing debt 
of the estate tax. Without our grandfathered book value buy-sell agreements, my father would 
have had to make this choice. 

The second damaging effect of the estate tax on our businesses will be its cumulative effect. 

The estate, gift and generation-skipping tax systems are integrated to ensure that, as much as 



964 


possible, the transfer of property is taxed in every generation - typically every twenty years or 
so. Absent a sale to a group of outsiders* the practical result of the estate tax's cumulative 
effect ~ viewed most optimistically - will be an ongoing cycle of business contractions 
between attempts to restore the businesses to their previous vigor. How is a business to 
compete in the world economy and offer stable jobs under those conditions.^ 

Let me comment here about a proposal that surfaces occasionally that affeas the federal 
income tax . The current estate tax allows a step-up in tax basis for assets included in an estate. 
That means that the tax basis is automatically increased from the decedent's tax basis to the 
date-of-death value. On occasion it has been proposed that the step-up rule be repealed and 
that a decedent's basis be carried over to his survivors. This change could add a significant 
income tax burden to the estate tax burden* overwhelming businesses already under siege. 


What Congress Should Consider 

The Federal estate tax is overwhelming in its complexity* is confiscatory, and in the long 
term, is counterproductive to economic growth and job creation. If family businesses are to 
survive as such and continue to generate more jobs and economic growth, Congress needs to 
take action now to stop the tax's effects on closely-held businesses. Among the options: 

• .Simplify the estate tax . As Congress examines various proposals for 
change, simplifications should be among your goals. 

. Repeal restrictions on the use of buy-sell agreements and similar devices 
that attempt to make more certain the value of a closelyheld-busicess 
for both business and estate tax purposes . Establishing a market and a 
methodology for valuing business interests is critical for both lifetime 
and at-death transfers of closely-held business interests. Previous law on 
the validity of buy-sell agreements should be restored, both for business 
reasons and for relief from the estate tax. This option is not included in 
H.R. 9 or the proposal of the National Federation of Independent 
Business (NFIB). 

. Eliminate the estate tax on certain business assets, including ownership 
interests in closelv-held farms and business, in which the decedents 
actively partiripate . If ownership interests in one or more qualified 
family-owned business constitute 50% or more of the value of the gross 
estate and are conveyed to qualified heirs, then these interests should be 
excluded from the decedent's estate. A qualiPied family-owned business 
should include the broadest range of business entities possible, regardless 
of legal structure. The proposal of the NFIB includes a change along 
these lines. 

. Si gnificantly increase and index the amou nt of the unified credit so that 
it effectively protects an intere st in the small or medium-sized family 
hiisine.ss . Indexing the credit or restoring it to its prior real level, while 
helpful, are insufficient to provide significant relief. An even greater 
increase would be more appropriate. 

The Job Creation and Wage Enhancement Act (H.R. 9) would raise the 
estate tax exemption from $600,000 to $750,000, and index the 
exemption to inflation. The U.S. Business and Industrial Council 
strongly supports this proposal. This is a very needed first step, but the 
USBIC proposes funher that the value of family or closely-held 
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business, farm and ranch assets in an estate be exempted altogether from 
estate taxes. 

Reduce, the rates on qualified f amily-owned businesses that continue to 
be owned and activelY managed by a family member . An alternative to 
an exemption is a special reduced estate tax rate for family business 
interests and business assets held by sole proprietors. A recapture 
provision could require that business interests be held for a period after 
the death of the decedent, and that the heirs materially participate for 
that period, in order for business interests to continue to qualify. This 
option is not included in H.R. 9 or the proposal of the NFIB. 

A pply-a flat estate tax rate to interests in closely-held businesses . Instead 
of the steeply-graduated and confiscatory rates under the current tax, a 
single low rate could apply to business interests and business assets. This 
option is not included in H.R. 9 or the proposal of the NFIB. 

Expand the applicability-of the deferred payment provisions, including 
the four percent interest on deferred taxes. These provisions are 
extremely limited under current law, both in terms of qualifying and the 
portion of tax to which they apply. The deferred payment provisions 
should be made more helpful to family businesses and the four percent 
interest provision should be applicable to all the tax attributable to 
qualifying business interests. The proposal of the NFIB includes such a 
proposal. 


Conclusion 

The federal estate tax is a matter of extreme importance to family businesses in this country. 

In markets that are now world-wide, the pressures on businesses of competition and providing 
stable jobs are enormous. The added pressures on family businesses of surviving the federal 
estate tax are too much more to bear. With small family businesses being such a significant 
sector of the American economy and providing so many of the new jobs being created, this is 
a critical issue for the new Congress. If businesses like ray family's are to continue in the 
hands of my children and grandchildren, my nieces and nephews, and in our community, 
small businesses need relief from this tax. 

On behalf of the U.S. Busiiness and Industrial Council, my family and companies, I wish to 
thank the Committee for the opportunity to present these comments. 
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Mr. Ensign [presiding], I want to thank the entire panel for their 
testimony. 

Mr. Herger. 

Mr. Herger. Thank you very much, Mr. Chairman. 

I want to thank each of our members of our panel. I have a ques- 
tion for you, Mr. Turner. 

My background is one of coming from a rural area. I am from a 
ranching background myself, small business background; I can re- 
late to what you are saying. 

Mr. True, it is interesting that one of the stated purposes iron- 
ically of this estate tax from those who support it is to break up, 
purposely — to do just what we are hearing that they are trying to 
do with your family, Mr. True — ^is to break up family holdings, even 
though only 1 percent of the total Federal revenues come from this 
tax. 

I would like to ask a question of you, Mr. Turner. If you could 
tell me, from your experience, when the Federal estate taxes force 
a cattle rancher to sell either part or all of his ranch, does the sale 
really break up the assets, and are those assets then passed down 
to the “little fellow” to give them a chance? What is your experience 
in this? 

Mr. Turner. My experience is not just in agriculture. Congress- 
man, but in family-owned businesses generally, that there isn’t 
enough capital out there among other little guys to go purchase 
these assets from estates to generate the kind of splitups that was 
perhaps intended when the estate tax was implemented. The only 
ones with the capital sufficient to do that are large publicly owned 
corporations or the like, that step in, buy the assets from the fami- 
lies in these estates, generating more concentration rather than 
less concentration. The census statistics from the Department of 
Amculture bear this out. 

We feel that estate taxes are one of perhaps several reasons that 
are causing the number of operations in this country, at least in 
the cattle business, to substantially decline. The graph is dramatic 
from 1965. It has just fallen off the table. And we think the estate 
taxes have been counterproductive indeed, to whatever goal may 
have initially been there to split up operations, to diffuse con- 
centrations of wealth. 

[At the time of printing, the graph had not been received.] 

Mr. Herger. Well, then just a followup question. What are the 
options then that the rancher would have once the Federal Govern- 
ment “becomes a co-owner of his upon the death of a family mem- 
ber”? 

Mr. Turner. Unfortunately, Congressman, I think the options 
are limited. You, of course, have the sale options, which is bad for 
the country, bad for local economies, bad for rural America. You 
have the debt option. Go to your Federal land bank, go to the sec- 
tion 6166 provision of the code, allow Uncle Sam to be your banker, 
pay the estate tax off in installments. 

But whether you borrow the money to pay estate taxes commer- 
cially or avail yourself of section 6166, the estate tax rates are so 
high that the debt service burden on family ranchers and succes- 
sive generations is so bad that there is just a slow strangulation 
of the business. If they can afford to carry the debt for a couple of 
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years, well, maybe they can do that. But eventually, it just chokes 
off the incentive of that next generation to continue in the enter- 
prise. 

Mr. Merger. Thank you. 

Again, my experience being in an agricultural area, it is not un- 
usual at all to have families that have been working a ranch or a 
farm for three, four, maybe even five generations, and it becomes 
progressively more difficult, as you pointed out, Mr. True, to be 
able to keep that family, and really, we are talking about someone 
again who grew up on a ranch, really a way of life. The amount 
of profit is such a small one; you are working on very small, limited 
returns to begin with, and it just makes it that much more dif- 
ficult. 

Mr. Thigpen, I thank you for your comments. We have so many 
different examples, not just in ranching, but so many small family 
enterprises out there that are trying to make the American dream 
work for themselves and for their children, it is really a tragedy 
what we see happening. Again, I thank you for your comments and 
your testimony. 

Thank you, Mr. Chairman. 

Mr. Crane [presiding]. Mr. Cardin. 

Mr. Cardin. Thank you, Mr. Chairman, and I appreciate the tes- 
timony of all of the witnesses. It seems that, if I understand your 
testimony correctly, although the increase of the exemption level 
from $600,000 to $750,000 will have a positive impact, there is a 
lot more that we need to do in order to be able to preserve family 
businesses. I see from the nods that there is general agreement 
from the panel. 

I am intrigued about the buyout contracts and why you were able 
to do it in your circumstance, but no longer would we be able to 
have those types of arrangements. My family has a family busi- 
ness. We are now in the third or fourth generation and we had se- 
vere problems to get to that point. In fact, most families are no 
longer in the business, but it was not an easy way to work it out, 
and the tax laws played a part, among other considerations. 

So I am curious as to what we can do as far as the potential for 
buyout arrangements among families that you would recommend 
as a way of improving the chances of family businesses being able 
to survive beyond maybe one or two generations? 

Mr. True. May I respond to that, Con^essman? 

The current problem was created with the adoption of section 
2036(c) of the code in 1987 which dealt with the estate tax freeze 
provisions. With the repeal of that in 1990 and the adoption of 
chapter 14, we grandfathered in the existing buy-sell agreements, 
but we still had some problems intergenerationally. 

Now, you can still enter into buy-sell agreements outside family 
members, but you can’t enter into intergenerational buy-sell agree- 
ments. The buy-sell agreements are particularly attractive because 
it allows you to plan. You have to establish a business purpose; you 
have to establish a reasonable value, and then it creates particu- 
larly a market, you see, for a closely held business. We own all of 
the stock in our business, the family does. 
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So when my sister withdrew in 1984, there was no other market. 
But she knew ahead of time what the price was and we knew what 
the price would be in order to buy her out. 

Mr. Cardin. My general recollection is that in 1990 that action 
was taken because we were freezing the value at current value 
with an appraisal, but then issuing additional equity in the cor- 
poration and trying to avoid taxes. Was it 

Mr. True. That was a corollary situation where you would have 
an equity stock issued to the successive generations and preferred 
stock retained by the senior generation. That is not the cir- 
cumstance in our case. 

Mr. Cardin. But I think that the action taken by Congress was 
to prevent that type of tax avoidance. 

Mr. True. That is true, and I am not sure that is a justified pub- 
lic policy reason. In that particular case, they were trying to con- 
tinue to break up family businesses, which I don’t think is the ap- 

E ropriate public policy purpose. In our particular case, we are 
ased in Casper, Wyo. 

If we had to liquidate our business as an asset-based business, 
those assets would probably go to Denver and Houston, frankly. 

Mr. Cardin. I think your point is well taken, and if any other 
panelist wants to respond, please do. The reaction in 1990 was un- 
derstandable because of the expansions of these types of avoidance 
schemes or advice that was being given by just about any tax plan- 
ner, but we didn’t replace it with anything, we didn’t take care of 
the legitimate problems that you are referring to. 

Mr. True. That is correct. 

Mr. Cardin. So we really need to take a look at this again. I am 
not so sure that reinstating the prior rules is reasonable, but we 
need to take a look at what could replace it. 

I guess my concern is that if we pass the provisions that are in 
this contract, we still have a major problem ahead of us that we 
have to take a look at if we are going to be able to preserve small 
family businesses in our community. Anyone else wish to comment? 
Fine. I have 30 seconds left on my time. 

If not, let me again thank you all for your testimony. 

Mr. Crane. Let’s see. 

Ms. Dunn. 

Ms. Dunn. Thank you, Mr. Chairman. 

And thank you, gentlemen. I think your testimony has been out- 
standing, a poignant presentation of some areas where we obvi- 
ously need to do a lot of work here at the Federal level. 

Mr. True, I want to say hello to you. I greeted members of your 
family on November 3 in Casper, Wyo. It was the day of the snow- 
storm and I enjoyed getting to know your airport very well. 

Mr. True. We were glad you were there. 

Ms. Dunn. Thank you. It was delightful. A very successful ven- 
ture, I am so pleased to say. 

Mr. McNutt, Mr. Thigpen, Mr. Lange, all of you did a terrific job 
of bringing something to our attention, that it is vitally important 
as we talk about this estate tax relief that we have to push forward 
and that is the nonliquidity of certain types of products. 

As I mentioned earlier when Mr. Barrett was testifying, I rep- 
resent a very large district in Washington State, some of which is 
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around Mt. Ranier, and that we have many small timber farms 
that exist there, and the fact that that is a long turnover sort of 
product makes the situation almost impossible. So that young fami- 
lies who are taking over after the death of a parent really have 
CTeat trouble financing the estate tax and often simply have to cut 
ftie timber off that property to pay the estate taxes and often sell 
the property. And, as Mr. Turner said, it becomes houses and it is 
a great loss, I believe. Certainly I have seen that happen in my 
own district. 

I suspect that in order to compensate for this big problem that 
we are all facing, you find yourself looking for legai tax loopholes. 
And I would be curious if you could fill me in on, if there has been 
some action you have taken to help you solve this problem. 

And I welcome any response. Mr. True, perhaps you have some 
thoughts. 

Mr. True. Well, thank you. Congresswoman, and it is good to see 
you again. Thank you. 

We are currently in the process of engaging some very expensive 
lawyers, accountants and life insurance people. And I have dragged 
my feet in that exercise, as my father did before me, because it 
seems to me as a matter of public policy it doesn’t make any sense 
to divert the necessary capital that we reinvest into our business 
and divert it into large life insurance policies which, yes, indeed at 
some future date would provide the liquidity necessary for us to 
pay those estate taxes, but what it does right now is it constrains 
the economic opportunities that our business would have. So we 
have been resisting that. But I know that at some future date we 
will have to pay the piper if we don’t plan now. 

Ms. Dunn. And that sort of thing of course cuts back on your 
capital that you have to invest in the company. 

Mr. True. Exactly. It is counterproductive. 

Mr. McNutt. I think a real tragedy in this whole scenario and 
regrettably it extends throughout the whole tax system of taxation 
is that it is so complex that it forces the taxpayer to literally play 
games to try to find where you can penetrate the wall, where can 
you save a dollar. 

You know, it is easy to understand why people without any real 
knowledge of it love this flat tax idea. You do a little postcard, it 
is marvmous, it is marvelous. But to have to go out and spend so 
much money for tax planning, accountants, attorneys, to look for 
ways to conserve your own money and shield it from the Federal 
Government is just a basic flaw I think in our tax policy. 

Mr. Crane. Ms. Dunn, are you finished? 

Ms. Dunn. Unless any of the other gentlemen have a response. 

Mr. Lange. A quick response. One thing that is semirelated. The 
capital gains tax of 28 percent, if we had a farm today, we could 
sell our farm and pay 28 percent capital gains. If we hold on to the 
farm and the owner dies, then we are assessed up to 55 percent. 
So there is no — it is hard to have incentive to hang on to the farm 
when you know that you are going to get hammered twice as hard 
by holding on to it. 

Mr. Turner. Let me just respond quickly if I might to the com- 
plexity issue since I practice somewhat in this area. Looking at 
2032(a) itself, and we appreciate Congressman Herger’s and others’ 
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efforts to broaden the relief under that, but to take the maximum 
benefit of it, you need to take advantage of those limits in that code 
section in both estates. 

So typically you have a spouse that dies, because the unlimited 
marital deduction gives everything to the surviving spouse, then 
that surviving spouse has to execute a disclaimer to create some 
tax in the surviving spouse’s estate to take advantage of section 
2032(a), so that then when the surviving spouse also passes away, 
he or she can then take advantage of the benefits and limits of sec- 
tion 2032(a) again in their estate, and so forth and so on, and so 
it goes. Very complex. And to have so much complexity, to plan 
around a tax that is such bad, counterproductive public policy any- 
way we think is just nonsensical. 

So certainly our organization not only advocates some amend- 
ments to current law, but really urges a look at the entire public 
policy behind the estate tax. 

Ms. Dunn. Thank you. 

Mr. Crane. Mr. Payne has a quick question, but first let me 
counsel the members of the panel. We appreciate your appearance 
here. Because we have a vote, after Mr. Payne’s questions, what I 
would like to do is recess the committee and let you folks be ex- 
cused, and thank you again. 

Proceed. 

Mr. Payne. Thank you very much, Mr. Chairman. I will be very 
brief. 

I want to thank all of the panelists for the testimony. I think it 
has been very helpful. Since I have a very brief amount of time, 
I will address my comments to Mr. Lange with whom I was work- 
ing on a piece of legislation in the last Confess. As he mentioned, 
Mr. Schultz on this committee offered a similar bill two Congresses 
ago, and shortly Mr. Houghton and I will introduce the American 
Farm Protection Act of 1995. This essentially will contain a provi- 
sion that will allow rural landowners within 50 miles of a defined 
metropolitan area, who voluntarily and permanently provide for 
the commitment of their land to rural land use through a donation 
of a qualified conservation easement, to exempt this from the Fed- 
eral estate tax. 

I have a lot of statistics about what is going on in my district 
alone. We have lost 5,000 farms in the last 20 years. On this panel 
as we look at all of the members, more than 25,000 farms have 
been lost in the last 20 years. And this is clearly a situation which 
we should address and the Contract With America is the right 
place to address it. 

So I encourage the committee to look at the American Farm Pro- 
tection Act as a part of the Contract With America. 

I thank the panelists again, and, Mr. Chairman, I yield back the 
balance of my time. Thank you. 

Mr. Crane. Again, we thank you. The committee is recessed 
until 2 p.m. 

[Recess.] 

Mr. McCrery [presiding]. The committee will come to order. 

Our next panel can take their seats at the witness table and we 
will resume testimony. We have with us a Member of the U.S. Sen- 
ate, former Member of the lower House, Hon. Robert Smith, and 
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we have with us a most respected member of the majority in the 
House of Representatives, Robert Walker from Pennsylvania. 

Gentlemen, welcome to our committee and we will be pleased to 
take your testimony. Anything that you have prepared in writing, 
we will submit for the record, and if you would summarize your 
testimony orally and if you can stay for questions, we will start 
with Senator Smith, or if you all had decided on another order. 

Mr. Walker. I will go ahead and start. 

Thank you, Mr. Chairman. 

Mr. McCrery. Mr. Walker. 

STATEMENT OF HON. ROBERT S. WALKER, A REPRESENTA- 
TIVE IN CONGRESS FROM THE STATE OF PENNSYLVANIA 

Mr. Walker. Mr. Chairman, one piece of H.R. 9 title XI is the 
Taxpayer Debt Buydown Act, and we believe this to be an effective 
and innovative plan to cut the runaway Federal budget deficit and 
reduce the $4.6 trillion national debt. It is a revolutionary attempt 
to bring the American taxpayer directly into the budget process, a 
plan that will give the taxpayers the power they need to participate 
in controlling Federal spending. 

This legislation would allow each taxpayer to contribute up to 10 
percent of his or her tax liability to a public debt reduction fund. 
The corresponding reduction in funds to the government could re- 
sult in an across-the-board sequester of all accounts, except Social 
Security retirement benefits, interest on the debt, deposit insur- 
ance, and a few other minor contractual obligations of the Federal 
Government. 

Both 0MB and CBO have had an opportunity to examine this 
measure. It works and would balance the budget in 6 years and 
zero out the debt by the year 2008 under full participation. If pub- 
lic debt is not reduced in the same time period, it will increase to 
over $12 trillion. CBO is currently restoring this bill for inclusion 
in the Job Creation and Wage Enhancement Act. 

Changes have been made to accommodate some concerns that 
have arisen about the bill. The legislation would have locked back 
all public debt including the public trust fund. I am extending the 
retirement trust fund to the new version of the bill, which are one 
of the three of the largest trust funds, so that they would not end 
up being defunded. They are the Social Security Trust Fund, the 
Civil Service and the militaiy retirement trust funds. 

Due to the imminent passage of the balanced budget amend- 
ment, discussions are under way about the simultaneous imple- 
mentation of the balanced budget amendment and this buydown 
plan. In new language, the checkoff would count only if the amount 
is greater than the cuts that Congress have already implemented. 

For example, if Congress passes a reconciliation bill this year, 
which designates cuts at $50 billion in 1998, and the checkoff in 
1998 totals $60 billion, only an additional $10 billion would be cut 
under my legislation, rather than under the legislation — rather 
than cuts. That would total $110 billion, as some people had said 
the bill would do. If the checkoff is only $40 billion, then nothing 
would happen. In other words, it would not be necessary to move 
forward. 
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Due to the Treasury Department concerns and the concerns of 
estimating, I am building a 1-year time lag into the measure. For 
example, if the American people were to tmce advantage of the 10 
percent this April 15, the IRS would have until October 1995 to es- 
timate the amount. This figure would then be submitted to Con- 
gress in February 1996 as part of the President’s budget for fiscal 
year 1997. Congress would then have until October 1996 to make 
the cuts before a sequester would be mandated. 

Originally I had only exempted the Social Security retirement ac- 
count’s interest on the debt and deposit insurance. During con- 
sultation with the House Budget Committee, the Ways and Means 
Committee and CBO, it was pointed out that there were several 
other accounts where there were contractual obligations of the Fed- 
eral Government and therefore they had to be fully funded. Exam- 
ples include judges’ salaries, pa 3 rments resulting from government 
insurance and guarantees. These accounts are negligible financially 
and will have little effect on the estimates within the measure. 

We are attempting to incorporate all of the various changes that 
people have told us need to be done in the bill, and I think we have 
done this. 

This measure has broad support. I reintroduced it on the first 
day of the 104th Congress and we now have 84 cosponsors. On the 
Senate side. Bob Smith, who is here with me today, is lead sponsor. 
Norm Ture, president of IRET, Paul Merski of CSE, Tom Schatz 
from CAGW are all here today. Other long-term supporters include 
Lawrence Kudlow, the economics editor for the National Review 
and the National 'Taxpayers Union. 

We have had very, very good polling results. Any time that this 
has been polled, it has shown heavy acceptance amongst the Amer- 
ican people, and I believe that debt buydown takes an intractable 
issue of spending cuts outside the halls of Congress into the house- 
holds of the American people and would assure that we would have 
a combination of getting something done about the debt and doing 
so with almost a national referendum. 

I thank you, Mr. Chairman. 

[The prepared statement follows:] 



973 


TESTIMONY OF 


CONGRESSMAN ROBERT S. WALKER 


BEFORE THE HOUSE COMMITTEE ON WAYS AND MEANS 


FEBRUARY 1, 1995 


THANK YOU VERY MUCH FOR THE OPPORTUNITY TO TESTIFY ON WHAT I BELIEVE IS AN 
EFFECTIVE, INNOVATIVE PLAN TO CUT THE RUNAWAY FEDERAL BUDGET DEFICIT AND REDUCE 
THE $4.6 TRILLION NATIONAL DEBT. 

THE TAXPAYER DEBT BUY-DOWN ACT IS MORE THAN A DEBT AND DEFICIT REDUCTION PLAN IT 
IS A REVOLUTIONARY ATTEMPT TO BRING THE AMERICAN TAXPAYER DIRECTLY INTO THE 
BUDGET PROCESS; A PLAN THAT WILL GIVE TAXPAYERS THE POWER THEY NEED TO 
PARTICIPATE IN CONTROLLING FEDERAL SPENDING. IN FACT, IF PASSED, THIS LEGISLATION 
WOULD BE A REFERENDUM EVERY APRIL 15 ON FEDERAL EXPENDITURES. 

THE LEGISLATION WOULD ALLOW EACH TAXPAYER TO CONTRIBUTE UP TO 10% OF HIS OR HER 
TAX LIABILITY TO A PUBLIC DEBT REDUCTION FUND. THE CORRESPONDING REDUCTION IN 
FUNDS TO THE GOVERNMENT COULD RESULT IN AN ACROSS-THE-BOARD SEQUESTER OF ALL 
ACCOUNTS EXCEPT SOCIAL SECURITY RETIREMENT BENEFITS, INTEREST ON THE DEBT, 
DEPOSIT INSURANCE, AND A FEW OTHER MINOR CONTRACTUAL OBLIGATIONS OF THE 
FEDERAL GOVERNMENT. 

A LOT OF CONTROVERSY AND MISINFORMATION HAS ARISEN ABOUT THIS LAST POINT. DIRE 
PREDICTIONS HAVE BEEN MADE ABOUT THE COLLAPSE OF GOVERNMENT UNDER THE 
SEVERITY OF THESE CUTS. THOSE PREDICTIONS ARE NONSENSEI I WOULD LIKE TO POINT 
OUT THAT, EVEN WITH MAXIMUM TAXPAYER PARTIOPATION, OUTLAYS WOULD CONTINUE TO 
INCREASE ACCORDING TO THE 0MB ESTIMATES. GOVERNMENT SPENDING WOULD CONTINUE 
TO GROW DURING THE TIME WE ARE COLLAPSING THE DEBT TO ZERO IN 15 YEARS. HOW 
CAN SOMEONE PREDICT THE COLLAPSE OF THE GOVERNMENT ON FUNDING LEVELS WHICH 
ARE HIGHER THAN THOSE WE HAVE TODAY? SPENDING PRIORITIES WOULD HAVE TO BE 
REALLOCATED AND GOVERNMENT NON-ESSENTIALS WOULD HAVE TO BE ELIMINATED, BUT 
THERE WOULD BE PLENTY OF MONEY TO DO THE NECESSARY WORK OF NATIONAL 
GOVERNMENT. 

BOTH 0MB AND CBO HAVE EXAMINED THIS MEASURE. THEY CONCUR THAT THIS IDEA WOULD 
BALANCE THE BUDGET IN SIX YEARS, AND ZERO OUT THE DEBT BY FISCAL YEAR 2008, UNDER 
FULL PARTICIPATION, IF THE PUBLIC DEBT IS NOT REDUCED IN THE SAME TIME PERIOD IT 
WILL INCREASE TO OVER $12 TRILUON! 

CBO IS CURRENTLY RESCORING THIS BILL FOR INCLUSION IN THE-JOB CREATION AND WAGE 
ENHANCEMENT ACT, 

A FEW CHANGES HAVE BEEN MADE TO ACCOMMODATE CONCERNS THAT HAVE BEEN RAISED 

(1) THE LEGISLATION WOULD HAVE BOUGHT-BACK ALL PUBUC DEBT, INCLUDING ALL THE 
RETIREMENT TRUST FUNDS, I AM EXEMPTING THE RETIREMENT ACCOUNTS, WHICH ARE 
THREE OF THE LARGEST TRUST FUNDS, FROM BEING DEFUNDED. THEY ARE: THE SOCIAL 
SECURITY TRUST FUND, CIVIL SERVICE, AND MILITARY RETIREMENT FUNDS. I AM CONCERNED 
THAT IF THESE ACCOUNTS ARE DEFUNDED. QUESTIONS MAY ARISE ABOUT THEIR FINANCIAL 
INTEGRITY, AND THE ENTIRE ACCOUNT COULD BE JEOPARDIZED 

(2) DUE TO THE IMMINENT PASSAGE OF THE BALANCED BUDGET AMENDMENT (BBA), 
DISCUSSING ARE UNDERWAY ABOUT THE SIMULTANEOUS IMPLEMENTATION OF THE BBA AND 
THE BUY-DOWN. IN THE NEW LANGUAGE, THE CHECK-OFF WILL COUNT ONLY IF THE AMOUNT 
IS GREATER THAN THE CUTS THAT CONGRESS HAVE ALREADY IMPLEMENTED. FOR EXAMPLE, 
IF CONGRESS PASSES A RECONClUATION BILL THIS YEAR 1NHICH DESIGNATES CUTS OF $50 
BILLION IN 1998 AND THE CHECK-OFF IN 1998 TOTALS $60 BILLION, ONLY AN ADDITIONAL $10 
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BILLION WILL BE CUT UNDER MY LEGISLATION. RATHER THAN CUTS THAT WOULD TOTAL $110 
BILLION. IF THE CHECK-OFF IS ONLY $40 BILLION. THEN NOTHING WILL HAPPEN. 

THEREFORE, THE AMERICAN PEOPLE WILL BE TELUNG CONGRESS IF THEY ARE ON THE RIGHT 
BUDGET TRACK, OR IF THEY WANT FURTHER SPENDING REDUCTIONS. 

(3) THE TREASURY DEPARTMENT WAS CONCERNED ABOUT THE TIME INVOLVED IN ESTIMATING 
THE AMOUNT OF THE CHECK-OFF FOR CONGRESS. THEREFORE, I AM BUILDING A ONE-YEAR 
LAG TIME INTO THE MEASURE. FOR EXAMPLE, IF THE AMERICAN PEOPLE WERE ABLE TO TAKE 
ADVANTAGE OF THE 10 % THIS APRIL 15TH, THE IRS WOULD HAVE UNTIL OCTOBER, 1995 TO 
ESTIMATE THE AMOUNT. THIS FIGURE WOULD THEN BE SUBMITTED TO CONGRESS IN 
FEBRUARY, 1996 AS PART OF THE PRESIDENTS BUDGET FOR FISCAL YEAR 1997. CONGRESS 
WOULD THEN HAVE UNTIL OCTOBER, 1996 TO MAKE THE CUTS BEFORE A SEQUESTER WOULD 
BE MANDATED. 

THIS ALSO GIVES CONGRESS MORE OPPORTUNITY TO FORESEE THE CUTS AND MAKE 
INFORMED DECISIONS. 

(4) THIS LAST CHANGE IS ONE TO WHICH I ALLUDED EARLIER. ORIGINALLY, I HAD ONLY 
EXEMPTED THE SOCIAL SECURITY RETIREMENT ACCOUNTS, INTEREST ON THE DEBT AND 
DEPOSIT INSURANCE FROM THE SEQUESTRATION WHICH WOULD OCCUR IF CONGRESS DID 
NOT MAKE THE NECESSARY CUTS THEMSELVES. DURING CONSULTATIONS WITH THE HOUSE 
BUDGET COMMITTEE, WAYS AND MEANS, AND CBO, IT WAS POINTED OUT TO ME THAT THERE 
WERE SEVERAL OTHER ACCOUNTS WHICH VYERE CONTRACTUAL OBLIGATIONS OF THE 
FEDERAL GOVERNMENT, AND THEREFORE. HAD TO BE FULLY FUNDED EXAMPLES INCLUDE 
JUDGES SALARIES AND PAYMENTS RESULTING FROM GOVERNMENT INSURANCE AND 
GUARANTEES. THESE ACCOUNTS ARE NEGLIGIBLE FINANCIALLY, AND WILL HAVE LITTLE 
EFFECT ON THE ESTIMATES OF THE MEASURE. 

ONE AND THREE HAVE ALREADY BEEN INCORPORATED IN THE BILL. NUMBERS TWO AND 
FOUR WILL HAVE TO BE ADDED LATER. 

THIS MEASURE HAS BROAD SUPPORT. I REINTRODUCED IT ON THE FIRST DAY OF THE I04TH 
CONGRESS AND NOW HAVE 84 COSPONSORS SENATOR BOB SMITH WHO IS ALSO 
TESTIFYING TODAY IS THE LEAD SPONSOR ON THE SENATE SIDE. 

I AM THANKFUL TO THE GROWING NUMBER OF ORGANIZATIONS AND INDIVIDUALS WHO HAVE 
ENDORSED THE TAXPAYER DEBT BUY-DOWN NORM TURE, PRESIDENT OF THE INSTITUTE 
FOR THE RESEARCH ON THE ECONOMICS OF TAXATION, PAUL MERSKI OF THE CITIZENS FOR 
A SOUND ECONOMY, AND TOM SCHATZ FROM THE CITIZENS AGAINST GOVERNMENT WASTE 
ARE ALL HERE TODAY ON THIS BILLS' BEHALF OTHERS LONG-TERM SUPPORTERS INCLUDE, 
LAWRENCE KUDLOW, ECONOMICS EDITOR FOR THE NATIONAL REVIEW . AND THE NATIONAL 
TAXPAYERS UNION, 

PRESIDENT CLINTON INCHED TOWARD THE CONCEPT OF DEBT BUY-DOWN WITH HIS DEFICIT 
TRUST FUND PROPOSAL. BY ESTABLISHING A PARKING PLACE FOR DEBT REDUCTION AT THE 
U S. TREASURY, THE PRESIDENT ACKNOWLEDGED THE NEED FOR AN ACCOUNTING TOOL TO 
ASSURE THE PUBLIC THAT DEFICIT REDUCTION MONEY WAS TRULY GOING TO DEFICIT 
REDUCTION. 

BUT THE PRESIDENT'S FUND HAS NO LEGS BEYOND ITS ACCOUNTING CLEVERNESS. FOR 
DEBT AND DEFICITS TO BE REDUCED, THE SPENDING CUT AND SEQUESTRATION MECHANISM 
OF THE TAXPAYER DEBT BUY-DOWN ARE NEEDED ONLY THEN CAN CBO AND 0MB SCORE 
REAL SAVINGS. 

SEVERAL OTHER POINTS SHOULD BE NOTED FOR A FULL UNDERSTANDING OF THIS 
PROPOSAL TAX INCREASES CANNOT BE USED TO OFFSET THE SPENDING CUT DEMANDS 
MADE BY TAXPAYERS EACH YEAR. WHILE CONGRESS WOULD STILL BE PERMITTED TO RAISE 
TAXES FOR OTHER REASONS, TAX REVENUES WOULD NOT COUNT AGAINST THE BASELINE 
REDUCTIONS REQUIRED BY THE BUY-DOWN PLAN. AND, ANY TAX INCREASES ON PERSONAL 
INCOME WOULD HAVE THE EFFECT OF GIVING TAXPAYERS MORE OF A LIABILITY AGAINST 
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WHICH TO REQUIRE SPENDING CUTS 

THERE HAS BEEN=SOME PUBLIC REACTION TO THE DEBT BUY-DOWN CONCEPT AND THAT 
REACTION HAS BEEN HIGHLY POSITIVE. PRESIDENT BUSH'S ENDORSEMENT OF THIS IDEA AT 
THE 1992 REPUBLICAN NATIONAL CONVENTION LED POLLSTERS TO GAUGE PUBLIC OPINION. 

A POLL DONE FOR THE BUSH CAMPAIGN SHOWED 66% OF AMERICANS SUPPORTING THIS NEW 
IDEA IN THE SUMMER OF 1992 PUBLIC SUPPORT INCREASED TO 76% IN A NATIONAL OPINION 
BALLOT DONE IN DECEMBER 1992. IN JUNE. 1993, THE NATIONAL FEDERATION OF 
INDEPENDENT BUSINESS FOUND 77% OF THEIR MEMBERSHIP FAVORED THE PLAN. 

DEBT BUY-DOWN TAKES THE INTRACTABLE ISSUE OF SPENDING CUTS OUTSIDE THE HALLS OF 
CONGRESS AND INTO THE HOUSEHOLDS OF THE AMERICAN PEOPLE. THEY WOULD HAVE AN 
OPPORTUNITY NOT ONLY TO HELP DECIDE HOW MUCH CUTTING WOULD BE DONE, BUT THEY 
WOULD HAVE AN OPPORTUNITY TO HOLD THEIR REPRESENTATIVES ACCOUNTABLE FOR 
ACTING OR FAILING TO ACT ON THEIR WISHES. AND AT ANY TIME THE AMERICAN PEOPLE 
BEGAN TO BELIEVE THE SPENDING CUTS HAD GONE TOO DEEP, THEY WOULD HAVE AN 
ANNUAL OPTION OF NOT ASKING FOR ADDITIONAL REDUCTIONS 

DEBT BUY-DOWN IS A REVOLUTIONARY APPROACH TO A GROWING PROBLEM THE NATIONAL 
DEBT PROBLEM HAS GROWN SO LARGE THAT IT DEFIES TINKERING AROUND THE MARGINS. 
REAL SOLUTIONS ARE GOING TO DEMAND BREAK-THROUGH IDEAS. THE DEBT BUY-DOWN 
BREAKS THROUGH MANY OF THE PROBLEMS CONNECTED WITH THE DEBT AND DEFICIT BY 
BYPASSING SPECIAL INTEREST PLEADINGS FOR EVER-LARGER BUDGETS AND GIVING A BROAD 
SEGMENT OF THE POPULATION A CHANCE TO REGISTER AN ANTI-SPENDING MANDATE EACH 
AND EVERY YEAR 

EMPTY PROMISES OF FISCAL RESPONSIBILITY ARE NO LONGER ADEQUATE. PUBLIC 
DISCOURSE WILL DEMAND REAL SOLUTIONS. ONLY BOLD ACTION WILL CONVINCE OUR 
CONSTITUENTS THAT WE ARE FINALLY PUTTING OUR FISCAL HOUSE IN ORDER YOU CAN 
BEGIN THAT ACTION BY APPROVING THE TAXPAYER DEBT BUY-DOWN. 

BEFORE I CLOSE. I WOULD LIKE TO BRIEFLY DISCUSS WITH YOU ANOTHER PART OF The JOB 
CREATION AND WAGE ENHANCEMENT ACT, WHICH CHAIRMAN ARCHER HAS INTRODUCED AND 
HAS BEEN REFERRED TO THE COMMITTEE ON SCIENCE, WHICH I CHAIR. THE LEGISLATION IS 
THE RISK ASSESSMENT AND COST/BENEFIT ANALYSIS FOR NEW REGULATIONS, WHICH IS 
TITLE III OF H R, 9 

THE COST OF COMPLIANCE WITH FEDERAL REGULATIONS IS ASTOUNDING - AS LEAST $130 
BILLION ANNUALLY FOR ENVIRONMENTAL REGULATIONS ALONE. PRIVATE SECTOR 
COMPLIANCE COSTS FOR ALL FEDERAL REGULATIONS EXCEED $430 BILLION PER YEAR ■ 9 
PERCENT OF OUR GROSS DOMESTIC PRODUCT. ACCORDING TO THE CLINTON 
ADMINISTRATION'S OWN NATIONAL PERFORMANCE REVIEW (PAGE 32). IN AN ERA OF TOUGH 
BUDGET REALITIES, POLICY-MAKERS NEED TO MAKE CHOICES AND SET PRIORITIES - TO 
CONCENTRATE SCARCE DOLLARS WHERE THEY WILL DO THE MOST GOOD, AND ANALYZE 
ALTERNATIVES TO ACHIEVE THE GOAL OF PUBUC SAFETY AT THE LOWEST POSSIBLE COST. 

WITH A STANDARDIZED, UNDERSTANDABLE CALCULATION OF RISKS AND COMPLIANCE COSTS 
CONGRESS AND THE PUBLIC WILL KNOW THAT THEIR DOLLARS ARE BEING WELL SPENT . 
WITHOUT LOWER STANDARDS OF PROTECTION. 

THE PURPOSE OF TITLE III IS TO GIVE US THE GREATEST PROTECTION OF PERSONAL HEALTH 
AND SAFETY FOR OUR EFFORTS, ALLOWING US TO DIRECT OUR RESOURCES TO THOSE 
PROBLEMS THAT WILL SAVE MORE LIVES. TITLE III IS A SMARTER APPROACH TO FEDERAL 
REGULATION AIMED AT GETTING OUR MONEYS WORTH FROM RISK ANALYSIS IT AIMS AT 
IMPROVING AND STANDARDIZING THE METHODS FEDERAL REGULATORS USE FOR RISK 
ASSESSMENT RISK ANALYSIS SHOULD BE BASED ON UNBIASED SCIENCE, TO ASSURE THEY 
ARE AS ACCURATE AND OBJECTIVE AS POSSIBLE. THE LEGISLATION ALSO ESTABLISHES 
RELATIVE RISK REDUCTION AS A PRINCIPAL TOOL FOR SETTING PRIORITIES FOR FEDERAL 
REGULATIONS. 


THANK YOU FOR YOUR TIME AND CONSIDERATION. 
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Mr. McCrery. Thank you, Mr. Walker. 

Senator Smith. 

STATEMENT OF HON. ROBERT SMITH, A U.S. SENATOR FROM 
THE STATE OF NEW HAMPSHIRE 

Senator Smith. Thank you very much, Mr. Chairman. 

I might just say, with no disrespect to my colleagues on the 
Democratic side, it is nice to say “Mr. Chairman” to a Republican 
colleague. This is exciting for me. 

I want to compliment my colleague. Bob Walker, for getting this 
in the Contract With America, because it is moving along now in 
a big package, and that is very exciting. Bob has explained pretty 
much how it works. I do have a full statement regarding that that 
I would like to insert for the record and just make a few summary 
comments. 

The midterm elections I think represented a mandate for change; 
there isn’t any question about that. The American people want to 
be more directly involved in their government. You are seeing a 
great popularity now in town meetings, in citizen referendum, talk 
radio, all of these things, and I think the 104th Congress is listen- 
ing to the people. This is an example of that listening. 

We have seen the ConCTessional Accountability Act, the un- 
funded mandates bill already passed one body or the other, and the 
Congressional Accountability Act, both bodies; the balanced budget 
amendment already passed the House, now on the floor. We have 
been talking about giving welfare back to the States. This is all 
very exciting. 

Now, the Taxpayer Debt Buydown Act is the same thing, it is the 
same spirit. It gives people the right to participate. It prevents poli- 
ticians, whoever they may be in the future, from mortgaging their 
kids’ future. It is a safety valve. 

We let taxpayers finance the debt — this is a very interesting 
point — we let taxpayers finance the debt by purchasing Treasury 
securities. So why not let them finance deficit reduction by des- 
ignating a certain percentage of their tax dollars up to 10 percent. 
The American people deserve that chance. They deserve to show 
that they are willing to sacrifice. It is their money. 

Most Americans feel it is immoral to pass on this debt to future 
generations, as we do, and this bill will give us a referendum on 
spending. Congress gets its marching orders from the people. And 
it is more and more important also if the amendment passes the 
Senate, which I hope it will do in the very near future and be rati- 
fied by the States, that will balance the budget when Congress de- 
cides to implement the amendment. But then we have to reduce 
the debt. It is not enough just to keep the budget balanced. 

We will have well over a $5 trillion debt by the time the balanced 
budget amendment takes effect, and this is a safety valve. This will 
say that the taxpayers can say. Up to 10 percent of our dollars will 
be used on reducing the national debt, and of course if it is imple- 
mented before that, it would reduce the deficit. But until that time, 
this is a safety valve, and no matter what the taxpayers, whatever 
the Congress does, if they say we are going to reduce it by $100 
billion and the taxpayers pick $50 billion, so be it. But if the tax- 
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payers pick more than that kicks in, the taxpayers then would dic- 
tate how much it should be reduced. 

So it is all very exciting, and I am pleased to be a part of it. 

Certainly I would be happy to answer any questions, and thank 
you, Mr. Chairman, for having a hearing on this, what I consider 
to be a very important piece oiiegislation. 

[The prepared statement follows:] 
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TESTIMONY ON THE 1'AXPAYER DEBT BUY DOWN ACT 
HOUSE COMMITTEE ON WAYS AND MEANS 
SENATOR ROBERT SMITH 
FEBRUARY 1, 1995 


MR. CHAIRMAN, MR. GIBBONS, MEMBERS OF THE COMMITTEE: THANK 
YOU FOR GIVING ME THE OPPORTUNITY TO TESTIFY IN SUPPORT OF THE 
TAXPAYER DEBT BUY DOWN ACT. I AM THE SENATE SPONSOR OF THE BILL 
AND I AM PROUD TO JOIN BOB WALKER IN THIS EFFORT TO INVOLVE THE 
AMERICAN PEOPLE IN THE FIGHT TO REDUCE DEFICITS AND PAY DOWN THE 
DEBT. CONGRESSMAN WALKER HAS ALREADY EXPLAINED IN GREAT DETAIL 
HOW THE BILL WOULD WORK SO I WOULD LIKE TO FOCUS ON WHY I THINK 
IT IS SUCH A GOOD IDEA. 

MR. CHAIRMAN, THE MIDTERM ELECTIONS REPRESENTED A MANDATE 
NOT JUST FOR LESS GOVERNMENT BUT ALSO FOR MORE RESPONSIVE 
GOVERNMENT THE AMERICAN PEOPLE ARE DEMANDING AN END TO 
BUSINESS AS USUAL IN WASHINGTON. AS ANYONE WHO HAS HELD A TOWN 
MEETING RECENTLY, OR WATCHED THE POPULARITY OF CITIZEN 
REFERENDA SPREAD ACROSS THE STATES. OR TUNED IN TO TALK RADIO 
KNOWS, THE AMERICAN PEOPLE WANT TO BE MORE DIRECTLY INVOLVED IN 
THEIR GOVERNMENT. THEY DON’T WANT EVERY DECISION BEING MADE IN A 
FAR AWAY CAPITOL. 

I AM PLEASED TO SAY THAT, THUS FAR, THE 104TH CONGRESS IS 
LISTENING TO THE AMERICAN PEOPLE. WE ARE LISTENING AND WE ARE 
GETTING THINGS DONE. WE PASSED THE CONGRESSIONAL ACCOUNTABILITY 
ACT IN RECORD TIME. AT LONG LAST, CONGRESS WILL BE UNABLE TO 
EXEMPT ITSELF FROM THE LAWS IT PASSES ON THE PRIVATE SECTOR. IN 
ADDITION, WE OVERWHELMINGLY PASSED THE BILL MAKING IT HARDER FOR 
WASHINGTON TO PUT UNFUNDED MANDATES ON STATES AND LOCALITIES. 

THESE BIPARTISAN SUCCESS STORIES ARE JUST THE BEGINNING. THAT 
IS WHY WE ARE LOOKING AT WAYS TO SEND FEDERAL PROGRAMS SUCH AS 
WELFARE BACK TO THE STATES. THAT IS WHY WE ARE GOING TO HAVE THE 
FIRST-EVER FLOOR VOTE ON TERM LIMITS THIS YEAR. THE TAXPAYER DEBT 
BUY DOWN ACT IS IN THAT SAME SPIRIT. 

CONGRESSMAN WALKER AND I DEVELOPED THIS LEGISLATION SO THAT 
WE COULD CREATE AN ACTIVE ROLE FOR "WE THE PEOPLE" IN FISCAL 
MATTERS OF THE FEDERAL GOVERNMENT. THE TAXPAYER DEBT BUY-DOWN 
ACT WOULD ALLOW TAXPAYERS TO DIRECTLY PARTICIPATE IN SOLVING THE 
MOST CRITICAL FISCAL PROBLEMS FACING OUR NATION: THE ANNUAL 
BUDGET DEFICITS AND THE EVER-INCREASING NATIONAL DEBT, 

THIS BOLD LEGISLATION WOULD ALLOW TAXPAYERS TO DESIGNATE UP 
TO TEN PERCENT OF THEIR INCOME TAX LIABILITY FOR THE SOLE PURPOSE 
OF DEFICIT REDUCTION. CONGRESS WOULD THEN HAVE TO ENACT THE 
SPENDING CUTS NEEDED TO EQUAL THE TOTAL AMOUNT DESIGNATED IN 
ANY GIVEN YEAR BY THE TAXPAYERS. IF CONGRESS FAILED TO ACT, AN 
AUTOMATIC ACROSS-THE-BOARD SEQUESTER OF ALL GOVERNMENT 
ACCOUNTS EXCEPT SOCIAL SECURITY, DEPOSIT INSURANCE, CERTAIN 
CONTRACTUAL OBLIGATIONS, AND NET INTEREST ON THE DEBT WOULD BE 
TRIGGERED. AGAIN, THERE IS AN ACROSS-THE-BOARD SEQUESTER ONLY IF 
THE CONGRESS REFUSES TO TAKE ACTION. 

I KNOW THAT SOME MEMBERS FEEL THAT ACROSS-THE-BOARD CUTS 
ARE UNFAIR. HOWEVER, SEQUESTERS ARE NOT NEARLY AS UNFAIR AS 
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BURDENING FUTURE GENERATIONS WITH MOUNTAINS OF DEBT. AND WE DO 
NOT HAVE TO HAVE ACROSS-THE-BOARD CUTS. THE ONLY REASON A 
SEQUESTER WILL OCCUR IS IF CONGRESS DOES NOT HAVE THE GUTS TO STEP 
UP TO THE PLATE AND PRIORITIZE FEDERAL SPENDING. 

UNLIKE MANY PREVIOUS ATTEMPTS TO REDUCE THE DEHCIT, OUR BILL 
WOULD RESULT IN REAL SPENDING CUTS. THE BUDGET BASELINE WILL BE 
REDUCED BY THE AMOUNT OF THE CUT; THUS, LASTING DEHCIT REDUCTION 
IS ASSURED. IT IS THIS PROVISION THAT MAKES THE 10% CHECK-OFF VIABLE 
BECAUSE FEDERAL SPENDING WILL BE PUT ON A STEADILY DECLINING PATH, 
MOREOVER, WHILE NOTHING IN THIS BILL PREVENTS CONGRESS FROM 
RAISING TAXES, TAX HIKES COULD NOT BE USED TO SUBSTITUTE FOR THE 
SPENDING CUTS DESIGNATED BY THE TAXPAYERS. 

THE FEDERAL GOVERNMENT HAS NOT HAD A BALANCED BUDGET SINCE 
1969 AND CURRENT PRO.rECTIONS SHOW HUGE DEHCITS FOR YEARS TO COME 
WE HAVE NO CHOICE BUT TO STOP THE SPENDING, STOP THE BORROWING 
AND PAY DOWN THE DEBT. 

TWENTY FIVE YEARS OF DERCIT SPENDING HAVE LEFT US WITH A 
NATIONAL DEBT IN EXCESS OF S4.7 TRILLION. EVERY AMERICAN’S SHARE OF 
THAT DEBT IS AN ASTOUNDING $17,700. AND, DESPITE CLAIMS OF PROGRESS 
ON THE DEHCrr, WHEN PRESIDENT CLINTON'S SO-CALLED DEHCIT REDUCTION 
PLAN HAS RUN ITS COURSE, THE NATIONAL DEBT WILL APPROACH $6 
TRILLION. 

THE AMERICAN PEOPLE KNOW OUR NATION IS IN A FINANCIAL CRISIS 
THAT CALLS FOR DECISIVE ACTION. THE 10% CHECKOFF WILL GIVE THE 
AMERICAN PEOPLE THE RIGHT TO DEMAND THAT POLITICIANS IN 
WASHINGTON STOP MORTGAGING THE FUTURE FOR THEIR OWN POLITICAL 
BENEFIT. 

POLLS SHOW THAT THIS IDEA IS VERY POPULAR WITH THE AMERICAN 
PEOPLE, HOWEVER, IT IS NOT NEARLY SO POPULAR INSIDE THE BELTWAY. 
MANY IN WASHINGTON ARE HORRIFIED BY THE NOTION OF GIVING 
TAXPAYERS MORE SAY IN HOW THEIR MONEY IS SPENT. 

WELL, WE ALLOW TAXPAYERS TO DIRECTLY FINANCE DEnCIT 
SPENDING BY GIVING THEM THE OPTION OF PURCHASING TREASURY 
SECURITIES. WHY CANT WE ALLOW THEM TO DIRECTLY FINANCE DEnCIT 
REDUCTION BY LETTING THEM DEVOTE A SMALL PORTION OF THEIR TAX 
LIABILITY TO THE DEHCIT REDUCTION TRUST FUND? 

MR. CHAIRMAN, H HAS BECOME CONVENTIONAL POLITICAL WISDOM 
THAT THE AMERICAN PEOPLE SUPPORT DEFICTT REDUCTION IN THEORY BUT 
NOT B9 PRACTICE. BUT I AM NOT SURE THAT'S TRUE. I THINK MOST 
AMERICANS FEEL IT IS IMMORAL TO PASS ON MOUNTAINS OF DEBT TO 
FUTURE GENERA'nONS. I THINK MOST AMERICANS WANT TO PASS ON TO 
THEIR CHILDREN A NA'nON OF WHICH THEY CAN BE PROUD. I KNOW THE 
CITIZENS OF NEW HAMPSHIRE ARE INTENSELY CONCERNED ABOUT THE 
NA'nONAL DEBT. 

THE TEN-PERCENT CHECKOFF WILL GIVE US A NATIONAL REFERENDUM 
ON SPENDING AND THE DEnCIT EVERY APRIL 15TH. WE WILL KNOW HOW THE 
AMERICAN PEOPLE REALLY FEEL ABOUT IT. THEY WILL GIVE CONGRESS ITS 
MARCHING ORDERS AND CONGRESS WILL FINALLY CONTROL SPENDING 
BECAUSE THEY WILL HAVE NO CHOICE. 

1 THINK THE AMERICAN PEOPLE DESERVE A CHANCE TO SHOW THEY 
ARE WILLING TO MAKE THE SACRfflCES NEEDED TO SAVE THE COUNTRY. 
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THAT IS ALL WE ARE ASKING IN THIS LEGISLATION. GIVE THE AMERICAN 
PEOPLE A CHANCE. 

MR. CHAIRMAN, ANOTHER REASON THE DEBT BUY DOWN ACT IS SO 
APPEALING IS BECAUSE ITIS A GREAT COMPLIMENT TO THE BALANCED 
BUDGET AMENDMENT. BY THE WAY. I'D LIKE TO CONGRATULATE THE HOUSE 
FOR PASSING THE BALANCED BUDGET AMENDMENT. THROUGHOUT MY 
SERVICE IN CONGRESS I HAVE ADVOCATED A CONSTITUTIONAL REQUIREMENT 
THAT WE BALANCE THE FEDERAL BUDGET. I AM HOPEFUL WE CAN GET IT 
THROUGH THE SENATE AND SEND IT OFF TO THE STATES FOR RATIFICATION. 

IF THE BALANCED BUDGET AMENDMENT IS RATIFIED HARD CHOICES 
WILL HAVE TO BE MADE TO BRING THE BUDGET INTO BALANCE BY 2002. 
CONGRESS IS GOING TO HAVE TO SQUARE WITH THE AMERICAN PEOPLE. WE 
WILL HAVE TO DECIDE WHETHER WE WANT TO SLOW THE GROWTH OF 
SPENDING, RAISE TAXES OR SOME COMBINATION OF BOTH, I THINK THE 
NOVEMBER ELECTIONS PROVED THE AMERICAN PEOPLE WANT TO BALANCE 
THE BUDGET BY HOLDING THE LINE ON SPENDING. THE TAXPAYER DEBT BUY 
DOWN ACT WILL LET THEM SAY SO LOUD AND CLEAR EVERY APRIL. 

rr IS ALSO IMPORTANT TO REMEMBER THAT THE BALANCED BUDGET 
AMENDMENT DOES NOT GUARANTEE WE WILL BALANCE THE BUDGET EVERY 
YEAR. IT WILL BE MUCH HARDER TO RUN A DEFICIT BECAUSE MEMBERS OF 
CONGRESS WOULD HAVE TO SPECIFICALLY VOTE FOR DEHCIT SPENDING. 
STILL, WITH A SUPER MAJORITY VOTE CONGRESS CAN WAIVE THE BALANCED 
BUDGET REQUIREMENT AND ADD TO THE NATIONAL DEBT. 

THAT DEBT IS A MILLSTONE AROUND THE NECK OF FUTURE 
GENERATIONS. THAT DEBT IS THE REASON MORE YOUNG PEOPLE BELIEVE IN 
UFOs THAN BELIEVE THAT SOCIAL SECURITY WILL BE THERE FOR THEM, BY 
GrSTNG THE TAXPAYERS THE POWER TO MANDATE SPENDING CUTS THE 
TAXPAYER DEBT BUY DOWN ACT WILL MAKE IT MUCH LESS ATTRACTIVE FOR 
CONGRESS TO WAIVE THE BALANCED BUDGET REQUIREMENT, IF CONGRESS 
IS FORCED BY THE AMERICAN PEOPLE TO SPEND LESS, THERE IS LIITLE 
CHANCE CONGRESS WILL BE ABLE TO RUN A DEHCII EVEN IF II WANTS TO, 

THE TAXPAYER DEBT BUY DOWN ACT ALSO PUTS IN PLACE A 
MECHANISM BY WHICH WE CAN PAY DOWN THE NATIONAL DEBT. THIS IS 
IMPORTANT BECAUSE THE NATIONAL DEBT WILL NOT DISAPPEAR JUST 
BECAUSE WE HAVE A BALANCED BUDGET AMENDMENT. IF WE BALANCE THE 
BUDGET IN 2002, THE NATIONAL DEBT WILL BE IN THE NEIGHBORHOOD OF $6 
TRILLION. I THINK THE AMERICAN PEOPLE SHOULD BE GIVEN THE OPTION TO 
TELL CONGRESS TO START PAYING DOWN THAT $6 TRILLION DEBT. 

SO IT'S A PERFECT COMPLIMENT TO THE BALANCED BUDGET 
AMENDMENT: IT WILL ALLOW THE TAXPAYERS TO MANDATE THAT THE 
BUDGET BE BALANCED BY SPENDING CUTS; IT WILL MAKE CONGRESS LESS 
LIKELY TO WAIVE THE BALANCED BUDGET REQUIREMENT; AND. IT WILL HELP 
US PAY DOWN THE DEBT. 

MR. CHAIRMAN, IN CLOSING, I KNOW THIS BILL IS CONTROVERSIAL. 

BUT, IT IS ALSO REAL, POSITIVE CHANGE. IT IS DEHNITELY NOT BUSINESS AS 
USUAL. THIS LEGISLATION WILL DIRECTLY INVOLVE THE AMERICAN PEOPLE 
IN THE FIGHT TO MAKE THE GOVERNMENT LIVE WITHIN US MEANS. 

AND, U HAS THE POTENTIAL TO FORCE MEMBERS OF CONGRESS-OF 
BOTH PARTIES-TO DO WHAT WE SHOULD HAVE BEEN DOING FOR 25 YEARS: 
NAMELY, REDUCE SPENDING AND BUY DOWN THE DEBT. I URGE THE 
COMMUTEE TO SUPPORT U. AGAIN, 1 THANK THE COMMUTEE FOR LETTING 
ME TESTIFY AND ID BE HAPPY TO ANSWER ANY QUESTIONS. 
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Mr. McCrery. Thank you, Senator and Representative Walker. 
We appreciate very much your taking time out to visit with us and 
explain your lemslation. 

Mr. Merger, do you have questions of the witnesses? 

Mr. Merger. I just might ask quickly, briefly, how do you see the 
debt buydown proposal working with tne balanced budget amend- 
ment? Would the debt buydown proposal assist the budget bal- 
ancing process as required by the constitutional amendment? And 
if so, now would the two be coordinated? 

Mr. Walker. Well, I think they work very well together. First of 
all, this is an implementation tool for the balanced budget amend- 
ment. Insofar as we are trying to go from deficit budgets to a bal- 
anced budget, for a period of time here you have a mechanism that 
is helpful to reconciliation. 

If in fact we decide in the reconciliation process to get rid of the 
deficit faster than what the American people have designated, this 
would have no effect. Mowever, let’s say Congress is finding it 
tougher and tougher to do reconciliation and the American people 
decide that we ought to be moving faster. They can, through their 
taxes, tell us that they want us to go faster, and force us to do even 
quicker implementation of the balanced budget amendment, simply 
by checking off on their tax forms that they want more to be sub- 
tracted from the spending. 

I think that sends an important political signal to the Congress, 
and I think it sends an important economic signal to the country; 
that the people maybe will be more willing to go faster than the 
politicians. Ajid then it gives the politicians some cover because we 
are simply doing that which the American people have told us they 
want done. 

Senator Smith. If I could give a quick response, I think it is very 
much an implementing tool as well. I agree with what Congress- 
man Walker says. 

If you just use one example, let’s say that the taxpayers decide 
that they want to pay off $20 billion a year and the Congress 
doesn’t want to pay any. Well, even if the taxpayers so decide that, 
it would take 50 years at $20 billion a year to get — retire $1 trillion 
of what will probably be a $5 or $6 trillion debt, if we are lucky, 
by the time we get to the balanced budget amendment and get this 
thing implemented. 

So it is a safety valve. It is very important. It gives the taxpayers 
the opportunity to set the pace of retirement with, you know, with 
some restrictions. If Congress goes more or less — but they can’t go 
less. That is the point. 'They can go more, but they canx go less. 
I think that is why it is exciting. 

I think the taxpayers are going to be very excited about this, es- 
pecially after the balanced budget amendment becomes law, be- 
comes part of the Constitution. I think they are going to be very 
excited about being a part of it. Everywhere I have gone in the 
meetings I have had on this, as I am sure Congressman Walker 
has found out, there is a lot of excitement about it. Some say. Wow, 
I can see this; I donate $2,000 and I know it is going right to the 
debt, it can’t go anywhere else. It is empowering. 

Mr. Merger. I thank you very much. That is indeed my experi- 
ence, as I go around the townhall meetings, people feel a sense of 
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responsibility that we have this huge debt which is on their chil- 
dren and grandchildren, and the excitement of being able to at 
least do their part, whatever amount that is toward doing away 
with this debt, again, is veiy popular, I have found. 

So thank you ve^ much. I appreciate it. 

Mr. McCrery. Mr. Hancock. 

Mr. Hancock. Thank you, W. Chairman. 

I have had a little bit of problem explaining this, even though I 
support it. I think Bob especially knows that I have supported it. 
In fact, you spoke, I think it was last year, to one of the Ways and 
Means meetings on this subject. 

Actually, aren’t we in a situation where we are saying what a lot 
of us who support the balanced budget amendment wanted, and 
that is a balanced budget amendment with a spending limit slight- 
ly under the taxing limit. In other words, aren’t we saying here 
that we are going to balance the budget, but we are going to start 
reducing the debt; therefore, we are going to actually spend less 
money than we have coming in, but we are going to leave it up to 
the people to designate how much money they want to spend of 
their taxes toward reducing the debt. 

Isn’t that what you end up with? 

Mr. Walker. Well, I am not certain that it is exactly that. Re- 
member, as long as there is a deficit, what people are doing is they 
are designating their money to debt buydown, and so we are in 
fact, spending that money to buy down a debt which presently ex- 
ists. But the mandate is as long as there is a deficit, that you have 
to subtract an equal amount of spending. 

Now, Congress can either decide to do the job of finding those 
spending cuts through a reconciliation process or whatever else 
they want to do, but if they don’t do it, then there is an across- 
the-board sequester to assure that the spending is cut. So, there- 
fore, what you get during the period you have deficits is you have 
both debt and deficit coming down at the same time. 

Now, once you balance the budget, then you get to the situation 
where any money that people designate to debt huydown is specifi- 
cally going to buy down the debt instrument of the Federal Govern- 
ment. 

Senator Smith. That is what I like about it. I mean, assuming 
we are going to get to the balanced budget, because the amend- 
ment will force us to do that, it is the ideal follow on technology, 
if you will. If you want to use an example that Science and Space 
Committee Congressman Walker chairs, it is ‘Tollow on.” 

We will get there with a balanced budget, but the balanced budg- 
et amendment doesn’t say how or if or whatever way we are going 
to reduce the debt. It just gets us to a balanced budget, which theo- 
retically could leave us at a $5.2 trillion debt forever. This says you 
can reduce it and here is how much you have to reduce it mini- 
mally. 

Mr. Hancock. Well, and this is the point that I wanted to make, 
I wanted to get on the record, that in effect what this would do is 
what I mentioned: It would establish a balanced budget, but a 
spending limit slightly under the amount of the money that we 
take in. In other words, you would have to spend less money than 
you are taking in, if, in fact, you are ever going to reduce the deht. 
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Mr. Walker. Yes. After you have wiped out the deficit, you are 
absolutely right, you are absolutely correct. What you have done is 
you have prioritized the debt buydown at that point and assured 
that that would always be the first thing that was done. And so 
you would end up spending less in order to cover whatever obliga- 
tion the American people nave put on you to get rid of the dent. 

Mr. Hancock. I guess what I am having a little bit of a problem 
getting into my own head is, quite frankly, how you can actually 
start reducing the debt before you get the oudget balanced. I don't 
know how you actually start reducing the debt without a balanced 
budget. 

Senator Smith. You don’t. The amendment would deal with the 
deficit first until the deficit goes away. When the deficit goes away, 
then the dollars would go toward the buydown of the debt. 

Mr. Walker. But you actually have to have something that the 
money is going toward. When people designate the money, you ac- 
tually have to do something with the money that has been des- 
ignated, the revenue coming in. 

What we are doing is using that revenue to buy down debt in- 
struments. That gives you the actual transaction that is taking 
place. At the same time we are telling the government that it must 
eliminate spending at that same amount, so that anything that you 
are doing in terms of buying down debt is offset with spending, and 
you are not simply pushing up the spending to perhaps levels high- 
er than the debt that you have eliminated. 

Senator Smith. Conm-essman Hancock, one other point which 
needs to be mentioned here. A lot of people don’t realize it, but 
when you pay off $1 billion of the national debt, you are reducing 
the interest payment about $80 million, depending on roughly what 
you borrow, 8 or 9 percent, 8 percent, $80 billion for every billion 
we retire we are saving in interest. So it has a tremendous ripple 
effect on the whole issue. 

Mr. Hancock. It is too bad that the Congress didn’t recognize 
when it started borrowing this money in the first place, when they 
borrow $1 billion that they are paying off $80 million interest ex- 
pense every year or thereabouts. 

So thank you very much. 

Mr. McCrery. Mr. Collins. 

Mr. Collins. Mr. Chairman, I have no questions. But I do appre- 
ciate the two gentlemen coming and sharing their views with us. 
I think you have a good idea. 

Mr. Walker. Thank you, Mr. Collins. 

I had a note here from you about a question that you have that 
we need to discuss a little bit because I don’t know the exact impli- 
cations, but I will be happy to work with you. 

Mr. Collins. Thank you very much. 

Mr. McCrery. Mr. Christensen. 

Mr. Christensen. Just a brief comment and a question and I 
would also echo my fellow colleagues’ sentiments for you coming by. 
I have seen this plan, I campaigned on this idea. Congressman, 
and when I met with you and you explained it to me I thought it 
made a lot of common sense. 

In his comments earlier this morning, our colleague, Mr. 
Kleczka, pretty much attacked this proposaL One of his statements 
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was the fact that this empowers those above-average earners and 
gives them more say in how their tax dollars are spent in reducing 
the deficit and eliminating the debt. 

Would you care to comment on that, either one of you? 

Mr. Walker. Well, in my view, what it does is assures that we 
can prioritize some of the spending cuts. If, in fact, it is relatively 
high-income people who are designating the money, it does tell you 
maybe some programs that you ought to look at in terms of elimi- 
nating spending. If those people are making it very clear that they 
want the debt to come down, maybe the subsidy programs that go 
toward them ought to be some of the ones that we look at for elimi- 
nation. 

On the other side of this is, it is taxpayers who are carrying this 
burden. I mean, we can point to everybody else in society and sug- 
gest that they have an equal right to participate, but the bottom 
line is that when we place these burdens on society, it is the tax- 
payers who are being required to carry the interest burden and the 
debt burden and the deficit burden. And all this says is, since we 
are giving them that obligation, let’s give them some say in how 
we work our way out of it so that they don’t have to carry that bur- 
den any longer. 

I don’t see that as a big threat to the Republic. As a matter of 
fact, I think that ends up strengthening the Republic. 

Senator Smith. Just as an additional comment, I think this is 
the old class warfare arguments that our friends on the other side 
like to use, in classifying people in the haves and the have-nots. I 
think that really is not the issue. It is the debt, it is the debt that 
is being reduced by the dollars. 

We are not — there is no — those taxpayers have no say in what 
is being reduced. They cannot choose and say, OK, here is $3,000 
that I am going to designate for debt retirement, but you got to 
take it out of, you know, whatever, Medicaid. That is up to the men 
and women who are elected by American people to do that. 

So I think it is a very weak argument. They use it, but I don’t 
think it really holds water. 

Mr. Walker. The other day our colleague from Massachusetts, 
Joe Kennedy, made a very eloquent argument on the House floor 
in favor of the balanced budget amendment saying that the people 
who have suffered the most as a result of the debt and deficit that 
we have accumulated have been the poorest in our society. If, in 
fact, we have an implementation strategy here that allows the 
American people to become directly involved in solving that prob- 
lem, it is in fact all Americans, including the poorest Americans, 
who will benefit from that, and it seems to me a pretty good reason 
for doing that. 

Mr. Christensen. Thank you very much. 

Thank you, Mr. Chairman. 

Mr. McCrery. Just a quick question, and I apologize for not hav- 
ing researched this myself. But is there a sunset on this legisla- 
tion? 

Mr. Walker. Well, there is not a specific sunset. I mean, ulti- 
mately at the time that you have wiped out the entire debt, there 
is no longer a need for the program. But the reality is that it prob- 
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ably should stay in place until you have eliminated the debt, be- 
cause that is the purpose behind it. 

First of all, it eliminates the deficit and then it eliminates the 
debt. The sunset year is 2008. 

Mr. McCrery. So 6 years following the balanced budget 

Mr. Walker. If everybody participated and if everything works 
optimally, you can get there by the year 2008. 

Senator Smith. That is optimal. It is not reasonable to assume 
that every single taxpayer is going to put 10 percent in. But if I 
live to see the debt retired as a result of this or any other plan, 
I will have lived a full life, no matter what year it is. Hopefully 
that won’t be next year. 

Mr. Walker. In fact, I am told, I am looking at the language of 
the bill here just put in front of me and we say the “amendments 
made by this section shall cease to have any effect after the first 
fiscal year during which there is no public debt.” 

Mr. McCrery. Very good. 

Mr. Walker. So that is the 

Mr. McCrery. Well, if we had a war and we had to finance some 
extra expenditures and create a debt, this bill wouldn’t still be on 
the books and force us to extinguish that debt the next year. 

Mr. Walker. Yes. As a part — this bill is written into the Gramm- 
Rudman bill, and as I understand it, it allows for this to be set 
aside in a declared emergency or in the case of war. 

Mr. McCrery. OK. Well, thank you both for your testimony. It 
is a great idea. I am supposed to be a cosponsor. If I am not, please 
put me down. 

Mr. Walker. You are a cosponsor. In fact, I have your name as 
well as several other members of the panel, and I am very grateful 
for that. 

Mr. McCrery. Thank you very much, gentlemen. 

Mr. Walker. Thank you. 

Senator Smith. Thank you. 

Mr. McCrery. Our next panel is Mr. Ture, from the Institute for 
Research on the Economics of Taxation; Mr. Merski, Citizens for a 
Sound Economy; and Mr. Schatz, Citizens Against Government 
Waste. 

Welcome, gentlemen. We appreciate your coming today to share 
your views with us. Your written testimony will be admitted to the 
record, and we would like for you to take about 5 minutes each and 
summarize, if you would, your written testimony. 

We will begin with you, Mr. Ture. 

STATEMENT OF NORMAN B. TURE, PH J)., PRESIDENT, 
INSTITUTE FOR RESEARCH ON THE ECONOMICS OF TAXATION 

Mr. Ture. Thank you, Mr. Chairman. 

Please accept my commendations for the committee for providing 
this opportunity to address title XI of H.R. 9. I think the enactment 
and implementation of title XI would very likely result in a mate- 
rial slowdown in the growth of Federal spending, and in reduction 
of the Federal budget deficits, as the two previous witnesses have 
suggested to you. By tying budget policy more closely to the ex- 
pressed preferences of individual taxpayers, title XI would substan- 
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tially improve the Federal budget process and increase the effi- 
ciency of the fiscal ^stem. 

Most Members of the Congress and their constituents alike de- 
plore Federal budget deficits and the resulting requirement for the 
Federal Government to borrow some of the savings of households 
and businesses. Notwithstanding, Federal budget deficits are the 
rule rather than the exception. 

In large part, this anomaly results from the fact that the public 
as a whole can’t tell policymakers how much government they are 
willing to pay for. On the other hand, individuals with a commu- 
nity of interest in obtaining a particular objective for their benefit 
often organize to persuade policymakers to authorize government 
programs on behalf of these individuals. This rent seeking has led 
to proliferation of government programs and activities and expan- 
sion of government spending in the aggregate. 

Title XI would go a long way toward resolving this problem. It 
would impose on policymakers the need for much more careful as- 
signment of priorities among government activities and programs. 
The result would be pressure to curtail programs for particular in- 
terest groups in favor of expenditures on behalf of the public as a 
whole. 

Policjnnaking for any given fiscal year is also very much the pris- 
oner of spending decisions in the past and of the aversion to cut- 
ting back on future spending for programs with established bene- 
ficiary constituencies. Baseline projections of existing budget pro- 
gram outlays, not the worthiness of those programs, have for the 
most part dominated budget decisionmaking. 

Title XI provides the equivalent of an annual taxpayer referen- 
dum concerning the extent to which Federal Government spending 
should be reduced below the baseline levels for each fiscal year. It 
would moreover alter the role of baseline spending projections. 
These projections would be the base from which taxpayer- 
mandated spending cuts are to be made rather than the base to 
which outlays are to be added. 

Con^essman Walker and Senator Smith have suggested the pos- 
sible size of the spending cuts that title XI would lead to. WTiether 
taxpayers chose to take little or maximum advantage of this oppor- 
tunity, the aggregate results would be far more accurate than any 
other poll conveyed to policymakers of the public’s views about the 
level and growth of total Federal spending. 

One objection raised to title XI is that it would allow taxpayers 
to choose only spending cuts, not spending increases. I believe this 
objection is without substance. 

Many people may believe that the government spends too little 
on this, that, or the other program, but it strains credulity to think 
that any significant number of people believe that the Federal Gov- 
ernment spends too little in the aggregate. Even if the proposed 
buydown checkoff were to allow taxpayers to indicate that they 
want an increase in total spending, and are willing to pay more 
taxes for it, it is most unlikely that any significant number of peo- 
ple would call for a noticeable increase in aggregate Federal out- 
lays. 

Another complaint about title XI is that because they pay so 
much more income taxes, high-income individuals would exert a 
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disproportionately large influence on total spending. Unless it can 
be shown, however, that there is a positive correlation between in- 
come level and preference regarding total Federal outlays, this 
complaint is without merit. 

Title XI would make an important contribution in improving the 
content of Federal programs and activities and in reducing the gov- 
ernment’s use and direction of the economy’s production capabili- 
ties. Its enactment would significantly enhance fiscal efficiency. 

I urge the committee’s favorable consideration of title XI. 

Thank you. 

[The prepared statement follows;] 
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H.R. 9, Title XI; ENHANCING FISCAL EFFICIENCY 

Statement by 

Norman B. Ture, President 

Institute for Research on the Economics of Taxation (IRET) 
to 

Committee on Ways and Means 
L.S. House of Representatives 

February 1, 1995 


I am Norman B. Ture, president of the Institute for Research on the Economics of 
Taxation (IRET). My testimony presents my views, not necessarily those of IRET, about Title 
XI of H R. 9, the Taxpayer Debt Buy-Down. 

I want to commend the Chairman and the Committee for providing this opportunity to 
address Title XI. These provisions of H R. 9, 1 believe, represent a highly constmcdve effort to 
improve the existing federal budget process. Their enactment and implementation would very 
likely result in a material slowdown in the growth of federal spending and in more constructive 
federal programs. 

By tying budget policy making more closely to the expressed preferences of individual 
taxpayers. Tide XI would substantially improve the federal budget process and increase the 
efficiency of the fiscal system. 

Most members of the Congress and their constituents alike deplore federal budget deficits 
and the resulting requirement for the federal government to borrow some of the saving of 
households and businesses. Notwithstanding, federal budget deficits are the rule, rather than the 
exception. In large part, this anomaly results from the fact that budget policy making for any 
given fiscal year is very much the prisoner of spending decisions in the past and of the aversion 
to cutting back on future spending for programs with established beneficiary constituencies. 
Baseline projections of existing budget program outlays, not the worthiness of those programs, 
have for the most part dominated budget decisions making, not only impelling excessive 
expansion of federal spending but also impeding adjustment of spending priorities to the changes 
in demands for government services that necessarily occur in a dynamic society. 

Something must be done to overcome these impairments of the fiscal system. Title XI 
would meet the requirements for a more efficient fiscal system. 

Fiscal Efficiency 

In a free society, government budget deficits reflect a fundamental failure of the fiscal 
system. An efficient fiscal system would provide a volume and composition of government 
spending programs and activities that conform closely with the public’s preferences for the 
services it wants from its government and the cost it is willing to bear to obtain those services. 

Achieving an efficient fiscal system, one that confines government spending to the amount 
the public is willing to pay for in taxes, requires effective communication between taxpayers and 
public policy makers. The existing fiscal system suffers from communication breakdown. It 
operates, therefore, contrary to the preferences of policy makers and the body politic as a whole 
for getting from rapidly expanding budget outlays and deficits to slower growth, if not actual 
reduction, in the amount of government spending and much smaller deficits. What is needed is 
a system that ( 1 ) allows policy makers to hear the demands of the constituency as a whole for 
less government spending and smaller deficits, and (2) effectively satisfies these demands. 

Title XI enables every individual income taxpayer to communicate explicit instructions 
to the executive branch and to the Congress to reduce aggregate budget outlays by as much as 
10 percent of individual income tax liabilities. Title XI provides the equivalent of an annual 
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taxpayer referendum concerning the extent to which federal government spending should be 
reduced below the baseline levels for each fiscal year. Moreover, the referendum would mandate 
the Congress to enact these reductions. 

Title XI would not impose on taxpayers the impossible task of specifying which 
government programs are to be cut back by how much from the spending levels they would 
otherwise reach. Instead, the Congress would have to order the priorities of existing and new 
spending programs subject to the overall outlay constraint specified by individual income 
taxpayers. Only if the Congress failed to bring aggregate spending authorizations within the 
limits set by the buy-down would an across-the-board sequestration take effect 

One of the great virtues of Title XI is that it would alter the influence of baseline 
spending projections on budget policy making. The projections would serve as the base from 
which the taxpayer-mandated reductions are to be made, rather than as that to which outlays are 
to be added. 

Expected Results of Implementing Title XI 

The enactment of Title XI would very effectively open the lines of communication 
between taxpayers and policy makers, informing budget makers by how much taxpayers want 
spending for the coming fiscal year to be reduced from the projected baseline amount. Whether 
taxpayers chose to take little or maximum advantage of this opportunity, the aggregate results 
would far more accurately than any other poll convey to policy makers the public’s views about 
the level and growth of total federal spending. 

Congressman Walker and Senator Smith have spoken to the subject of the possible budget 
effects of Title XI, and I have little to add to their statements on this matter. The specific 
magnitudes of the budget results, in one sense, would be less consequential than what the results 
would reflect — a measure of what taxpayers generally wish in terms of aggregate levels of 
government services. As such, these results would also depict a major achievement in enhancing 
fiscal efficiency. 

Criticisms of Title XI 


I want to examine two of the objections that have been raised to Title XI. One of these 
is that the proposed buy-down check-off is one-sided — it would allow individual taxpayers to 
opt only for less total spending and deny them the opportunity to choose more total federal 
outlays. The other objection is that upper-income individuals who pay the most taxes, not the 
public as a whole, would dictate by how much federal spending as a whole must be reduced. 

"The Debt Buy-Down Is a One-Way Street" Objection 

The objection that the proposed debt buy-down is asymmeffical — that it offers taxpayers 
the opportunity to call for a cut in federal spending but no chance to ask for increases in federal 
outlays — is without real substance. It strains credulity to believe that any significant number 
of people believe that total federal spending is too low or that total federal spending should be 
greater. 


There are to be sure, many individuals who very much want the federal government to 
undertake programs or activities on their behalf. Very often, individuals with a community of 
interest in obtaining a particular objective for their benefit form organizations dedicated to 
persuading policy makers of the worthiness of the organization’s objectives and of the desirability 
of authorizing government programs and activities to achieve them. What these groups are 
seeking, of course, are benefits that they are unwilling or unable to obtain by their own efforts 
or for which they are unwilling themselves to pay. 

All public policy makers are familiar with this "rent seeking" which has become the 
hallmark of our times. It is responsible for the enormous proliferation of government programs 
and activities aimed at benefitting specific groups in the population rather than the population as 
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a whole. This same proliferation accounts in significant measure for the expansion of aggregate 
federal spending. 

These rent-seeking groups have no concern about the implications of the success of their 
efforts for the total size of the government, nor do they want expansion of government as a 
whole. They want, instead, initiation and expansion of activities and programs to serve their 
particular interests. Even if the proposed debt buy-down check-off were to allow taxpayers to 
indicate that they want an increase in total government spending, it is highly unlikely that any 
significant number of people would call for any significant increase in the aggregate amount of 
federal outlays. 

There is, accordingly, no reason to provide any such symmetry in the proposed check-off. 
The problem that the nation confronts is certainly not that people have no way to get government 
to hear and to address their demands for government services or benefits. The problem is 
precisely the reverse — that policy makers are continuously exposed to intensive pressures to add 
new programs and activities and to expand existing ones on behalf of one or another organized 
rent-seeking group. And except on rare occasions, policy makers confront no broad-based, 
organized efforts by the public as a whole to reduce total government outlays, to cut back 
government programs and activities in general. 

The proposed debt buy-down affords individual income taxpayers as a whole the 
opportunity they do not now have to direct and require policy makers to reduce aggregate 
government spending. The debt buy-down, moreover, allows the taxpaying public to avoid the 
maneuver that some policy makers fall back on to finesse calls for less government spending, to 
wit, "Tell us what specific spending programs you want us to cut." 

Individuals can’t be expected to name specific spending programs that should be cut. 
Few, if any of us, are able to identify specific spending programs now in the federal budget. 
There are probably many individuals who are convinced that the federal government’s spending 
on education, for example, is nonproductive if not, indeed, counterproductive, but it is doubtful 
that any but a handful of those individuals could identify any specific education program and the 
amount of its outlays. There is probably a vastly larger number of individuals who are convinced 
that the federal government is much too large and who do not really much care what programs 
are curtailed in the interests of greatly reducing the government’s presence in our daily lives. 

It is not reasonable to ask the public to specify which activities and which programs are 
to be cut back if aggregate federal outlays are to be reduced. Fortunately, Title XI doesn’t make 
this demand on the public but on the policy makers who are elected with the specific 
responsibility of making decisions about how much of what government should do. 

There is a broadly-based consensus, reflected in the support for a balanced budget 
amendment, in favor of limiting total federal spending to the amount of taxes people are prepared 
to pay for government activities. This is a wholly appropriate but nonetheless elusive goal of 
budget policy. Achieving that goal will require imposing severe limits on initiating or continuing 
government programs and activities for the benefit of particular groups and particular interests 
in our society. Government spending, instead, must be concentrated on activities and programs 
that can be shown to provide benefits for the public as a whole and that exceed the costs they 
impose. 

Title XI will make an important contribution in this respect. By imposing substantial 
constraints on total spending growth, it will exert continuing, significant pressure on policy 
makers as a group to set priorities among all the contending program and activity claims that 
each of them advances. The result is likely to be not only slower growth of government and its 
reduced presence in people’s daily lives but government programs and activities that better meet 
the demands of the public as a whole. 
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"The Rich Would Have Too Large a Sav in Spending Cut Backs" Objection 

Under Title XI, the larger is the amount of an individual’s income tax liability, the greater 
is the amount that the individual can check off for buying down the federal debt and reducing 
federal spending. The objection that has been raised, not unexpectedly, to this is that it would 
be unfair to allow people paying substantial amounts of income taxes, i.e., rich people, to exert 
undue, disproportionate influence over total federal spending — to outvote the poor who pay little 
in income taxes. But one should ask why it is unfair for those who pay a large amount of 
income taxes to defray the costs of government to have a larger voice concerning how much the 
government spends than those who pay little or no income taxes? Indeed, isn’t it, instead, unfair 
for people who pay very little or nothing for the services of government on their behalf to insist 
that the voices of those who pay for those services should be muted? 

The implication, clearly, is that people paying a lot of federal income taxes want the 
government to do less while people who pay little income tax want the government to spend 
more. It’s difficult to identify any basis for this difference in viewpoint, in the abstract, and it’s 
highly doubtful that there is, in fact, any such income-based difference in preference. 

This does not gainsay that people at any taxable income level ate likely to oppose 
cutbacks in government programs of which they are the beneficiaries. As noted above, however, 
this desire for the government to maintain or enlarge programs on one’s behalf doesn’t mean one 
prefers higher amounts of government activities and spending. 

Title Xl’s Contribution to Long-Term Improvement in Budget Policy 

The Bipartisan Commission on Entitlements and Tax Reform has performed an invaluable 
service in alerting the nation to the looming fiscal catastrophe that will overtake us if entitlement 
spending growth is not materially slowed or tax revenues enormously increased. Reasonable 
projections of existing law entitlement outlays and tax revenues show that within a generation’s 
time entitlement spending alone will take up every dime of federal revenues. The resulting 
budget deficits will be in the range of 15 to 20 percent of GDP, and federal borrowing will 
preempt all of the nation’s saving, leaving no saving to finance capital formation. These results 
foretell a shrinking economy, one in which the living standards of the growing American 
population will fall at a significant rate. 

Even if one substantially discounts these projections of fiscal crisis, prudence dictates that 
budget policy must very soon turn to putting the brakes on federal spending growth, panicularly 
of entitlement programs. Title XI has the great virtue of giving the public at large the 
opportunity to fortify policy makers’ resolve to address these budgetary difficulties. I urge this 
Committee's favorable consideration of Title XI of H.R. 9. 
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Mr. Herger [presiding]. Thank you very much, Mr. Ture. 

Mr. Merski. 

STATEMENT OF PAUL G. MERSKL DIRECTOR, TAX AND 
BUDGET POLICY, CITIZENS FOR A SOUND ECONOMY 

Mr Merski. Thank you, Mr. Chairman and members of this com- 
mittee. 

My name is Paul Merski. I am here on behalf of the 250,000 
members of Citizens for a Sound Economy. Our members through- 
out the country have fought long and hard to reduce deficit spend- 
ing and to bring down our national debt burden. 

We rive full support to the Taxpayer Debt Buydown Act, a pro- 
posal that would empower taxpayers directly to help reduce the na- 
tional deficit and bring down the debt. Our 250,000 members were 
instrumental in helping to pass the balanced budget amendment in 
the House last week. 

We believe that the passage of the balanced budget amendment 
would give even CTeater urgency to passing sensible proposals like 
the Taxpayer Debt Buydown Act to help ensure that a balanced 
Federal budget will become a reality. 

Understandably, the American taxpayer has become increasingly 
frustrated at the inability of policymakers to halt the trend of Fed- 
eral spending and higher taxes. I believe we clearly witnessed vot- 
ers venting this frustration this past November 8. Most previous 
attempts to reduce the deficit and bring the budget into balance 
has met with little success. So, in order to bring fiscal sanity to the 
budget process and to lower our national debt, new thinking and 
new ideas are needed. 

Including the 1993 Budget Act signed into law by President Clin- 
ton, there nave been no less than six major budget deals enacted 
over the past decade that promised taxpayers a reversal in the 
trend of deficit spending and a path to a balanced Federal budget. 

While it may be too early to see the full results of President Clin- 
ton’s budget deal that included a record $248 billion tax hike, the 
failure of similar attempts to reduce the deficit are quite clear. 

Under the guise of deficit reduction, combinations of major tax 
hikes and promised spending cuts were agreed to by Congress in 
1982, 1984, 1985, 1987, 1989, 1990, and 1993. Each and every time 
the results were the same; Greater tax burdens, increased spending 
and persistent deficits. 

ConCTess’ own frustration with persistent budget deficits was 
vented with the passage of the original Gramm-Rudman-Hollings 
act in 1985. Unfortunately, even GRH was subverted by Congress 
and has since been superseded by other legislations. Taxpayers 
were left with higher taxes, and little deficit reduction to show for 
it. 

While taxpayers may feel betrayed and helpless in their attempt 
to reduce deficit spending, the Taxpayer Debt Buydown Act — or the 
10 percent checkoff — on their tax form would provide them with a 
unique opportunity to become directly involved in reducing deficit 
spending if Congress cannot. All taxpayers by the means of a sim- 
ple checkoff on their tax return could dedicate up to 10 percent of 
their tax liability specifically toward the payment of the Federal 
budget deficit and to bring down the debt. 
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The uniqueness of the 10 percent checkoff approach to deficit re- 
duction is that it breaks from the traditional call of more tax reve- 
nues that have in the past actually fostered spending increases 
rather than reductions. The taxpayer 10 percent checkoff would not 
represent any new tax liability or burden; it is simply a matter of 
voluntarily choosing anywhere between 1 and 10 percent of your 
existing tax liability to reduce the deficit and debt. 

I think t 2 ixpayers could at last directly enforce the discipline on 
Washington that it hasn’t seen in quite a while. 

In the current budget situation, tax revenues intended to go to- 
ward deficit reduction can simply be spent. But under provisions 
in the Debt Buydown Act, the revenues taxpayers desimate to re- 
duce the debt cannot lead to increased spending. It would be placed 
in a debt retirement trust fund and, most importantly, would man- 
date an equivalent amount of real spending reductions. 

Let me just say that I think there is plenty of room for additional 
spending cuts in our $1.6 trillion budget. Despite the claims by 
many lawmakers that there will be draconian cuts, because of de- 
ceptive baseline budgeting, we will be spending more each year 
over the next several years than we are in the current fiscal year. 

In addition to the balanced budget amendment, we also support 
a Presidential line-item veto. Those two proposals, with the Tax- 
payer Buydown Act, provide simple and reasonable solutions that 
would allow taxpayers the ability to get our fiscal house in order. 

Thank you. 

[The prepared statement follows:] 
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Mr. Chairman and Members of this Committee, thank you for the 
opportunity to speak before you today. My name is Paul Merski, and 
I am here on behalf of the 250,000 members of Citizens for a Sound 
Economy (CSE) , a non-profit, citizens group formed in 1984 to 
develop market-based solutions to public policy problems. 

Our members throughout the country have fought long and hard 
to help reduce federal deficit spending and to bring down our 
national debt burden. We give full support to the Taxpayer Debt 
Buy-Down Act, a proposal that would empower taxpayers directly to 
help reduce the national deficit and debt by reducing federal 
spending instead of increasing taxes. Our 250,000 members were 
instrumental in helping pass the Balanced Budget Amendment in the 
House just last week. We believe that the passage of a Balanced 
Budget Amendment gives greater urgency to passing sensible 
proposals like the Taxpayer Debt Buy-Down Act to help ensure that 
a balanced federal budget will become a reality. 

Introduction 

Understandably, the American taxpayer has become increasingly 
frustrated at the inability of policymakers to halt the trend of 
federal deficit spending and higher taxes. I believe we clearly 
witnessed voters venting this frustrations this past November 8th. 
Previous attempts to reduce deficit spending and balance the budget 
have met will little success. 

To bring fiscal sanity to the budget process and to lower our 
nation's debt, new thinking and new ideas are needed. Including 
the Omnibus Budget Reconciliation Act of 1993 signed into law by 
President Clinton) , there have been no less than six major budget 
deals enacted over the past decade that promised taxpayers a 
reversal in the trend of deficit spending and a path to a balanced 
federal budget. While it may be too early to see the full results 
of President Clinton's recent budget deal that included a record 
$248 billion tax hike, the failures of similar attempts to reduce 
the deficit are quite clear. 
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Under the guise of deficit reduction, combinations of major 
tax hikes and promised spending cuts were agreed to by Congress in 
1982, 1984, 1985, 1987, 1989, 1990, and 1993. Each and every time 
the results were the same: greater tax burdens, increased spending, 
and persistent deficits. Congress' own frustration with persistent 
budget deficits was vented with the passage of the original Gramm- 
Rudman-Hollings Act (GRH) in 1985. GRH contained an automatic 
sequester mechanism that was Intended to cut spending even when 
Congress could not. 

Unfortunately, even this seemingly fool-proof mechanism was 
subverted by policymakers when an actual $16 billion sequester 
would have been triggered in 1989. The sequester was simply 
replaced by a new budget deal that allowed Congress to avoid any 
tough spending cuts, raise taxes, and stretch out the balanced 
budget target date further into the future. The budget controls in 
GRH were further weakened and eventually eliminated by subsequent 
budget deals that left taxpayers with higher tax burdens and little 
if any deficit reduction to show for it. 

The history lesson of the "budget deal" approach to deficit 
reduction is clear. Tax Increases matched with promised spending 
cuts have not reduced the deficit over the long term. Inevitably, 
the promised spending cuts either never materialize or are offset 
by new spending increases in the budget. Unfortunately, President 
Clinton's 1993 budget deal once again paired immediate tax hikes 
(even retroactive tax hikes) with the promise of major spending 
cuts in the future. However, as history has proven, the only 
spending cuts that can be counted on are reductions in the budget 
authority of the current fiscal year, not promised future 
reductions from increased spending baselines four or five years 
down the road. 


Taxpayers' Raaoursa 

While taxpayers may feel betrayed and helpless in their 
attempt to reduce deficit spending, the Taxpayer Debt Buy-Down Act 
(the lO-percent checkoff) would provide them with a unique 
opportunity to become directly involved in reducing deficit 
spending if Congress cannot. All taxpayers, by means of a simple 
checkoff on their tax return, could dedicate up to 10 percent of 
their tax liability specifically toward the payment of the federal 
budget deficit. 

When the deficit is paid down and the budget is balanced, the 
funds would then go to reducing the national debt, which is now 
well over $4.5 trillion and growing. It's a simple fact, until 
deficit spending is completely eliminated, the national debt will 
only continue to grow. Currently, one of every seven dollars 
taxpayers send to Washington must be spent just to pay the interest 
on our national debt. 

The uniqueness of the lO-peroent checkoff approach to deficit 
reduction is that it breaks from the traditional call for more tax 
revenues that have in the past actually fostered spending increases 
rather than reductions. The taxpayers' 10-percent checkoff would 
not represent a new tax liability or burden. It is simply a matter 
of voluntarily choosing anywhere between 1 and 10 percent of your 
existing tax liability to help reduce the deficit and debt. 

For example, a taxpayer with a $5,000 income tax liability 
could designate up to 10 percent (or $500) of his taxes to go 
directly to deficit reduction. The key is that it is a voluntary 
proposal that lets taxpayers decide themselves the importance of 
deficit reduction. It is an empowerment issue on the part of the 
taxpayer. Nothing is mandated until taxpayers designate it by 
exercising their checkoff option. Ho lawmaker could be accused of 
cutting spending against the will of the taxpayer. 


Spending control With Teeth 
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Taxpayers have repeatedly endured tax Increases paired with 
the promise of future spending cuts that never materialize. That's 
because there is nothing to stop the new revenues from simply being 
spent on new or existing federal programs. However, the 10 percent 
checkoff proposal also provides the means to achieve real spending 
reduction. By checking off an amount to go toward debt reduction, 
each individual taxpayer would simultaneously authorize a 
corresponding dollar-f or-dollar reduction in federal spending, 
except for spending on Social Security, mandatory interest payments 
on the debt, federal deposit insurance, and other contractual 
obligations of the federal government. 

After the April 15 tax return deadline, the Treasury 
Department would be required to provide Congress with an estimate 
of the total amount of money taxpayers have designated to go 
towards debt reduction. Congress would have more than a year to 
make any needed spending reductions before a sequester would be 
mandated. This would enforce taxpayers' wishes that Congress uses 
the money to both reduce government indebtedness as well as federal 
spending growth. 

If Congress fails to make the designated amount of spending 
cuts called for by taxpayers, the automatic across-the-board cut 
(sequester) would kick in. Social Security, net interest, and 
deposit insurance spending would be exempt. Tax increases would 
not be allowed to substitute for the required sequestration. 

Taxpayers could at last directly force fiscal discipline on 
Washington. In the current budget situation, tax revenues intended 
to go toward deficit reduction can simply be spent. But, under the 
provisions in the Debt Buy-Down Act, the revenue taxpayers 
designate to reduce the debt cannot lead to increased spending. It 
would be placed into a debt retirement trust fund and, most 
importantly, would mandate an equivalent amount of real spending 
reduction. 

This process would repeat each year, further reducing the 
deficit as well as the spending baseline. The legislation is 
intended to make spending reductions permanent. A program would be 
prevented from returning to its previous spending level after a 
sequestration . 

The exact amount of debt reduction that taxpayers would check 
off cannot be easily estimated since there is insufficient 
information on how many taxpayers would participate, at what level 
between zero and ten percent would they choose, and for how long 
they would participate. However, the Congressional Budget Office 
has calculated the full deficit reduction potential of the plan 
illustrating a budget surplus in five years. For example, income 
tax revenues for 1994 are estimated to be $531 billion. Therefore, 
the maximum amount that can be dedicated to deficit reduction and 
matching spending cuts would be $53.1 billion (10% of $531). 
Additionally, this single year's spending reduction would generate 
savings in all future years, as programs are barred from returning 
to previous spending plans. Therefore, even a relatively modest 
level of participation in the checkoff plan can generate 
significant future savings as the baseline spending level is 
reduced . 

Plenty Of Room For Savings 

Clearly, there is plenty of room for additional spending cuts 
in a $1.52 trillion per year federal budget. Despite the claim by 
many lawmakers that draconian spending cuts would be needed, 
deceptive baseline budgeting currently allows policy makers to 
spend more, not less, each year while claiming spending has been 
cut. In the current fiscal year the federal government will spend 
an estimated $1.52 trillion (which most Americans believe is too 
high) but, by the year 2000, federal spending will have risen to 
$1.93 trillion. 
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While many policymakers are pressured to preserve and Increase 
spending by the multitude of well-organized, well-funded, special- 
interest groups, the spending cuts demanded by taxpayers themselves 
under the lO-percent checkoff plan may provide the pressure needed 
to make a real dent in deficit spending. 

Even with a Constitutional Balanced Budget Amendment, 
additional controls on the federal budget process are needed to 
ensure taxpayers that the chronic deficit spending situation will 
improve. In addition to the Balanced Budget Amendment and the 10- 
percent checkoff plan, CSE's members also support granting line- 
item veto authority to the President as viable means to control 
deficit spending. 

Taxpayers who just experienced two major federal tax hikes in 
1990 and 1993 should at least be granted the ability to help make 
sure that the deficit reduction promised them is achieved. For 
Americans to be able to continue increasing their standard of 
living, government taxing and spending cannot continue to consume 
a larger and larger portion of their economic efforts. It is 
devastating to allow the growth rate of the federal debt to outpace 
our economic growth rate. Many Americans know the effects of 
running up credit cards and struggling just to pay the interest 
cost and balance. Taxpayers roust balance their checkbooks and they 
demand now more than ever that elected representatives balance the 
federal budget books as well. The Taxpayer Debt Buy-Down Act 
provides a simple and reasonable solution that would allow 
taxpayers the ability to help get our nation's fiscal house in 
order . 

I thank the Committee for allowing me to testify and would be 
glad to answer any questions you may have. 
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Mr. Merger [presiding]. Thank you very much, Mr. Merski. 

Mr. Schatz. 

STATEMENT OF THOMAS A- SCHATZ, PRESmENT, CITIZENS 
AGAINST GOVERNMENT WASTE 

Mr. Schatz. Thank you very much, Mr. Chairman. 

I appreciate the opportunity to appear before this committee 
today. My name is Tom Schatz, and I represent the 600,000 mem- 
bers of Citizens Against Government Waste. 

In 1993, I testified before the Ways and Means Subcommittee on 
Select Revenue Measures concerning the Taxpayer Debt Buydown 
Act, and we greatly appreciate its inclusion in the Contract With 
America and the lemslation that you are considering today. 

CAGW supported Representative Walker’s and Senator Smith’s 
legislation then, and we continue to believe it represents a real 
change in the power base in this country. Since Congress has not 
done its job, it is time for those most directly affected to have their 
say. 

In 1993, I commented to the Subcommittee on Select Revenue 
Measures that taxpayer agitation and anger is extremely high, but 
it has not peaked. It may have peaked on November 8, 1994. The 
message was sent and it must be heeded. 

Taxpayers are looking for a plan from the 104th Congress to re- 
duce the deficit, pay down the debt, avoid higher taxes, and regain 
some control over how Washington spends their money. The Tax- 
payer Debt Buydown Act allows individual taxpayers to check off 
a box on their tax return and designate up to 10 percent of their 
tax liability to a public debt reduction fund to buy down the public 
debt. 

To ensure the contributions to the fund are not offset by higher 
outlays, the buydown would be matched by equivalent across-the- 
board spending cuts in all programs except Social Security retire- 
ment benefits, interest on the debt, deposit insurance, and a few 
other minor contractual obligations of the Federal Government. 

The true test for the new Congress is to pass meaningful legisla- 
tion that will once again connect American workers with the gov- 
ernment they elect and give them greater control over what is 
spent. After all, it is their money. 

As Mr. Walker noted, both 0MB and CBO agree that full partici- 
pation in the checkoff would balance the budget in 6 years and zero 
out the debt by fiscal year 2008. 

The consequences of failing to eliminate deficits and the debt are 
devastating. Under current projections, there would be a $12 tril- 
lion national debt in 2008; in fiscal year 2012, interest payments 
and entitlements will eat up all government revenues. 

W^ is CAGW committed to the Taxpayer Debt Buydown Act? 
Mr. Chairman, the unchecked growth of public debt and deficits is 
slowly smothering America’s economic strength. This is America’s 
26th year of unbalanced budgets and recordbreaking deficits. This 
should not be par for the course. 

First, the total debt for liabilities, contingencies and financial ob- 
ligations for government at all levels may be as high as $17 tril- 
lion. This is a number that boggles the mind. It is almost incompre- 
hensible. It is also a number that will continue to grow over the 



999 


next 5 years no matter what we do to balance spending or balance 
the budget. 

At the Federal level, the national debt of $4.7 trillion today will 
be more than $6 trillion at the end of fiscal year 1998. Gross inter- 
est on the debt, $320 billion in fiscal year 1994, will also continue 
to rise, reaching, according to CBO calculations, $407 billion in 
1998. And if the projections are wrong, and deficits and interest 
rates are greater, we may be looking at interest payments far 
greater than that amount. 

Mr. Chairman, under any scenario, in the next 15 years or so 
this country is facing near bankruptcy if we do not address our 
massive debt and interest payments. 

What happens when you cannot repay your debt? For example, 
if you had four Argentine pesos in 1946, and you had put one in 
your pocket, do you know how many pesos it would equal today for 
that single piece of currency? Two point three trillion pesos. In 
Brazil, you would get 800 to 900 billion pieces of currency for a 
1946 coin. People may say this is the United States and we cannot 
suffer hyperinflation. Argentina was the flagship of South America 
in 1946 and now the country lies in financial ruins. 

This legislation deserves a chance to succeed. The House of Rep- 
resentatives took a major step forward last week by overwhelm- 
ingly passing the balanced budget amendment. This week the Sen- 
ate will begin to debate the balanced budget amendment. Ameri- 
cans know that trimming here and there does not work anymore. 
The stakes are too high. 

When I testified on this bill several years ago some members of 
the Select Revenue Measures Subcommittee called it irresponsible. 
We think it is irresponsible to fail to balance the budget and pay 
down the debt. It is irresponsible to tell the American people that 
government will collapse, when even with maximum taxpayer par- 
ticipation in the buydown plan, outlays would continue to increase. 
And it is irresponsible to fail to reorder spending priorities and 
eliminate nonessential programs in order to eliminate deficits and 
the debt. 

Mr. Chairman, we need to trust the American people to make de- 
cisions that have not been made inside the beltway. It is immoral 
to pass on a massive debt to the next generation and ruin their 
standard of living. That is why we support the Taxpayer Debt 
Buydown Act, which would, for the first time, place into the hands 
of those people who bear the burden of the national debt the power 
to pay it back. It is time to get it done. 

Thank you. 

[The prepared statement follows;] 



1000 


Testimony of 
Thomas A. Schatz 

President of Citizens Against Government Waste 
before the 

House Ways and Means Committee 
February 1, 1995 

Good Afternoon, Mr. Chairman. Thank you for the opportunity to 
appear before this committee today. 1 would ask that my written statement 
be entered into the record. 

My name is Tom Schatz and I represent the 600,000 members of 
Citizens Against Government Waste (CCAGW). In 1993, 1 testified before 
the Ways and Means Subcommittee on Select Revenue Measures 
concerning the Taxpayer Debt Buy-Down Act. CAGW supported Rep. 
Walker's (R-PA) and Senator Bob Smith's (R-NH) legislation then and we 
continue to believe it represents a real change in the power base in this 
country. The Taxpayer Debt Buy-Down Act would shift from legislators to 
taxpayers the ability to reduce the deficit and debt. Since Congress has not 
done the job, it's time for those most directly affected to take over. 

CAGW was created 1 1 years ago after Peter Grace presented to 
President Ronald Reagan 2,478 findings and recommendations of the Grace 
Commission (formally known as the President's Private Sector Survey on 
Cost Control). These recommendations provided a blueprint for a more 
efficient, effective, less wasteful, and smaller government. 

Since 1986, the implementation of Grace Commission 
recommendations has helped save taxpayers more than $250 billion. Other 
CAGW cost-cutting proposals enacted in 1993 and 1994 will save more 
than $100 billion over the next five years. CAGW has been working 
tirelessly to carry out the Grace Commission's mission to eliminate 
government waste. 

In 1 993, 1 commented to the Ways and Means Subcommittee on 
Select Revenue Measures that "taxpayer agitation and anger is extremely 
high, but it has not peaked.” On November 8, 1994, the people's frustration 
reached a new level. A message was sent, and must be heeded. 

Every year, working Americans see the first five months of their 
hard- earned dollars given to local, state, and federal taxes. For many, taxes 
at all levels eat up 40 percent or more of their gross income. That's more 
than enough. They do not want the deficit reduced with increased taxes. 
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Taxpayers also feel disconnected to Washington. They are not in 
charge and they are not truly empowered. The true test for the new 
Congress is to pass meaningful legislation that will once again connect 
American workers with the government they elect and give them greater 
control over what is, after all, their money. 

The purpose of today's hearing is to discuss the Taxpayer Debt Buy- 
Down Act (Title XI of H.R. 9, "The Job Creation and Wage Enhancement 
Act”), to establish a debt reduction trust fund in the Department of the 
Treasury, into which up to 1 0% of an individual's income tax liability would 
be deposited to help pay off the national debt through a check-off on tax 
returns. This is a simple, revolutionary, and essential idea with huge 
consequences. 

Both OMB and CBO agree that full participation in the check-off 
would balance the budget in six years, and zero out the debt by fiscal year 
2008. The consequences of failing to eliminate deficits and the debt are 
devastating; under current projections, in fiscal year 2012., interest 
payments and entitlements will eat up all government revenues. 

President Clinton told the American people last week that many 
courageous members of Congress who voted for his deficit reduction 
package in 1993 were voted out of office. What the president failed to tell 
us is that the 105th and 106th Congresses will have to vote to implement 
over 80% of those cuts — so much for courage. Politicians so far have Just 
not been up to the challenge. The cradle-to-grave mentality of big brother 
government has penetrated deeply into Washington's psyche — there needs 
to be another check and balance from the taxpayer. 

Why is CAGW committed to the Taxpayer Debt Buy-Down Act? 
This is America's 26th year of unbalanced budgets and record-breaking 
deficits. First, the total debt for liabilities, contingencies, and financial 
obligations for the U.S. government is $17 trillion. This is a number that 
boggles the mind; it's almost incomprehensible. It's also a number that will 
continue to grow over the next five years. At the federal level, the national 
debt of $4.7 trillion today will be more than $6 trillion at the end of fiscal 
year 1 998. 

Gross interest on the national debt, $320 billion in FY 1994, will 
continue to rise, reaching, according to CBO calculations, $407 billion in 
1998. If the projections are wrong, and deficits and interest rates are 
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greater, we may be looking at interest payments twice that amount, or more 
than $800 billion. 

Mr. Walker testified earlier that on our current path, the debt will 
exceed $12 trillion in FY 2008; at 6% interest — a modest historic average — 
that's a payment of $780 billion. Could it happen 1 0 years earlier? Why 
not? Did anyone think interest rates would be more than 1 8% in the late 
1 970s? Just as a point of information, 1 8% of $6 trillion is nearly S 1 . 1 
trillion. 

Mr. Chairman, under any scenario in the next 15 or so years, this 
country is facing bankruptcy without addressing our massive debt and 
interest payments. 

What happens when you can't repay your debt? For example, if you 
had four Argentine pesos in 1946, and you had put one in your pocket, do 
you know how many you would get today for that single piece of currency? 
2.3 trillion pesos. In Brazil, you would get 800-900 billion pieces of 
currency for a 1946 coin. People may say, "this is the United States, we 
can't suffer hyperinflation." Argentina was the flagship of South America in 
1946 and now the country lies in financial ruins. 

This legislation deserves a chance to succeed. The House of 
Representatives took a major step forward last week by overwhelmingly 
passing the Balanced Budget Amendment (BBA). This week the Senate 
will begin to debate the BBA. If we are serious about balancing America's 
budget, we need all ideas of reform and spending cuts out on the table and 
moved forward quickly by Congress. Americans are savvy enough to 
recognize we are in a fiscal time-bomb. Trimming here and there does not 
work anymore. The stakes are too high. 

The last time 1 testified on this bill, some members of the House 
Ways and Means Subcommittee on Select Revenue Measures called the 
Walker-Smith bill "irresponsible.” 1 object. If s. the height of 
irresponsibility to fail to balance the budget and pay down the debt. Ifs 
irresponsible to have failed to balance the budget since 1969 while running 
up a $4.7 trillion national debt. Ifs irresponsible to tell the American people 
that government will collapse when even with maximum taxpayer 
participation in the Buy-Down plan, outlays would continue to increase. It 
is irresponsible to predict the collapse of government on funding levels 
which are higher that those that we have today. And it is irresponsible to 
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fail to reorder spending priorities and eliminate non-essential programs in 
order to eliminate deficits and the debt. 

Is Congress really more responsible than the American people? Do 
we not trust them to make decisions that have not been made inside the 
Beltway? What about the morality of passing on a massive debt to the next 
generation and ruining their standard of living? Do opponents of the Buy- 
Down Act plan to balance the budget with massive tax increases, which 
have not proven effective in the past? 

Mr. Chairman, the Taxpayer Debt Buy-Down Act would, for the first 
time, place into the hands of those people who will bear the burden of the 
national debt the power to pay it back. It's time to get it done. 

Some have raised the question of how reduced participation in the 
presidential taxpayer check-off program would affect interest in the debt 
buy-down check-off. Very simply, Mr. Chairman, taxpayers would be far 
more likely to check a box that saves them money rather than one that costs 
them money. 

It is time to clean up Washington. It is time to stand up to the special 
interests that will claim their programs can’t be cut. It is time to recognize 
that the only way to help our children and grandchildren is to enact a plan to 
eliminate the massive debt that will ruin their futures. 

The Taxpayer Buy-Down Act will let the real owners of this country, 
the taxpayers, do just that. I would be happy to answer any questions. 
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Mr. Herger [presiding]. Thank you very much for your testi- 
mony, Mr. Schatz. 

Mr. Ture, if you could maybe comment, with the public expecting 
Congress to balance tbe budget with the passage of the constitu- 
tional amendment, would you expect any change in the checkoff 
participation rate? 

Mr. Ture. You know, I suspect that the effect on the checkoff 
rate would probably be positive if a balanced budget amendment 
passes the Senate as well as the House. 

I think that people would see that there really is some deter- 
mination on the part of the Congress, and one would hope on the 
part of the States, to bring the Federal Government’s fiscal affairs 
in order. And I think it would focus their attention on their ability 
to communicate to you and your colleagues. Here is what we would 
like to see happen. 

They do not have that — there is no way in which they can pro- 
vide that communication today. You can have some of your con- 
stituents come in and tell you about how delightful this, that, or 
the other program would be on tbeir behalf, and they may or may 
not persuade you. But you cannot get your constituency as a whole 
to come in and say. We think you are spending too much. They do 
not have a vehicle for expressing that to you, except perhaps as 
th^ did last November. 

Give them an opportunity to, in effect, write it down on that sin- 
gle most important document they confront during the course of a 
calendar year, their tax returns. That is a message you cannot ig- 
nore, and I think they would be energized to provide you that mes- 
sage if they really thought, as attested to by a balanced budget 
amendment, that you guys meant it; that you were serious about 
it. 

Mr. Herger. Thank you again for your testimony, 

Mr. Kleczka will inquire. 

Mr. Kleczka. Thank you, Mr. Chairman. 

I do not know if you gentlemen were here for my opening state- 
ment on this issue this morning, but I might indicate that I have 
my misgivings about it. There were those in years past who called 
it irresponsible. I would go as far as calling it misguided. 

I see that in the Walker testimony that the program has been 
changed somewhat, wherein if in fact Congress were to pass a rec- 
onciliation bill of $50 billion, tbe deficit checkoff would total $40 
billion, at that point no action would need to be taken. 

I am saying at that point, if that is the new change in the legis- 
lation we will be considering, then you have really made it a sham. 
Because all those folks who checked the box thinking this was real- 
ly going to do something above and beyond what has already been 
(lone, have just been not lied to but have not been honest with, 
OK? 

So, now maybe I have to amend my remarks by saying it is mis- 
guided and now it is going to the point of being phony also. 

But if in fact we want to give taxpayers of this country the right 
to help us budget on form 1040, my idea this morning, and it is 
still a high priority of mine, would be to give them two options. 

Number one, one box for deficit reduction. If in fact you check 
that box, we will provide a series of boxes in tbe next column with 
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broad categories of Federal spending, like defense, like welfare, like 
veterans benefits. And let us ask those same taxpayers to further 
help Congress out and check one or more of the other boxes. Be- 
cause what will happen is, once we add this option, if this ever goes 
through, God forbid, we are going to be faced with not only all the 
cuts we have to activate because of the tax cuts that are coming 
before this committee, but other portions of the Contract will have 
more spending cuts. The balanced budget will entail more spending 
cuts, and at that point I think there comes a time where if we are 
to be told in one year, late in that year, that you need to do an- 
other $50 billion, we will have serious problems around here. 

So I am saying let us ask the taxpayers to identify their least- 
liked program and have another column and check a box there. 

Would you gentlemen support that amendment? 

Mr. Turk. No, sir, I would not. In my testimony, the full state- 
ment, you will find that I have a discussion of that very point. And 
let me see if I can very briefly 

Mr. Kleczka. I do have 5 minutes and I want the other panelists 
to also respond. 

Mr. Ture. I will very briefly address it. I think you will have a 
great deal of difficulty selecting at random any 100 taxpayers and 
ask them to identify 5 explicit line items in the budget. 

Mr. Kleczka. I said broad categories. 

Mr. Ture. Broad categories. 

Mr. Kleczka. Defense, welfare. 

Mr. Ture. No, I think that is an unfair demand to make of the 
taxpayer. Taxpayers know or have a feeling that they are being 
asked to finance too much government. I think you have gotten 
that message very loudly and clearly last November. If you ask 
them specific programs or even specific categories of programs 

Mr. Kleczka. Broad, not specific. Broad. 

Mr. Ture. Broad programs. I think you are asking them to do 
something they are not capable of doing. 

Mr. Kleczka. Would the other gentlemen like to respond also? 

Mr. ScHATZ. We did a survey of our members in December, and 
I can assure you that there is very little they would wish to ex- 
empt, other than Social Security, which I think really addresses ev- 
erything that everyone has been saying here. Everything should be 
on the table. 

Mr. Kleczka. Including defense? 

Mr. SCHATZ. Including defense. 

Mr. Kleczka. So your group is not too enamored with us increas- 
ing defense spending? 

Mr. SCHATZ. I did not say that. I think there is plenty of room 
to make cuts in defense. I think everyone has agreed, including the 
President, that there is a need to increase spending on defense. But 
there are reductions, there is still procurement reform and manage- 
ment changes you can make. You can do a lot of things without af- 
fecting readiness, which, again, I think everybody agrees upon. 

Mr. Merski. I think I would have a problem of asking taxpayers 
to do Congress’ job of identifying where the waste, fraud and abuse 
and spending could be cut. I do not think anyone is losing any 
sleep at night that spending would be cut too fast or too much. 
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What I would say is that identifying broad categories of spending 
cuts is part of the political process up here right now, and I do not 
see putting a broad category on a tax return helping that effort in 
any significant way. And, in fact, the legislation has an across-the- 
board sequester if the spending cuts are not made. So it would 
cover all programs if cuts were not identified by policymakers who 
are supposed to be making those cuts in the first place. 

Mr. Kleczka. Let me, in closing, cite an article that was in The 
Hill, a newspaper that circulates around here. It indicates that Jim 
Kolbe and another Member, Joe Knollenberg, introduced a welfare 
proposal today that would allow citizens to direct up to 10 percent 
of their income tax bill to private charity. 

So now we have the taxpayers checking off 10 percent for deficit 
reduction, here is another 10 percent for charity. I am assuming 
there will be some other ideas. We will get to the point where all 
100 percent is already earmarked, and at that point you do not 
need the Congress; Government will have to run without it. 

So this proposal, I restate, is misguided, and I know full well it 
will be followed by others, like the Kolbe proposal, where they have 
a pet program and they want 10 percent of the pie, and all of a 
sudden, my friends, we will run out of the pie. 

Thank you. 

Mr. Merger. Thank you, Mr. Kleczka. 

The gentleman from Missouri, Mr. Hancock. 

Mr. Hancock. Thank you very much. 

I would like to say to this particular panel that I hope you will 
continue to send me the reports and the information that you peri- 
odically send out. I have used it extensively over the last 6 years 
that I have been in the Congress and before. In fact, I supported 
your organizations before I came into the Congress. 

I would like to make just this one comment. After what has gone 
on here just in the past couple of days, I have a little reservation 
about a public debt reduction trust fund, after I see what has hap- 
pened over there in the White House having to do with the Cur- 
rency Stabilization Trust Fund. I might just throw that out for you 
to think about. 

Thank you. 

Mr. Merger. Thank you. 

The gentleman from Maryland, Mr. Cardin. 

Mr. Cardin. Thank you, Mr. Chairman. 

Let me thank our three panelists for their testimony here. I 
agree that we need to take responsible action to reduce the Federal 
deficit, and I would suggest that perhaps the most important thing 
we could do is to make sure we do the spending cuts that are nec- 
essary to get us on the glidepath to reduce the Federal deficit, be- 
fore we take up the tax cut bill that is before this committee. 

The tax cut bill would reduce revenues by $720 billion, according 
to Treasury. Congress has never been able to cut that much out of 
spending. It is interesting that we do not have any specific propos- 
als to reduce spending by the leadership, but we do have a specific 
proposal to reduce revenues. 

So I would hope, if we are at all serious about deficit reduction, 
we will start talking about slowing down the tax cut bill until we 
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know we have the revenues in order to pay for it and continue defi- 
cit reduction. 

And I would assume that my colleagues would agree with that, 
and the witnesses, who are serious about deficit reduction, will be 
equally articulate about making sure the tax bill is paid for and we 
are on deficit reduction. 

I think Mr. Walker is correct in trying to find a way to get the 
average person involved in deficit reduction, and I thank Mr. Walk- 
er for being here today and staying through the hearing and pre- 
senting a proposal. I am glad to see that there have been changes 
made in his proposal. I think those changes were needed. I think 
additional changes are still needed. 

One thing that I would urge is that we do not put this proposal 
on a fast track. Let us work together, as Democrats and Repub- 
licans, and see if we cannot find a way to get the taxpayer involved 
in deficit reduction without any unintended consequences, which I 
think this legislation still would have. 

I am still not clear as to whether the checkoff is 1 year or cumu- 
lative. At least in one version of the bill there was a cumulative 
checkoff, so that if in one year you had $10 billion, that became the 
base for year two; then in year two if you had another $10 billion, 
it became $20 billion for that year. And I assume eventually 100 
percent of our tax collections would go for deficit reduction if you 
followed that logic. And I assume that was not the intent of the 
sponsors, but I want to be sure we do not have unintended con- 
sequences. 

I would also suggest that, as presently constituted, I am not sure 
we will accomplish the objective that you have brought out in your 
testimony. I am not sure the public will have confidence that it is 
participating in deficit reduction if their action in year one does not 
really become reality for a couple years later. 

If I understand, it would be 1994 taxes that would actually go 
to reduce deficits in 1997. And that seems a little bit far removed 
for us to be able to make a case to our taxpayers that, in fact, they 
are directly participating in deficit reduction. 

I am also concerned by the perception that will be out there that 
you may be voting for deficit reduction, but if reconciliation — which 
my taxpayers have absolutely no knowledge at all of what reconcili- 
ation means — is higher, then your vote for deficit reduction has no 
impact. They are not going to understand that. They will not un- 
derstand what that means. I also think we will lose a little bit of 
credibility there. 

And I would point out, and I appreciate the response that has 
already been made on the class issue, that only people who have 
large tax liabilities have a chance to vote here. But, remember, we 
are not talking about dollar-for-dollar reduction. If I understand it, 
we are talking about the potential for some across-the-board reduc- 
tion in Federal spending, which is a policy decision being made by 
people who have more wealth than people who do not have wealth, 
because they do not have a chance to vote. That is a policy deter- 
mination. And we are doing that by dollars. 

So I guess my question — and you only have 10 seconds to re- 
spond, unfortunately — is that understanding this is not going to be 
today’s dollars paying off today’s debt, but today’s dollars paying off 
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tomorrow’s debt, and that the unpredictability of whether it will 
mean anything at all, whether we will gain any credibility with the 
public at all with this proposal, that they are in fact participating 
in deficit reduction. 

Mr. SCHATZ. I would just say very quickly that it is a little bit, 
maybe, like a savings account. People are giving money now, and 
if you explain to them what the situation is, I think they would be 
perfectly willing to do that. I know I would. Maybe because we are 
so involved as an organization in this, and I am sure many of our 
members would. 

Say a contribution from an individual that comes into this orga- 
nization may or may not get spent in the same year, but the fact 
is that they are looking at getting rid of the debt. And if it takes 
2, 3, 4, or 5 years, they know it is being set aside for that purpose. 
That is critical. 

Mr. Cardin. Of course, you know people can add to their tax li- 
ability today and pay off the debt, and very few people do. We will 
take a check from you right now to help pay off the debt. 

Mr. ScHATZ. I am afraid I don’t have $17,000. I am sorry. 

Mr. Merger. Let’s see, Mr. Christensen does not have any ques- 
tions. 

Anyone else for any followup? 

I thank our panelists. It has been very helpful. And with that, 
this Committee of Ways and Means will stand adjourned. 

Thank you. 

[Whereupon, at 2:55 p.m., the hearing was adjourned.] 

[Submissions for the record follow:] 
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Statement of the 

American Automobile Manufacturers Association 
Submitted for the Record 

Committee on Ways and Means 
U.S. House of Representatives 

Hearings on H.R. 9 

The Job Creation and Wage Enhancement Bill of 1995 

The American Automobile Manufacturers Association (AAMA) appreciates the 
opportunity to submit this statement for the record on section 12002 of H.R. 9, a provision 
that has important economic implications for countless small firms that purchase motor 
vehicles for use in their businesses, as well as for the domestic automobile industry. The 
issue is first-year expensing, which is currently available for all business assets except motor 
vehicles. It is proposed in H.R. 9 that the current expensing limit be raised from $17,500 to 
$25,000. 

AAMA is the trade association for the domestic automobile manufacturing industry. 
Our members are Chrysler Corporation, Ford Motor Company, and General Motors 
Corporation. Together, our members employ more than ^,000 workers directly and 
account for another 1 ,500,000 jobs through their dealers and suppliers. 

Internal Revenue Code section 179 allows small businesses to expense up to $17,500 
of the cost of most depreciable assets. However, section 280F of the Code limits to $3,060 
the amount a small business can deduct for a business*use passenger car or light-duty truck in 
the first year through either depreciation or expensing. Thus, small businesses that purchase 
a car or light-duty truck during a year are unfairly denied the benefits of section 179. The 
proposal to raise the section 179 limit to $25,000 would not alleviate this disparity. AAMA 
urges extending the applicability of Code section 179 to purchases of business-use 
automobiles and light-duty trucks by amending the cap imposed by section 280F of the Code. 

The businesses directly affected by this limitation are those small businesses whose 
only asset purchase for a tax year is a motor vehicle. They are the truly small businesses in 
America - the local carpenters, plumbers, grocers, florists - businesses so small that they 
often are not well represented before Congress. If the only significant asset purchased by 
such a business in a year is a motor vehicle, the business receives no benefit from section 
179 expensing. This increases the after-tax cost of the purchase of a motor vehicle relative 
to other business assets. 

For example, a business asset costing $20,0(X) and not subject to the section 280F 
limits would be allowed $17,500 first-year expensing under section 179, plus full first-year 
depreciation on the remaining cost of $2,500. In contrast, a business-use motor vehicle 
costing $20,000 would be limited to first-year depreciation of $3,060 with no section 179 
expensing. Thus, section 280F not only limits ordinary depreciation deductions for so-called 
"luxury” vehicles", but also effectively disallows section 179 expensing of the "non-luxury" 
cost (i.e. $15,300, the amount of non-luxury depreciation allowable under section 280F over 
a vehicle’s five year recovery period). No other business asset is subject to a so-called 
"luxury" cap. Moreover, to call $15,300 a "luxury" cap is a misnomer. 

The current rules, thus, discriminate against small firms who invest in business-use 
vehicles as compared to small firms who make non-auiomoiive investments. A simple and 
more equitable solution would be to allow for expending of motor vehicles, at least up to the 
five year "luxury" depreciation limit, currently $15,300. This would reduce the 
discrimination against the small firms that invest only in business-use vehicles during a tax 
year, without changing the "luxury" depreciation limits. In other words, small businesses 
purchasing cars or light-duty trucks should be allowed to benefit from enhanced expensing 
rules, at least to the extent of the "non-luxury" content of the purchased vehicles. This 
would place all small businesses on a more equitable footing, whether they invest in motor 
vehicles or in non-automotive business assets. We believe such improved neutrality is 
essential to effective, efficient and equitable tax law. 
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Whether or not a motor vehicle qualifies for additional first-year expensing has 
important cash flow implications for small firms. This is because qualifying for expense 
treatment would lower the present value of a vehicle’s after-tax purchase cost by varying 
amounts, depending on the price of the vehicle and the purchaser’s marginal lax rale. For 
example, the after-tax cost of a vehicle costing $20,000 could be reduced by more than 1 % 
(assuming a 35% marginal tax rate for the purchaser). 

The purchasers of motor vehicles, especially small businesses, are very responsive to 
price changes. It is estimated that a 7% price decrease could bring about a 7% increase in 
vehicle purchases by affected small businesses. Thus, current law not only adversely impacts 
the cash flow of small businesses, it is also harmful to the interests of the automobile 
industry. The lower sales level resulting from this discriminatory provision costs automobile 
industry jobs. Industry economists estimate allowing additional firsl-year expensing for 
motor vehicles could increase industry sales by 15,000 to 20,000 units per year, supporting 
an additional 2,500 to 3,500 jobs in auto and auto related industries. 

The limitation on small business expensing is only one of a number of provisions in 
the Code that discriminate against purchasers of automobiles. The so-called "luxury" 
depreciation cap cited above is an example, as is the five year class life, when three years 
more appropriately reflects economic life for business-use automobiles according to a 1991 
Treasury study. We hopie that Congress will address these inequities in the future, but, 
above all. we hope future legislation does not exacerbate the existing discrimination. It 
should be noted that, as drafted, the proposal to increase the section 179 expensing limit, as 
well as the Neutral Cost Recovery proposal, would improve cost recovery rules for business 
assets generally, but would not benefit businesses that purchase motor vehicles. Thus. 
Congress is currently considering proposals that would worsen the cost recovery rules for 
motor vehicles relative to other business assets. We resp)ectively request that any bills 
reported out of the Committee treat purchasers of business-use motor vehicles equitably vis- 
a-vis purchasers of other business assets. 

In summary, AAMA urges the Committee to allow purchasers of business-use 
passenger cars and light-duty trucks the benefits of the section 179 additional first-year 
expensing, at least up to the luxury depreciation cap of section 280F. In testimony before 
the House Committee on Small Business, January 17, 1995, The Small Business Survival 
Committee and the National Association of Manufacturers both supported making section 179 
expensing available to purchasers of motor vehicles. 
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STATEMENT OF THE AMERICAN BANKERS ASSOCIATION 

The American Bankers Association ("ABA*) appreciates the opportunity to comment on 
the tax provisions contained within the "Contract with America" which were, among 
other things, designed to encourage people to enhance their financial security by 
increasing their savings and investment. Another way for hundreds of thousands of small 
business owners and farmers to enhance their financial security is by assuring them that 
the businesses and farms that they have worked so hard to sustain can be passed down 
intact to other family members when the business owner or farmer dies. 

The tax provisions of the "Contract with America" which arc contained in H.R. 9 that 
was introduced by Chairman Bill Archer on January 9, includes several important small 
business incentives. The one that the American Bankers Association ("ABA") would like 
to address is the provision that would phase in an increase in the estate and gift tax 
exemption fi-om $600,000 to $750,000. 

The federal government's system of transfer taxation imposes a combined tax on the value 
of estates at death, gifts during life, and generation-skipping transfers. It was the 
Revenue Act of 1916 that began the process of estate taxes becoming a permanent source 
of federal revenue. The gross value of a decedent's estate at the time of death was 
determined and a number of allowable deductions were made to arrive at the net value of 
the estate. A general exemption was taken and the amount of tax due was then 
calculated using a schedule of progressive rates. The 1916 Act granted a $50,000 
exemption to exclude relatively small estates from taxation. 

Over the years the estate and gift tax systems ebbed and flowed as the United States 
engaged in two World Wars, struggled during the Great Depression and experienced a 
surge of economic prosperity. It was not until the Tax Reform Act of 1976 that a 
complete overhaul of the transfer taxation system occurred which unified portions of the 
separate estate and gift tax systems. 

In 1976 the separate estate and gift tax exemptions were replaced with a single unified 
tax credit. Over the five year period from 1977 to 1981, legislative provisions gradually 
increased the value of this credit from $30,000 to $47,500, which are equal in value to 
exemptions of $120,667 and $175,625, respectively. 

One of the concerns that had been raised in regards to the transfer tax system is the effect 
the taxes had on small business and farm activity. Upon the death of the proprietor of 
the business or farm, the assets of the business become subject to estate taxation. Such 
taxation creates a heavy financial burden at a sensitive and critical time which may compel 
these small and even medium-sized businesses and farms to close their doors and sell off 
the farm or business even though these enterprises would otherwise be productive and 
profitable. 

The 1976 Act attempted to mitigate these problems by providing favorable valuation 
rules for small businesses and farms and by deferring the payment of taxes on estates 
composed largely of such small businesses and farms. 

The Economic Recovery Tax Act of 1981 built on many of the provisions of the 1976 
legislation by raising the unified credit and by providing additional relief to small 
businesses and farms. The Joint Committee gave the following as the reason for the 
changes: 


Inflation has been increasing the estate and gift tax burdens 
by eroding the value of the credit and pushing estates and 
gifts into higher transfer tax brackets. In addition, the 
Congress determined that the amount of the prior credit, 
established in 1976 and fully effective in 1981, was 
inadequate to provide relief for estates containing farms, 
ranches, and small businesses which often were forced to 
dispose of family businesses to pay the estate or gift tax. 
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The 1981 Act gradually increased the amount of the unihed credit from $47,000 to the 
now current amount of $192,800 over a six-year period. With the unified credit at 
$192,800 there will be no estate or gift tax payment on transfers of property which total 
$600,000 or less. The 1981 Act not only continued the liberal rules relating to small 
businesses and farms in connection with valuation and extension of time for payment but 
made it easier for businesses and farms to qualify. 

The increase in the unified credit that was contained in the "Contract with America" and 
in H.R. 9 will go a long way towards continuing the protection of small businesses and 
farms that have been the special concern of Congress for many years. Section 12001 of 
H.K 9 increases the unified estate and gift tax credit from $600,000 to $750,000 in 
1998 with a cost of living adjustment for decedents dying and gifts made in 
a calendar year after 1998. 

The very nature of entrepreneurial activity results in the accumulation of a certain amount 
of wealth. During his or her working life, the proprietor of a relatively small 
manufacturing operation or family farm may accumulate millions of dollars worth of land, 
plant and equipment. It is a valid goal of Congress to continue to protect these 
enterprises as family owned businesses generate about 60 percent of our gross domestic 
product. During the 1980s, family owned businesses accounted for an increase of more 
than 20 million private sector jobs. 

The ABA supports the increase in the unified credit as it will help our many customers by 
alloN^ing them the opponunity to continue to operate their businesses and farms. 
Continuation of these enterprises will provide job security for employees. Unexpected 
unemployment can cause tremendous disruption in people’s lives; providing job security 
should be one of Congress’ highest priorities. It will reduce the burden to the Internal 
Revenue Service as the Service will no longer need to process as many estate tax returns. 
Many of these returns do not generate revenue to the federal government due to the 
many credits (such as the unified credit) that an estate may claim against estate tax owed. 
It would not be an undue assumption that the costs of adnunistcring the returns of these 
small estates may not be justified in light of the fact that these small estate generate little 
tax. The fewer rerurns that have to be processed the lower the costs to the Service. 

In addition to all the benefits, such a change in the unified credit will not cause a huge 
decrease in federal revenue. Increasing the unified credit would actually have a minimal 
effect on total revenue. The amount of revenue generated from estates between 
$600,000 and $1 million represents only 5% of the total revenue received from estate and 
gift taxes and totals only ,03% of total revenues of the federal government. 


Change In Income Tax Rates for Trusts and Estates 

While supporting the increase in the unified credit, the ABA feels that there is another 
area which will provide protection to not only individual farmers and businessmen but 
also thousands of other middle class Americans. 

How can Congress simplify the tax laws, empower people to establish vehicles that will 
provide for family members who may have medical or other challenges, empower people 
to establish vehicles that will pay for the educational of grandchildren and other family 
members, and last, but not least, correct an inequity in the tax system that has existed 
since 1986.^ 

Congress can do all this by changing the income tax rates for trusts and estates. The 
Revenue Reconciliation Act of 1993 exacerbated an inequitable practice that started with 
the Tax Reform Act of 1986. What happened in 1993 is that the income tax rates for 
estates and trusts were again increased and cv’cn more importantly the tax brackets were 
again sharply compressed. 
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The result is that funds which are income for an estate or trust are subject to more tax 
than if those same funds were passed through the trust or estate and were in the hands of 
individuals who would also have to pay income tax on these same funds. It is only the 
fact that these monies are income for an estate or trust rather than an individual which 
subjects them to a much higher rate of tax. 

Unlike the starting point of $19,500 for taxing income under the married filing separately 
category (which bears the highest tax rates applicable to individual taxpayers), trust and 
estates must begin to pay tax on their income at just $1,550. The highest rate of tax at 
36% affects individuals who are married filing separately who have income over $71,800. 
The same high rate of tax of 36% applies to estates and trusts that have income over 
$5,600. 

It has not always been this way. Before the enactment of the Tax Reform Act of 1986, 
estates and trusts were taxed at the married filing separately rates. 

The trust department of banks are concerned about this issue because it affects our many 
bank clients who utilize trust services offered by the bank to carry out their wishes in 
regards to how they want their estate or their assets which are held in trust to be 
handled. These bank clients are certainly not multi-millionaires but their assets are held 
in trust for long range planning of the families* needs and many just want the assets that 
they have accumulated over their lifetimes to go to whomever they choose at their death 
rather than whom their wives may choose. A recent article that appeared in the January 
9, 1996 edition of the Wall Street lournal entitled "Trust Funds Are Just for the Rich? 
Think Again" stated that: 

Once the province of the very rich, trusts have found their 
way into the lives of nuny families who never thought of 
themselves as wealthy. The escalation in housing prices since 
the 1970s and the boom in the stock and bond markets 
during the 1980s and early 1990s have helped push more 
estates above the federal estate-tax exemption (which is 
currently $600,000). At the same time, longer life spans, 
second marriages and lawsuits have more people looking for 
ways to protect and to manage family assets. 

In a more recent article dated January 29, 1995 an article in the Washington Post 
entided "QTIP Trusts Help Clean Up Many Estate Planning Messes'* stated that: 

Today, the intcracdon of economic and social change has 
complicated things immensely, and thousands of families each 
year confront the vexing question of how to see that a 
surviving spouse, usually a wife, is provided for while making 
sure that the husband’s assets go to the children after the 
widow’s death. 

There are indeed many reasons to set up trusts such as the QTIP trust for estate planning 
purposes. The Washington Post article continues its estate planning analysis by stating: 


Trusts are the vehicles of choice both to defer estate taxes 
until the surviving spouse dies and also to guarantee, 
especially in the context of second marriages, that your assets 
will be transferred to the beneficiaries of your choice rather 
than to your second spouse’s choice. 



1014 


There is nothing sinister about trusts or estates that should subject them to such onerous 
tax burdens. This is especially true for an estate which automatically comes into existence 
upon the death of a decedent. It contains the property of the person who has died. An 
executor is appointed who collects income that the decedent was entitled to, pays 
expenses and makes disbursements. The taxable income of an estate is taxed to the estate 
unless it is distributed to beneficiaries before the end of the estate’s tax year. 

There are many non tax reasons for accumulation in estates and trusts. For example, 
estates may accumulate income because of the liquidity needs to pay bequests and debts 
(including taxes); unavoidable recognition of income (IRA and other qualified plan 
distributions); state law requirements that distributions cannot be made until the claims 
period for debts expires (personal liability of executor); litigation; and will contests, etc. 
Trusts may need to build up the trust assets to establish a fund for the future education 
of minor children, for the care of surviving spouses, orphans, elderly parents, the mentally 
or physically disabled, or children with special needs. A trustee may make a choice not to 
distribute assets in certain situations, not for the accumulation of assets, but to protect 
beneficiaries in certain situations, such as problems with creditors or a beneficiary who is a 
drug addict. 

Is it possible to use these vehicles to avoid the payment of income taxes^ Anything is 
possible, however, an individual does not go to the extreme of dying simply to use an 
estate as a vehicle to avoid the payment of income tax. There is also nothing sinister or 
subversive about the use of a trust. A trust is a commonly used estate planning vehicle 
that allows individuals to provide for their families’ needs and/or to achieve certain goals 
while those individuals arc alive or after they have passed away. For example, trusts arc 
set up to save for college or to provide a living allowance for people with disabilities or 
mental illnesses. 

The highly compressed rates which were part of the 1993 Act have had a harsh elfcet on 
many trusts and estates. The greatest areas of difficulty arise in instances where there is a 
need to accumulate income for non tax reasons. The grantors intentions for the best 
interests of the beneficiaries are frustrated by the trustees' unenviable position of having 
to choose to use the assets of the trust or estate to cither pay the tax (at a much higher 
rate than would be taxed in the hands of the individuil receiving it) or make unwise 
distributions to avoid the additional tax. 

Let’s go over the current rate structure again. Unlike the starting point of $19,500 for 
taxing income under the married filing separately category (which bears the highest tax 
rates applicable to individual taxpayers), trust and estates must begin to pay tax on their 
income at just $1,550. The highest rate of tax at 36% affects individuals who are married 
filing separately who have income over $71,800. The same high rate of tax of 36% 
applies to estates and trusts that have income over $5,600. 

There was a period of time, a long time ago, when the income tax rates for individuals 
were higher than those of trusts or estates and therefore there was an incentive for people 
to set up "multiple trusts" in order to avoid the payment of income taxes. In the 
unlikely scenario that someume in the future the individual income tax rate at the highest 
level will be higher than the top estate and trust income tax rate level, Congress has given 
the IRS the necessary weapons to combat this "multiple trust evil'* by the ability to issue 
regulations which would treat as one trust, two or more trusts having substantially the 
same person establishing the trusts and the same beneficiaries, where the principal 
purpose of the establishment of such trusts was the avoidance of tax. With this device 
already established in the tax code, an individual cannot hold money inside a trust or 
estate to enjoy lower income tax rates. 
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How to Make the Needed Changes 

Several members of Congress have already been compelled to try to change this 
inequitable situation by introducing legislation in both the 103rd Congress and also in 
these early days of the 104th Congress. 

S. 1729 was introduced by Pete Domenici on November 19, 1993. The bill would have 
established a special income tax rate for disability and higher education trusts. 

H.R. 5070 was introduced on September 21, 1994 by L.F. Payne (D-Virginia). The bill 
would have established a special income tax rate for disability trusts. 

H.R. 5169 was inuoduced on October 4, 1994 by Jim McCrery (R LA). The bill would 
have changed the income tax rate on estates and trusts back to the married filing 
separately rate. Again, the married filing separately rate bears the highest tax rates 
applicable to individual taxpayers. 

The McCrery bill was re-introduced in the 104th session of Congress as H.R. 329 on 
January 4, 1995. The bill, which is supported by the American Bankers Association 
would change the income tax rates on estates and trusts back to the married filing 
separately race. 


Conclu.sion 

The McCrery bill presents the best solution ro this inequitable situation. It simplifies the 
Internal Revenue Code by including estates and trusts in the married filing separately tax 
brackets. This eliminates one rate cable. It will more importandy, help to provide 
protection to middle class Americans at their death to continue their wishes in regards to 
supporting their children and other family members through estates or trusts without 
confiscatory income tax rates eating away at assets which cook a lifetime for those middle 
class Americans to collect. There is no “evil" that trusts or estates represent which should 
make them the subject of such high rates and compressed brackets. Congress can make 
sure that individuals can never use these trusts or estates to avoid the payment of income 
taxes by putting income tax rates for trusts and estates at the highest level an individual's 
income tax rate could be. 
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STATEMENT OF LYNNE Z. GOLD-BIKEN 
AMERICAN BAR ASSOCIATION 

Mr. Chairman and Members of the Committee: 

I am Lynne Z. Gold-Bikin of Norristown, Pennsylvania. During my 
career as a lawyer, my practice has been limited to family law. 

I am presently Chair of the Section of Family Law of the American 
Bar Association. I am submitting this statement on behalf of the 
American Bar Association, as the designee of its President, 

George E. Bushnell, Jr. 

The ABA strongly supports enactment of a tax credit for qualified 
adoption expenses, such as that found in the Family Reinforcement 
Act, H.R. 11. We believe its enactment is important for several 
reasons. First, it will encourage more families to adopt 
children, by reducing the financial burden of one-time costs 
which are currently estimated to average $10,000. Second, 
adoption incentives are less costly to society than institutional 
alternatives. By making adoption more affordable for thousands 
of families, fewer children will stay in more costly 
institutional settings. Most importantly, encouraging adoption 
is important because adoption is the vastly preferable outcome 
for adoption-eligible children, providing permanency and a loving 
environment for children who otherwise may languish in foster 
care, shelter care or group-care settings. We urge the Committee 
to support this provision as this much-needed legislation moves 
forward. 

In addition, we urge the committee to consider the additional 
step of exempting from taxation employee adoption assistance 
benefits provided by employers. 

The American Bar Association has long supported improvements in 
the law related to the adoption of children. In 1972 it endorsed 
a Revised Uniform Adoption Act, In 1980, it endorsed reforms in 
the federal Adoption Assistance and Child Welfare Act of 1980 
(P.L. 96-272) to facilitate adoption of children with special 
needs. Currently, Association representatives are working with 
the National Conference of Commissioners on Uniform state Laws on 
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the development of a new version of the Uniform Adoption Act. 

Most recently, in February 1993, the ABA House of Delegates 
approved a Family Law Section-sponsored resolution calling for 
the federal government and Congress to take a number of further 
steps to encourage adoption. This most recent resolution forms 
the basis for this testimony. A copy of the resolution is 
attached. 

In all of its work on adoption, the ABA, primarily through its 
Family Law Section's Adoption Committee and the ABA Center on 
Children and the Law of the Young Lawyers Division, has been 
concerned about legislative improvements designed to build and 
nurture strong families, including legislation to encourage 
families to adopt children in need of a nurturing environment. 
Leaders within the ABA involved with adoption issues have worked 
with such organizations as the North American Council on 
Adoptable Children, the National Adoption Information 
Clearinghouse, the National Resource Center for the Adoption of 
Children with Special Needs, Adoptive Families of America, and 
the American Academy of Adoption Attorneys to identify needed 
enhancements in adoption laws. 


The ABA believes that, in establishing public policy to encourage 
people to adopt children, the federal government (and its state 
counterparts) must enact policies which will help compensate 
adoptive parents for the extraordinary costs which are required 
in the process. While the single largest cost of "newborn" 
adoption is generally medical expenses of prenatal care and 
delivery as well as care of the baby, there are a myriad of costs 
in any given adoptive placement. These include counselling, 
agency fees, living expenses of the birth mother during 
pregnancy, health care costs of the child pending adoption, legal 
fees, and a variety of court costs and document charges in one or 


more states or countries. 
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In addition, travel expenses are often unpredictable and cannot 
be preplanned, vniere extended travel is required, there are 
hidden costs such as lost earnings or child care for other 
members of the family. It must be noted that in many instances 
all of these costs are incurred for potential adoptive placements 
which do not materialize. 

Apart from the direct costs, these situations in some instances 
entail a need for counselling or therapy for the child and even 
for the entire family. From time to time, unexpected medical 
conditions will be uninsurable. 

If a child's physical or mental health problems are known at 
the time of the adoption, a child may qualify as having "special 
needs" under applicable state laws and policies, and the adoptive 
parents may be able to obtain financial support to meet these 
needs through an existing government entitlement program. 

However, not all such problems are known at the time of an 
adoptive placement, and not all conditions which require special 
care fall within the varied standards for the "special needs" 
designation. Therefore, adopting parents assume a substantial 
risk of significant unanticipated expenses when adopting older 
children (i.e., those no longer in the "newborn" category). 

The 1993 ABA policy resolution on adoption is based on a 
recognition by those who practice family law, particularly with a 
specialization in adoption, as well as by those who have adopted 
children, that the expense incurred in connection with an 
adoption can be phenomenal. Our position is also based on the 
recognition that federal law has failed to provide reasonable 
financial incentives that would help offset these costs for low 
and middle-income households. 

The ABA recognizes the importance of public policy that 
specially promotes the adoption of "special needs" children 
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with disabilities; older children in the foster care system; 
children with special health problems (e.g., drug-exposed 
babies and children with HIV or AIDS) ; and children who are 
otherwise designated by public child welfare agencies as 
difficult to adopt. 

In addition, we support enactment of legislation to provide 
incentives to employers who provide special employee assistance 
benefits specifically related to adoption. There are now only a 
small number of employers that provide such benefits, even though 
employee assistance benefit programs generally have expanded 
considerably in recent years. Small employers might only be able 
to provide very limited assistance in the adoption area (such as 
limited counselling, legal information for those considering 
adopting, and assistance with some legal expenses) , while large 
employers may with appropriate tax incentives be able to 
provide a much wider array of employee benefits related to 
adopt ion « 

The federal government itself is a large employer, and federal 
agencies can develop models of employee assistance related to 
adoption. Large numbers of federal workers in the U.S. and 
throughout the world (including members of the military services) 
are potential adoptive parents. Pilot or demonstration projects 
focusing on a variety of employee assistance in adoption can 
furnish state governments and private employers with much useful 
information about how to structure and operate a successful 
employee adoption assistance program. 
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RESOLUTION APPROVED BY 
HOUSE OF DELEGATES OF THE 
AMERICAN BAR ASSOCIATION 


FEBRUARY 1993 


RESOLVED, that the American Bar Association urges the United States 
Congress to enact iegisiation providing incentives to encourage 
individuate throughout the country to adopt juvenites. Such incentives 
shoutd indude; 

(a) The aitowance of reasonable tax deductions or tax credits for 
qualified adoption expenses incurred for the adoption of juveniles 
designated by state or local child welfare agendas as having "spedal 
needs." 

(b) The provision of tax incentives for employers that provide employees 
with adoption assistance benefits. 

(c) The creation of Federal agency demonstration projects in which 
federal employees are provided with an adoption assistance benefit 
program. 

(d) The aeation of a Federal interagency worir group on adoption. 

(e) The establishment of a Federal "blue-ribbon" advisory board on 
adoption. 

(f) The provision of Federal support for the development of activities 
designed to increase understanding of adoption and its impact 

(g) The enactment of Federal legislation or regulations that encourage 
full disdosure to prospective adoptive parents of information related to 
the physical and mental health history of all children being placed for 
adoption, and the indusion in any new Federal health care iegisiation of 
provisions that prevent the denial of dependent coverage to adoptive 
parents on the basis that the adopted child has a health condition that 
was pre-existing the date of the adoption. 
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AA4ERICAN COUNQL ON EDUCATION 

Office of Vice President ond General Counsel 


February 2, 1995 


The Honorable William Archer 
Chairman 

House Committee on Ways & Means 
United States House of Representatives 
1102 Longworth House Office Building 
Washington, DC 20515 

Dear Mr. Chairman: 

On behalf of the higher education associations listed below, we wish to 
express our support for the establishment of American Dream Savings 
Accotmt (ADS Account), and other pending proposals which would expand 
the concept of Individual Retirement Accounts. 

In view of the significant decline in personal savings and resulting 
detrimental impact on trade and international competitiveness, we welcome 
the initiative to encourage saving not only for retirement, but also for either 
the purchase of a first home or pa)dng for fte costs of college. 

By enabling penalty-free withdrawal of ADS funds, parents have an 
additional resource to call upon in meeting the cost of their children's 
education. In addition, students of all ages as well as spouses and 
grandparents will be able to signiBcantly participate in saving for anticipated 
education expenses. 

We further support the concept incorporated in HR 682, the Super IRA bill. 
In particular, we appreciate the understanding that colleges, universities, 
independent schools and research organizations rely upon Section 403(b) of 
the Internal Revenue Code to provide both their primary employer- 
sponsored pension plans and an opportunity for their employees to 
voluntarily save for retirement with their own pre-tax dollars. The exteitsion 
of penalty-free withdrawal treatment to distributions of voluntary employee 
403(b) contributions for the purchase of a home or for higher education 
expenses is a potentially valuable benefit for the higher education 
community. 

HR 682 would also stop the uidaimess that results when a 10 percent penalty 
is charged because health costs require IRA funds to be withdrawn. The bill 
addresses another case of unfairness when taxpayers lose their jobs, and have 
to unexpectedly fall back on their IRA savings. For taxpayers who have 
exhaust^ 12 weeks or more of unemployment compensation, they will be 
allowed to make a penalty-free withdrawal as well. 
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Lastly, the bill addresses an issue relating to families that are trying to make a 
better future for themselves by enabling fomilies to save for Aeir education 
vvithout violating the AFDC eligibility rules. 

We hope that this initiative would be supplemental to and not in lieu of 
extension of full employee educational benefits under Section 127 of the 
Internal Revenue Code and other provisions that would expand educational 
opportunity in our country. 

We stand ready to aid you and your staff in pursuit of this valuable proposal. 

Sincerely, 



Vice President & General Counsel 


SES;ggl 

cc Jim Qark, Chief Tax Counsel, House Ways & Means Committee 

Sam Gibbons, Ranking Minority Member, House Ways & Means Committee 
Phil Moseley, Chief of Staff, House Ways & Means Committee 

On behalf of the following associations: 

American Council on Education 

American Association of Community Colleges 

American Association of State Colleges and Universities 

Association of Community College Trustees 

Association of Governing Boards of Universities and Colleges 

Association of Jesuit Colleges and Universities 

College University Personnel Association 

Council of Graduate Schools 

Council of Independent Colleges 

Hispanic Association of Colleges and Universities 

National Association for Equal Opportunity in Higher Education 

National Association of College and University Business Offlcers 

National Association of Independent Colleges and Universities 

National Association of Student Financial Aid Administrators 

National Association of State Uitiversities and Land-Grant Colleges 

Teacher's Insurance Annuity Association - College Retirement Equity Fimd 

United Negro College Ftmd 
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STATEMENT OF THE AMERICAN FARM BUREAU FEDERATION 
TO THE 

HOUSE WAYS AND MEANS COMMITTEE 
ON 

ESTATE TAXES 
FEBRUARY 1, 1995 


The American Farm Bureau Federation is the nation’s largest general farm 
organissation with a membership of 4.4 million member families in 30 states and Puerto Rico. 
Farm Bureau members pnxluce virtually every commodity grown commercially in this 
country. Policy is developed by producer members at the county, state and n^onal levels of 
organization. 

Farm Bureau applauds the efforts of this committee to hold hearings focusing on 
changes needed in estate tax law. Reform of our nation’s estate taxes has been at the top of 
Farm Bureau’s agenda for many years. 

Farmers and ranchers have a vital interest in estate taxes because production 
agriculnire remains a family enterprise based industry. Acccnding to the 1992 Census of 
Agriculture, 83.9 percent of the farms and ranches are individual or family proprietorships 
and 9.7 percent are partnerships. Of the 3.4 percent that are family corporations, most have 
10 stockholders or less. Only 0.4 percent of the farms and ranches are corporations that are 
not family held. Farms and ranches that have incorporated have done so for tax and financial 
planning reasons, not because they are large business entetprises. 

While some farms and ranches stay in the family for generations, the actual operators 
of farm and ranch entetprises are constantly changing. The U.S. Department of Agriculnire 
estimates that between 1992 and 2002 about 500,000 older farmers will leave production 
agriculture to be replaced by about 230,000 new, young farmers. This is partly happening 
because the average age of farmers in 1992, according to the census, was 53.3 years. For 
these retiring farmers and ranchers and the new ones who would like to take their place, now 
is an important time to make changes in the fetteral estate tax laws. 

Without estate tax law chtmges the next generation of faimen will find it more 
difficult to begin farming. According to a USDA analysis of census data collected in 1988, 
roughly 43 percent of the young farmers who had obtained land had either purchased it from 
a relative (29 percent) or had received it as an inheritance or gift (15 percent). What those 
numbers would be without estate taxes and capital gains taxes, we will never know. What we 
do know is that muld-generadon farms and ranches are a fact of life. How viable they will 
remain will be partly determined by the estate tax load they must carry. 

Even though land prices declined in many areas of the country during the 1980’s, in 
both real and nominal terms, diey have recovered in recent years in most areas. As a result 
many farmers and ranchers are facing far higher land prices today than when they purchased 
the land 30 or 40 years ago. Much of this gain is due to nothing mote than inflation. For 
example, the average price of farmland in Illinois was $234 per acre in 1963; now it is close 
to $1,500 per acre, over six times what it was in 1965. All portions of the country face the 
same problems. 

Farm Bureau has advocated for many years that the estate tax be abolished. 
Elimination of the estate tax should not be a major budget issue. Last year, total estate and 
gift tax revenue came to about $13 billion. WhUe $13 billion is still a considerable amount 
of money even by today’s standards, it is not such a large amount to prevent its phase-out 
over a number of years. 

The unified credit which effectively exempts from taxes the first $6(X),0(X) of value of 
an estate was last increased in 1981. Due to gradual inflation and pressure from land 
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development, the current $192,800 unified tax credit and allowance for farm use valuation are 
not sufficient to allow many family farm businesses to pass from one generation to the next 


Farm Bureau supports increasing the estate ox exemption from $600,000 to $2 million 
and indexing the exemption for inflation. Exact numbers are not available, but this level 
would likely exempt many farms and ranches from estate taxes and allow them to be passed 
from one generation to another, unencumbered by federal taxes. If the exemption is not 
increased and a large portion of farm business assets must be sold to pay the tax, the 
economic viability of the operation can be destroyed and family memben would be forced to 
abandon the farm. 

The impact of an increase in the exenqttion to $2 million would be significant. For 
example, the current exemption would exclude 400 acres of average priced Illinois farmland 
Aom the estate tax. Again using Illinois as an example, family farms are now more than 400 
acres and at least half the land is valued at mcse than $l,S0O per acre. This means the total 
value of the farming enterprise would be more than $600,000 when the value of equipment, 
livestock and other assets are considered. Increasing the exemption would allow many farms 
to be passed tax-fiee to the next generation of fiumers. 

Another estate tax issue of importance to farmers and ranchers is the $750,000 ceiling 
allowed under Internal Revenue Code 2032A for valuing land at its agricultural productive 
value. Farm Bureau supports elimination of the $750,000 limit to the adjustment in value that 
can be made when faimliuul is valued at its actual use rather than its highest and best use 
under Section 2032A. 

This change is especially important in areas faced with urban growth. Land values for 
development in these areas are much higher than for agricultural use, tendering the $750,000 
cap ineffective in preserving farmland. If this cap cannot be eliminated it should, at the very 
least, be increased and indexed for inflation. 

Farm Bureau also supports increasing the annual gift tax exemption per donee from 
the current $10,000 to $20,000. This would provide another tool to ease the estate tax burden 
and help keep farms and ranches in the family. 

Keeping farms and ranches in the family has never been an easy task. The tax 
changes we have proposed today are a significant part of making that task just a little bit 
easier. We urge the committee to work for swift implementation of these measures. 
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TESTIMONY ON BEHALF OF THE 
AMERICAN HORSE COUNCIL 
BEFORE THE 

COMMITTEE ON WAYS AND MEANS 
U. S. HOUSE OF REPRESENTATIVES 
FEBRUARY 3, 1995 


The American Horse Council is the national representative for the horse industry and 
includes nearly 200 equine organizations representing over one million horse owners and 
breeders who are involved in every facet of the horse industry. 

The U S. horse industry is a very diverse $15.2 billion industry that employs and 
supports hundreds of thousands of workers. Horse owners and breeders spend $13 billion in 
annual investment and maintenance costs. $200 million worth of horses are exported each 
year, far more than are imported. Horse farms and training facilities provide green space, 
often in areas that are being threatened by encroaching urban growth. 

Pari-mutuel horse racing is legal in 43 states and involves the racing of 
Thoroughbreds, Standardbreds, Quarter Horses, Arabians, Appaloosas and Paints. Off-track and 
inter-track wagering is legal in 41 states. There are over 200 racetracks in the U.S. In 1993, 
over 64 million people attended the races, generating over $493 million in direct revenue to 
states from pari-mutuel taxes, track licenses, occupational licenses, admission taxes and 
miscellaneous fees. 

Another 40 million people view equine sports each year at horse shows and rodeos. 
There are 14,000 sanctioned horse shows a year with thousands of local, unsanctioned 
additional shows. These shows contribute $223 million annually to our eoonomy with rodeos 
contributing over $100 million. 27 million people over twelve ride each year, more than half 
on a regular basis. 

On the state level, California's horse industry generates the most dollars with a total 
GNP of $2 billion annually, followed by New York's $1.3 billion and Texas' $1 billion. Many 
other states have very substantial breeding, racing and showing industries. 

The equine industry is very labor-intensive. Hundreds of thousands of individuals breed, 
own, train, use and care for horses. These people, who work full-time in the horse industry, 
include owners, trainers, grooms, jockeys, drivers and riders, veterinarians, instructors, van 
operators, racetrack employees and the countless others who do not work directly with the 
horse but whose livelihood depends on it. 

According to the American Veterinary Medical Association's 1988 research study, there 
are 6.6 million equine in the United States. Previously, the AHC's economic impact study stated 
there were 5.25 million economically productive equine. 
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Several of the tax provisions of H.R. 9 would be, if enacted, beneficial to our industry by 
way of promoting both investment and job growth. 

Our membership strongly supports a reduction of the capital gains rate as proposed in 
M.R. 9, as well as permitting a taxpayer to increase the basis in certain assets to reflect the 
impact of inflation during the taxpayer’s holding period. 

AHC and its membership are also in favor of the increase in the expense deduction from 
$17,500 to $25,000. 

Other proposals which would be benencial to the horse industry include: 

1 . The proposed neutral cost recovery system permitting the taxpayer to 
increase annual depreciation deductions by an inflation factor; 

2 . Broadening of the deduction for home office expenses: and 

3 . Reform of the estate and gift tax laws increasing the $600,000 exemption 
to $750,000. 

In connection with estate tax reform, we would also favor changes which would permit 
family owned businesses to continue to operate rather than have to be liquidated to pay as much 
as 55% of the value of the estate in federal estate taxes. 

We appreciate the Committee's consideration of these comments. If you have any 
questions, please contact the American Horse Council. 
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February 3, 1995 




Governmental Affairs 
American 
Hotel & Motel 
Association 


1201 New York Avenue, NW 
Washington, DC 20005-3931 
Tel. 202/289-3120 
Fax 202/289-3185 


The Honorable Bill Archer 
Chairman, Committee on Ways and Means 
U.S. House of Representatives 
Washington, DC 20515 

Dear Chairman Archer: 

The Arherican Hotel and Motel Association (AH&MA) is a federation of state and local 
lodging assdelations representing over 10,000 properties. The lodging industry employs 
over 1.5 milliori'pejjple and has annual sales exceeding $60 billion. Our association 
represents all of the major lodging chains and also contains a significant number of 
smaller properties. On behalf of our member properties we offer the following 
comments and request they be made a part of the record of the hearings on capital gains 
lax reform held January 24, 1995, through January 26, 1995. 

AH&MA supports the provisions in the Contract with America to reduce the capital 
gains tax and index the value of assets to eliminate taxing "illusory gains" and applauds 
this committee's efforts in focusing on the advantages to the business community of a 
capital gains reduction. We bdlievc that many hotels, including our smaller properties, 
may benefit from this change in several ways. 

Firstly, it is likely that some investors already in the industry are holding hotels out of a 
reluctance to face the current level of taxation upon their sale. This reluctance to sell can 
artificially reduce normal turnover of property ownership and can act as a drag on our 
industry which is just beginning to recover from one of its worst downturns. A capital 
gains reduction would encourage investors to turn over appropriate properties and may 
even have a^alutary effect on the .sale price. At the same time, a capital gains tax 
reduction would encourage those investors to make upgrades to their properties prii)r 
to sale, knowing that their return on that additional investment would not be unduly 
penalized. 

For those investors outside the lodging industry who are able to have capital freed by 
sales or dispositions of other assets, we believe investment in the lodging industry will 
be an increasingly attractive consideration. As our industry continues its recovery and 
experiences modest expansion, a change in capital gain rates along with indexing of 
asset value should help ensure solid growth for hotel and motel owners. The freeing up 
of capital both inside and outside our industry should help to stimulate the market for 
hotel properties. 

We believe these benefits are not limited to the lodging industry and that many other 
industries could likely experience similar favorable results from the capital gains tax 
change under consideration. We look forward to final action by the Congress on this 
tax change. 

Sincerely, 

>-S f., 

James E. Gaffigan 

Vice President, Governmental Affairs 
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STATEMEMT OF ASSOCIATEO BUILDERS AND CONTRACTORS 

Mr. Chaiiman, On behalf of the over 17,500 contractors, subcontractors, suppliers and 
related companies of the Associated Builders and Contractors (ABC), we greatly appreciate this 
opportunity to submit our comments on H.R. 9, the Job Creation and Wage Enhancement Act. 
This Act, based on the tax provisions in the Contract With America, will encourage greater 
savings and investment. ABC sigrports the entrepreneurial incentives in the Act. 

ABC is a national trade association representing approximately 17,500 contractors, 
subcontractors, material suppliers, and related firms fiom across the country and from all 
specialties in the construction industry. Our diverse membership is bound by a shared 
commitment to the merit shop philosophy of awarding construction contracts to the lowest 
responsible bidder, regardless of labor affiliation, through open and competitive bidding. With 
80Va of the nation's construction workers choosing not to be represented by a unioir, ABC is 
proud to be their voice. 

The construction industry accounts for 7-15% of our nation's gross national product each 
year and employs close to S million workers. It is easy to see why the improvements in the tax 
laws that affect the corrstructioa industry will create jobs and enhance wages. ABC is especially 
siqtportive of four proposals that will particularly affect the construction industry - 
implementing neutral cost recovery, raisirtg die limit on expensing, increasing the estate tax 
exemption, and the capital gains incentives. Additionally, ABC supports the notion m the 
Contract that there should be a tax credit for education. However, rather than credit for college, 
ABC believes that a tax credit for those who {xovide Job trairring is more economically sound 
and provides realistic benefits for more of America. 

Neutral Coat Reenverv 
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The proposal to implement a system of neutral cost recovery would allow films to deduct 
the full real present value of their investments. This represents a significant improvement over 
current depreciation allowances. The current system falls woefully short — failing to take into 
account both inflation and the time value of money. 

ABC believes that neutral cost recovery is a step in the right direction toward a system of 
taxation that encourages, rather than inhibits, growth. This step was undoubtedly arrived at by 
taking a realistic look at the tax provisions affecting businesses. Why should businesses lose the 
value of their investments to arbitrary depreciation schedules? ABC further believes that there 
are other arbitrary provisions in the tax code that adversely affect businesses. 

For example, the Lookback Rule, an integral part of the Percentage of Completion 
Method of accounting, requires taxpayers engaged in the production of property under a long- 
term contract to engage in costly and excessive calculations. Under the Percentage of 
Completion Method, gross income for taxation purposes is calculated by multiplying the gross 
contract price by the percentage of the contract completed in the year in question. The 
percentage of the contract completed is determined by comparing actual costs incurred during the 
year with the estimated total contract costs. 

Because the Percentage of Completion Method uses estimated, rather than actual, 
contract price and costs to figure gross income for any taxable year, the Lookback Rule is applied 
in the year the contract is completed. The taxpayer is then compensated for the acceleration or 
deferral of taxes paid over the contract term. 

Application of the Lookback Rule requires a three-step process. First the taxpayer must 
recalculate the percentage of contract completed using actual, rather than estimated prices and 
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costs. This first step allows any under or over reported taxable amount to be calculated. Second, 
the taxpayer must compare his tax liability for each year based on the income reallocated under 
the first step with the tax liability previously reported. In the final step, the taxpayer must apply 
the Lookback Method interest rate to the under or over payment and pay the interest or receive 
the refiind accordingly. 

Under the 10% de minimis rule, the contractor may complete only the first step of the 
Lookback Rule. If the estimated contract price and costs are within 1 0% of the actual contract 
price and costs, the contractor can elect t»t to proceed further in application of the Lookback 
Rule. Although the 10% de minimiK rule provides some relief for larger contractors fiom the 
burdensome computations and excessive administrative costs, complex calculations must still be 
performed to determine if each contract meets the 10% rule. Small contractors typically lack the 
necessary resources it takes to perform these complex calculations. 

Additionally, all construction contractors must make the percentage of completion and 
look-back calculations for purposes of tiie Alternative Minimum Tax. This is true despite the 
&ct that in the 1 986 Act, Congress provided an exemption for contractors with average atmual 
revenues under $10 million dollars finm the Pertxmtage of Completion Method and the 
Lookback Method for tegular tax purposes. 

Members of the construction industry, along with otiier businesses requiring ongoing 
capital investment, are often forced into the Alternative Minimum Tiuc, and, therefore, into 
calculations under the Lookback method despite Congress’ intent to exempt them. As an 
additional burden, the Alternative Minimum Tax subjects these companies to the worst capital 
cost recovery system in the industrialized world. The Altenutive Minim um Tax can result in 
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capital costs that are 20% higher than for foreign companies or those not subject to the 
Alternative Minimum Tax. Under the Alternative Minimum Tax, cash flow that could otherwise 
be used to fund new jobs or more investment is, ing>y»H flowing into the Treasury as a 
punishment for investment in capital. The problem of the Alternative Minimum Tax should be 
addressed when Congress addresses the problems with the current system of depreciation. 

Additionally, small contractors should be granted a full exemption fiom the Lookback 
Method. According to the IRS, Lookback is revenue neutral. This means that it provides no 
great benefit to either the Treasury, in the form of interest, or to the taxpayer, in the form of a 
refund. What Lookback does do is pull fimds away fiom job creation and investment and expend 
them on paperwork and calculations. In fact, contractors typically spend much more in 
administrative compliance costs than the amount of any interest either owed or received after 
Lookback is calculated. 

Expensing 

Currently, businesses are permitted to expense, or fully deduct, the first $ 1 7,500 they 
invest in equipment in the year it is purchased. The Contract With America proposes raising that 
limit to $25,000. Expensing helps construction firms who make considerable investments in 
equipment by fieeing up money far faster than depreciation schedules allow. This freedom 
encourages further investments and, therefore, speeds growth and spurs further hiring. 

For these reasons, ABC supports an increase in the amount permitted to be expensed. 
While the proposed increase would be helpful, especially to smaller businesses, ABC supports an 
even higher level to encourage that much more investment. 

Additionally, ABC believes that expensing should be reformed to the extent that 
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expensing is reduced dollar for dollar when capital expenditures exceed $200,000. Also, cars 
and trucks, not currently pennitted to be eiqjensed should be included in the reformed provision. 
Often light trucks are the most critical piece of machinery purchased by a construction firm. 

Cipitri Giipi 

The Job Creation and Wage Enhancement Act proposes excluding 50% of capital gains 
fiom taxation and indexing the ct^ital gains tax rate to inflation. This proposal makes good 
economic sense. In fact, capital gains rarely keep up with inflation. As inflation increases over 
time, it becomes necessary to sell your property for much more than you paid for it to realize any 
actual gain. If property is sold for less than its inflation adjusted purchase price, the owner 
effectively takes a loss. Then, at the current rate, the government takes another 28% off what the 
owner did manage to recapture. It is easy to see why individuals are often reluctant to sell 
property and realize illusory "gains" on which they are then taxed. 

Excluding 50% of capital gains from taxation and indexing the rate to inflation does not 
amount to a tax break for the rich. These proposed changes to capital gains taxation will free 
individuals to sell property and reinvest This reinvestment is good for business and good for the 
economy. It will create growth, more jobs, aixl higher wages. Additionally, the Treasury will 
likely benefit from the increased realizations and resulting tax dollars. 

Estate Tax 

Many of ABC's members ate small or &mily-owned businesses. The proposal in the 
Contract With America to raise the estate tax exemption from $600,000 to $750,000 would do 
much to ensure the continued existence of these businesses even after the death of an owner. 
Because all assets ate included in estate tax calcidations, many small businesses must be sold to 
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outsiders upon the death of the owner. A cmsbuctioD firm with modest assets in equipment may 
be foiced to sell to outsideis simply because it lacks the liquid assets to pay the estate tax. 
Education Tax Credits - J«h Trammy 

Tax cuts, designed to stimulate economic growth and increase the number of good jobs 
available to Americans must be at the foic&ont of Congress' agenda. These pro-growth tax cuts 
will go far further toward wwwnplidiing inqjrovements in the economy than will budget 
reductions. Yes, it is important to get die budget in line, but this will be even easier once 
productivity rises and die returns start roUing in. 

ABC is fiiliy supportive of all aspects of the Contract, including tax cuts and credits for 
individuals in certain circumstances. For example, the tax credit for college tuition will 
doubdess go far to help those students actually headed for college. But what of that vast number 
of students for udiom college is not the best answer? ABC believes that it is important to 
acknowledge that, while college is a great option for some, .skill based training in an industry like 
construction may be an even better alternative for many. 

There is a lot of talk in Congress about overhauling die federal job training system. 

ABC would like its job training program, the Wheek of Learning, to be recognized as a valuable 
private resource — a model for those in the construction industry and other industries to follow. 
The key to job training consolidation is that resources must be pooled and first-quality training 
must be provided in fields in which it will be possible to obtain employment 

ABC's private training p rog ra m, the Wheek of Learning, provides state of the art 
Department of Labor approved, skill based training in 17 ctafls. The training received under the 
Wheek of Learning k standardized and portable. It {sovides workers in the construction 
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industry with high level, practical skills. 

Unfortunately, profit margins in the construction industry are extremely slim - often only 
one penny on the dollar. When money is tight, the practicality is that training is often the first 
cost cut. ABC believes that private training programs are a valuable asset that should be 
exploited by a new federal job training system. Assurance of their continued quality can be 
accomplished through a proven response mechanism — the tax credit. 

Obviously, the particulars of integrating private training programs like the Wheels of 
Learning into the federal system need to be further explored. However, one thing is clear. A tax 
credit to the provider of private, practical Job training programs would go far to ensure the 
continued success of the program. A tax credit directly to the trainer would ensure that the 
money goes toward improving the programs available. It additionally insures that federal money 
goes to programs that meet national standards and specific state and local needs. 

A tax credit to the trainer makes good economic sense. One centralized trainer can 
allocate the available money within its program to provide superior training. Its incentive is the 
worker shortage. By the year 2000 there will be a serious shortage of workers in the construction 
industry. Construction firms have every incentive to provide their workers with high quality 
training that will be of benefit to both employer and employee. 

Congress' willingness to help Americans become better educated is admirable. ABC 
offers the suggestion that Congress look to the most economical method of providing that 
education. ABC also suggests that Congress focus on the strong, well-paying Jobs available in 
the construction industry for which specific craft training, but not necessarily college, is a 
requirement. 
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Beyond the Contract - S Comoratioii Reform 

The Subchapter S Corporation, which is a pass-through entity taxing its owners directly 
on corporate profits, was originally introduced by Congress in 1958. One of the major objectives 
in establishing S Corporations was to allow business owners, particttlarly those of small 
businesses to obtain the single-tier level of taxation affortled members of partnerships. The S 
Corporation structure recognizes that a business whose owners are generally the same as its 
managers should not be taxed as if the two were separate groups, earning two different sets of 
income. S Corporations also benefit by maintaining the limited liability of a regular C 
Corporation. Regretfully, however. Subchapter S, as originally enacted in 1958, was very 
limiting and contained a number of pitfidls. 

Unfortunately, changes in the tax rules for S Corporations have not kept pace with the 
economic and firumcial changes in the business world. In &ct, the 1993 Budget Reconciliation 
Act affected a dramatic change in S Corporation tax policy. Siibchapter S Corporations now pay 
the highest tax rates in the country regardless of whether shareholders distribute profits or 
reinvest them in their business. Considering the fitct drat S Corporation status is the rule of 
thumb for small and family owned businesses, reform of Subcbapter S is critical. 

The guiding principle behind S Cotporafion reform is the elimination of barriers to 
growth and uqrital formation for these often small and family-owned businesses. S Corporations 
should be given access to capital sources now unavailable to them such as new kirxls of debt and 
equity and new types of shareholders. S Ccaptnations should have the opportunity to grow. 

They should be permitted to own other cotrqranies atxi have better ownership structures 
themselves. Estate planning for S Corporations should be imiaoved to recognize realities in 



1036 


generational succession. Finally, obsolete tax rules that exist simply to trap unwary companies 
and endanger subchapter S status should be eliminated. 

BetnniLthe Contract - the Targeted Jobs Tai Credit 

Another area ripe for reform is the targeted jobs tax credit. Reform in this area is 
particularly critical to small businesses. In the past, this tax credit has provided employers with 
an incentive to hire the structurally unemployed. It has helped approximately 500,000 
disadvantaged Americans enter the workforce each year since the original bill was passed in 
1978. Because the tax credit makes it easier for these individuals to obtain private sector 
employment, everyone benefits from reduced government costs. 

The old Targeted Jobs Tax Credit expired on December 31,1 994. While the old system 
had its difficulties, the idea of giving a tax credit to employers who hire individuals who want to 
work but may be less attractive as job candidates is a good one. This is especially true 
considering how hard Congress is working to minimize the number of people on the welfare 
rolls. 

The key to this type of tax credit is that the credit be the incentive for the hiring. For a 
small business, a couple of thousand dollars is, indeed, a great incentive. However, under the old 
law, the complexities associated with obtaining the credit often necessitated many hours of 
administrative costs and sometimes even paying to hire a consultant — effectively eliminating the 
incentive for the small business owner. 

The new program should incorporate objective eligibility criteria that would replace the 
current, local, case by case decision making. Under the old system, decision making was a 
burdensome and often lengthy process. In the construction industry, people are often hired for 
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short term projects and the point is often moot by the time the certification process has been 
completed. Simplified administration would save money for the government and for the 
contractor v^o would no longer have to rely on the expertise of a consultant Additionally, 
objective eligibility criteria would enable an immediate hiring decision to be made with the 
knowledge of whether or not the tax credit makes ftie candidate more attractive. It is a good idea 
to set the system up so that employers caiuxtt get a windfoll by having a candidate they would 
have hired anyway turn out to qualify the employer for the credit On the other hand, multiple 
rejections when the contractor believed he was hiring a qualified individual create a disincentive 
to participate in the program. 

Beyond the Contract - Independent Contractor Status 

Under current law, taxpayers must use a 20 fiactor common law test to determine whether 
a worker is an employee or an independmt contractor. Whatever changes ate made in the tax 
laws that affect independent contractors must strengthen the 20 fiartor test by preserving its 
support of independent contractor status vdiile simplifying its application. 

The same common law, 20 foctor test is used by the IRS to determine compliance. The 
IRS generally examines the classification of workers some time after the taxpayer has made its 
determination of the workers' classification aitd after die taiqayer has filed its returns. Thus, 
reclassification by the IRS can result in sevoe penalties in the form of back taxes and interest 
ABC believes that Congress and not the IRS should define independent contractor status. By 
clearly setting out rules that encompass the 20 fiKtor test. Congress can protect those in the 
construction industry and other industries udio find it mutually beneficial to utilize independent 


contractors. 


1038 


When considering the independent contractor issue, it is critical to distinguish between 
wrongful classification and misclassification. In construction, wrongful classification can result 
in a competitive edge. Those companies not paying employee taxes or workmans' compensation 
can undercut the competition by offering lower bids. ABC in no wav condones intentional 
misclassification bv businesses who shirk their duties to society and their workers. 

The "safe harbor" provisions in Section 530 protect taxpayers fiom reclassification if 
there is a reasonable basis for treating workers other than as employees. This rea^nable basis 
may come fiora published rulings, a prior audit, or industry practice. Section 530 recognizes that 
taxpayers must be able to rely on reasonable methods of classification without risking 
bankruptcy. The protection found in Section 530 are invaluable, especially to the construction 
industry with its long history of industry practice. 

In addition to protecting past classifications, ABC believes that the time may be ripe to 
clear up the fog surrounding the 20 factor test for future classifications once and for all. A clean 
and simple test that recognizes the valuable role of independent contractors in the small business 
world would ease the way of the contractor struggling with a classification and make it easier to 
identify wrongfully classified workers. ABC would support such clarification as long as it 
preserves the current, mutually beneficial industry practice of properly utilizing independent 
contractors. 

Conclusion 

ABC supports this Committee in its examination of the tax proposals in the Contract with 
America. ABC believes that these proposals are pro-growth and pro-economy. ABC supports 
the additional proposals mentioned here as further building and enhancing the Contract's foundation. 
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TESTIMONY OF BUILDING OWNERS AND MANAGERS ASSOCIATION 
INTERNATIONAL 

Office Buildings Create Jobs 

The Building Owners and Managers Association (BOMA) International is pleased to 
present our perspective on two significant issues of concern to commercial real estate: 
the tax treatment of coital gains and the depreciation of leasehold improvements. These 
issues are addressed in the Job Creation and Wage Enhancement Act (H.R. 9). 

BOMA is the oldest and largest association uniquely representing the office building 
industry. Our members collectively control over 6 billion square feet of office space ~ 
more than half the total nationwide. After a prolonged and dismal downturn in our 
industry, we are encouraged that Congress is considering approaches to encourage 
savings, investment, and economic reinvigoration. Nowhere are such changes more 
welcome than in commercial real estate. 

Unlock Resources 

On capital gains, we strongly support the greatly lowered tax rate proposed in H.R. 9, as 
well as the indexation of original capitai cost - an appropriate approach for real estate - 
to ensure that ’^fictional*' gains from inflation are eliminated. 

The high rate of tax now in place on capitai gains discourages a range of activities that are 
economically desirable: the acquisition and development of commercial properties; 
lending to finance or refinance investment in those properties; and the employment of 
skilled workers involved in carrying out construction, renovation and remodeling work. 
Owners who wsh to sell or dispose of a building may choose, for tax reasons rather than 
sound business reasons, to hold onto the property. For example, the sale of a building 
may result in a significant **papcr gaun” without sufficient cash actually being on hand to 
pay the tax. In such a case, a reduced capital gains rate would make the building's 
transfer more tenable. The approach put fOTward in H.R. 9 would unlock a good deal of 
capital in the private sector, making resources available for improving the infrastructure 
of America's downtowns. 

BOMA also supports two |xovisions in this legislation that would guarantee fairness in 
capital gains treatment: that currently held assets should benefrt from a reduced rate in 
the same way as newly acquired assets; and that the tax changes should apply to 
individually held as well as corporately held assets. Further, we are pleased that H.R. 9 
would maintain the current depreciation recapture rules, which recognize that real estate 
assets do, in fact, depreciate. 
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Spur Employment 

Overall, the capital gains plan contained in H.R. 9 would do a great deal to stimulate 
prudent investment and reasonable expansion of activity in the office building industry — 
an industry that has learned its lesson from the rampant overbuilding that occurred during 
the 1 980s. A significant tax barrier to the sale and redevelopment of commercial 
properties will be removed, spurring employment for the construction and modernization 
trades and boosting the nation’s economy. 

Unreasonable Schedule 

A related matter is the need for changing the unrealistic way that improvements made to 
leased premises are depreciated under current law. Such “leasehold improvements” 
include changes to walls, floors, ceilings, lighting, plumbing, etc. that will meet the needs 
of an existing tenant or a new tenant moving into space vacated by an old tenant. While 
such reconfigurations or buildouts are commonplace — the average lease length is 5 to 1 0 
years - improvements made to a tenant space must now be depreciated over 39 years. 
This 39-year rule applies even when improvements are no longer in effect because the 
given tenant has moved out or the improvements themselves have been demolished. In 
such cases, the owner is prevented from “closing out” and deducting in the current tax 
year his/her unrecovered costs connected with the improvement. Those costs must still 
be recovered over 39 years. 

At Odds With Common Sense 

This situation runs counter both to common sense and the reality of the marketplace. 

Over a 39-year period, the typical tenant space may be reconfigured five times or more. 
The improvements made in each czise are only “useful” for the life of the lease or the 
length of time the work serves the given tenant’s needs. The 39-year period is also out of 
sync with the expectations of lenders as to when they will be repaid by building owners 
for the financing of tenant buildouts. In addition, when federal government agencies 
lease space from the private sector, they expect rent and other costs to be broken out by 
the length of the lease - not some 39-year period that bears little or no relation to reality. 

Where larger offices are concerned, the cost of building out tenant spaces can exceed a 
half-million dollars. The lengthy depreciable period in current law has the effect of 
delaying or discouraging such expenditures — including desirable upgrades to more 
energy efficient lighting, heating, and cooling systems. 
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Progressively Wone 

The tax treatment of leasehold improvements has not evolved for the better. Before 1981, 
a reasonable policy was io efifect v^tereby the costs of leasehold improvements could be 
recovered over the lift of those improvements (typically the length of the lease). 

After the 1981 Economic Recovery Tax Act, costs had to be recovered over the same 
depreciable period as that of the building, v^ch at the time was 1 5 years. The 1 986 Tax 
Reform Act changed the dqtreciation schedule for commercial buildings (and leasehold 
improvements) to 31 and-a-half years. Hie 1993 Omnibus Budget Reconciliation Act 
further lengthened that period to 39 years. 

BOMA urges Congress to shorten the depreciable period for commercial properties so 
that the costs connected with leasehold improvements can be deducted over a period 
that reflects the useful life of the improvements, i.e.. 10 years or the length of the lease. 
Clarification is also needed so that building owners know they are permitted to close out 
unrecovered expenses if the construction has been permanently taken out of service. We 
believe tlus approach is necessary to address the particular situation of real estate, beyond 
the “Neutral Cost Recovery System” proposed in H.R. 9. 

Boost to Recovery 

In decreasing the coital gains tax and providing for a more rational treatment of 
leasehold improvements. Congress has a dual opportunity; to advance sound tax policy 
while facilitating real estate’s economic recovery. 

Our industry is finally turning the coniCT after its worst slump in 60 years. The 
nationwide vacuicy rate for office buildings is inching downward, from 1 8.3 percent a 
year ago to 16.9 percent currently.* These numbers are still high, however — and are 
even higher in particular markets. With die excess development of the 1 980s fteshly in 
mind, biulding owners realize that investment opportunities must be carefully weighed 
and purposefully pursued. Very few new office buildings are being built, and not many 
are expected to be built until existing vacant space is sufficiently absorbed. It is still a 
“tenant’s market” in most regions of the country, so, to the extent that investments arc 
being made and construction is occurring, the bulk of the activity stems from the 
renovation and remodeling of older {nuperties. U is just such building upgrades that 
Congress can expect to spur with capital gains and depreciation changes — not a headlong 
rush to new construction. 



1042 


Traditionally, real estate powers America’s economic engine. We are in position to boost 
the recovery now taking place through the unlocking of capital and by returning to a 
sensible method for depreciating leasehold improvements. BOMA welcomes Congress’ 
consideration of such changes, and we look forward to having the Ways and Means 
Committee enact this fair, necessary and productive legislation soon. 


* (Figures taken from BOMA’s 1993 and 1994 North American Office Market Review) 


Founded in 1907, the Building Owners and Managers Association (BOMA) International 
is a dynamic federation of 98 local associations whose members own or manage over 6 
billion square feet of commercial property in North America. The membership — 
composed of building owners, managers, developers, leasing professionals, facility 
managers, asset managers, and providers of goods and services — collectively represents 
all facets of the commercial office building industry. BOMA is firmly established as the 
respected resource on national matters affecting the industry. 
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STATEMENT 

of 

COMMONWEALTH EDISON COMPANY 
before the 

COMMITTEE ON WAYS AND MEANS 
U.S. HOUSE OF REPRESENTATIVES 
regarding the 

NEUTRAL COST RECOVERY SYSTEM 
proposal of the 

JOB CREATION AND WAGE ENHANCEMENT ACT OF 1995 (H,R. 9) 
February 3, 1995 


INTRODUCTION 


This statement is being submitted by Richard P. Roling, Assistant Comptroller, 

Commonwealth Edison Company, on behalf of Commonwealth Edison. Commonwealth 
Edison is an investor-owned electric utility serving more than 3.3 million customers and 8.1 
million people in the northern one-fifth of the state of Illinois, including the city of Chicago. 
Commonwealth Edison appreciates the opportunity to submit its views of the neutral cost 
recovery system (NCRS) proposed in Section 2001 of the Job Creation and Wage Enhancement 
Act of 1995 (H.R. 9) and respectfully requests that this statement be made part of the record of 
the hearmgs on the tax provisions in the Contract with America. 

The capital requirements of producmg, purchasing, transmitting, distributing, and selling 
electricity to wholesale, industrial, commercial, and residential customers are quite substantial. 
Commonwealth Edison forecasts a need to invest approximately $3.1 billion in electric utility 
property (i.e., nuclear and steam production property, transmission and distribution plant, and 
nuclear fuel assemblies) during 1995 through 1997 in order to serve its ratepayers in accordance 
with its obligations as a public utility. Accordingly, Commonwealth Edison is very supportive 
of Congressional recognition of the need for, and its efforts to provide, tax incentives in the 
Internal Revenue Code to encourage capital formation by U.S. companies. 

This need was most recently addressed in legislation by a modification to the alternative 
minimum tax (AMT) provisions in die Omnibus Budget Reconciliation Act of 1993 (P.L. 103- 
66). The modification repealed the adjusted current earnings (ACE) depreciation adjustment 
prospectively for property placed in service in tax years beginning after December 31, 1993. 

(The ACE adjustment had the effect of partially negating the tax deferrals provided by the 
modified accelerated cost recovery system (MACRS).) 

The NCRS proposal is a major improvement to the current depreciation system, MACRS, in 
terms of encouraging capital formation. Commonwealth Edison enthusiastically endorses the 
goals of the NCRS proposal and generally supports the mechanics of the provisions of H.R. 9 
which modify the current depreciation rules. The feature of importance is the inflation 
adjustment. However, in order for a public utility to fully achieve the capital formation 
incentives intended by the NCRS proposal, the proposal must contain normalization 
requirements to provide guidance as to the ratemaking treatment of the tax benefits. 
Normalization requirements have been included in every major modification to the 
depreciation rules since the Tax Reform Act of 1%9. Public utilities may not realize the same 
incentives as other industries if normalization requirements are absent from NCRS because 
some rate-setting public utility commissions could flow through the tax savings to existing 
customers rather than allow the utilities to reinvest the savings in their plants. 

Commonwealth Edison also offers a recommendation to simplify the calculation of the inflation 
adjustment and comments on the disadvantages to certain industries resulting from the 
inequity in computing the annual inflation adjustment for long-lived assets relative to short- 
lived property. 


NEED FOR A NORMALIZATION REQUIREMENT 

Whether or not the Congressional intent of encouraging capital formation may be achieved by 
rate-regulated companies will be decided by state and public utility commissions unless a 
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normalization provision is added to the NCRS proposal. The incentives that would be granted 
by Congress under NCRS are similar to the excess deferred tax reserves created as a result of 
the reduction in the corporate income tax rates from 46 percent to 34 percent by the Tax Reform 
Act of 1986 and to the tax savings resulting from the investment tax credit (ITC) provisions 
existing at various times between 1%2 and 1986. Both the reduction in tax rates and the 
provision of an ITC created permanent benefits to taxpayers, including utilities. Both of the tax 
benefits were accompanied by normalization provisions to regulate the sharing of tax benefits 
between utilities and their ratepayers. Similarly, Commonwealth Edison believes that the 
sharing of incentives in the NCRS proposal should be governed by normalization provisions in 
order to achieve intent of Congress. 


In 1954, Congress rewrote the Internal Revenue Code. Among the provisions included in the 
rewritten Code was the right of all taxpayers to claim depreciation allowances that were based 
on other than a straight-line method, which was, and still is, the method generally used for 
financial reporting purposes. The 1954 Code provided methods (double-declining balance, 
sum-of-the years' digits, etc.) that do not change the total amount of tax depreciation, but allow 
greater amounts in earlier years and offsetting lower amounts in later years. Subsequent 
additions and revisions to the Internal Revenue Code included the (a) Asset Depreciation 
Range (ADR) provisions of 1971, which reduced tax lives, (b) the Accelerated Cost Recovery 
System (ACRS) in the Economic Recovery Tax Act of 1981, which continued to allow 
acceleration of tax deductions, and (c) the Tax Reform Act of 1986, which reduced but did not 
eliminate the acceleration. 

Congress slated in the Committee Reports accompanying these pieces of legislation that the 
incentive of accelerated depreciation was being granted by Congress to all taxpayers for 
purposes of encouraging the modernization of the nation's industrial facilities and improving 
productivity. (Similarly, Representative Nick Smith, who introduced NCRS in H.R. 539 and 
H.R. 9, advocates NCRS as a means to encourage businesses to invest in machinery and 
equipment.) The economic effect of the incentive of accelerated tax depreciation over 
straight-line depreciation is equivalent to an interest-free loan from the U.S. Treasury to the 
taxpayer. This loan, measured by the tax rate times the difference between accelerated 
depreciation and straight-line depreciation, builds up in the earlier years of a property's life 
and then is repaid in the later years. It is important to recognize that the only beneht of 
accelerated depreciation to taxpayers is an interest-free loan provided by the postponed, but 
not forgiven, tax payments. The principal of the loan has to be repaid. Because Congress has 
made these interest-free funds available during the life of the property, less outside financing is 
required, thereby reducing financing costs. These reduced financing costs are realized over the 
life of the property. This benefit granted by Congress is available to all taxpayers. 

Congress initially did not provide guidance as to the ratemaking treatment of these benefits. 
Some regulatory commissions reduced the rates charged to current customers by the amount of 
the loan itself, rather than the value of the interest-free nature of the loan. Passing the principal 
of the interest-free loan to customers is referred to as "flow-through" ratemaking. These 
commissions implicitly assumed that the utilities would recover these costs in the form of 
higher rates from future ratepayers. A majority of regulatory commissions, however, adopted 
ratemaking procedures which reduced customer rates by only the reduced financing costs. 
These commissions generally passed on to customers the real economic benefit of these loans 
by requiring that the accumulated deferred income tax balances (i.e., the loan to be repaid) be 
deducted from the utility company's rate base on which it was entitled to earn a return. This 
type of ratemaking, referred to as "normalization." is more beneficial and equitable to 
customers in the long run and is consistent with the Congressional intent of reducing financing 
costs over the life of the property. Congress ultimately enacted normalization provisions to 
incent regulatory commissions to use normalization ratemaking in setting utilities' ^ates. 

It is important to note that Congress has not required the regulatory commissions to follow any 
particular form of ratemaking. Rather, Congress indicated that if a regulatory commission 
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were to follow ratemaking procedures with respect to tax incentives that created economic 
results contrary to the intent of Congress in granting such incentives, those incentives would 
no longer be available to the taxpayer subject to such ratemaking procedures. The practical 
effect, of course, is that regulatory commissions recognized the benefit to customers of these 
interest-free loans and did not want to do anything that would jeopardize the right of the 
utility companies to utilize them. 

The reduction in the corporate income tax rate in the Tax Reform Act of 1986 from 46 percent to 
34 percent, had the effect on all taxpayers of reducing the loan that must be paid back to the 
U.S. Treasury. Congress essentially forgave a portion of the interest-free loans outstanding at 
December 31, 1986. Although a portion of the interest-free loans has been forgiven. Act 
Section 203(e) specifies that the related economic effect should continue to be handled in a 
manner consistent with the Congressional intent for providing accelerated depreciation as a tax 
incentive for plant modernization and improved productivity. The average rate assumption 
method mandated by Act Section 203(e) provides that the excess tax reserve resulting from the 
forgiveness must not be reversed (i.e., used to reduce rates) any more quickly than the timing 
difference between the book and tax depi^iation method reverses. Congress chose not to 
allow utilities to permanently retain the tax benefit and chose not to flow the benefit through 
immediately to current ratepayers. Instead, Congress opted for an equitable sharing among 
utilities, current ratepayers, and future ratepayers. 

Commonwealth Edison believes that the tax savings under NCRS, which are economically 
similar to the excess tax reserves normalized under Act Section 203(e), should also be governed 
by a normalization provision so that the tax beneht is shared among utilities, current 
ratepayers, and future ratepayers. Otherwise, the opportunity of achieving the Congressional 
intent of fostering capital formation may not be attainable by rate-regulated utilihes. 

Congress has allowed an ITC at various times between, generally, 1962 and 1986 in order to 
encourage capital formation by taxpayers. Credits, including the ITC, provided in the Internal 
Revenue Code have the effect of reducing tax liability on a dollar-for-dollar basis. Unlike 
accelerated depreciation, which results in the temporary benefit of an interest-free loan from 
the government to taxpayers, ITC results in a permanent benefit to taxpayers. ITC, therefore, 
is a powerful incentive to taxpayers to invest in qualifying property. The benefit generated by 
ITC is economically similar to the forgiveness of the interest-free loan resulting from the 
reduction in tax rales in the Tax Reform Act of 1986. 

Congress intended the ITC to be an incentive for modernization and growth of private 
industry; it did not intend for the ITC tax benefits to be used to immediately reduce rales of 
current ratepayers. Accordingly, Congress enacted a normalization provision for ITC in the 
Revenue Act of 1971 to mandate an equitable sharing of the tax savings arising from ITC 
among utilities, current ratepayers and future ratepayers. Normalization provisions have also 
been an integral part of all subsequent ITC allowances in the Internal Revenue Code. 

The incentives underlying the NCRS proposal, including the inflation adjustment, are similar 
to that of other accelerated depreciation systems and the ITC. Congress recognized that both 
incentives needed normalization requirements in order to achieve their capital formation 
purpose. The economic benefits of NCRS inflation adjustments are economically similar to that 
of the excess deferred tax reserves created as a result of the reduction in the corporate income 
tax rates from 46 percent to 34 percent by the Tax Reform Act of 1986 and to the tax savings 
resulting from ITC. Again, Congress recognized and provided normalization requirements for 
these tax benefits. Accordingly, Commonwealth Edison believes it is appropriate and 
necessary for Congress to provide normalization requirements under NCRS for the inflation 
adjustments in order to allow utilities the same incentives and opportunities for capital 
formation as non-rate-regulated companies. 
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SIMPLinCATION OF CALCULATION OF 
ANNUAL INFLATION ADTUSTMENT 

The mechanics of determining NCRS depreciation adjustments, which aim to provide the 
approximate economic equivalent of currently deducting the cost of assets, involve the 
indexing of depreciation deductions for inflation. Briefly, depreciation for a NCRS asset in a 
given year would equal depreciation based on the 150 percent declining balance method 
multiplied by the “applicable neutral cost recovery ratio." The applicable neutral cost recovery 
ratio for a given recovery year is based upon the gross domestic product deflator for the 
calendar quarter the asset is placed in service as well as the gross domeshc product deflator for 
such recovery year. 

Under MACRS, taxpayers generally use a single depreciahon rate in a given recovery year for 
personal property within a single asset class placed in service in the same tax year. The only 
situation in which quarterly records (i.e., different depreciahon rates for a given recovery year 
for personal property within a single asset class placed in service in different quarters of the 
same tax year) are required to be maintained under MACRS occurs when a taxpayer does not 
meet the requirements of the half-year convention. (A taxpayer may not use the half-year 
convention and must use the midquarter convention for personal property of any vintage year 
in which 40 percent or more of its personal property additions are placed in service in the last 
quarter of the year.) The proposed calculation of the applicable neutral cost recovery ratio 
would needlessly cause the vast majority of taxpayers mandated to use the half-year 
convention to increase their record-keeping burden. Commonwealth Edison believes that 
basing the calculation of the applicable neutral cost recovery ratio for taxpayers using the half- 
year convenhon on a single gross domestic product deflator (i.e., the deflator for the month 
closest to the date the property js deemed to be placed in service under the half-year 
convention) would likely have an immaterial effect on the aggregate NCRS depreciation 
adjustment for assets within a given asset class relative to the proposed method of using four 
deflators per year. Commonwealth Edison, therefore, recommends that the selection of the 
gross domestic product deflator under the NCRS proposal be consistent with taxpayers' 
applicable convention under IRC Section 168(d) so that administrahve complexity is not 
needlessly created. The calculation as proposed would be used for property vintages to which 
the midquarter convention applies and the calculation under NCRS would be revised for 
taxpayers subject to the half-year convention to be consistent with the current MACRS 
requirement of using a single depreciation rate for property within each asset class of each 
vintage year. 


INEQUITY TO INDUSTRIES USING LONG-LIVED PROPERTY 

One of the stated reasons for the NCRS proposal is recognition that MACRS depreciation 
deductions do not allow businesses to recover the true economic cost of their business 
investments. The NCRS proposal is intended to increase depreciation deductions to approach 
the economic equivalent of expensing capital additions. This is achieved by indexing 
depreciation by the applicable neutral cost recovery ratio. For short-lived personal property, 
the ratio is based upon a 3.5 percent annual return and actual inflation. For 15-year and 
20-year personal property, realty, and certain other property, the applicable neutral cost 
recovery ratio is based solely upon actual inflation. Under the proposal, businesses investing 
heavily in such property would not be afforded the same opportunity to achieve true economic 
cost recovery on such assets as would businesses investing primarily in short-lived assets. 
Industries investing heavily in assets which would not qualify for the full NCRS adjustment 
include, but are not limited to, electric, gas, water and sewer utilities, railroads, 
telecommunications providers, cement manufacturers and real estate lessors. Commonwealth 
Edison believes it would be inequitable to favor certain industries over others under a revised 
cost recovery system described as "neutral." Commonwealth Edison recommends that this 
disadvantage be eliminated by providing for a full NCRS adjustment for all assets. 
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Testimony of 

Robert E. Friedman* and Cicero Wilson** 
Corporation for Enterprise Development*** 
Before the Committee on Ways and Means of the 
U.S. House of Representatives 

Hearings on Savings and Investment Provisions of the 
Contract With America 
Januaiy-February, 1995 


Mr. Chairman and Members of the Committee: 

Thank you very much for the opportunity to submit this testimony on the provisions of the 
American Eheam Savings Account ("ADS Account”) for your consideration. 

For the past fifteen years the Corporation for Enterprise Development (CFED), a national, non- 
protit economic development policy organization, have been working largely at the state and 
community level to develop and test effective strategies for creating enterprises, jobs and viable 
economies in low income communities. To that end, we have help^ a number of states develop 
comprehensive economic development strategies, and have issued The Development Report Canl 
for the States (generally regarded as the auditing standard for state economic health) for 8 years. 

We sponsored the tive-state Self Employment Investment Demonstration for welfare recipients, 
and helped create the national microenterprise movement. We have helped a number of states craft 
human investment and welfare reform initiatives, including Iowa’s Family Investment Program 
which has already resulted in a 70% increase in employment and a 7% reduction in average grant 
levels. Finally, we have been leading advocates for asset-building anti-poverty strategies, and 
have worked to launch Individual Development Account demonstrations at the community, state 
and Federal levels. 

The American Dream Savings Account proposal recognizes the importance of encouraging savings 
and investment in education and home ownership not only for the economy as a whole, but for the 
long term welfare of all American families - including low income Americans. This represents an 
important departure from traditional policy which has subsidized asset acriuisilion for the non-poor 
while it has actually [»nalized asset-acquisition by the ptw. Unfortunately, as currendy written, 
American Dream Savings Account proposals would continue this discriminatory policy: for 
example, the Administration's proposal and S. 12. the "Savings and Investment Act of 1995," 
would devote tens of billions of dollars worth of tax expenditures to subsidizing the savings of 
non-poor Americans as an entidement with no evaluation measures, while for the poor it would 
simply allow asset acquisition, and then in a time-limited demonstration subject to rigorous 
evaluation requirements. This hardly levels the playing field - a playing field that is dramatically 
uneven both in terms of the existing distribution of assets, and in the weight of current policy. At 
the same time, we believe the American Dream Savings Account proposals have great promise for 
building families, communities and the economy as a whole if amended. 

We recommend that the "Savings and Investment Act of 1995 and similar 
proposals be amended to provide a refundable lax credit equivalent in value to the 
tax deductions provided the non-poor to savings placed in the ADS Accounts of 
Americans in households with incomes below $25,000 per year. 

We also recommend that the allowable uses of the ADS Accounts be expanded to 
include "veriflable investments in the business of an account holder." 

We have calculated that this investment in the economic futures of low income Americans will yield 
returns several times greater that the initial investment requires. It will create jobs and businesses, 
expand home ownership and skill levels, increase incomes and business revenues, strengthen 
families and community economies, and increase tax revenues and GNP. Perhaps most 
importantly, these changes would extend an investment system to low income Americans, aixl in 
so doing, would reintroduce the American Dream into thousands of communities and millions of 
households who have ceased to hope. 


* Robert E. Friedman is Chairman and Founder of the Corporarion for Enterprise Development, author of the book 
The Safety Net as Ladder: Transfer PaTjflls and Economic PeYelnnment. and has spent the last 
two decades researching, developing, demonstrating and disseminating economic development strategies. 

** Cicero Wilson, Project Director with the Corporation for Enterprise Development, formerly headed the 
Neighborhood Revitalization Program at the Ainerican Enterprise Institiae, and has run youth programs, small 
businesses, and evaluated and researched program and policies for Abl Associates. 

*** The Corporation for Enterprise Development is a national non-proGt economic development policy research and 
consulting organization founded in 1979. 
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I. Building assets of all Americans including low income Americans •• is 
critical to Individual welfare and national economic prosperity. 

As Michael Sherraden argued in his seminal book. Assets and the Poor A New American Welfare 
Policy ^ people escape poverty and achieve wealth through asset acquisition, not simply income. 
Owning assets give people a stake in the future — a reason to save, to dream, to invest time, efTort, 
resources in creating a future for themselves and their children. As Sherraden notes, "Income may 
feed people's stomachs, but assets change their heads.” 

In the earliest stages of this Republic, Thomas Jefferson recognized that property-holding lay at the 
heart of full participation in American political, social and economic life. In Assets and the Porw. 
Sherraden notes that people escape poverty the same way they achieve wealth: through asset 
acquisition. Accumulating even a small pool of savings buffers a family from the illnesses and 
accidents that otherwise become crises; they give the luxury of imagining a future brighter than the 
present; they enable people to plan and prepare for that future, and ultimately to invest in 
themselves and their children. People are often surprised at the suggestion that welfare recipients 
who scarcely have adequate resources to eat or find shelter might be willing to save money. But in 
public housing complexes and poor communities around the country families choose to forgo 
current consumption and put a few dollars away... because that is the price of family stability, the 
price of hope. It is people without hope that have children they can't care for and trifle with their 
own lives and those of others; "Assets," notes Sherraden, "are hope in concrete form.” 

Indeed, some of the most successful economic and social policies in our history — policies which 
produced significant, long-term, widely shared economic growth — have been democratic 
investments in the assets of common Americans. The Homestead Act. wherein we provided 160 
acres and a mule to Americans willing to work the land, under girded the development of whole 
states (and the families that built them). Through the GI Bill, we bought college education’s for a 
generation of people who served their country in time of war, they in turn drove our post-war 
economic expansion. Now we need to offer a way back in to the economic mainstream for the 
third of our nation that is falling behind and away with each passing year. 

n. Both the distribution of assets and our policies for building assets are 
dramatically unequal and discriminatory. 

One third of American households have no or negligible investable assets.^ Twice that - some 
67% of African Americans - are asset-poor. And asset poverty has been increasing for at least 
two decades.^ This comes at a time when the price of entry to the American economic mainstream 
- measured in terms of the cost of an adequate education, business capitalization or home 
ownership -- has increased. Asset owning has become a sort of economic grandfather clause, 
every bit as insidious as the voting clauses of days passed that said you could only vote if your 
grandfather did. 

This pattern of asset-holding is abetted by a bifurcated national policy: we subsidize asset 
acquisition for the non-poor to the tune of $160 billion annually at the Federal level in the form of 
the home mortgage deduction and retirement savings incentives. Meanwhile, we actually penalize 
asset acquisition by the poor by denying eligibility to welfare recipients who exceed the $1000 
asset limitation by acquiring the piece of business machinery that could enable them to create their 
own job. or saving for their or their children’s college education, or acquire a car capable of 
reliable transportation to work. 

American Dream Savings Account proposals like S. 12 recognize that low income Americans have 
an interest in developing assets and would therefore raise the asset limits which currently prevent 
AFDC, Food Stamp recipients and other low income Americans from acquiring assets. But, 
unfortunately, as currenUy proposed, proposals like the "Savings and Investment Incentive Act of 
1995” would continue the discriminatory bifurcated policy that offers tens of billions of lax 
incentives to the non-poor while leaving most poor and working poor out. To the credit of the 
sponsors of this legislation, it does address the issue of assets for the poor - it contains provisions 
that would lift the asset penalties for AFDC savers noted above. But while it would allow the poor 
to accumulate assets in a demonstration under rigorous evaluation requirements, it would provide 
lens of billions of dollars in tax incentives to the non-poor as an entitlement and without any 
evaluation. 


^ Michael Sherraden. Assets and_thc Poor: A New American Welfare Policy . ArmotJe. NY.; Kffi. Sharpe, Inc., 
C1991. 

^ M.L. Oliver and T.M. Shapiro. “Wealth of a Nation: Ai Least One Third of Households arc Asset-Poor," The 
American Journal of Economics and Sociology, vol. 49, No. 2, April 1990. pp 129-150. 

^ Ibid. 
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We need to develop policies which will help all Americans, including welfare recipients and the 
working poor willing to work and save, build the assets which they need to achieve self 
sufficiency for themselves and growth for the economy. 

There are several Individual Development Account (IDA) pilot projects currently being operated by 
churches, corporations and community based organizations around the country -- in places as far 
flung as Tupelo, Mississippi, Indianapolis, Indiana and Bozeman, Montana. “I Have A Dream” 
Programs in 44 cities promise college tuition's to students who stay in school; savings clubs 
proliferate in public housing complexes where women match each others savings to provide an 
emergency fund all can tap; banla and churches are developing home ownership programs 
wherein savings for down payments on houses are matched; and low income entrepreneurs build 
up assets in their businesses. Six states have sought or been granted waivers which allow AFDC 
recipients to build up savings in qualified asset accounts. Iowa has authorized a pilot program of 
Individual Development Accounts under which the stare will provide refundable tax ci^ts to 
lowans below 200% poverty. Oregon's Jobs Plus program provides that employers who hire 
welfare recipients wi^ a hiring subsidy paid for by cashing out AFDC and Food Stamp benefits 
deposit $1 for each hour worM into an IDA eannaiked for future education and advancement. 
More states, organizations as diverse as the Congress of National Black Churches, the National 
Federation of Community Development Credit Unions, banks, and thousands of microenterprise 
programs and neighborhood development corporations stand eager to launch IDA programs if only 
the Federal government will become a partner. 

If we would know the potential efficacy of such policies, we may look to our own history, or to 
other countries. Japan financed much of its post-war recovery through the small savings of 
common citizens prodded by the availability of Postal Savings Accounts. Singapore has built its 
whole social policy around government incenred private savings in the CiJentral I^videht Fund. 

Not only has the system resulted in home ownership rates now exceeding 92%, but it has resulted 
in the highest level of foreign reserves per capita of any nation on the globe. 

III. American Dream Savings Account proposals should encourage and support 
the savings and productive investment of low income Americans to the same 
degree that they encourage those of wealthier Americans. 

What is good for the non-poor is good for the poor. We recommend that these "*5uper^ 
/KA" or ''American Dream Account" proposals be amended to add a refundable tax 
credit equal in value to the benefit conferred on higher income savers for 
American households with less than $25,000 a year in household income. These 
tax credits should match all savings in a qualifying account up to $5(X) per year up to a total of 
$ 1 .000 - 2,000. This would encourage private, state and local matches. The refundable tax credit 
could be deferred until withdrawal from the account. 

More specifically, we would recommend that such a tax credit provide a: 

• 100% match to the savings in the ADS Account of a individual below the poverty line 
100% up to $500 per year for up to four years; 

• 50% match to the savings in the ADS Account of a individual between the poverty line 
and $25,000 per year up to $5(X) per year fw up to four years. 

There are a number of reasons for extending asset building incentives to low income communities 
in this way, but chief among them are: 

• Fairness: The proposed ADS Accounts represent a national tax commitment 
numbering in the tens of billions of dollars over the next ten years; a reasonable portion 
of this should accrue to the benefit of low income Americans, especially given that they 
cannot participate in the $160 billion of asset subsidies we cunently provide the non- 
poor for home mortgage and retirement savings. The proposed ADS Accounts would 
provide a tax benefit in excess of $600 to the average taxpayer who saved $2,000 per 
year and withdrew the savings in year 5 (his or her tax benefit would grow each year 
thereafter). We should extend this benefit to low income savers as well. 

• Need for an Inclusive Investment Policy: Ever since the New Deal, we have 
spent on the poor, but have not invested in them. The limits of that almost exclusive 
reliance on consumption maintenance and social services has helped curb the pain and 
effects of poverty, but has not affected its causes. Now we need an inclusive 
investment policy which encourages and enables low income Americans to build their 
productivity and ours. We need an asset policy to augment income policy. 

• Elamed: Low income Americans would only get the benefit of tax credit if they chose 
to save, with the immediate sacrifice that implies for families living on such limited 
income. 
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• Productivity of Capital: One of the major criticisms of savings incentives like 
those for IRAs or the proposed ADS Accounts is that rather than inducing net new 
savings, the subsidy simply induces a transferor savings from non-subsidized to 
subsidized forms. In the case of low income Americans, however, the likelihood of 
such shifting is much less, and any savings arc most likely to represent a shift from 
consumption to investment. 

• Political Support: Making ADS Account incentives include low income Americans 
could draw support from quarters likely otherwise to oppose the proposals. Already 
Individual Development Account proposals which aim at helping low income 
Americans build assets have drawn excitement and support from groups as diverse as 
the National Congress of Black Churches, the National Federation of Community 
Development Credit Unions, and political leaders as diverse as Bill Bradley, Orrin 
Hatch, Tony Hall, Bill Emerson, Cardiss Collins, Jack Kemp and Bob Woodson. 

• Leverage: Community groups and states stand ready to launch ADS Account 
initiatives and leverage Feder^ investment if only given the signal. 

Costs and Returns: The extension of a refundable tax credit to low income Americans is not an 
inexpensive change. Assuming an average benefit of $250 per low income saver per year, and that 
only one in five eligible Americans opts to participate, we estimate an annual cost of $1-2 billion 
once withdrawals are permitted. 

But we calculate that the direct proceeds to the Federal government -- ignoring the returns to 
individuals and the society at large - will exceed $4 for each dollar invested over a 10 year period. 
States will get back $5 for each dollar invested and participants would receive $7 in benefits for 
each dollar invested. 

These figures assume that one-half of the outputs noted above would have occurred otherwise; that 
is, we cut the estimated returns in half. They do not quantify expected changes in hope, initiative 
taking, family stability, civic participation, and involvement in childrens' educations. 

American Dream Savings Accounts for low income families represent the center of a new 
investment policy in contrast to the current income/consumption maintenance policies. We use 
investment in the old-fashioned and precise sense of an application of resources today that creates 
^ater returns tomorrow. We at CFED have recently estimated the likely outputs of an investment 
in IDAs, and will soon release a return on investment analysis based on the best available data. We 
estimate that 100,000 accounts with an average pcRonal saving of $10 a month by low income 
Americans, matched 1:1 by private individuals and state and local governments, with the Federal 
government matching those contributions vrill produce in 10 years (please note that these are 
preliminary calculations which are subject to change): 

• Over 46,000 job-years, at 

• 6,000 new businesses 

• $150 million in business revenues 

• 4,500 new homes built 

• 3,000 more college graduates 

• 1 1,000 High School dropouts now getting a HS degree or equivalency 

• Medicaid savings of over$171,000,000 

• Welfare savings of nearly $37,802,000 

• $419,502,000 in savings 

Estimating an internal rate of return on this investment, the Federal government’s return is 30%; 
the state government’s return is 39%; and the rale of return for the average participant is 154%, 
well above the interest in Treasury bills. 

In a larger sense, of course, these projections are like the returns included in the business plans of 
proposed ventures: we will never know the true returns unless we risk the investment. 

Other Recommendations: 

Recommendation 2: Extend the permissible uses of ADS Accounts to include 
^'verifiable investments in the business of an account holder,** We assume that 
business investments were left out because of the greater difficulty of policing such investments 
and the greater possibilities of fraud. But the benefits of greater entrepreneurship in terms of jobs, 
community and economic develt^ment, competitiveness and sldll-building are so great that we 
should accept some reasonable risk to seize these benefits. Between 1989 and 1991 (the most 
recent period for which this data is available), for example, microenterprises involving only the 
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self-employed owner and 1-3 family members or cc^leagues created virtually all of the net new jobs 
in the country (some 2.6 million jobs net).^ 

Investments in business equipment and business leases should not be appreciably more* difficult to 
verify than tuition and mortgage payments; they are similarly large and made out to third parties. 
Moreover, banks or reputable business assistance providers willing to verify payments according 
to a written business plan should be able to provick reasonable assurance that ADS Accounts were 
used as intended. At any rate, the burden of proof can be shifted to the taxpayer to provide 
reasonable proof. 

Recommendation #3: Provide an up-front tax deduetionlcredit as IRA*s do now 
rather than the back-ended deduetionlcredit upon withdrawal. This increases the early 
costs of the proposal, but it allows a more honest accounting of costs, and increases the power of 
the incentive. 


* “New Data Show Smallcsi Finns Are Nation’s Greatest Job Creaiors,” Washington. D.C.: Small Business 
Administration, Press Release, September 30. 1994. 
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TESTIMONY OF JAMES A. DOUTT 
FALMOUTH. MA 


There is, before the House ways and means committee (Advisory # 
FC-2), a proposed tax measure which would adjust capital gains for 
inflation. I strongly believe that passage of such a measure is 
ESSENTIAL. 

The present system is grossly unfair. I an willing to support 
the activities of my government through taxation of income I receive. 
However my blood boils when I have a "phantom gain" (a loss when 
inflation is taken into account) and am forced to pay tax on it. 

The success of the US tax system depends on treating the 
taxpayers fairly in order to ensure the taxpayers willing compliance. 
That is not being done with capital gains under the present system. 

I also support the idea of allowing homeowners who sell their 
homes at a loss to take a capital loss deduction. Of course, 
inflation should be taken into account when determining the gain (or 
loss) when selling the home. 

In addition, I support the increase in the estate and gift tax 
exemption, and the indexing of it for inflation. 

• I strongly encourage your committee to support such reform. 


my name: James A. Doutt 
capacity: Citizen & Taxpayer 
address: 47 Sippewissett Rd. 

Falmouth, MA 02540 
(508) 548-7109 


phone : 
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Mr» Chairman, and members of the Ways and Means Committee, The 
ESOP Association submits this written testimony to address various 
issues that have surfaced during the Committee's hearings on the 
tax provisions of the ''Contract with America" . 

This written submission is from The ESOP Association, and was 
primarily prepared by J. Michael Keeling, president. 

The ESOP Association represents approximately 1,100 U.S. 
companies that are all or partially owned by their employees 
through an Employee stock Ownership Plan, or ESOP. The 
Association's activities and services are open to the approximate 
1 million American employees participating in these companies' 
ESOPs. As a Code Section 501(c)(6) organization, the Association 
is the only entity in America that communicates regularly with 
Federal decisionmakers on policies and ideas that may impact 
employee ownership in America. 

Originally, The ESOP Association felt that submitting 
testimony on the tax provisions of the contract with America was 
not appropriate, as there is nothing in the Contract that deals 
directly with employee ownership or ESOPs. We wish there were, but 
this is just not the case. 

An advantage of submitting written testimony to the Ways and 
Means Committee versus testifying verbally is that the submitter 
can review the testimony and dialogue from others before putting 
pen to paper. 

We note that many groups representing American business have 
come to your Committee recommending alterations and additions to 
the Contract as it pertains to estate taxes, capital gains taxes, 
and investment cost recovery by U.s. corporations. 

Given the fact that over recent years a significant number of 
the members of the Ways and Means Committee has expressed support 
for legislation entitled the "ESOP Promotion and Improvement Act", 
and given the fact that the legislation contains provisions related 
to the specific topics expanded during the Committee hearings, The 
ESOP Association feels that it is appropriate to link certain tax 
ideas that do relate to ESOPs and current and proposed tax law 
changes pending before the Committee. 

(For example, 10 members of the Committee, 9 members of the 
majority, and 1 member of the minority, sponsored H.R. 2088 during 
the 103rd Congress, the "ESOP Promotion and Improvement Act" of 
1993.) 

Specifically, on several occasions in recent weeks, the 
Committee has heard that small business needs certain alterations 
in the Contract proposals affecting small business. The 
suggestions are made in a positive sense in that the alterations 
are put forth as coming closer to the goals of the Contract than 
the specific proposals embodied in legislation that was to 
implement the Contract. 

Everyone agrees that a significant number of small businesses 
operate as Subchapter S corporations, and that assisting those 
corporations assist small business as a general rule. 

The ESOP Association respectfully suggests that now is the 
time to amend the Subchapter S laws to permit a Subchapter S 
corporation to sponsor an ESOP, and thus employee ownership. H.R. 
2088 contains such a provision, designed to limit, or even enhance 
revenue adjustments if Sub S's are permitted to sponsor ESOPs. 

Many business leaders have come to the Committee pointing out 
that the cost recovery provisions of the legislation to implement 
the Contract are not as helpful compared to other things the 
committee could do in the area of business taxation. Frequently 
suggested is outright repeal of the corporate alternative minimum 
tax. Should the Committee open up a deliberation on the corporate 
alternative minimum tax, we ask that you review the IRS's 
retroactive regulations, that imposed a tax on ESOP deductible 
dividends, many first paid in 1987, because of an 1989 amendment to 
the corporate alternative minimum tax. 

The unfairness of the IRS position is real, and the ESOP 
community would welcome the opportunity to go over this IRS 
regulation and the provision of H.R. 2088 that clarifies that the 
Congress never enacted any provision supporting the IRS position. 

And, the Committee has heard much about the unfairness of the 
estate tax on small and family businesses. Discussion about 
raising the estate tax deduction limit is strong. H.R. 2088 
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contains a provision that the Committee might review if it alters 
the estate tax provisions of the Contract. From 1987 until late 
1989, a small business could accept employer securities from an 
estate of a significant shareholder, put those securities in an 
ESOP, and assume the estate tax liability of the deceased. This 
provision of law never resulted in a loss of Federal revenue 
greater than $5 million per year. It would open another option to 
expand employee ownership in a manner that preserves small, closely 
held businesses. 

But clearly, the heaviest debate surrounding the Contract and 
its tax provisions arise in the area of capital gains, and the rate 
of tax to be applied to long term gains. Many have suggested 
expanding the Contract provision, others shrinking, and some 
suggest forgetting it. 

Again, if the Committee commits to moving into a variety of 
issues involving capital gains. The ESOP Association feels that a 
provision of law permitting capital gains tax deferral under 
certain conditions if the gains arise from a sale to an ESOP is 
currently not as fair as it should be. Under current law, an 
employee who holds stock because of his/her status as an employee 
is not permitted to sale the stock to an ESOP and defer the capital 
gains tax under Code Section 1042, whereas a person who holds stock 
otherwise can. In other words, an employee with stock as a result 
of stock option, stock purchase, stock compensation, etc. cannot 
sale to the ESOP and defer the capital gains tax. This restriction 
should be lifted. 

In all of the four matters mentioned above, the revenue impact 
is not significant. The subchapter S provision would result in 
taxes paid through the UBIT provisions of the Code; the correction 
of the IRS AMT position is a clarification of law; the estate tax 
provision never cost more than $5 million per year; and the entire 
Code Section 1042 provision is scored at a revenue less of less 
than $50 million per year, and thus an expansion should be a 
significantly smaller amount than $50 million. 

The ESOP Association appreciates the opportunity to submit 
this statement to the Committee, its members, and its staff. 
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STXTEMEMT OT 

HOME OPFICE A8S0CIATI0M OF AMERICA 
SUBMITTED TO 

HOUSE COMMITTEE OM WAYS AMD MEANS 
RELATING TO THE SAVINGS AND INVESTMENT HEARINGS 
February 2, 1995 


Chairman Archer, Representative Gibbons, and Members of the 
Committee on Ways and Means, my name Is Richard Ekstract. I am 
Chairman of the Home Office Association of America (''HOAA''), an 
organization dedicated to serving the needs of individuals whose 
offices are in their homes. I appreciate the opportunity to submit 
testimony on two issues of vital Importance to HOAA: the home 
office expense deduction and the self-employed health Insurance 
deduction. 

BacAorouTm on Home Office Expanse Deduction Issue 

Up until enactment of the 1976 Tax Reform Act, taxpayers were 
able to take liberal advantage of home office deductions for most 
types of work conducted at their personal residences, either as an 
ordinary and necessary business expense under tax code section 162 
or as an expense for the production of Income under section 212. 
In response to perceived abuses of the deduction. Congress enacted 
section 280A, which sets forth rules and limits on the 
deductibility of expenses attributable to the business use of homes 
for individuals and S Corporations. 

These rules and limitations no longer reflect the realities of 
how individuals work in today's world. Section 280A states that no 
home office deductions are allowed unless the deduction meets 
specific, and in our view overly complex, statutory requirements. 
It is virtually Impossible for a large number of home office 
workers to qualify under these rules, and those that qualify cannot 
be sure that they do. 

The rules state that the portion of the home that is used for 
business must be used exclusively on a regular basis,]./ and in 
only one of the three following ways: (1) as the principal place of 
business for any trade or buslness;2/ as a place normally used by 
clients, patients, or customers;^./ or in connection with the 
taxpayer's trade or business if the taxpayer is using a separate 
structure unattached to the personal residence. 4./ Of these 
additional requirements, we have found that defining a taxpayer's 


1/ See S 280A(c) (1) . 

2/ S 280A(C) (1) (A) . 

3/ S 280A(c) (1) (B) . 

4/ S 280A(c) ( 1) (c) . Two additional exceptions are provided in 
the statute which do not require exclusive use of a portion of a 
residence. A taxpayer in the business of selling products at 
retail or wholesale may take deductions allocable to space within 
the residence which is used on a regular basis as a storage unit 
for inventory of the business. This exception is only available 
if the residence is the sole fixed location of the business. See 
S 280A(C) (2) . A taxpayer regularly using the residence to 
provide day care for children, adults over age 65, or mentally or 
physically disabled persons may qualify for deductions allocable 
to the day care business. See § 280A(c) (4) . Deductions under S 
280A are limited to the excess of (1) gross income from the use 
of the dwelling unit over (2) the deductions allocable to the 
unit which are allowable without regard to business use. See S 
280A(c)(5). 
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"principal place of business” is the most difficult, and the 
various tests which have been formulated by the courts cannot 
achieve equitable results. 

giipT-am m Court Restrictions Are Mot Raawonahl a 

In Soliman v. Commissioner ,5/ the Supreme Court exacerbated 
the statute's already confusing scheme. In that case, the Court 
attempted to address the appropriate factors a taxpayer must use in 
determining whether a home office is his or her "principal place of 
business." The taxpayer in Soliman was an anesthesiologist who was 
employed by three hospitals, but who maintained a home office as a 
principal place of business used exclusively two to three hours a 
day for contacting patients and surgeons, and for performing 
related activities. 

Even though the hospitals provided no office space to the 
taxpayer in Soliman, the Supreme Court reversed the lower court 
decisions which had allowed the deduction. 6/ The Court's effort 
significantly narrowed the scope of the home office deduction by 
setting up a comparative test for determining whether an 
individual's home office is that person's principal place of 
business.!/ 

The comparative test does not work. The Court's two primary 
factors — (1) the relative importance of the activities performed 
at each business location, and (2) the amount of time the taxpayer 
spends at each place of business — are too vague. 8/ 

The IRS' subsequent explanation of how it will apply the 
"relative importance" and "time" tests highlights the complex 
problems that the normal, unsophisticated home office worker must 
now confront. a/ Under this ruling, the Service said it will 
first apply the "relative importance" test, and if this test yields 
no definitive answer, it will look to the "time" test. 12/ There 
is no way for a home office worker to achieve any level of comfort 
with these rules without expending considerable funds in lawyer or 
accountant fees. 


5/ 113 S. Ct. 701 (1993) . 

6/ 113 S. Ct. at 708. 

7/ Id. at 706. The Court rejected both the "focal point" test 
formerly favored by the Tax Court and the facts and circumstances 
test subsequently adopted by the Tax Court, which had won 
approval of the U.S. Court of Appeals for the Fourth Circuit. 

8/ Id. In denying the home office deduction, the Supreme Court 
determined that the taxpayer's treatment of patients at the three 
hospitals was the "essence of a professional service" and the 
"most significant event in the professional transaction." The 
home office activities were regarded as less important to the 
taxpayer's business than his work at the hospitals. Id. at 708. 

9/ Rev. Rul. 94-24, 1994-15 I.R.B. 5. The IRS had previously 
announced that it will not challenge home office deductions taken 
for 1991 and earlier tax years if the taxpayer reasonably fell 
within the scope of previous guidance issued by the IRS. See 
Notice 93-12, 1993-8 I.R.B. 1. The Service has also withdrawn a 
portion of proposed regulations under S 280A (Issued in 1983) to 
reflect the Soliman decision. See IA-23-93, 59 Fed. Reg. 26466 
(May 20, 1994) . 

10/ Rev. Rul. 94-24, 1994-15 I.R.B. 5. 
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R»SPonS»« tn goTiMn 

We applaud Congress' response to the Solimim decision, as 
numerous bills were introduced In the 103rd Congress. In 
particular, we strongly supported the Home Office Deduction Act of 
1994, Introduced in the House by former Representative Hoagland (D- 
NE) (H.R. 3407) and in the Senate by Senator Hatch (R-UT) (S. 
1924) ■ 11/ The bill would have provided that a home office can 
qualify as a principal place of business if "the office is the 
location where the taxpayer's essential administrative or 
management activities are conducted on a regular and systematic 
(and not incidental) basis by the taxpayer,” and the office is 
necessary because the taxpayer has no other location for the 
performance of such activities. The bill also contained a 
provision allowing for the deduction of business expenses 
attributable to home storage space for product samples. Currently, 
tax code section 280A(c) (2) allows a deduction for storage space 
for inventory only. 

We were extremely pleased to see that Chairman Archer included 
the provisions of the Home Office Deduction Act in sections 12003 
and 12004 of the Job Creation and Wage Enhancement Act of 1995 
(H.R. 9), introduced on January 4. We urge their inclusion in the 
first tax bill which the Congress sends to the President this year. 

Clarifying Home Office Bcpense Dednotlon Itefces Seas# for the l»»0s 
and Beyond 

The Soliman decision is not in step with commercial practice 
and economic reality. Home-based businesses have been growing in 
number and will likely continue to do so for the indefinite 
future. 12/ These businesses create opportunity and jobs. 

Many Individuals affected by corporate downsizing have 
responded by creating small businesses operated out of the home. 
With the advent of fax machines, personal computers, and other 
telecommunications advances, these entrepreneurs have been able to 
run businesses out of the home that traditionally required an 
office setting. The success of many of these businesses has 
depended on whether or not they could be started up as home-based 
enterprises. The existence of a tax deduction for home office 
expenses can make an important difference for these fledgling 
companies. 

Clarifying the home office expense deduction also makes sense 
from a family perspective. Home-based businesses have become an 
attractive option for parents who choose to work at home to spend 
more time with their children or elderly parents. Taxpayers should 
not be penalized for making such a choice. 

Background on aelt-Bmploved Health Insurance Tax PeduotloB 

We also strongly support enactment of legislation allowing 
self-employed individuals to deduct their health Insurance costs. 


11 / H.R. 3407 had 83 cosponsors (37 Democrats/46 Republicans), 
including 13 Members of the Ways and Means Committee. S. 1924 
had 15 cosponsors (7 Democrats/8 Republicans) , including 3 
Members of the Finance Committee. 

12 / One 1992 news article reported that approximately 30 million 
Americans work out of the home. See G. Hall, Home Based 
Businesses Create Local Controversies . Gannett News Service (Nov. 
10, 1992); see also New Publishers Serve At-Home Workers . L.A. 
Times, Feb. 14, 1993, at DIO. The number of publications serving 
the growing number of at-home workers has risen dramatically. At 
present, there are approximately 50 publications. See id. 
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Prior to January 1, 1994, a self-employed Individual generally 
could deduct 25 percent of the amount paid for health Insurance for 
the taxable year on behalf of the individual and his or her spouse 
and dependents . 13 / Congress' purpose in establishing this 
deduction in 19B6 still exists today. At that time, lawmakers 
expressed concern about the disparity in tax treatment of health 
benefits between self-employed individuals and owners/employees of 
Incorporated businesses. 14/ The 25 percent deduction that self- 
employed individuals received for their health insurance premiums 
was designed to provide at least some portion of the favorable 
treatment for health insurance afforded employees covered under an 
employer-provided plan. 15/ 

Restoring Self-Kmplovad Dadmetlon Wonld Represent strong step 
Toward Providing Egnlteble Treatment to Home Office Businesses 

Mr. Chairman, a sense of excitement exists when entrepreneurs 
start up their home office businesses. Many express relief to be 
free from headaches like commuting, endless meetings, and office 
politics. They feel that they will be as free to go as far as 
their abilities will take them. Then, reality sets in. They 
realize that they often have to pay more for everything^ For 
starters, they realize that they have to buy their own health 
insurance coverage at outrageous costs, and that the Federal 
Government, by providing disparate treatment with respect to health 
care expenses, caters to big business, not to them. 

HOAA believes it is unfair and unjustified to premise the 
availability of a tax benefit on whether a taxpayer works for a 
Fortune 500, Subchapter C corporation or for himself or herself in 
an unincorporated business. Such treatment is simply one example 
of the ways home office businesses operated by self-employed 
individuals are treated as second-class businesses. Retroactively 
restoring the 25 percent deduction for self employed persons would 
represent a strong first step toward providing more equitable 
treatment to home office businesses. He urge you to do so prior to 
the April 15 filing deadline for individual tax returns. He also 
hope that lawmakers will ultimately enact legislation providing a 
100 percent deduction for the health care costs of self-employed 
individuals, as has been proposed by numerous lawmakers and the 
Clinton Administration. 

Conclusion 

To conclude, I appreciate the opportunity to submit testimony 
on the importance to HOAA of preserving the home office expense 
deduction and reinstating the health insurance tax deduction for 


13 / This provision expired on December 31, 1993. See S 162(1). 
Sole proprietors, working partners in a partnership, and S 
corporation employees who own more than two percent of the 
corporation's stock could take advantage of the deduction. See 
Senate Committee on the Budget, Tax Expenditures: ComnendiiiTn of 
Background Materials on Individual Provisions . S. Prt. 101, 103rd 
Cong., 2d Sess. 425 (1994) ("Tax Expenditures"). 

14 / Tax Expenditures , supra note 13, at 428. An employer's 
contribution to a plan providing accident or health coverage to 
an employee and the employee's spouse and dependents is 
excludable from an employee's Income. Further, businesses can 
generally deduct as an employee compensation expense the full 
cost of health Insurance coverage provided to employees. See 
Joint Committee on Taxation, snnimfir-v of Revenue Provisions in the 
President's Budget Proposal for Fiscal Year 1993 . JCS-3-92 46 
(Feb. 6, 1992). 


15 / Tax Expenditures , supra note 13, at 428. 
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self-employed workers. The Solimaii decision Is Ill-suited to the 
modern economy. Clarification of the home office expense deduction 
rules makes sense from both a business and family perspective. 
Further, extending the health insurance tax deduction for self- 
employed workers will at least begin the process of equalizing the 
treatment of self-employed workers and those who work for 
Subchapter C corporations. 
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STATEMENT OF THE INDEPENDENT BANKERS ASSOCIATION OF AMERICA 


Mr. Chairman, Members of the Committee: The Independent Bankers 
Association of America (IBAA) appreciates the opportunity to express its views on two 
matters of long-standing interest to our membership, savings incentives and the 
estate and gift tax laws that are now before the Conunittee. 

IBAA is the only national trade association that exclusively represents the 
interests of the nation’s community banka. 


IBAA SUPPORTS ENHANCED SAVINGS INCENTIVES 

For the past several years, IBAA has expressed its support of tax incentives 
for savings in resolutions approved by our entire membership. These resolutions 
specifically endorse expanding existing Individual Retirement Accounts (IRAs) as well 
as the establishment of other tax-advantaged savings products. 

IBAA very much appreciates the opportunity to present its views to the Ways 
and Means Committee at this time, because the subject is of special significance to 
conununity banka. IBAA commends the Chairman (^. Archer) and the Committee 
on the prompt scheduling of these hearings. IBAA also commends the new House 
Leadership for making the encouragement of savings a national priority issue in 
1995. We also commend the Administration for its proposal to expand the income 
limits on existing IRA accounts. 

Our statement addresses the issues we believe are involved. 

NEED FOR SAVINGS INCENTIVES 

IBAA feels it is not an exaggeration to say that the U.S. is experiencing a 
"quiet crisis" of inadequate savings and investment. 

Federal Reserve Chairman Greenspan said as much to this Committee in a 
1991 hearing on tax policy: "the national balance sheet has been severely stretched" 
by large accumulations of debt in the 1980s by corporations (for mergers and 
buyouts), by real estate firms (for development of offices and other commercial space), 
and by consumers (for motor vehicles and other durables). The aftermath, Greenspan 
said, "is a considerable degree of financial stress . .” (Testimony by Alan Greenspan, 
Chairman, Board of Governors of the Federal Reserve System, December 18, 1991). 

The Chairman’s principal recommendation was as follows: 

"I and others have long argued before this Committee 
that the essential shortcoming of this economy is the lack of savings and 
investment. It’s here that our major policy focus should rest. Investment is the 
key to enhanced productivity and higher living standards. . . Bolstering the 
supply of savings available to support productive investment must be a priority 
for fiscal policy (Lex:, cit. . pages 6-7). 

From the standpoint of both national and personal saving, the situation seems 
to have gone from bad to worse since Chairman Greenspan’s appearance. 

The nation’s largest securities firm reported that, during 1992, America’s net 
national savings rate - the sum of sayings by governments, businesses and 
individuals - fell to 1.7 percent, the lowest level since World War n ("National 
Saving: Key to Investing in the Future," Merrill Lynch Pierce Fenner St Smith, Inc., 
1993, page 1). This 1.7 percent figure is consistent with a tabulation by the 
Organization for European Development and Cooperation, showing U.S. net national 
savings, as a percentage of Gross Domestic Procluct, was even lower in 1993 - 1.2 
percent ("OECD IN FIGURES," Statistics on the Member Countries, Supplement to 
the OECD Observer No. 188, June/July 1994). 
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The U.S. net national savings rate is thus smaller than all but five of the 24 
industrialized members of the OECD. By comparison, the 1993 savings rates for other 
countries with which the U.S. must compete, were: Belgium 11.5%, France 6.5%, 
Germany 9.8%, Japan 19.5%, Switzerland 19.3%, Turkey 10.2% and the United 
Kingdom 2.0% (OECD, loc. cit.. pages 24-25). 

For personal savings, the story is similarly dismal. From the 1960s to the mid- 
1980 b, personal savings in the U.S. cycled between 6 and 9 percent. However, in the 
seven years between 1987 and 1993, the average personal savings rate declined to 4.6 
percent. Then, in the 12 month period ending in August, 1994, the rate fell to 3.8 
percent, the lowest level in U.S. history (see "Americans Run Out of Options to Boost 
Their Spending,” by John Berry, Washington Post. October 20, 1994, page B13). A 
table comparing U.S. personal savings rates with those of other OECD nations since 
1977 is attached as Exhibit 1. 

As an economist, before becoming Treasury Undersecretary for International 
Affairs, Lawrence H. Summers concluded that reductions in U.S. personal savings 
during the 1980s accounted for more than twice the decrease in national savings than 
did the increase in government deficits ("Savings: The Hidden National Crisis,” 
Merrill Lynch, Inc., 1992, page 5). 

This shortage in savings means there is less money available for investment 
in long-term municipal and other bonds to fund improvements in the U.S. 
infrastructure. 

The deterioration of or national infrastructure has been a matter of increasing 
concern for a decade. As to just one segment, the 3.9 million mile U.S. highway 
system: the Department of Transportation (DOT) estimates that half the nation’s 
roads are substandard and, of the 573,660 bridges more than 20 feet long, 1/3 are in 
substandard condition and about 1/5 are functionally obsolete. The DOT Road 
Information Program estimates that the cost of additional fuel and vehicle wear and 
tear resulting from these conditions is about $17.5 billion annually (White Paper, 
American Road and Transportation Builders Association, Dec. 16, 19^). DOT’s report 
on "The Status of the Nation's Highways, Bridges and Transit” estimates a $290 
billion backlog of needed but unfunded road and bridge projects. Increased savings 
would make it possible to address vital highway, bridge, transit and air travel 
problems. 

One observer estimated that half of U.S. domestic investment in the 1980s was 
financed with foreign capital ("Savings: The Hidden National Crisis,” Merrill Lynch 
etc., loc. cit. . page 2). 

This is not a healthy situation. 

A growing literature documents the inadequacy of household savings, 
especially for retirement. According to Merrill Lynch, the ratio of household assets 
to household debt has dropped from 20:1 in the 1940s to about 5:1 in 1993 ("National 
Saving: Key to Investment in the Future," Merrill Lynch, loc. cit. . 1993, page 3). 

One study, commissioned by Merrill Lynch found that families headed by 
individuals less than 45 years old had median net financial assets of only $700, while 
families headed by individuals in the 55-64 age bracket (e.g. approaching retirement), 
had median net financial assets of $6,880, and families headed by individuals aged 
65-74 had median net assets of $10,000. Merrill Lynch states that the results of this 
current study, based on 1991-93 data, is "virtually unchanged” from a similar 
analysis based on 1987 data ("New Data Shows Wealth of American Families at 
’Woeful Low’,” Merrill Lynch & Co., Inc. press release, December 21, 1994). A table 
from this study is attached as Exhibit 2. 
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Merrill Lynch also commissioned a study of the savings habits of 2,015 
households representative of the 76 million "baby boomers," who will live longer than 
their parents. The siuwey found, that under current fiscal assumptions, these 
households are saving at a rate of 35.9 percent of what would be required to eiyoy a 
retirement "consistent" with their current lifestyles ("The Merrill Lynch Baby Boom 
Retirement Index," 1994, page 1). 

IBAA’s conclusion from this information is that there would be manifold 
benefits from encouraging personal savings. Initially, increased personal savings 
prepeu-e families better for major expenditures, such as home and car buying, college 
and retirement, as well as medical and other emergencies. 

Such savings increase the capacity of financial institutions to fund the debt of 
governments and corporations through domestic resources, rather than foreign 
capital, to upgrade America’s infrastructure through investment in municipal bonds, 
to build productive capacity of corporations through investment in corporate bonds 
and stocks, and to enhance job creation and innovation through loans to small 
enterprise. The combination of these results would enhance the performance and 
competitiveness of the U.S. economy all along the line. 


BENEFITS TO COMMUNITY BANKS OF SAVINGS INCENTIVES 

Smaller, independent community banks have a real stake in the possible 
enhancement of savings incentives, because community banks rely for their funding 
almost exclusively upon domestic deposits (96.5 percent). Larger banks, with multiple 
sources of funds, rely far less on domestic deposits (68.4 percent), as shown in the 
following table: 




Less than 
$100 million 

$100 million 
to $1 billion 

$1-10 

billion 

Greater than 
$10 billion 

Total assets; 

$320.3 

$687.7 

$1,087.6 

$1,836.7 

Deposits: 

278.3 

569.7 

776.6 

1,168.6 

Assets less equity: 
(Liabilities) 

288.3 

620.0 

997.5 

7,707.8 

Deposits as percentage of 
Liabilities: 

96.53 

91.89 

77.85 

68.43 


Accordingly, increased savings incentives could be even more valuable to 
smaller banks and their customers than to letrger banks. 

This value of dedicated savings to independent banks is confirmed by the 
following figures on the distribution of IRA and Keogh Plans, which indicates that 
the value of these savings plans in community banks (about 10.7 percent) is slightly 
higher than their share of overall deposits (about 9.96 percent). 
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1 IRA & Keogh Plans* | 


# of Banks 

Totals for IRAs A Keogh 

Average per Bank 

Median Amount 

<100M 

7,412 

15,519,659,000 

2,093.855 

1,647 

lOOM-lB 

2,791 

35,002,962,000 

12,541.369 

9,284 

IB'lOB 

335 

46,060,219,000 

137,493.191 

121,185 

>10B 

57 

47,863,851,000 

839,716.684 

911,258 


Data as of 9/30/94, One-Source, Sheshuixoff Infonnadon Service. Ist quarter 1995 


BENEFITS TO SMALL BUSINESSES 

Small enterprise is one of the most important elements of U.S. economic life. According 
to the Saudi Business Administration (SBA), small businesses account for 53-55 percent of U.S. 
sales and 52-53 percent of U.S. jobs. 

However, of gr^at significance in an era of large-corporate downsizing and large-bank 
consolidations, is the SBA finding that, between 1976 and 1990. small businesses (500 
employees or less) accounted for nearly 213 of the net new jobs in our economy (65 percent). 
Small independent businesses are often the ai\chors of towns and commuiuties across the 
country, and are therefore a tarig^le factor in the <piaUty of American life. And, small business 
lending is the bread and butter of community banking. 

A study of the 1993 Federal Reserve Call Report data by Robert Morris and Associates 
illustrates how strongly small banks support small businesses. Banks with less than $100 
oullion in assets, ^^ch would have up to 50 employees, rank, generally, as cooununity banks. 
These institutions appear to make more than a quarter of all snudl bu^ess loans of less than 
$100,000 (28.17 percent, or $21.8 billion out a total $77.4 billion). The $21.8 billion amount 
of these loarts by the smallest banks exceeds the total amount of such loans by any category 
of banks. ('Credit Availability for Small Businesses.’ The loumal of Contmerdal Lendin g. 
April, 1994, page 51). 

Barxks with under $100 nuUion in assets thus concentrate on small business lending. 
Almost 3/4 of all their commercial and indxistrial loans (73.65) are of less than $100,000. Banks 
with assets of $100 million to $300 million make about half of their loans in amounts of less 
than $100,000 ($17.7 billion out of $34.2 tnllion, or 51.75 percent). The largest banks (over $5 
billion in assets) made $17.6 billion or 6.73 percent of their loans in amounts of imder $100,000 

There is also evidence to suggest that o^abanks, that intensely compete with other 
megabanks, are increasii^y shying away from small business lending, where margins are 
sUn^er, or resorting to formula-based decision on small business loans which inhibits the 
diversity and creativity of small business enterprise ('Is U Banking Without Boundanes or 
Megabamks Without Constraints? by Kenneth A. Guenther, Executive Vice President, IBAA. 
Washington Post. January 17. 1995). 

Thus, an increased flow of funds into IRA-type retirement vehicles, or suniiarly 
structxired savings accounts, is very likely to generate a significant additional 'bang for the 
buck' in terms of financing for job-aeating, inirovatiw, revenue producing small independent 
businesses. 


LEGISLATIVE ISSUES INVOLVED WITH SAVINGS INCENTIVES 

The legislative history of IRAs indicates that there have been a variety of policy 
approaches to savings tax incentives over the yearn. 

When IRAs were created in 1974. as a part of tiie Employment Retirement Income 
Security Act (ERISA), they were designed as a retirement savings vehicle for employees not 
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Otherwise covered by a pension plan. The Tax Reform Act of 1981 made all workers eligible for 
IRA deductions of up to $2,000 per year (a so-called 'universal* approach). The Tax Reform of 
1986 than restricted IRA eligibility to single taxpayers with incomes of less than $25,000 and 
married taxpayer couples with incomes of less than $40,000, on condition that these taxpayers 
were not covered by pension plans. 

In recent Congresses. Serrator Uoyd Bentsen, prior to his tenure as Treasury Seaetary, 
collaborated with Senator William Roth to introduce a * Super-IRA' bill, which proposed to 
restore universal eligibility and provide options of either the tax deductible contril^tion of 
existing IRAs or a 'back loaded* alternative that would be funded with after-tax money, but 
could be removed tax free after age 59 1/2. Another proposal by Senator Kay Bailey Hutchison, 
S. 1669 of the 103rd Congress, was to permit a tax-deductible contribution by a non-working 
spouse. IBAA supported these propos^. 

The Contract With America proposed: 

• to restore universal eligibility, 

• to permit a $2,000 (single taxpayer) or $4,000 (joint return) contribution, 

« to have this contribution non-^eductible, but to allow withdrawal for retirement 
and, after a prescribed period, for other specified purposes such purchase of a first home 
(owner occupied), education (college or above), or medical expenses, including insurance for 
long-term care. The Contract measure was introduced in the 104th Congress as the American 
Dream Savings Act on January 4, 1995 (H.R. 6). A more detailed bill is being authored by Rep. 
Bill Thomas of California. 

In the Senate, also on January 4, 1995, Senators Roth and Breaux introduced S. 12, the 
Savings and Investment Incentives Act of 1995. This bill proposes 'front-loaded* deductions 
that index the current $2000/$4000 limits to the rate of inflation after 1995. The income eligibility 
would be expanded from the present $25,000 for sin^e taxpayers, to $125,000 by 1998; and for 
joint return taxpayers, from the present $80,000 to $140,000 by 1998. This measure would also 
permit a ’homemakers* deduction of up to $2,000, but limited to the amount of compensation 
earned by a spouse. 

Consistent with past years, ti\e Senate bill also provides an option of an 'IRA-Plus* 
Account that would be subject to the same contribution and eligibitity limits. These sums 
would not be tax deductible at the outset, but the earnings would be lax free and the proceeds 
could be withdrawn after five years penalty free to purchase a first home, pay higher education 
expenses, or defray catastrophe medical expenses. 

Also part of the picture is the President's proposal to double the income limitations of 
the existing IRS program, to $50,000 for single taxpayers and $80,000 for joint return taxpayers. 

EVALUATION OF PROPOSALS 

After its prelimmary review of the various proposals, IBAA has several comments. 
However, the association also wants its pertinent banker committees to review these matters, 
so that we provide detailed comments. 

On the basis of its on-going study of these issues. IBAA can observe that lax incentives 
for saving are a 'going concern.' They are familiar to many Americans and most financial 
institutions. IRA accounts are currently found at 10,655 commercial banks, more than 2/3 of 
which (69.6 percent) are community banks with assets of less than $100 million. These numbers 
testify to the fact that IRA-type saving is well e^ablished in this country and that an expansion 
of such a program would be accomplished speedily and with few administrative problems. 

IRAs at banks are insured, to $100,000, by the federal government, so there is no 
question of safety and soundness of future IRA-type investments in a banking environment. 

Thus, an expansion of tax incentives for saving, particularly bank based savings, is a 
matter of utilizing an existing, proven system. The additional savings that flow into that system 
will help those who save, the institutions that receive the funds (especially community bwks), 
the customers of those institutions (including prominently, in the case of banks, small business 
enterprise), and the national economy. 
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At present there is considerable debate on how much of funds devoted to lax- 
advantaged accounts is new savings and how much is transferred from elsewhere. For 
example, see ‘The Coining Changes in fRA's Will Be Popular, But They Won't Make 
American's Save More' Barron's Magazine, january 16, 1995. Bairons' conclusion is based on 
the work of a National Bureau of Economic Research study by Attanasio and DeLeiie. 
However, the NBBR study has been criticized as incorrect on the law, facts, and interpretation 
by a study performed for the Securities Industry Association by Hubbard and Skinner. The 5IA 
study concludes that raising the IRA contribution limit would increase the nation's capital stock 
by $4 for each dollar lost in government tax revenue ('The Effectiveness of Savings Incentives: 
A Review of the Evidence,* Hubbard and Skinner, }anuary 19, 1995, Executive Summary). 

IBAA finds desirable features in all of the current proposals, and believes any tax 
incentive legislation passed by this Congress could provide that questions of effectiveness and 
Uie structure of the tax-advantaged savings be studied with care, so future decisions would be 
informed by such analysis. Because savings lend to be a long-term matter, this area of policy 
seems to be susceptible to such a studied approach. 

IBAA thus has no hesitation in urging that the Ways and Means Committee and the 
House of Representatives move forward with the maximum limits and flexibLlity for savers that 
is coruistent with budget constraints. 

IBAA will be delighted to work with the Committee on Ways and Means and the House 
of Representatives to resolve outstanding issues as the American Dream Savings proposal 
works its way through the legislative process. 

THE IMPACT OF ESTATE TAXES ON BUSINESS ENTERPRISE 

According to the briefing papers for the White Hotise Conference on Small Business, 
about 30 percent of businesses are passed down to a second generation and only 13 percent 
reach a third generation. Although (here many reasons for this, federal estate and gift taxes are 
significant barriers to succession of ownership of smaller business. 

Community bankers are affected directly and indirectly. Many banks are 
multigeneratiorul enterprises, founded when land and structures were inexpensive. As branch 
locations have been added to serve growing populations, and population growth has brought 
residential and commercial development to the doorsteps of community banks, the value of 
even very small family banks can go up dramatically. 

An example is a one location, B-empIc^ee family bank in central Kansas, with assets of 
$15 million. The bank was founded after World War II by the father of the current president 
and his mother-in-law. Both were tax conscious, and approximately $50,0(X) was spent over the 
years with various tax advisors and trust expenses. However, after the founding father died 
in 1988, his estate paid the federal government $700,000 in estate taxes. 

Banks are also impacted if a business customer must pay a heavy estate lax. Bank loans 
and the very existence of the firm may be at risk. Communities suffer because steeply 
graduated estate tax rates, reaching 55 percent at $3 million in taxable estate, cause many long- 
standing businesses to Liquidate to pay the tax or sell out to a large and/or absentee 
business to avoid such taxes. The loss of independent business usually means that suppliers 
and service providers in a local community are phased out in favor of firms doing business 
with a parent company elsewhere. 

IBAA commends the House Leadership and the Chair of the Ways and Means 
Committee for its attention to estate tax matters through the Contract With America and these 
hearings. 

For almost a year, IBAA has been actively working to define current estate and gift 
problems in order to be able to recommend solutions addressed to these problems. 

There has been very little recent legislative attention to the consequences of the major 
estate tax changes of 1976, 1981 and 1986. Otw article by the Internal Revenue Service, based 
on 1989-91 data, finds that during the past decade, the number of estate tax filers has increased 
by 80 percent and the total estate of these filers increased by 94 percent. The fact that the 
largest block of assets in these estates tends to be stodc in closely-held (small) businesses and 
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the fact that filers with assets of more than $5 milUon is the fastest growing elemerit (increasing 
137 percent since 1982) reflect the increasing scale of business enterprise in this country (’Estate 
Tax Returns, 1989-91 ’ Statistics of income . IRS, Summer, 1993, page 76). 

The combination of a steep estate tax rate structure and major increases in cost-efficient 
scale of businesses spells estate tax trouble for America's closely-held community agricultural, 
commercial and financial businesses. 

We applaud the proposal to increase the filing threshold from $600,000 to $750,000 in 
three stages that is contained in the Contract With America legislation (H.R. 9). Enactment of 
this provision would be an excellent first step, but it would not solve the fundamental 
problems with the current estate and gift tax structure, and the major economic problems of 
deterring investment and maintaining continuity of independent, job creating firms. A broader 
approach is needed. 

In an effort to better define these problems, and to craft responsive solutions, the IBAA 
has contacted other associations, across the spectrum of American business, agriculture and 
finance to call for a common effort to improve the estate and gift tax laws. 

IBAA had developed a questionnaire, which is presently in the hands of more than 
three dozen associations. This survey is designed to elicit current data on where problems are - 
- and where they are not - and recommended solutions that fit various segments of the 
American small business community. 

IBAA will be pleased to share the information we receive and our recommendations 
with the Committee and the House of Representatives as soon as possible. 

Thank you again for this opportunity to express to the Committee our views on these 
important matters. 
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STATEMENT OF INVESTMENT COMPANY INSTITUTE 
BEFORE THE COMMITTEE ON WAYS AND MEANS 
U.S. HOUSE OF REPRESENTATIVES 
HEARING ON 

TAX PROVISIONS IN THE CONTRACT WITH AMERICA 
DESIGNED TO ENCOURAGE SAVINGS AND INVESTMENT 


January 25, 1995 


The Investment Company Institute respectfully submits this statement in connection 
with the Ways and Means Committee review of tax provisions in the Contract With America 
designed to encourage savings and investment. We applaud the Committee for considering 
legislative changes that would further these goals. In this statement, the Institute urges a few 
modifications to the provisions in H.R. 9 (the “Job Creation and Wage Enhancement Act of 
1995") that would increase or "index" the cost basis of capital assets for inflation. 

I. Introduction 


The Investment Company Institute is the national association of the American 
investment company industry. Its membership includes 5,510 open-end investment 
companies ("mutual funds"), 471 closed-end investment companies and 12 sponsors of unit 
investment trusts. Its mutual fund members have assets of about $2,099 trillion, accounting 
for approximately 95 percent of total industry ass^s, and have over 38 million individual 
shareholders. The vast majority of open-end and closed-end investment companies are 
organized as regulated investment companies ("RICs"). 

The Institute submits that the Committee should take two principles into account when 
applying to RICs and their shareholders any proposal to index cost basis for inflation. First, 
any such legislation should follow the model of Subchapter M of the Internal Revenue Code 
and provide RIC investors with tax treatment comparable to that provided to direct investors 
in securities. Second, any legislation should be drafted to minimize the complexities that 
indexing would create for RIC shareholders. 

We commend Chairman Archer for including in H.R. 9 indexing provisions that are 
generally consistent with the principles that we submit should apply to RICs and their 
shareholders. In addition, we are pleased that H.R. 9 resolves several implementation issues 
that would have arisen for RICs and their shareholders under bills considered in 1989 and 
1992. Our comments today focus on a few technical issues that indexing would present for 
RIC shareholders and other investors. 

n. Indexing ProvLsions in H.R. 9 

H R. 9, like earlier indexing bills, would index both portfolio securities held by RICs 
and RIC shares held by investors. Indexing a RIC’s portfolio securities protects RIC 
shareholders from paying tax on inflationary gains realized by the RIC that otherwise would 
be distributed to shareholders as capital gain dividends. Indexing the basis of RIC shares 
protects RIC shareholders from paying tax on inflationary gains in the value of their RIC 
shares when those shares are redeemed. 

Under the bill, RIC shares would be treated as an indexed asset for any calendar 
month in the same ratio as the value of the RIC’s assets at month-end which are indexed 
assets bears to the value of all of the RIC’s assets at month-end (the "indexed asset 
calculation"). For example, if 82 percent of a RIC’s assets were indexed assets on January 
31, that RIC’s shares would be eligible for 82 percent of any inflation adjustment allocated to 
that month. Safe harbors in the bill provide that if (a) 90 percent or more of the RIC’s 
assets were indexed assets for any month, the RIC would be deemed to be fully (100 percent) 
invested in indexed assets for that month, and (b) 10 percent or less of the RIC s assets were 
indexed assets for any month, the ratio for that month would be zero. 
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nr . Indexing T^^iip^ for RIC Shareholders 
A. The 90 Percent Safe Harhor 


1. Issue 

Institute data indicates that most RICs do not consistently invest at least 90 percent of 
their assets in equities.' Since most RICs would not, therefore, always meet the bill's 90 
percent safe harbor, most RIC shareholders would not be able to fully index the cost of their 
shares. Thus, instead of using an inflation adjustment chart prepared by the IRS (that would 
show the appropriate adjustment for assets purchased and sold in specified quarters), RIC 
shareholders would be required to use a specialized chart, applicable to only one RIC, that 
reduced the otherwise applicable indexing adjustment to reflect the actual ratio of indexed 
assets in that RICs portfolio. Any RIC shareholder or tax return preparer who used (a) the 
official government chart when the RIC had not always met the safe harbor or (b) a RIC- 
specific chart for any other RIC would improperly compute indexed cost basis. 

2. Proposal 

The ease with which indexing could be applied to RIC shares would be enhanced if 
the safe harbor were modified so that (a) determinations of the extent to which RIC stock 
would be treated as an indexed asset were made quarterly rather than monthly and (b) the 
safe harbor provision treated the ratio of indexed assets to all assets as being (i) 100 percent 
if 80 percent or more of the RICs portfolio is in indexed assets, and (ii) zero if 20 percent 
or less of the RICs portfolio is in indexed assets. Our data for the eleven quarters ending 
with the second quarter of 1994 indicates that 49 percent of aU equity funds would have met 
our proposed safe harbor, whereas only 14 percent of all equity funds would have satisfied a 
90 percent safe harbor tested quarterly.* 

B. Return of Capital 

1. Issue 

One basis adjustment that could effect the calculation of indexed cost basis would be 
the distribution by a RIC of more than its taxable income (i.e., a return of capital). Returns 
of capital are more common for RICs than other corporations because RICs are subject to 
such stringent requirements on the current distribution of their income that very small errors 
in estimating or calculating income can result in overdistributions. If a RIC returned capital 
to its shareholders, the shareholders would be required under the bill to (a) index each block 
of shares for inflation occurring through the date the capital is returned, (b) reduce the cost 
basis of each block by its proportionate share of the amount of capital returned and (c) 
thereafter adjust this modified basis for any future inflation. 

2. Proposal 

Rather than requiring that all blocks of RIC shares be adjusted up for inflation and 
then down for a return of capital, we urge that the basis of RIC shares be adjusted when 
capital is returned on a first-in, first-out basis. To illustrate our proposal, assume that (1) a 
shareholder purchases RIC shares for $1,(XK) in each of ten years; (2) inflation totals 40 


' Institute statistical repotts indicate that the 90 percent safe harbor test would have been satisfied on a Quarterly 
basts (for the I 1 quarters ending June 30. 1994) by only 14 percent of the 423 equity funds that provided the ICI 
with portfolio composition data for all 1 1 quaners. For these purposes, a fund is described as an equity fund if its 
stated investment objective (a) is to mvest at least 65 percent of its assets in equities or (b) clearly indicates that it 
will mvest principally in equity securities. Our data mdicates that the percentage of funds satisfymg the safe harbor 
drops significantly further when other funds that hold equity securities, such as "balanced funds" holdmg both stocks 
and bonds, are included in the data pool. 


Presumably, even fewer of these funds could meet H.R. 9's safe harbor, which tests portfolio 
composition on a monthly, rather than a quarterly, basis. 
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percent from the date of the first purchase; and (3) the shareholder receives a $100 return of 
capital. Under our proposal, the investor would index the basis in the first block of shares 
from $1,000 to $1,400 (to reflect 40 percent inflation) and then reduce this basis $100, to 
$1 ,300, for the return of capital. By adjusting only the first block, the investor has 
eliminated 90 percent of the computations that would be required under the bill (since only 
one of his blocks would be adjusted under our proposal). 

C. Retained Capital Gains 

1. Issue 

Similar basis adjustments appear to be required under the bill if a RIC retains capital 
gains and pays a RIC-level tax. Pursuant to Code section 8S2(b)(3)(D), a shareholder in a 
RIC that retains capital gains includes in income his share of the retained gain, claims a tax 
credit corresponding to the tax paid by the RIC on the retained gain, and increases the cost 
basis of his shares by the remaining balance. 

Under the bill, taxpayers holding stock of a corporation are to treat any "substantial 
contribution to capital" as a separate asset. It a|^)ears that this rule would apply to a RlC's 
retained capital gain by requiring the RIC's shareholders to index each block of shares for 
inflation through the date the gain was retained, proportionately increase the cost basis of 
each block of shares to reflect the retained gain and thereafter adjust these increased amounts 
for any future inflation. 

2. Proposal 

The Institute urges that the bill be mrxlifled to apply the substantial contribution to 
capital rale only to the fust block of RIC shares acquired by an investor. Thus, if an 
investor’s first block of RIC shares were purchased for $1,(X)0, inflation had been 40 
percent, and the full amount of the investor's basis adjustment under Code section 
852(b)(3)(D) were $65, the investor would index the basis of these shares from $1,000 to 
$ 1 ,400 and then add the ftiU $65 contribution to capital to these shares, thereby increasing 
the basis to $1,465. This approach would be simpler than indexing the cost basis of each 
block of shares and then spreading the $65 contribution to capital across all of the blocks of 
shares. 


rV. Indexing Issues for RIC Shareholders and Other Investors 
A. Calculating Inflation Using Prior Quarter Deflators 
1. Issue 

Under H.R. 9, inflation adjustments would be calculated by comparing the "first 
revised" Gross Domestic Product ("GDP") deflator for the quarter in which an indexed asset 
is disposed of with the "first revised" GDP deflator for the quarter in which the asset was 
acquired. Currently, this "first revision" is not available until approximately two months 
following the close of the quarter. In the case of RIC share redemptions occurring during 
October, November and December, for example, the GDP deflator number that investors 
would need to calculate inflation adjustments would not be available until approximately 
March 1 of the next calendar year (or a mere six weeks before their April 1 5 tax return 
filing deadline). Similarly, with respect to October dispositions of RI(2 portfolio securities, 
the GDP deflator number would not be available until after the RIC was required, by the 
Code section 4982 minimum distribution excise tax rales, to calculate and distribute these 
capital gains. 


2. Proposal 


These difficulties could be eliminated if the inflation adjustment were calculated using 
the GDP deflators for the quarter prior to the quarter of purchase and the quarter prior to the 
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quarter of disposition. The practical effect of this modification would be to credit an 
investor with inflation occurring during the quarter of purchase, but not with inflation 
occurring during the quarter of sale. The obvious benefit of this modification is that the 
inflation factor for all fourth quarter dispositions would be known in late November or early 
December of that quarter. 

B. Indexing For Partnershins 

1. Overview 

The investment company industry is also interested in how indexing would apply to 
investments in partnerships. The principle reason for this interest is that some investment 
companies have recently begun to invest substantially all of their assets in a single investment 
pool that in turn performs the portfolio management function for its investors. In this so- 
called "master-feeder" structure, the "master fund" is usually structured as a trust and is 
classified for federal tax purposes as a partnership. Its partners (the "feeder funds") typically 
qualify as RICs. The master fund, as well as its RIC feeders, are registered as open-end 
investment companies under the Investment Company Act of 1940. 

Under current law, a RIC investor effectively is in the same tax position whether his 
RIC purchases securities directly or instead purchases them indirectly through a master fund. 
Under H.R. 9, the same indexing benefit should be available whether the shareholder's RIC 
holds securities directly or holds them indirectly through a master fund. 

2. Issue 

The only provision in H.R. 9 dealing with indexing for partnerships is new Code 
section 1022(f)(1), which provides that indexing adjustments made at the partnership level 
would be passed through to the partners. The bill provides no other mechanism for a partner 
to adjust the basis of his partnership interest for inflation. In contrast, earlier indexing bills 
provided that a partner's basis in a partnership that held indexed assets would be adjusted 
when the partner transferred the interest if the partnership had made an election under Code 
section 754. 


3. Proposals 

For indexing to work properly for investors whose RICs invest substantially all of 
their assets in a master fund, a RIC partner that withdraws from a master fund partnership 
should be permitted to index its basis in the partnership in order to reflect the effects of 
inflation on the indexed assets held by the partnership. This adjustment could be dependent 
upon whether the partnership had made an election under Code section 754 (or perhaps a 
new election tied speciflcally to indexing). 

Similarly, a master fund should be permitted to periodically (e.g., quarterly) adjust its 
basis in its indexed assets (as if the partnership had made a disposition of the assets at the 
time of the periodic adjustment). This would petmir a corresponding adjustment to each 
feeder fund's basis in its partnership interest, which is important for purposes of properly 
determining the effect of cash distributions on a partner's basis. Such distributions will 
occur, for pxample, when a feeder fund needs cash to meet redemptions of its shares. 

V. Conclu.sion 

ilie Institute urges consideration of these modifications needed for regulated 
investinent companies and their over 38 million individual shareholders. We would be 
pleased to discuss these issues further with the staff of the Committee. 
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statement by the 

National Association of Real Estate Investment Trusts® 
to the 

House Ways and Means Committee 
regarding the Hearing on 

The Job Creation and Wage Enhancement Act of 1995 

Submitted by Martc O. Decker, President and CEO 
January 26, 1995 


We appreciate the opportunity to comment on the capital formation 
provisions of the Job Creation and Wage Enhancement Act of 1 995. The National 
Association of Real Estate Investment Trusts® ('NAREIT) represents over 240 real 
estate investment trusts (known as 'REfTs'), about 200 of which trade on the New 
York Stock Exchange, the American Stock Exchange, or the National Market 
System of the NASDAQ. In addition, NAREfT represents over 1 ,600 lawyers, 
accountants, analysts, investment bankers, and others who provide services to the 
REIT industry. 

Congress established REITs in 1960 to allow small investors to obtain the 
diversification and professional management of real estate that beforehand were 
only available to large, sophisticated investors. Capital formation has been 
essential to the growth and success of REITs ever since, and the promise of a large 
scale, widely held real estate capital market has begun to become a reality. The 
market capitalization of publicly held REfTs has blossomed from under $9 billion at 
the beginning of 1991 to about $45 billion today. This success story is due in large 
part to the tax nrademization reforms adopted by Congress over the years, as 
advocated by you, Mr. Chairman, and others on this Committee. 

The maturation of the REFT industry would not have been possible without 
capital formation. Thus, NAREfT applauds the intent of H.R. 9 to create further 
incentives for the public to invest in the stock market. Specifically, NAREIT 
virholeheartedly endorses the proposal to reward the entrepreneurial risks of 
investing in stock by reducing the capital gains tax. 

In addition, NAREfT supports the intent of H.R. 9 to index the tax basis of 
investors' stock to avoid taxing the noneconomic increase of value attributable to 
inflation. However, there appears to be some provisions in H.R. 9 that could deny 
such indexing to investors in REff stock. Such a result would be terrible for the 
REIT industry because investors would have an incentive to invest in other 
companies for which they could receive ttie benefits of indexation. 

H.R. 9 would allff.v stock in a REIT to bo fully indexed only if 90% of the 
REITs assets are 'indexed assets,' that is, corporate stock or tangible property. I 
will briefly summarize the three major technical provisions in H.R. 9 that could 
disqualify REIT shares from full irKlexation. 

First, H.R. 9 excludes as an 'indexed assef any 'net lease property.' The 
nature of the real estate business is such that this definition could easily prevent 
more than half of toda/s REfTs from qualifying for indexation. For example, many 
of our shopping center, health care, industrial, hotel, and net lease REITs own and 
operate portfolios of properties that fall under the net lease definition in H.R. 9. 
These REITs are in the ongoing real estate business and are completely different 
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from the single shot, financing vehicles that the original net lease definition was 
meant to encompass. 

Second, many REIT investments are made through partnerships. However, 
H.R. 9 could be interpreted to exclude as ‘indexed assets' properties held through a 
partnership. Such an interpretation would be contrary to the tax Code’s usual rule 
of treating a partnership as an aggregation of the partners rather than as a separate 
entity. 


Third, the 90/10 safe harbor is a good idea because the administrative 
complexity of requiring REIT shareholders to adjust only a portion of their tax basis 
is not Justified when most of the REIT's assets qualify as indexed assets. However, 
we recommend that the 90% threshold be reduced to provide REITs with greater 
flexibility in conformity with the REIT asset tests. 

NAREIT urges the Committee to enact these capital formation incentives 
after making our suggested technical changes to allow REITs to raise capital on an 
even playing field. Thank you once again for the opportunity to comment on this 
important legislation. 
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February 3, 1995 


995 EXECUTIVE COMMITTEE 


President 


The Honorable Bill Archer 
Chairman, Committee on Ways & Means 
1102 Longworth House OfHce Building 
U^. House oi Representatives 
Washington, DC 20515 


William A 

Iowa 


Dear Mr. Chairman: 


President 

S'o^io^ c Hamiiion 


I am writing to add the voice of the National Association of State Foresters to the forestry 
experts who supported the capital gains tax revisions being considered by your committee 
on lanuary 25. As public officials who work with this Nation's nearly 8 million non-indus- 
trial private forest landowners, we firmly believe that more equitable tax treatment will 
provide a major incentive for quality, long-term management of these lands, and will bene- 
fit both the economy and the environment. 



rar 8vC» 


T>ie National Association of State Foresters represents the directors of the State forestry 
agencies from the fifty States and four US. Territories (American Samoa, Guam, Puerto 
Rico and the US. Virgin Islands), as well as the District of Columbia. Our members pro- 
vide management and protection services on State and private forest lands, which make up 
over two thirds of the Nation's forests. 

Taxes play a major role in landowner's decisions about the management of their lands. The 
1986 revisions to the tax code imposed a harsh new tax burden on timberland owners, and 
IS unintentionally providing a disincentive to sound forest management. The changes in- 
creased capital gains taxes on timber sales, arnl in some cases caused individual timberland 
owner's state taxes to jump as well. In addition, since landowners are no longer able to in- 
dex their capital gains for inflation, those who hold long term investments are penalized 
when they sell their assets. Timber owners are particularly vulnerable to this problem due 
to the long-term nature of forestry investments. 


Ilf o.jj' Pio< aei>r 
«anos V/ Gami-i 
Virgr,., 


The 1986 tax changes created major disincentives for landowners with forest land; higher 
tax rates and irubility to index nuidc reinvestment in forestry an unattractive proposition 
Less money is available for reforestation after capital gains taxes arc paid. High capital 
gains taxes put additional pressure on landowners to convert their lands to non-forest 
uses. As you heard from the forestry witnesses on january 25, since the tax code changes of 
1986, tree planting is down and conversion of land to non-ioresi uses is up. 

The NASF has endorsed the Congressional Forestry 2000 Task Force's Reforestation Tax 
Act for the last several years. In addition to the reduction in the capital gains lax rate con- 
templated in H.R. 9, we would hope the committee would also consider the following 
changes: 


.'l l Pi'jit'sei-Mt.-.f 

Tor'i Bj:cs 


allowing adjustment of limber capital gains for inflation; 
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• amending the passive loss rules to take into account the nature of forestry 
investnnenls and management; 

• increasing the reforestation tax oedit to encourage reforestation and con 
servation of land in forest uses. 

• allowing landowners to amortise reforestation expenses and to index these 
expenses for inflation. 

Such changes will not only provide tax relief to one of the most important segments of our 
ecoitomy but provide an irtcendve for the type of forest management that produces multi- 
ple benefits (such as clean water, dean air, productive soils, and wildlife habitat) for the 
long-term. 

While your committee does not have direct jurisdiction over forestry issues, you have as 
much power to positively effect management decisions as those that do. We hope you will 
considW makif^ positive changes in the tax code which recognize the long-term, risky na- 
ture of forestry investments. We look forward to working with you as you re-examine the 
capital gains tax system. Please consider this letter as NASPs written testimony before 
your committee on tiiis issue. 

Please fed free to contact Terri Bates, NASPs Washington Repr ese ntative, at 202/624-5415 
if you have any other questions. 



President 
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Statement of 
Mr.J. Drew Hiatt 
Executive Vice President 
Director of Government Affairs 
The National Business Owners Assocution 
On 

The Job Creation and Wage Enhancement Act 
January 24, 1995 


Mr. Chairman, Mr. Gibbons, and Members of the Committee, my name is J. Drew Hiatt, and 
I am Executive Vice President and Direaor of Government Affairs for the National Business Owners 
Association. We appreciate very much the opportunity to present our views on the tax and business 
investment incentives contained in the Job Creation and Wage Enhancement Aa of 1995 (H.R. 9), 
particularly as they affect American small business men and women. 

The National Business Owners Association represents nearly 5,000 small business owners, and 
has an active and expanding membership. Its philosophy is based on the belief that a vibrant and 
robust private sector and a strong and competitive free enterprise economy are essential to create and 
increase economic growth, opportunity, jobs, and prosperity for alt Americans. NBOA vigorously 
represents the interests of its members before Coi^ress as well as federal, state, and local government. 

It also works to influence and enact national policies that promote economic growth and 
entrepreneurship. As pan of its efforts to advocate and adopt beneficial laws and regulations, NBOA 
consistently communicates the concerns and legislative priorities of business owners to lawmakers, 
government officials, the public, and the media 

We commend you, Mr. Chairman, for your leadership in convening this hearing today to 
examine how changes to the tax code proposed in the Job Creation and Wage Enhancement Act will 
create a more favorable economic and entrepreneurial climate. Your support of this legislation 
underscores your longstanding commitment to promoting and enaaing sound fiscal and tax policies - 
workable policies that are based on common sense and the common good. We gratefully recognize 
your commitment. As a strong advocate for small business, you understand the daunting challenges 
that confront entrepreneurs, especially the financial consequences that taxes impose on hard-working 
small business owners. We appreciate your efforts as well as the understanding and concern you have 
shown for them over the years as demonnrated most recently by your introduction of H.R. 9. Our 
members support the lax and investment provisions of the Job Creation and Wage Enhancement Act 
in the belief that they can and will set the stage for a new American era of expanded economic growth, 
opponunity, and prosperity. 

Small business owners will lead this new era - if their representatives on this Committee and 
in Congress will give them the chance. As the powerhouse of the economy, small businesses know 
how to lead. America's nearly 22 million small business owners generate about 40 percent of our gross 
national product and provide more than half our goods and services. Small business is the nation’s 
leading employer. Today, six in 10 Americans take home a paycheck from a small firm. Small 
business is not only the nation's leading employer, it is also the major provider of new jobs. Over the 
last five years, small firms have created nine of 10 net new jobs. In fact, according to the U.S. Small 
Business Administration, they are expeaed to create more than three-quarters of the 43 million new 
jobs needed over the next 25 years. 

We encourage you, as members of this Committee, and the Congress at large to enact the 
policies necessary for small business to create the economic growth America needs. Unless this 
Committee and this Congress remove the roadblocks and reform the policies that hold back small 
businesses, they will never achieve their full economic potential and all Americans will suffer the 
consequences - in lost opportunity, lost growth, and lost jobs. It is true that small business owners are 
succeeding in spite of these restrictive policies. But they are succeeding against the odds and obstacles 
because of their determination, hard work, and tenacity. If Congress removes the obstacles, there is 
no limit to what they can achieve. We believe there is a historic opportunity now to abandon these 
limiting policies. Lawmakers of both parties should work together to lay the groundwork that will 
help create the new American era of economic growth. 

What's Wrong with Our Tax Policy? 

On average, the U.S. economy invests 15-20 percent of its income in a given year. Is it 
enough.^ Our goal should be to create an economic climate in this country that is conducive to 
investment. It is investment that fosters economic growth, prosperity, job creation, and wage gro^ih. 
We say that we are serious about and committed to investment. We say this is one of our highest 
national priorities, one our highest public policy goak - but is it really? Judging from the way in 
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which revenues from investors and investments are taxed in this country, investment may not be as 
high a priority as some in_Congress believe or declare it to be. Our tax code punishes, not rewards, 
the very thing and the very people -- risk-taking and risk-takers - that Congress professes to support. 

At best, it is a logical inconsistency and, at worst, a glaring contradiction to say that Congress, as a 
whole, encourages investment as a matter of public policy and national priority. It is an economic 
contradiction for some lawmakers to say they support investment in business startup, expansion, jobs, 
and economic growth and then to enact tax policies that discourage investment by levying higher - 
and some might argue excessive - taxes on investment. This inconsistent practice undermines and 
even destroys the investment business owners seek to make and nurture. Even worse, it punishes the 
handful of entrepreneurial risk-takers who would launch new ventures or expand businesses, and 
thereby denies hundreds of thousands of other Americans jobs, opportunities, and wages. 

Investment fuels productivity, economic growth, and job creation. Maintaining high taxes or 
increasing taxes on investment does not. Congress needs to examine whether the sole goal of U.S. tax 
policy is to raise revenue to finance government services and programs or whether an equally valid 
objective of tax policy should be to encourage investment. This policy debate must focus on whether 
it is belter to raise more revenue to supp>ort an inefficient, wasteful, bloated government that consumes 
wealth or to encourage more investment by allowing chose who create our wealth to keep more of 
what they earn to invest. We believe that a dollar left in the hands of entrepreneurs can do more good 
than one that is sent to Washington and consumed with little or no result. 

Savings and Investment: Keys to Productivity, Economic Growth, and Job Creation 

Increased investment benefits the economy. But the United States has not always followed 
this formula for oconomic growth. In fact, the U.S. has devoted a smaller percentage of its gross 
national product to investment than almost any other industrial nation. Over the last three decades, 
Japan has invested 31 percent of its output and boosted productivity growth by more than five percent 
per year. Germany and France have earmarked slightly more than 20 percent of their output for 
investment, achieving annual produaiviiy growth of more than three percent. In contrast, the United 
States has invested about 18 percent of its output and increased produaiviiy growth just a little more 
than one percent. 

Why has U.S. investment been so low.> The answer is high capital costs. Savings provides 
funds needed for investment, and is an important source for investment capital. The problem has been 
that Americans do not save as much as many foreigners do. Consequently, our national rate of savings 
is one of the lowest worldwide. 

An international survey conduaed by the American Council for Capital Formation found 
with regard to personal saving incentives chat the United States ranks among the lowest on a list of 
twelve countries. The U.S. capital gains tax rate on long-term gains on portfolio securities is higher 
than that of all other countries except Australia and the United Kingdom and even these countries 
index the cost basis of an asset for inflation. Four of the twelve nations tax interest income at rates 
below the U.S. maximum race. Total income taxes (individual plus corporate) on dividends are lower 
in most countries than the United States because most other countries have some form of dividend tax 
relief. Individual retirement account deductions were found to be more generous in five of the twelve 
countries than they are in the United States. The study also found that half of the twelve countries 
allow deductions or tax credits for life insurance premiums, while the United Slates does not. And 
individual social security contributions to government-sponsored plans are deductible in most of the 
twelve countries, while they are not in the United States. 

In view of weak U.S. savings incentives, it is no wonder chat the U.S. personal savings rate, 
which averaged nearly 7 percent of disposable income over the 1975-1991 period, is far below that of 
our major competitors. The study found that Japan, for example, had a personal savings rate for this 
period of 17.3 percent; Germany's rate was 12.7 percent; Canada's was 12.5 percent. The increase in 
the personal savings rate is important in promoting U.S. economic growth and providing funds for 
investment. 

In recent years, private savings has been diverted away from investments and used to finance 
public deficits and government spending. This has also contnbuted to higher capital costs. The 
resulting problem is that less money is available for investment or, where it is available, its cost is 
prohibitive. 

Today, the great debate focuses on the best way to encourage investment. The best strategy 
for boosting investment is to create incentives for private investors. Cutting the tax on capital gains is 
one example of an incentive that would work. Reducing the tax will encourage investors to buy 
stocks of companies that retain earnings. This will lower the firms' cost of capital, while providing 
incentives for saving. Investment income that is taxed encourages consumption at the expense of 
savings. What we need is to promote investment and savings for the long haul. This is the key to 
productivity, job creation, and economic growth. 

Investing for the shon-ierm is short-sighted. Entrepreneurs need to invest today for the 
future. They need "patient" capital, long-term capital. Because entrepreneurs need patient capital, it is 
critical to eliminate th^ obstacles that often discourage investment for the long run. Business owners 
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and aspiring entrepreneurs must have capital in adequate supply to grow companies and launch new 
ventures. Congress' goal should be to create a hi^y favorable investment climate that will enhance 
and accelerate economic growth, btisiness expansion, and job creation on an unprecedented scale. 

Due to the realities of a global economy, it is necessary to encourage higher levels of 
investment and spending in the U.S. economy. American businesses and workers will continue to 
compete for customers against major competitors in Japan and Europe, as well as in the strong and 
emerging economies of the developing nations. Increased investment generates more productivity, 
which is the cornerstone of true economic wealth. Throughout our history, we have led the world 
because of our willingness to invest in new ideas, new opportunities, and people. This has helped us 
create the world's largest and richest economy. We will always reap the reward of investment today, 
but the United Stales must become a nation that saves and invests for the future if it is to remain the 
world's economic leader tomorrow. 

A New Direction for U.S, Tax Policy: Towani A More Investment-Driven Policy and Economic 
Growth 

A new direction in U.S. tax policy is needed to ensure that American businesses, particularly 
entrepreneurial small businesses, will be free to create the growth and jobs our nation needs. 
Maintaining or levying higher taxes on investors and investment is contrary to the national objective 
of long-term economic growth and employment. That is why we need an investment-driven tax 
policy, one that will promote investment by lowering taxes on profits and creating more capital 
formation for increased investment. 

Small business owners are leading the nation in economic growth and job creation. Yet, the 
tax code offers very little help in the form of incentives that would assist small business owners in 
creating more jobs and growth through investment. It is important to remove additional disincentives 
to investment. A new direction in U.S. tax policy would recognize that the sole purpose of tax policy 
is not only to fund government services and programs, which is merely a collection of revenues, but 
that an equally important priority is to encourage investment that will contribute to economic 
growth, job creation, and prosperity for all Americans. 

We must encourage Americans to save more to promote capital formation for investment in 
growth and jobs. We must remove the disincentives for savings that lead to consumption of income 
and instead provide incentives for Americans to save more of their income. Ideas such as American 
Dream Savings accounts, as proposed in the Contract with America, take a step in the right direction 
toward creating an enviroruncnt in this country that will encourage savings. Unless Americans begin 
to save more, American btisinesses will continue to pay the price for the high cost of capital and this 
price will be refleaed in lower levels of productivity, less economic growth, and fewer jobs for all 
Americans. Lowering the capital gains tax rate and adjusting gains for inflation would help increase 
investment. This would create large pools of capital for companies - both start ups and existing 
companies - to tap for economic growth. It would also create a tremendous potential for enormous 
economic expansion, for risk-taking, and for new technological development, all of which we need to 
become more competitive with foreign countries. Congress needs to remove the obstacles, the barriers 
in the tax code that make it more attractive to consume income rather than to save and invest it. 

We need to provide additional incentives for entrepreneurs to invest in their businesses and to 
recover the full and real cost of their investments. At present, small business owners who invest in 
their companies are unable to recover the full cost of their investments in depreciable property because 
inflation erodes the present value of their investments and the time value of money is not accounted 
for in current write-offs. It is important to remove these obstacles to increase investment. 

Disincentives for savings and investment that are ingrained in our current tax code must be 
replaced with incentives for savings and investment. This will put our nation on a path of growth and 
economic security in the years ahead. 

THE JOB CREATION AND WAGE ENHANCEMENT ACT 
Cutting Capital Gains and Indexing Them for Inflation 

The House Republican Contract with America includes three capital gains incentive 
provisions: (1) a 50 percent capital gains deduction, (2) indexation of capital gains for inflation, and (3) 
allowing homeowners who sell their homes at a loss to deduct that capital loss. The 50 percent capital 
gains deduction and the home sale capital loss provision would apply to sales on or after January 1 , 
1995. The capital assets indexation would apply to inflation (and sales of assets) after December 1 . 
1994. 

Fifty Percent Capital Gains Deduction 

The bill would allow taxpayers - both individual and corporate - to exclude one-half of capital 
gains from income tax, with the effect of cutting the capital gains tax rate to one-half the rate of 



1078 


ordinary income, which currently is capped at a rate of 28 percent. The new effective capital gains tax 
rates would be 7.5 percent, 14 percent, 15.5 percent, 18 jxrcent, and 19,8 percent for individuals, 
depending upon the individual’s lax bracket. Corporations would be subject to a top effective lax rate 
of 17.5 percent. The measure would not change the 1-year holding period requirement for long-term 
capital gains. 

The 50 percent capital gains deduction would be taken against gross income. This change 
would ensure that the excluded half of the capital gain would not increase Adjusted Gross Income 
(AGI). Because capital gains are currently included in AGI, many taxpayers must forfeit personal 
exemptions and itemized deductions if they are above certain income thresholds. This change would 
have the effea of reducing the effective tax rate on capital gains by easing the impact of the personal 
exemption phaseout and the limitation on itemized deductions. 

The capital gains deduction would not be a preference under the Alternative Minimum Tax 
(AMT). Therefore, the 50 percent deduaion would be excluded from the AMT. This exclusion helps 
taxpayers avoid another tax rate on capital gains. 

The bill would also reinstate the pre-tax Reform Act of 1986 rule for capital losses: only one- 
half of net long-term capital losses, to the extent that they exceed net short-term capital gains, would 
be deductible. 

Capital Gains Indexation 

The bill would halt the practice of taxing individuals and corporations on inflated capital gains. 
Under current law, taxpayers must pay capital gains taxes on the difference between an asset's sales 
price and its basis (the asset's original purchase price, adjusted for depreciation and other items), 
although the increase in value may be the result of inflation and not real gain. The measure calls for 
increasing the basis of most capital assets to account for inflation after 1994. Taxpayers would be 
taxed only on real, not illusory, gains. 

Loss on the Sale of a Home 

Under the bill, taxpayers who sell their principal residence at a loss may deduct that as a capital 
loss. Current law does not allow homeowners who sell their homes at a loss to take this deduction. 

Why a Cut in Capital Gains Is Needed and Why Gains Should be Indexed 

Capital is the lifeblood of enterprise and economic growth, yet too often risk-takers •• 
energetic entrepreneurs with promising ideas and practical dreams - encounter obstacles in obtaining 
the capital they need to launch a new venture. Even well-established business owners - with strong 
track records and profitable companies - can run up against the same problem when seeking additional 
sources of financing to expand their operations. Our nation's future success depends on entrepreneurs 
and small business owners who can help fuel and drive our economy. They create our jobs and 
contribute to our growth and prosperity. But without the capital to start and expand businesses, they 
cannot succeed and ultimately we will all pay a price for their lack of success. It is time that Congress 
address the need for increased capital availability within the context of efforts to encourage increased 
business formation and expansion through investment. The current tax treatment of capital gains is an 
obstacle to the formation of additional capital that enti^reneurs must have access to for investment in 
growth and jobs. 

The Effects of Taxing Capital Gains 

Reduced Savings and Its Effect on Capital Formatio n and Investment 

Subjecting capital gains to taxation penalizes those who save and invest, forcing them to pay 
lax not once but twice on the same income. From the standpoint of tax equity, the capital gains tax is 
punitive and discriminatory. High tax rates on capital gains tend to discourage savings because they 
lower the after-tax rate of return on savings. Such rates can distort individual decisions about savings. 
Faced with a choice between saving income - with a lower rate of return later - or spending it now, 
many Americans elect to consume income now rather than defer future consumption through savings. 
Since savings is essential for capital formation, the individual preference for current consumption, as 
compared to saving for future consumption, stymies capital formation. Reduced availability of capital 
equates to lower levels of investment in business startup, plant and equipment as well as in labor, with 
the consequence that productivity suffers and workers' wages can drop. 

Decreased Risk-taking and Investment 

High capital gains tax rales discourage venture capital and risky investments and harm small 
firms and new enterprises. These investments are critical to our nation's growth and economic 
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success. Over the last several years, entrepreneurial small companies have contributed to and 
accounted for nearly all of the economy's growth and job creation. Growing and emerging new 
companies need steady infusions of risk capital to nurture, support, and sustain expansion. 
Entrepreneurs need investors to buy stock and to invest in their companies. But investors will only 
commit their capital to such investments if they can be assured of a fair and reasonable return on their 
investment. 

The taxation of capital gains acts as a significant drawback to riskier investments in new 
startup companies or those undertaking expansion. A lower capital gains tax rate would help channel 
more capital into new and growing small entrepreneurial companies - the nation's leading source of 
economic growth and job creation. This, in turn, would create a tremendous potential for increased 
economic expansion, encouri^e risk-taking on a larger scale, spur innovation, boost productivity, and 
add more Americans to company payrolls. 

The Threat to U.S^CQmpetitiveness 

Higher capital gains tax rates undermine U.S. industrial competitiveness and threaten to 
challenge our longstanding role as the undisputed economic leader of the world. Capital is the key 
ingredient of investment and investment fuels growth and expansion; however, when capital costs too 
much, investment declines and productivity and economic growth suffer. Higher capital gains rates 
tend to discourage savings and investment, raising the cost of available capital. The effect of higher 
capital costs - either because of reduced supply or increased demand - is lower levels of investment in 
plant and equipment, technology, and labor. As a result, goods and services that are produced under 
this scenario cost more to produce. These costs must be reflected in higher consumer prices, making 
products less price competitive in the marketplace. 

The United States already faces significant competitive challenges around the globe. In many 
cases, our competitors benefit from more favorable lax treatment of capital gains and savings, 
combined with lower labor, raw materials, and overhead costs, as well as reduced regulatory and 
paperwork burdens. This strengthens their advantages and increases their opportunities in the 
marketplace. Congress needs to stimulate business investment in technology, plant and equipment, 
and people to maintain our technological superiority, boost productivity, and increase our global 
competitiveness. That is why a lower capital gains tax rate is needed to reduce the cost of capital and 
to increase its availability. 

Locking in Investors and Investments 

Investors who contemplate selling assets or changing their investments understand the effect 
capital gains taxation has on anticipated profits from asset sales. They must weigh whether the 
expected return from the sale of an asset will result in a desired profit after the capital gains tax has 
been levied. When it is clear that the profit is less than expected, investors will generally for go or 
postpone the sale of an asset. This phenomenon of investors holding onto assets because the expected 
net return derived from the sale of an asset after the payment of capital gains tax is less than desired is 
known as the "lock-in" effect. 

Taxing capital gains often saddles investors with assets they do not want but cannot afford to 
liquidate because of the undue financial consequences. This can cause capital to idle in non-productive 
assets. Moreover, the lock-in effect deters the redeployment of capital to more useful and productive 
investments. Since the lock-in effect caused by higher capital gains taxation can distort behavior, 
many investors seek out investments that will minimize tax liability. In such cases, tax avoidance 
becomes a major strategy in considering investments, rather than pursuing investments that make 
good economic sense and, while riskier than others, also provide higher rates of return. 

Lowering capital gains taxes would unlock a huge amount of wealth in homes, land, farms, 
stocks, bonds, and other assets; and free investors to pursue new investments. Simultaneously, ti 
would generate new revenues through increased realizations of capital gains. 


[nflation 

Of all the negative effects of taxing capital, perhaps none is more pernicious or harmful than 
inflation. The current tax treatment of capital gains is discriminatory and confiscatory, since taxes are 
paid on inflated and illusory, not real and actual, gains. Inflation erodes gams. Under current law, 
capital gains taxes are applied to nominal gains, which are gains that are not adjusted for inflation. 

This means that the effective tax rate on real capital gains is actually higher than the current prescribed 
legal rate. Since the appreciation in value of most assets, particularly those held for longer periods, is 
attributable to inflation, taxing nominal gains destroys the wealth of entrepreneurs, individuals, and 
families. 

Capital gains must be indexed for inflation to halt the taxation of gains based solely on 
exaggerated values. This would help investors who currently avoid selling assets to take advantage of 



1080 


higher risk investments - the chief source of economic growth. Further, it would allow investors to 
buy assets based on their true merits without regard to the effea of inflation on future returns or plan 
sales of assets based on artificial holding periods. Indexing capital gains for inflation also would help 
small business owners who want to sell assets to create or expand a business or sell their company. 

In Defense of a Capital Gains Tax Cut: Answering the Critics 

Critics of reducing the rate of capital gains have attacked the proposal on many fronts. 

Argument: A Capital Gains Tax Cut, Only Helps the Rich 

Many charge that cutting the capital gains rate will disproportionately benefit taxpayers in 
higher income brackets. They contend that at least half of the direct benefits of a cut in capital gains 
will go to the top two percent of taxpayers nationwide. Opponents are concerned that this will result 
in a windfall to America's richest individuals and corporations at a tune when there is a growing 
disparity between the country’s rich and poor. 

Underlying much of the opposition to reducing the capital gains tax is a false belief about our 
economy: that is, if one individual wins, the other must lose. Investors who save and invest their 
income and plough it into productive investments not only help themselves, but also countless more 
who share in the benefits from the initial investment. The direct benefits of investments include 
economic growth, increased productivity, new jobs, higher wages, and improved living standards, to 
say nothing of additional revenues that government realizes. Thus, investments produce a strong 
multiplier effect within the economy, helping investors and those who are beneficiaries of their 
investments. To paraphrase President Kennedy, 'a rising tide of investment lifts all boats. ' But when 
higher capital gains taxes punish investors by devouring the value of their investments or diluting 
them through the taxation of inflated gains, they respond by saving and investing less. Ultimately, 
their reluctance - or refusal - to save and invest huns the economy and everyone in it. 

If Congress wants to create more jobs, expand the economy, improve income and wage 
opportunities, it must encourage more investment. To foster greater investment, Congress must first 
remove the disincentives to savings and investment - for rich, middle-class, and lower middle-class 
investors alike. Individuals respond positively to investment incentives, but they react negatively and 
predictably to investment barrien such as higher capital gains rates. Congress must create incentives 
for risk-taking, job creation, and expansion. Lowering the capital gains rate is a first step. This reform 
would help all income classes because it would improve the economy’s performance and growth 
potential, It is a tenet of sound economic policy that economic growth increases when the cost of 
activities that foster it are lowered. 

Critics of lowering the capital gains tax deride it as a boon to rich taxpayers. They labor under 
a false assumption; namely, that all those who pay capital gains taxes are rich. Low- and middle- 
income taxpayers bear a significant share of the cost as well. The reality is that many Americans with 
limited incomes have investments in stock, rental properties, and small businesses. They face the 
capital gains tax when they sell such assets. Michael Schuyler, Ph.D., of the Institute for Research on 
the Economics of Taxation, found that; 

Most distributional tables purporting to show who pays the capital gains tax 
overstate the wealth of people with capital gams because they include in a taxpayer’s 
income the entire capital gain in the year in which the person realizes the gain. Since gains 
are typically realized irregularly, people tend to have unusually high incomes in the years 
when they realize their gains. A better measure of income is found by averaging the gains 
over several years' before adding them to income. And these correaed tables indeed show 
that the middle-class forks over a significantly higher share of the capital gains lax than 
IS usually acknowledged. In addition, as politicians in Washington have sought higher 
taxes to finance more government spending, they have frequently found it convenient to 
redefine "wealthy" at lower and lower income levels. 

Cut The Capital Gains Tax To Help All Income Classes 
IRET Byline. September 22, 1989 No. 79 

A high capital gains tax rate should not be used to extract more taxes from income earners in 
the top tax brackets any more than it should be used to punish those who are in lower and middle- 
class income brackets. Lowering the tax on capita] gains has the potential to help Americans in all 
income classes by sparking greater growth in the economy. 

Argument: A Capital Gams Tax Cut Will Break the Treasury and Increase the Deficit 

Opponents of a lower capital gains tax rate maintain that reducing the r.Ue could c.iuse the 
budget deficit to rise unless Congress offsets the tax cm with spending cuts. They say that Congress 
must find the cuts or risk further interest rate hikes by the Federal Reserve. Opponents also argue chat 
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a cut would kill prospects for improved economic growth that Republicans say they want to stimulate. 
The Congressional Joint Committee on Taxation estimates that the Republicans’ proposed capital 
gains tax cut would cost $56 billion in lost tax revenue over the next five years. After that, it predicts, 
the cost of a capital gains tax cut would rise, mostly due to proposed adjustments in future capital gains 
to offset inflation. Opponents point out that Congress cannot dismiss the fact that the $160 billion 
deficit will begin rising again next year, and that the costs of the capital gains tax cut would add to that 
cost without offsetting spending cuts. 

Republicans have vowed to cut spending to make room for the cuts they propose. The capital 
gains tax cut will not be a revenue loser as critics contend; in fact, it could prove to be a net revenue 
gainer. Mr. Gary Robbins, President of Fiscal Associates Inc, a leading proponent of dynamic 
estimating, predicts that the capital gains tax cut would produce $126 billion in new revenues by 
fostering widespread economic growth. We believe this could result in a windfall to the U.S. 

Treasury. A lower capital gains rate could boost tax revenues by encouraging investors to realize their 
gains sooner. A cut would encourage investors to liquidate assets and put their money into productive 
investments to such a degree that the cost of a capital gains tax cut would pay for itself in higher tax 
revenues later. 

Critics say this is an unproven economic hypothesis. Yet, Warren T. Brookes, a respected 
journalist and economist, recounts in his book, The Economy in Mindy that the opposite is true: 

When the top marginal tax rate on capital gains was 46% (1946*63), or nearly 
double Mellon's maximum range of 25%, the taxes paid on capital gains steadily declined 
from 1961 through 1963. Then, as a result of the Kennedy across-the-board tax cut of 
1963-64, the top marginal tax rate on capital gains was reduced from 46% to 35% - a cut 
of 24%. The revenues from this tax steadily rose, by 25% in 1964 and 27% in 1965. By 
1968 they had nearly tripled in constant dollars, at a substantially lower marginal tax rate. 

Unfortunately, this growth in capital gains and investment was hit hard, first by 
a surtax in 1968-69, and then by an increase on capital gains put through by Senator 
Edward M. Kennedy in 1969, which had the effect of raising the top marginal lax on 
capital gains to its highest level in U.S. history, 49% in 1970. The results were 
immediately destructive. Tax revenues from capital gains plummeted, and over the next 
eight years remained consistently at a level nearly $1.5 billion lower than they were in 
1968. 

Within a year of this tax increase, the entire equity capital market for small 
companies {which account for over 80% of all new jobs and 65% of new inventions) fell 
apart; and it continued to disintegrate over the next eight years. In 1969, before the tax 
hike, there were nearly 700 new stock offerings by small companies, with a total 1980 
value of nearly $3 billion. But by 1977 this equity market had shriveled to only 13 
offerings and less than $55 million - a compound annual decrease of nearly 40%, the 
worst collapse in equity sales in modern U.S. history. 

For all intents and purposes, Senator Kennedy’s innocent little tax hike had 
virtually killed off the small-business equity market and countless thousands, even 
millions, of jobs along with it. 

The Economy in Mind, pp. 59-61 

Later in the same chapter, Brookes describes the effort involved in trying to reverse the 
increase on capital gains. 

It was perhaps the best illastration of the Laffer Curv-e in action - so good, m fact, 
that a young Republican congressman, the late William Steiger of Wisconsin, decided in 
1977 to try to convince an overwhelmingly Democratic Congress to repeal this massive 
mistake [sic: Senator Edward Kennedy's bill to raise capital gains] by showing his 
colleagues that as much as half of the new equity capital for the nation's fast-growing high- 
technology industries was, by now, coming from overseas rather than from our own 
equity markets. 

The dramatic fall, both in capital-gains tax revenues and in equity-investment, 
convinced the Congress to turn down President Carter’s own surprising plan to increase 
the capital-gains tax rate still further (to 52.5%) and instead to adopt Congressman 
Steiger's amendment, which cut the rate from the 49% level down to 28% - a 43% tax 
reduction. 

The Carter administration, in an unsuccessful attempt to block this bold move, 
had warned that the Steiger Amendment could reduce Treasury revenues by more than 
S2 billion during the first year. Instead, the Steiger cut actually raised capital-gains tax 
revenues modestly in 1979, the first year following the 43% reduction, as the number of 
new equity offerings suddenly jumped from 20 per year to 81 in 1979. Then, during 1980, 
a recession year, 237 companies offered stock to the public for the first lime (the greatest 
number since 1972) and sold SI. 4 billion in shares -• a huge increase from the 81 new 
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companies chat had sold $506 million in 1979. 

The Economy tn Mind, pp. 61-62. 

NBOA Position on Cutting Capital Gains and Indexation 

The National Business Owners Association strongly supports the capital gains tax cut and 
indexation provisions contained in Job Creation and Wage Enhancement Act as introduced and as 
originally proposed m the Contract with America. We asked our members in a survey whether they 
would favor a capital gains tax cut. Respondents overwhelmingly expressed support for legislation to 
reduce the rate of taxation on capital gains. NBOA believes that the capital gains relief incentives 
included in the bill will create a climate that will encourage investment; promote increased growth in 
the economy, jobs, and wages; and strengthen U.S. competitiveness. 

Neutral Cost Recovery 

The House Republican Contract with America includes a neutral cost recovery proposal. This 
proposal would increase depreciation deductions to approach the economic equivalent of expensing. 
Currently, the tax code does not allow businesses to recover fully (on an economic basis) the cost of 
investments in depreciable business property. The proposal would increase depreciation deduaions to 
account for inflation and the time value of money. The neutral cost recovery provisions would 
generally apply to property placed in service after December 31, 1994. 

Current law prohibits company owners from taking an immediate write-off for the 
investments they make in depreciable assets such as plant, equipment, and other assets. Consequently, 
they must spread the write-offs over longer periods. This practice hurts small business owners in 
several ways. It reduces the real present value of the write-offs since they do not account and 
compensate for the twin effeas of inflation and the time value of money. By not allowing business 
owners to factor in the costs of inflation and the time value of money and to adjust their write-offs on 
depreciable property to reflect these costs, business owners are unable to recover the full costs of their 
investments. 

Under the neutral cost recovery proposal in the Job Creation and Wage Enhancement Act. 
businesses would be allowed to recoup the cost of their investments. The plan would allow companies 
to adjust their depreciation write-offs yearly by applying a 3.5 percent discount rate and the rate of 
inflation. This would make the write-off amount equal to the full purchase price of an asset. 

NBOA Position on Neutral Cost Recovery 

The National Business Owners Association strongly supports the neutral cost recovery 
provisions contained in H R. 9. This bill will give entrepreneurs a powerful new investment 
incentive, allowing them to recover the full value of an investment in new machinery, equipment or 
technology over the useful life of an asset. Moreover, these changes recognize the importance of 
capital to small business and its ability to invest for future growth. We believe further that this 
provision will exert a positive influence on investment and wages as it seeks to correct an inequity m 
the current tax code that harms small business. These changes will also help promote rapid economic 
growth by spurring increased investment. We believe that such growth will fuel business startup and 
expansion, as well as spark new job creation. 

Increasing the Expensing Level for Small Business 

The House Republican Contract with America also proposes an increase in the amount of 
property that a small business can "expense" or deduct m the year of purchase. Current law allows a 
small business (a business purchasing $200,000 or less of eligible property) to take an immediate 
deduction on the first 517,500 of property it acquires. Remaining property is generally subject to 
regular depreciation rules. The proposal would allow small businesses to fully deduct an addiiion.il 
S7,500 from each year's earnings for purchases of equipment and inventory up to $25,000, compared 
with $17,500 now. The provision would be in effect for taxable years beginning after December } I , 
1995. 

Expanded w rite-offs for investments m plant and equipment for small business are needed i > ' 
ensure that small firms have access to capital to invest in growth and expansion. Entrepreneurs neei.1 to 
invest today for the future and long-term investment must be nurtured. Yet, the present tax trcainit lu 
of investments in plant and equipment has not favored long-term investment as it should nor has n 
favored the investments of small business men and women who are driving our nation's grotv ih. 

NBOA Position on Increasing Expensing for Small Businesses 

The National Business Owners Association strongly favors the proposal to increase the 
expensing amount for small businesses as contained in the Job Creation and Wage Enhancemeni .Act. 
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This legislation provides an important investment incentive for small business owners, while enabling 
them to recover more of the cost of their investments. This, in turn, will increase the availability of 
additional capital for future investment. 

Clarifying the Home Office Deduction 

H.R. 9 would clarify the home office deduction by making two changes. First, an office in the 
home would qualify as a principal place of business if the office is the location where the taxpayer's 
essential administrative or management activities are conducted on a regular basis by the taxpayer and 
the office is necessary because the taxpayer has no other place to perform those activities. Second, 
qualifying home office expenses would also include those allocable to the storage of product samples. 
The changes to the home office deduction generally would be effective for taxable years beginning 
after 1995. 

The home office deduction was restricted by a 1993 U.S. Supreme Court decision in 
Commissioner v. Soliman, when the court denied certain deductions and imposed two additional tests 
for determining eligibility for deductions. To qualify now, a business owner must: meet clients or 
customers in the home office; and second, earn the firm’s revenue there as well. The Soliman decision 
penalizes many small business owners because they choose their homes as their business location 
rather than a store front, office building or industrial park. This ruling fails to recognize the 
fundamental realities of American business today, including its changing nature; how, when, and 
where business is conducted; as well as the needs of entrepreneurs who are leading our economy. 

The bill would restore the deduction for home office expenses to ^re-Soliman law. Taxpayers 
would not be required to meet the criteria determined by the Court. Rather, the bill allows a home 
office to meet the definition of a principal place of business if it is the location where essential 
administrative or management activities are conducted on a regular basis by the taxpayer. To avoid 
potential abuses, the bill would require that taxpayers have no other location for the performance of 
the administrative or management aaivtties of the business. 

The home may be the best incubator for fledgling businesses that are struggling to survive and 
succeed. Few new small business owners, if any, can afford the luxury of rented office space. That is 
because a major problem facing new enterprises is cash flow. Many entrepreneurs launch new firms 
on a shoestring budget, enduring long hours, limited resources, and lean or no profits before they 
become successful. For these business owners, the home office deduaion can boon the chances that 
the company they have started and worked hard to build will be a success. That is why the loss of the 
deduction represents a major blow to those whose success often hangs in the balance and hinges on 
caking advantage of every break that can keep a company financially afloat and growing. 

The Soliman decision ignores the changing face and needs of business. The advent of advanced 
and ever-improving computer and telecommunications technology has empowered millions to work 
from their homes. Entrepreneurs are no longer tied to an office or to a store front. Now, thanks to 
technology, they can work from their homes. Technology has changed the way we think, 
communicate, work, and do business - and where we do these things. New technologies are 
revolutionizing business and helping us realize huge improvements in productivity and service. As 
technology becomes cheaper due to innovation, more Americans can afford to work for themselves 
and from their homes. U.S. tax policy should not discriminate against home businesses because a 
taxpayer chooses to operate a business out of the home. 

NBOA Position on Clarifying the Home Office Deduction 

The National Business Owners Association strongly supports efforts to restore the home 
office deduction. Restoring the home office expense deduction could affect between 20 and 40 million 
Americans who work from their homes. 

Increasing the Estate Tax Exemption 

The Contract with America would raise the estate and gift tax exemption equivalent to 
$750,000. The current $600,000 exemption has not been increased in several years and has been 
eroded by inflation. The increase in the exemption would be phased-in. The exemption would be 
$700,000 for estates of persons dying, or for gifts made, in 1996. The exemption would be $725,000 in 
1997 and $750,000 in 1998 or later. The $750,000 exemption amount would be indexed for inflation. 

Estate taxes arc hurting family-owned businesses, especially smaller firms. Funds that could be 
retained in a business to invest in growth and create jobs are going to pay taxes on the assets of the 
deceased owner or the owner who desires to exit his or her firm and hand over control to the ne.\t 
generation. The accounting firm of Arthur Andersen estimates that the transfer taxes on business 
assets above the current $600,000 exemption range from 38 percent to 60 percent, depending on 
amount. Surviving family members frequently must sell part of the company to pay the estate taxes. 
According to Mr. Drew Mendoza, program director of the Family Business Center at Loyola 
University-Chicago, meeting this tax burden forces many family businesses into sale or foreclosure. A 
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survey found that nine of 10 family successors' businesses failed shortly after the original owner's 
death, due to the difficulty of paying estate taxes. Seventy percent of all family businesses will not 
succeed to the second generation and only 13 percent will make it to the third generation. 

According to a recent research study conducted for Massachusetts Mutual Life Insurance 
Company, 57 percent of owners say they intend to pass on their ownership positions to a close 
relative. This represents an eight percent drop-off from the 1993 study, when 65 percent of those 
surveyed said they intended to keep the business in the family. It is an alarming statistic, and points to 
a possible disturbing nationwide trend; we are losing family-owned businesses. Higher estate taxes 
may be the culprit or only a single factor contributing to the decline of America's family-owned 
businesses. These firms are important to our nation's economy. It is estimated that there are 10 
million to 12 million family-owned businesses nationwide. These companies may account for as much 
as half our gross national product and 60 percent of all wages paid. 

With all the daunting challenges and obstacles already facing small business owners, the tax 
code should not add to the burden of family business owners by making it more difficult for them to 
keep their companies in family hands. We need to preserve family businesses by removing obstacles ~ 
such as higher estate taxes - that threaten their prospects for continued survival and success. 

The last estate tax reform occurred in 198L when the high inflation of the 1970s forced 
Congress to alter the existing law. The tax rate was reduced from 70 percent to 50 percent, the tax 
exemption was raised from S200,000 to $600,000, and further taxes were deferred on the portion of the 
estate the spouse inherited. These changes were only adequate for a short time. Small business owners 
say the current rate has not kept pace with the state of the economy and they need to be overhauled 
again. 

NBOA Position on Raising the Current Estate and Gift Tax Exemption 

The National Business Owners Association strongly supports raising the current estate and gift 
rax exemption to $750,000 and adjusting it for inflation. This change will help ease the burden of 
estate taxes for many small business owners, keep family firms financially stable, and preserve them 
for generations to come. 

CONCLUSION 

We appreciate this opportunity to offer our views on the tax and investment incentives 
contained in the Job Creation and Wage Enhancement Act. These incentives will set the stage for a 
new American era of economic growth led by small business owners. The real growth in all major 
economies worldwide is coming from smaller, more entrepreneurial companies. That is especially true 
of the U.S. economy. The importance of entrepreneurs and small business owners to the economy 
cannot be underestimated. They drive the American economy, fueling its growth, adding new jobs, 
and creating wealth. 

Congress must help unleash the entrepreneurial spirit to spur economic growth and encourage 
individuals with promising ideas and the courage to take risks to start and expand businesses. Too 
often government creates obstacles to growth as it has with disincentives for savings and investment. 
Small business owners deserve policies that promote economic growth - policies that reward, not 
punish, risk-taking and hard work. The tax and investment incentives in the Contract with America 
are a bold and promising step in the right direction. 

Mr. Chairman, we look forward to working with you and the Members of this Committee 
over the coming months to develop and enact the policies that will help America's nearly 22 million 
small business owners bring about a new American era of economic growth and prosperity. 
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TESTIMONY OF JOHN C. QOC»}MAN 
NATIONAL CENTER FOR POLICY ANALY9S 


The Individual Retiiement Account program, first established by the Pension 
Refonn Act of 1974, was one of the most successful programs ever adopted. People could 
make tax-fiee contributions to an IRA and pay the taxes at the time of withdrawal. By 
1984, 15.4 million taxpayers were depositing $35.8 billion per year in IRAs. Studies by 
Professors Steven Venti of Dartmouth, David Wise of Harvard, Glenn Hubbard of 
Columbia and Jonathan Skinner of the University of Virginia clearly showed that IRAs 
increased the rate of personal saving. Their studies showed that as much as 80 cents of 
each dollar deposited to IRAs represented new savings. If we assume that the average 
depositor was in the 35 percent income tax bracket, for each $I increase in the federal 
deficit more than $2 of new savings was added to the credit market. Thus IRAs financed 
an increase in private investment which led to increased tax revenues that offset government 
deficits. 

The Drop-off in IRA Contributions. The Tax Reform Act of 1986 removed 
many of those who had been making tax-free IRA contributions from eligibility. It limited 
the tax-free contribution to people with no employer-provided pension or to individuals 
with incomes of less than $25,000 and couples with incomes of less than $W,000. The 
1986 act dramatically reduced marginal tax rates, making tax advantages of IRA 
contributions less attractive. As a result of these changes; 


• The number of people making annual IRA contributions dropped from 15.5 
million in 1986 to 6.4 million in 1988 — a decrease of almost 60 percent. 


• The total amount contributed to IRAs each year dropped from $37.8 billion in 
1986 to $12.0 billion in 1988 — a decrease of almost 70 percent. 

The NCPA estimates that 45 to 50 percent of the decline in IRA participation was 
due to the income limits. The remaining chop in participation was due to the drop in 
marginal tax rates. In general: 


• The average marginal tax rate for IRA contributors dropped from 27. 1 percent 
in 1986 to 19.1 percent in 1988. 


• As a result, the value of the tax advantage ass(x;iated with IRA contributions fell 
by 35 to 40 percent. 


Backended IRAs. The House Republicans’ Contract With America proposes a 
new IRA — one that is “backended.” Instead of making tax-free deposits and paying taxes 
when funds are withdrawn, with these accounts people would make aftertax deposits and 
tax-free withdrawals. Moreover, before age 59 1/2, funds could be withdrawn without 
penalty if used for the purchase of a first-owner occupied home, college education 
expenses, medical costs or insuraice for long-term care. For two years, people bolding 
traditional IRAs would have the option of cashing them out without penalty, paying taxes 
and transferring the funds to backended IRAs. 


Why are backended IRAs attractive? If tax rates arc the same over a person’s life, 
paying taxes before making deposits or after making withdrawals are equally attractive — 
that is, the present values of front-ended and backended IRAs are the same. But lax rates 
will not remain constant. When IRAs were introduced, most American workers could 
expect to be in a lower tax bracket after they retired. Hence, it made sense to avoid taxes 
during the working years and defer them until retirement. With the passage of the Social 
Security benefit tax in 1983, an increase in 1993 in the amount of the benefit subject to tax 
Md the reduction in marginal tax rates passed in 1981 and 1986, the traditional assumption 
is not necessarily true. Many workers who today are in the 15 percent income tax bracket 
will be in the 28 percent bracket by the time they retire. The Social Security benefit tax can 
further incre^e their marginal tax rate to 52 percent. The backended IRA addresses the 
problem of higher marginal tax rates for the elderly by providing for aftertax deposits 
during the working years and tax-free withdrawals later. 
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With backended IRAs there is no initial tax revenue loss. Revenue would increase 
in the short run because people who have IRAs now would transfer funds to the backended 
IRAs and pay regular taxes on the amount transferred. Critics argue that there would be 
long-run revenue losses from future tax-free withdrawals. However, Professor Martin 
Feldstein of Harvard has countered that the backended IRA increases long-term 
government revenue because, like a current IRA, it increases saving, which increases the 
size of the capital stock, which increases output and taxable income. 

Another advantage to the backended IRA is its treatment of capital gains income. 
Under current law, assets held for many years are taxed on increases in value due to the 
effects of inflation alone. Because all income is tax free at withdrawal, capital gains in a 
backended IRA would not be taxed, making growth assets particularly attractive. 


NCPA Senior Fellows Aldona Robbins and Gary Robbins have estimated the 
economic effects of the backended IRA proposal for TaxAction Analysis. They conclurle 
that the measure would result in a reduction in the overall marginal tax rate on capital by 0.6 
percent and a reduction in the aftertax cost of capital to investors of O.S percent. The 
Robbinses further estimate: 


• By the year 2000, annual gross domestic product would be $18 billion higher 
than otherwise. 


• The proposal would create 42,000 new jobs. 


• The federal government would gain $58 billion in adtlitional revenue between 
1995 and 2000. 

The proposed expansion of IRAs is good for everybody. It will provide the 
average American an incentive to save more. It will produce more money to fuiance capital 
investment, economic growth and jobs. And it will increase tax revenue, both because of 
the initial transfer of fuinds from existing IRAs to backended IRAs and b^ause of the 
increased output of goods and services. 
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TESTIMONY OF THE 

NATIONAL FEDERATION OF INDEPENDENT BUSINESS (NFIB) 


The National Federadon of Independent Biuineaa (NFIB) appreciates the opportunity to 
submit tesdinony on the issue of allowing a tax deduction for a home based business. NFffl is 
the nation’s largest small business organization representing over 600.000 small business owners 
from all fifty states. The typical NFIB member has five employees and has $2S0,(X)0 in gross 
annual sales. NFIB sets its public policy positions through regular polling of its membership. 

A provision clarifying who is able to take a tax deduction for a home based office or 
business is one of the sm^ busiiiess tax items included in the Contract with America. 

The economic goals of the Contract with America - less taxes, less spending, and less regulation 
- are what small busiiiess ownen have wanted for yean, as diown over and over again in NFIB 
surveys. In 1986. small busmeu ownen identified their federal tax butden as the third biggest 
problem feeing their businesses, according to a study done in that year by the NFIB Education 
Foundation entitled Smatt Business Problems and Priorities. Then, a follow up study published 
in 1992 showed federal taxation moving up to the second biggest problem faced by small 
ennployen. second only to the rising cost of health insurance.. And in the most recent study 
compleled by the NFIB Education Foundation in October of 1994, entitled Small Business 
Economic Trends, small busiiiest ownen identified their lax burden as the number one problem 
fedng their hnsiitrsats. 

S«aB baaiiMa has a hage Make in the outeome of the dchnlc on the fax dements of 
the Contract It is equally true that America as a ivhole has a huge stake in how small business 
feres in whatever lax and econom i c legislation this Congress passes. Evidence continues to 
suggest clearly that tnnall business plays a unique and rather remarkable role as a job creator and 
provider of posonal opportunity, security and indep en dence for millions of Americans. Consider 
the following: 

Jobs. Since the early 1970s. small firms have created two of every three net new jobs 
in this country (created jobs minus lost jobs). A substantial majority of that job growth came 
in the very smallest films - thoae with fewer than five employees. The nation’s small business 
job machine has shown a capacity u produce in either good or tough times. From 19B9 to 1991, 
a period of mtatimal eeouoinie grolriu^ (inns with ferres’ than 20 employees craated virtually 
lU net new Jobs in the country. Firms of all other slats lost emptoyment during that period. 

Demographics. Almost all businesses are small businesses. There are approximately five 
million employers in the United Stales. About 99 percent of them are small employers. And 
almost all small businesses are very small - so-called Mom-aixl-Pop. Main Street, family 
enteiprises. More than half of businesses with employees employ fewer than five people. 
Almost 90 percent of employers employ fewer than 20. Small business as a whole employs more 
than half of the private sector workforce. Moat small firms arc not set up as C corporations, 
but as proprictonbips, partnerships, and subchaptcr S cirrporations. 


Values. Small business holds out to our citizens great hope. Small business offers a road 
map to the American dream that allows any American with a good idea and talent to follow it 
to economic freedom and security by starting their own business and working hard to make it 
a success. 

It is this culture, these values, that primarily drive people to start a business - not because 
they have money or want to make a lot of it In a 1991 NFIB Education Foundation study 
entitled New Business in America, new business owners were asked why they went into business. 
Answers such as "Use my skills," "Control over my own life," and "Build for the family" were 
all cited twice as frequently by respondents than was 'Earn Lots of Money." And having money 
to start with is not a distinguishing factor in wanting or being able to start a business and pursue 
the American dream. More than half of all businesses begin with less than $20,000 in capital. 
One in four of Inc. magazine’s 500 fastest growing companies in 1992 started with less than 
$5,000. 
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None of this should lead you to believe that surviving as a small employer is easy. To 
the contrary, it is difficult About half of all tHisinesses do not survive beyond their first five 
years. 


There are numerous reasons why businesses fail. One of them is government - 
government taxes, government red tape, government regulations, and government paperwork. 
That is why what you do here in the first 100 days of the 104di Congress is so important You 
have a unique challenge and opportunity -- an opportunity to free snull business owners and 
entrepreneurs Oom the drag of government so they can do what they do best create opportunity 
and wealth for the American people. The rest of this testimony will look at how one specific 
tax provision included in the Contract clarifying who can take the home office tax deduction, 
will encourage further small business creation, growth, opportunity and jobs. 

Backgound 

Section 280A of the Internal Revenue Code requires those wishing to take the home office 
deduction to use a portion of their home exclusively for business purposes. In addition, the 
office must be the (1) principal place of business; (2) the place used by clients or customers; OR 
(3) a separate structure on the same property as the home. Most of the conflict between the 
Internal Revenue Service (IRS) and taxpayers have focused on what constitutes a "principal place 
of business". 

Congress enacted section 280A in order to establish a less subjective, uniform standard 
for determining which offices qualify for the home office deduction. Despite this effort different 
courts began establishing a variety of tests to determine whether an office was qualified. The 
phrase "principal place of business" was the basis for most of the variations between the tests. 
Some courts adopted a "focal point" test, which looked at where the income is generated and 
where services arc provided. This test proved to be loo nanow and so some courts adopted a 
"dominant portion of the work" test to replace it. This new test would only require that the 
business perform a dominant portion of the business's activities from the home office. 


The U.S. Tax Court rejected the focal point test and the other tests and developed its own. 
Under the tax court test, the court would look at the facts and circumstances of each case and 
determine whether or not a home office was eligible for the deduction by exploring (1) if the 
office was essential to the business; (2) if the office was used for a substantial amount of time; 
and (3) if there were other locations where this work could be done. The U.S. Supreme Court 
eliminated this test in 1993 and created its own in the Soliman decision. 

The Supreme Court's Decision 

Commissioner v. Soliman involved an anesthesiologist who visited all his patients in the 
hospital and did all the paperwork at home. The Court found that he did not qualify for the 
home office deduction because he serviced his customers and spent most of his time at the 
hospital. The Court through its use of the plain English definition of the word "principal", held 
chat the hospital was Mr. Soliman's principal place of business. 

The Court decided that the IRS should determine a taxpayer's principal place of business 
by looking at all locations where a taxpayer does Ixisiness. The principal place of business 
should be determined primarily by the importance of the activities performed at each location and 
how much time is spent at each location. Taxpayers can have only one principal place of 
business. Mr. Soliman spent most of his working hours at the hospital with patients. As a result, 
the court found the hospital to be the "principar place he conducted business. 


Most of the confusion over the home office deduction is caused by the phrase "principal 
place of business." This phrase was supposed to mean that the office played a significant role 
in the running of the business. The Supreme Court, however, read the statute literally and came 
to the conclusion that a taxpayer can only have one "principal" place of business and that 
"principal place" is determined by the importance of the activities performed at each location and 
how much time is spent at each location. In other words, this location must be where most of 
the business activity takes place. Taxpayers may have no principal place of business if these 
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Supreme Court tests are not meL 

The Impact of Soliman on Small Businesses 

What does Soliman mean to small business owners who had been taking a deduction for 
their home based office or business? Consider these examples of business owners who perform 
administrative and management activities essential to their business at home but under Soliman 
are unable to qualify for the home office deduction: 

A general contractor who builds homes. At his home office this business owner pays the bills 
for his business, which includes the building materials he uses as well as other direct costs. He 
also keeps all his accounting and payroll records at his home, as well as other forms and records 
required by the government -- such as IRS 1099 forms and 1-9 forms required by Department of 
Justice. He uses his home office for his business telephone that is needed to negotiate bids. 
Under Soliman this business owner would be unable to take the home office deduction because 
his greatest amount of time is spent at the work site building homes. His revenue source is the 
homes he builds and although he is required by the federal government to keep certain records, 
he has no where else to perform these administrative duties. He currently is not allowed a tax 
deduction for his home office. 

A management consultant who conducts employee leadership seminars. This business owner 
also needs her home office to keep billing and accounting records. But in addition to those core 
administrative and management duties, she also needs a place to create, produce and store items 
for her seminars, such as handouts, training manuals, slides and videos. In order to produce these 
materials, she needs a place to read and research as well as a place to design her seminars and 
conduct other necessary technical preparation. She needs to be able to maintain a library and a 
safe place to keep her equipment - like her computer and any video equipment she owns. Under 
the Soliman decision she would have difficulty taking a deduction because the majority of her 
time is spent on site in other locations giving the actual leadership seminars. Because her main 
revenue source is outside her home office, it is not considered a principal place of business and 
so her ability to qualify for a home office deduction could be questioned. 

An interior designer who performs 95 percent of her work in other people^s homes. This 
business owner, like the contractor and consultant, also needs a home office to perform essential 
business activities, such as bookkeeping, accounung and other necessary forms of record keeping. 
Additionally, she needs a place to store these various records. Although an interior designer may 
spend 95 percent of her time out of her home office, she still must have a place to keep the 
records of time spent with each client and collect and deposit revenues in order to pay necessary 
business expenses. Like the other two business owners, she is unable under Soliman to take a 
deduction for her home office because she spends the majority of her time at other locations and 
her primary revenue source is meeting with clients outside the home office 

A Solution lo the Problem 

Since much of the controversy over who can take this deduction centers on the reference 
in Section 280A of the Internal Revenue Code to the home office deduction being taken on a 
portion of a home that is the "principal place of business," the language in the Contract addresses 
this problem by re-defining principal place of business. The Job Creation and Wage 
Enhancement Act clearly defines "principal place of business" as (1) the location where the 
taxpayer’s essential administrative or management activities are conducted on a regular and 
systematic basis; and (2) the office is necessary because the taxpayer has no other location to 
perform these administrative and management activities. 

NFIB supports this proposal. It is a big step in the right direction. We have had some 
concern that it may leave too much subjectivity remaining on criteria for taking the deduction, 
but we have been pleased with the Ways and Means Committee staff’s willingness to listen to 
these concerns and its willingness to further clarify Congress’s intent with report language using 
specific examples of essential administrative and management activities such as bookkeeping, 
recordkeeping and storage of reconJs. 

Conclusion 

This issue of who is eligible for the home office tax deduction is very important to 
continued small business creation and growth and to NFIB and its members. Home-based 
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businesses are the cradle of many successful enterprises both large and small. Home-based 
businesses will continue to increase in the information age, with fax machines and modems 
making it more feasible. In addition, a home-based business is an increasingly attractive option 
for two wage earner families in which one parent would like to be at home with the children. 
The home business path to independence arid income should not be foreclosed because of the 
ongoing controversy over how and whether such a business deducts its expenses. 
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I am Albert Hale, President of America's largest Indian tribe, the Navajo Nation. The pur- 
pose of my Statement is to urge the Committee to include in its tax and job creation legislative 
package two vitally-needed measures to help induce private sector businesses to make investments 
on Indian reservations (the most disinvesied geographic locations m America), and to facilitate the 
availability of capital toward that end 

Specifically, the Navajo Nation requests that the Committee adopt two complementary invest- 
ment mechanisms that comprise a sensible, meaningful and necessary follow-up to the reservation- 
based "Indian Investment and Employment Tax Incentives" ( i.e.. accelerated depreciation for 
propeny on Indian reservations, and an Indian employment credit) established in the Omnibus Bud- 
get Reconciliation Act of 199.'^. First, the limited accelerated depreciation investment incentive 
must now be supplemented with a more powerful incentive that is already well-known to Congress 
" the Indian Reservation Investment Tax Credit C'lRlTC'') that was previously; (i) enacted with 
bipartisan support in 1992 within a major tax bill (H.R 11) that was subsequently vetoed, fii) 
passed again by the Senate with bipartisan support in 1993 in its version of the Budget Reconcilia- 
tion Act. but (iii) removed in conference in favor of the less-valuable accelerated depreciation in- 
centive. Second, Indian cnbal leaders should be provided the tools to attract and raise capita! to 
facilitate those sought-after investments through expanded opportunities for tribes to issue bonds, 
the interest on which is exempt from federal taxation ("tax-exempt bonds"), 

I appreciate the opportunity to provide this Statement for the hearing record, and thank the 
Chairman and the Members of the Committee for their consideration of our position. 


INTRODUCTION 


Less than one month ago, thousands gathered in Window Rock, Arizona, the capital of the 
Navajo Nation, to join me on a special day — my inauguration as President of the Navajo Nation. 
Our all-day ceremony was a joyous celebration, honoring our past and our sacred traditions, yet 
at the same lime mindful of the enormous challenges in our future. Underlying the happiness, joy 
and unity of thousands of Navajo people that day was the stark reality of the challenges ahead. 

Regrettably, the challenges of our future -- a new generation of Navajo leadership -• are in 
large measure the identical challenges that have confronted and defined the futures of generation 
after generation of our ancestors; devastating poverty, unconscionable unemployment, lack of in- 
frastructure. Whether it is a "Contract With America" or a new covenant with the people, that 
contract will be illusory and the covenant will be broken unless dramatic action is taken now to 
improve the lives and living conditions on Indian reservations that are located in 32 different slates 
across America. 

Though the challenges are great, they in turn offer opportunities — to this Committee and 
this Congress - to provide the leadership that can help transform the present reality into a future 
of investment and jobs in Indian country. 
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BACKGROI'ND 


Like some of the Members of this Commiltec. and so many of your colleagues in the I04ih 
Congress. 1 share your elation al being newly-elected to my position Like you. I am filled with 
the desire, and hope, that I can serve my consliluency in a manner shat will justify the trust they 
have placed in me. And, like you, I am fully aware Uiat change is necessary, and that govern' 
ment’s role in bringing about that change must be re-exammed and re-shaped. 

Unlike any of you, however. I have the unique responsibility for improving the lives and 
prospects of the poorest of America's poor. Across the Navajo Nation - which is larger than the 
stares of Connecticut. Delaware, Maryland. Massachusetts and Rhode Island combined - our 
people live in condiitons of economic deprivation vmuaffy unknown in those states. 


At a time when the average unemployment rate in America is 4%, the unemployment rate 
in the Navajo Nation averages 38% to 50%. depending on the season. Over 56% of the Navaio 
people live m poverty , Per capita income averages $4,106. less than 1/3 of that in the surrounding 
Slates, Only a very few Navajos enjoy certain "luxuries” that are taken for granted elsewhere in 
the United States - 77% of Navajo homes lack plumbing, 72% lack kitchen facilities, and 76% 
lack telephone service. Though the Navajo Nation i.s slightly larger than West Virginia, our 2.000 
miles o1 paved roads equate to barely I \% of West Virginia's 18.000 miles. Until recently, we 
had just three banking facilities within our entire 28.500 square mile area. 


Ironically. the Navajo Nation ts perceived as one of the more prosperous of Indian tribe.s. 
Tragically, these types of living conditions are mirrored at hundreds of other Indian reservation.s 
throughout the United States, with the nationwide Indian reservation unemployment rate averaging 
56% Not in the mo.st destitute non-Indian rural areas, nor in the most decayed urban inner cites, 
nor in the Third World countries to which the United States generously provides foreign aid can 
the Members of this Committee observe chronic impovenshment and infrastructure shortfalls rival- 
ing that found at Indian reservation.s in the states of: 


Alabama 

Alaska 

Arizona 

California 

Colorado 

Connecticut 

Florida 

Idaho 


Iowa 

Kansas 

Louisiana 

Maine 

Massachusetts 

Michigan 

Minnesota 

Mississippi 


Montana 
Nebraska 
Nevada 
New Mexico 
New York 
North Carolina 
North Dakota 
Oklahoma 


Oregon 
Rhode Island 
South Dakota 
Texas 
Utah 

Washington 

Wisconsin 

Wyoming 


Listen to the words of several of your own colleagues, from both parties, who were among 
the bipartisan coalition that championed the Indian Investment and Employment Tax Incentives 
tn 1993 {and who supported the more powerful IRfTC): 


Senator john McCain : "I challenge those Members who say they want to help the poor to 
remember the Indian people, perhaps the poorest members of our society," 


Senator Pete Domenici : ’'American Indians are by far America’s poorest ethnic group " 


Senator Daniel Inouve : "The unemployment rate on the majoniy of Indian reservations is 
simply incomprehensible to the average American." 


Repre^ntativc Bill Richardson . " Nowhere -- 1 repeat nowhere •- in the United States can 
you find adverse economic conditions that nval those found consistently throughout Indian coun- 
try." 


And, as correctly summed-up by my predecessor, former FYcsidcnt Peterson Zah: 

Stated simply, there is no single group of US. citizens that -- uniformly -- is more 
economically-deprived than American Indians living on reservations; there is no 
classifiable set of locations that — uniformiy - is more deficient in infrastructure 
and job opportunities than Indian reservations. 
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INCENTIVES TO FACILITATE RESERVATION INVESTMENT 
AND CAPITAL FORMATION 


The [RITC : 

The IRITC is a powerful investment incentive for the private sector, and one that can truly 
influence business to consider Indian country for new or expanded investment. The Navajo Nation 
strongly recommends that, subject to a modification explained below, the Committee incorporate 
into its job creation legislation the identical IRITC that Congress enacted in 1992 in the vetoed 
H.R. 1 1. and that the Senate re-adopted in 1993 in its version of the Budget Reconciliation Act. 
See : fi) 1993 Senate-passed (RITC (139 CONG. REC. S8027-28 (daily ed. June 24. 1993)). (ii) 
excerpts from 1993 Budget Reconciliation Act Conference Report (H R. REP. NO. 213. 103d 
Cong.. 1st Sess. 718-23 (1993)), and (iil) excerpts from 1992 Conference Report on H R. 11 (H R. 
REP. NO. 1034. 102d Cong., 2d Sess. 45-49, 7(5-16, 721-23 (1992)) (submitted as exhibits). 

Among the positive features of that twice-passed (RITC legislation are: (1) tax credits for 
Indian reservation personal property, new reservation construction property and. significantly, reser- 
vation infrastructure investment; (2) full credits available for qualified investments on all reserva- 
tions where Indian unemployment exceeds the national average by at least 300% : (3) partial 
credits (1/2) on any reservations where Indian unemployment is between 150% and 300% of the 
national average; and (4) restrictions prohibiting availability of the credits for property used in con- 
nection with gaming activities Significantly, (he IRITC can encourage both small and large busi- 
nesses, and promote both new investments and expansion of existing businesses. 

The Navajo Nation recommends an important modification to the IRITC, The tax credit per- 
centages previously acted upon by the Congress (i.e. . 10% for reservation personal property. 15% 
for new construction property and 15% for infrastructure investment) should be made even more 
generous •• 20%, 25% and 25%, respectively. This is truly the type of powerful encouragement 
that will be required to help effectuate the reversal of decades of experience in which the private 
sector has virtually ignored Indian reservations as places to locate new investment and jobs, 

Tribal Tax-Exempt Bond Financmg : Although the Congress in recent years has cut back on the 
types/amount of tax-exempt bond financing that can be undertaken by state and local governments 
(including restrictions on issuance of private activity bonds), the limitations imposed on tribal issu- 
ance of tax-exempt bond.s have been even more restrictive (in contrast lo state and local govern- 
ments) due to 1987 amendments to the Indian Tribal GovemmeniaJ Tax Status Act of 1982. As 
a result, despite the fact that Indian reservations are the most disinvested, capital-poor locations 
anywhere in America, tax-exempt bond authority has had little, if any, positive impact in address- 
ing those circumstances 

The l(34ih Congress should move dramatically not only to loosen those restrictions, but also 
10 authorize expanded tribal tax-exempt bond issuance authority that can have an immediate effect 
in providing the capital -- for busine.ss formation and job creation — that has been unavailable at 
Indian reservations hisiorically. Toward that end. the Navajo Nation intends to forward shortly 
to the Committee legislative language that wilt allow this useful economic development tool to 
make a real difference on Indian reservations. 


THIS INVESTMENT INCENTIVE AND CAPITAL FORMATION PACKAGE 
IS ESSENTIAL FOR INDIAN COUNTRY ECONOMIC DEVELOPMENT 

While it would be convenient simply to dismiss these proposals by saying that it is too soon 
to create another set of federal tax incentives for Indian country, that response would be inappro- 
priate. short-sighted and self-defeating. Indian country cannot afford to wait for ten years while 
Congress gauges the private sector’s response to the accelerated depreciation incentive. To help 
resolve at last the extraordmarv economic deprivation that has perpetually characterized Indian 
country and plagued the people who live there, nothing short of these meaningful and effective 
new incentives will suffice 




1094 


Indeed, ihe principal weakness of the Indian Inveslmeni and Employment Tax Incentives was 
the substitution, m conference, of the less-valuable accelerated depreciation incentive for the more- 
potent IRITC That compromise resulted m an investment incentive that in all likelihood is not 
valuable enough, standing alone, to counter the inherent disincentives (primarily the lack of infra- 
siruciurej to Indian country investment. Adding a powerful new investment incentive to the exist- 
ing accelerated depreciation incentive, however, will allow both to be used hand-in-hand as tools 
to attract the attention of a national busines.s community that — by reasons of unfamiliarity, misim- 
pression.s, misunderstanding or worse — has been blind to the potential advantages of locating in 
Indian country. The IRITC will enhance the effectiveness of the accelerated depreciation incentive, 
not to mention the Indian employment credit, as an attractive draw to Indian country, (An added 
benefit is that the IRITC can be partially "paid for" to the extent of the savings from that portion 
of the value of property against which the credit is taken, and for which accelerated depreciation 
cannot be taken. 1 

One historic argument against an investment lax credit generally is that it provides benefits 
to investors for investments that would otherwise have been made even in the absence of the incen- 
tive. Of course, that argument fatls miserably when applied to an IRITC targeted solely to Indian 
country and its 56% average unemployment rate. 

As the Navajo Nation has repeatedly explained. Indian country is always at a significant dis- 
advantage when competing — even again.st the most financially-strapped non-Indian distres.sed com- 
munities -- for new private sector investment and jobs This unlevel playing field that has perpet- 
ually confronted and confounded tribal economic development leaders is caused, most prominently, 
by the shocking lack of infrastructure that burdens reservation inhabitants everywhere. The in- 
creased non-wage business costs resulting from these unique infrastmeture deficiencies can only 
be mitigated by availability of incentives that comprise or contain added benefit, s for Indian coun- 
try in comparison to non-Indian areas (i.e,. the so-called "Indian differential”), The proposed 
IRITC plainly meets this lest. 

That a powerful new incentive is needed cannot be subject to dispute. As explained above. 
the economic deprivation characteristic of Indian reservations and their inhabitants is unique within 
United States borders, and should be viewed — with considerable alarm and discomfon •• as an 
embarrassment to all Americans . Rather than minimizing the scope of incentives targeted for en- 
couragement of Indian country investment and jobs, a maximum, sustained effort should be di- 
rected " not toward addressing, but actually to resolving -- this crisis for U.S. citizens living on 
reservations throughout America. The IRITC, when added to the accelerated depreciation incen- 
tive. can provide a powerful magnet to the private sector, and modification and enhancement of 
tribal authority to issue tax-exempt bonds can help bnng about the capital formation to enhance 
the potential effectiveness of those investment (and the existing employment) incentives. NOW 
IS the lime to make the commitment to resolve the problem of Indian reservation unemployment 
and poverty. 

Finally, the IRITC in particular is a perfect fit with the times . It is available directly to the 
private sector taxpayer, and is not dependent upon creation of a new government bureaucracy for 
implementation. Unlike appropriations, the IRITC can serve to leverage much higher amounts of 
private sector dollars flowing to reservations. Unlike the current expensing provisions under con- 
sideration (which are available only to small business), the IRITC can appeal to large and small 
business alike, and can serve to attract the focused attention of labor-intensive, factory-type facili- 
ties that to date have ignored Indian country. Unlike some other provisions currently on the table, 
the IRITC has twice enjoyed bipartisan support -- from the immediately preceding two prior Con- 
gresses. Today, the 104th Congress should at last make this twice-passed Indian country objective 
a reality, and should include expanded tax-exempt bond authority to enhance its potential. 


CONCLUSION 


Importantly, Ihe IRITC is consistent with, and a tool that can effectively facilitate, "local em- 
powerment." As I explained in my inaugural speech last month; 
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The centerpiece of the Hiile/Atciiiy campaign, and now the Hale/Aiciiiy adminisira- 
lion. IS local empowenTtenl More than of the Navajo voters endorsed local 
empowerment. 

+ * 

(LJei us release our people from the bondage of dependence by empowering them 
to decide for themseKes and set the course and future for their communities and the 
Navajo Nation. 

Mr. Chairman, nothing is more basic yet more es.sential lo empowering people to lead suc- 
cessful, productive lives than having a job. Apart from the obvious economic benefits, having a 
job •- providing for a family and conlnbuling lo one’s community - empowers a person in untold 
psychological and spiritual ways that enrich and ennoble that person’s life and the lives of their 
families, 

If you are born an Indian, and you desire to remain on your reservation to live with your 
family and contribute to your community, you have less than a 50% chance of finding employ- 
ment. This is a shameful, counterproductive set of circumsfances that must be recognized immedi- 
ately. addressed expeditiously, and resolved before the turn of the 20ih century for the people who 
have inhabited this land for centuries past. 

The IRITC and the enhanced tribal iax*e.\empt bond authorMy discussed herein properly look 
to the private sector to provide the investment dollars and job creation urgently needed throughout 
Indian country. These powerful incentives can work; half-way measures will not 

Passage of these measures can put this Committee in the forefront toward helping to correct 
the tragic circumstances of Indian reservation unemployment, poverty, infrastructure deficiencies 
and overall economic deprivation that .scar the American landscape. On behalf of the Navajo 
Nation. 1 urge the Committee to make this isvue one of your highest priorities as you mark-up the 
tax and job creation legislatton 


February 2. 1995 
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February 3, 1995 


HEARING BEFORE THE 
HOUSE WAYS AND MEANS COMMITTEE 
U.S, HOUSE OF REPRESENTATIVES 

ON 


THE PROPOSED NEUTRAL COST RECOVERY SYSTEM 

WRITTEN STATEMENT 
OF 

PRICE WATERHOUSE LLP ON BEHALF OF A GROUP OF CLIENTS 


Introduction 

Price Waterhouse, on behalf of a group of companies from several industries, is pleased to 
submit this written statement concerning a proposal before the Congress to provide taxpayers 
with an alternative tax depreciation regime, called the Neutral Cost Recovery System 
(NCRS). NCRS is included as Title II of H.R, 9, the Job Creation and Wage Enhancement 
Act, and is a significant component of the "Contract with America." 

Numerous commentators, including members of Congress, the Treasury Department, tax 
practitioner groups, trade associations, and others, have provided the Committee with their 
views on the political and policy ramifications of the proposal. The purpose of these 
comments is to address the basic technical issues of tax administration and compliance that 
we believe are of critical importance if a workable alternative cost recovery system is to be 
enacted. 

Many commentators have suggested that the NCRS proposal is overly complex. Treasury 
Assistant Secretary for Tax Policy Les Samuels told the House Ways and Means Committee 
on January 10, 1995, for example, that the NCRS proposal would "add significant 
complexity to the tax system. " Any depreciation proposal that provides taxpayers with an 
election to the current Modified Accelerated Cost Recovery System (MACRS) will 
inherently create additional calculations for taxpayers electing that system. It is our view 
that if the Committee determines to adopt the NCRS system, its complexity can be reduced 
and a workable system crafted that meets NCRS’s stated goals. 


NCRS as Introduced 

The version of the NCRS included in H.R. 9 would permit taxpayers to elect, on an asset-by- 
asset basis, to apply a "neutral cost recovery system" to certain depreciable property. The 
goal of the NCRS proposal is to provide taxpayers with deductions, over the depreciable 
life of certain equipment, that approximate the asset's original cost in present-value terms. 
The proposal would be effective for property placed in service after 1994. 

The section 168 depreciation schedule (MACRS) would be used as a base to calculate 
NCRS depreciation deductions, except that the 150-percent declining balance method would 
replace the 200-percent declining balance method. Depreciation deductions then would be 
increased to reflect (1) inflation occurring since the property was placed in service; and (2), 
in the case of property currently eligible for the 200-percent declining balzioce method 
(generally assets with MACRS regular tax lives of 10 years or less), an assumed 3.5- 
percent annual real rate of return. NCRS indexing for inflation would apply to "penalty" 
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categories under section 168(g), such as property used abroad and property used by tax- 
exempt entities. NCRS would not apply to intangibles or other costs not recovered under 
section 168 (such as costs recovered under the income forecast method). 

A taxpayer would be allowed to exclude property from NCRS. The election would be 
irrevocable. If no election were made, NCRS would apply for both regular tax and AMT 
purposes. An election to use NCRS solely for AMT but not for regular tax would not be 
permitted. 

As compared to an earlier draft of the NCRS legislative language released in September 
1994, the version included in H.R. 9 incorporates provisions that, we believe, would go a 
long way towards enhancing the depreciation system. These positive changes included: 

• Basis adjustment — The introduced bill would not require a basis adjustment 
for the NCRS benefit. Thus, the basis of an asset subject to NCRS could not 
be reduced below zero. 

• Recapture - Similar to the resolution of the basis adjustment issue, the 
portion of depreciation expense attributable to the NCRS benefit would not be 
subject to recapture. 

• Effective date - The original draft provided that the proposal would be 
effective for taxable years beginning after December 31, 1994. The 
introduced bill clarifies that the proposal would be effective for property 
placed in service after December 31, 1994, regardless of the taxpayer's year- 
end. 

• Designating assets subject to NCRS - The introduced bill would permit 
NCRS to be elected on an asset-by-asset basis. 

• Anti-chuming rules - The bill includes anti-chuming rules that utilize the 
anti-chuming language included in the 1981 Tax Act as part of the enactment 
of ACRS. 

• NCRS flow-througb in entities such as partnerships and S Corporations - 
In order to avoid a deviation of inside and outside basis, the NCRS benefit 
would not reduce basis for a pass-through entity. 

• Calculation of NCRS — The bill wotild use the GDP deflator rather than the 
GNP deflator as part of the NCRS calculation. 

• No ACE adjustment created - The bill includes an amendment to section 
56(g) to prevent the creation of a new AMT ACE adjustment. 

• Coordination with luxury automobile depreciation rules - Language was 
included to clarify that the section 280F depreciation rules for luxury 
automobiles will continue to apply for NCRS property, and that the excess 
depreciation over the section 280F limitation would be available in later 
years. 


Further Changes, Clarifications are Necessary 

We believe that additional modifications to the legislative language, as well as clarifying 
committee report language, would make NCRS more "user friendly" and better satisfy its 
stated goals. Areas where particular attention should be paid include the actual calculation 
of NCRS, the application of NCRS for taxpayers that use special methods of depreciation. 
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the application of the carryover basis rules, and the potential interaction of NCRS with 
other provisions of the Code. 

• Property depreciated using special methods 

Present law section 168(0(1) provides that MACRS depreciation does not apply to property 
if the taxpayer has properly elected to depreciate the property using certain methods of 
depreciation, such as the income forecast method, the unit-of-production method, or any 
method not expressed in a term of years. In many cases, these methods can provide a 
superior measure of depreciation. 

As currently drafted, the NCRS proposal would not apply for taxpayers using such methods 
of depreciation. The goal of the drafters to provide depreciation deductions that 
approximate the property 's original cost in present-value terms should be extended to 
property where an election has been made under section 168(f)(1) to use a depreciation 
system that more closely approximates the economic depreciation of the property . Without 
this provision, property depreciated under section 168(0(1) would be disadvantaged relative 
to property receiving the NCRS benefit. Loss of access to the NCRS concept should not be 
the price of adopting the alternative methods of cost recovery under section 168(0(1). 

• Elective straight-line depreciation 

The Code allows taxpayers to elect the use of the straight-line method for property that 
would otherwise qualify for an accelerated (200 DB or 150 DB) depreciated method. 
However, section 168(k)(2)(B) of H.R. 9 would limit the neutral cost recovery ratio for 
such property to the change in the gross domestic product deflator, excluding the additional 
3.5 percentage points per annum that would be allowed in the determinations of the ratio 
had the straight-line election not been made. The full amount of the ratio should be 
available in determining NCRS depreciation on property that would otherwise be eligible 
but for the straight-line election. This could be accomplished by excluding property subject 
to an election under section 168(b)(5) and 168(g)(7) from the special rule of section 
168(k)(2)(B). 

• Carryover basis rules 

Property transferred in a non-recognition transaction described in sections 332, 351, 361, 
371(a), 374(a), 721, or 731 (other than a section 708(b)(1)(B) transaction) takes with it a 
carryover basis. Thus, under the general MACRS rules, the transferee "steps into the 
shoes" of the transferor, and is treated as the transferor for purposes of computing the 
depreciation deduction with respect to so much of the basis in the hands of the transferee 
that does not exceed the adjusted basis in the hands of the transferor. 

It would be appropriate to clarify the applicability of NCRS in transfers subject to section 
168(i)(7). If NCRS applies to an asset in the hands of a transferor, that asset should retain 
its character as an NCRS asset to the extent the transferee "steps into the shoes" of the 
transferor. To the extent gain is recognized by the transferor, and the transferee is entitled 
to basis, NCRS should be available with respect to the additional basis. 

• Interaction with other code provisions 

There are several instances in which the NCRS legislative language should be clarified in 
order to ensure proper interaction with other Code provisions so that the intent of NCRS to 
provide a present- value equivalent of expensing is preserved. 

First, the calculation of taxable income for limitation purposes should not include the NCRS 
benefit. In situations where taxable income limits the amount of an available deduction, the 
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NCRS bewfit can be partially or completely eliminated through the operation of a taxable 
income limitation that includes the full amount of the depreciation deduction. 

For example, percentage depletion under section 613 is limited to 50 percent (100 percent 
for oil and gas properties) of the taxable income from the mineral property. If taxable 
income from the property is reduced by the additional depreciation allowed as a result of 
the NCRS system (the NCRS benefit), the percentage depletion deduction will be reduced 
by one-half of the amount of the NCRS benefit in the case of most minerals, and by the lull 
amount of the NCRS benefit in the case of oil and gas. Thus, an independent producer of 
oil and gas whose depletion deductions are limited by the taxable income of the property 
will receive no benefit from the NCRS system since every additional dollar of NCRS 
depreciation will reduce the depletion deduction by that same dollar. Similarly sitoated 
producen of other minerals would lose one-half of any additional NCRS depreciation. 

A second issue arises in the application of the at-risk rules to activities that include NCRS 
depreciation. The additional NCRS depreciation deduction should not be taken into account 
in determining the amount a taxpayer is considered to have at-risk with regard to an 
activity. Otherwise, where the at-risk limitations limit the amount of deductions otherwise 
available, the additional NCRS depreciation deductions will have no effect. Similar to the 
application of the net income limitation, each dollar of additional NCRS depreciation would 
be eliminated through a reduction by the same dollar in the at-risk limitation. 

A third issue is the calculation of the basis in the stock of a consolidated group member 
under section 1503(d). The bill should provide that additional NCRS depreciation will not 
reduce basis in such stock, just as the bill currently provides that the additional NCRS 
depreciation does not reduce the basis in a pass-through entity. 

• Availability of MACRS elections 

Under the general MACRS rules, assets are depreciated on an item-by-item basis. 

Taxpayers may elect to depreciate property using a general asset account. Under this 
method, a group of assets, identified by the taxpayer, are depreciated as one asset. 

Proceeds realized on the disposition of an asset from the group are included in income, 
without a reduction for the basis of the asset. Taxpayers ate permitted to elect to depreciate 
property subject to MACRS using the straight-line method over either the recovery period 
or the class life of the asset, whether using term accounts or group accounts. 

NCRS committee report language should specify that all elections available under MACRS 
are also available under NCRS. Thus, the election to apply general asset accounting to a 
specified group of assets would be available under NCRS. In addition, the designation of a 
class as subject to NCRS would be sufficient to designate all of the assets in that class as 
subject to the general asset account. However, an election to depreciate property using the 
straight-line method of accounting would subject the property to the limitations in proposed 
section 168(k)(2)(B). 

• NCRS calculation should be simplified 

H.R. 9 as introduced requires the calculation of a separate NCRS ratio for every calendar 
quarter in which property is placed in service. The NCRS calculation could be simplified 
by using a single NCRS ratio for all additions occurring during a year. Such a change 
could be accomplished with a minimal loss of accuracy and benefit to the taxpayer. 

Under H.R. 9, the NCRS ratio is determined by comparing the GDP deflator for the end of 
the calendar quarter the property was placed in service with the GDP deflator for the 
corresponding calendar quarter of the current taxable year. Thus, a lull year of inflation is 
accounted for in determining the NCRS depreciation deduction for the second year. One 
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would determine which 12 months of inflation to count by looking to the quarter the 
property is placed in service. 

A simpler alternative would be to compare the GDP deflator for the raid-point (June 30th) 
of the calendar year the property was placed in service with the corresponding mid-point of 
the current calendar year. This would allow the same NCRS ratio to apply to all property 
placed in service during a calendar year and reduce by 75 percent the number of ratios 
required to be kept by most taxpayers. A full year of inflation adjustment would still be 
allowed for each year the property has been in service. 

Such a method would permit the IRS to calculate and publish the ratio for any calendar year 
in time for inclusion in tax forms and instructions, in addition to simplifying taxpayer 
compliance. 

Conclusion 

We appreciate the opportunity to comment on the basic technical and administrative aspects 
of the NCRS proposal. As the Committee continues its work on NCRS and other 
alternatives for improving capital cost recovery under the tax system, we look forward to 
the opportunity to continue this important dialogue. 


This statement has been filed with the House Committee on Ways and Means on behalf of 
the following companies: 

Anheuser-Busch Companies, Inc. 

Caterpillar, Inc. 

Dresser Industries 

Goodyear Tire & Rubber Company 

Praxair 




Price Waterhouse LLP 
February 3, 1995 
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Testincsqf of OongrasoBn 7. Jaiaes seDsessbmner 
H.R. 89« **Iteil7 Tun TU Relief end Savings Act of 1995” 
Ways end Means Oconittae 
Jenuaxy 31/ 1995 


I have Introduced H.R. 89, the “Family Farm lax Relief and Savings Act of 
1995," to assist farmers in planning for retireaent. This legislation would 
allow qualified farmers to rollos/er the qsdn frcn the sale of faurm ass e ts into 
an Individual Retironent ^Wooount. 

Operating a farm is a unique and hi^ily capital intensive business. Most 
Americ 2 m farmers oust reinvest profits and excess capital into their farm in 
order to maintain productivity. TYie substantial capital caranitment precludes 
nany farmers from participating in traditional retirement accounts, such as an 
IRA or For nmny farmers, the investm^rts that are made in farm assets 

will be sold at a later date as the priiimry means of financing retirement. 

The unpredictability of farm inoome also creates a serious problem for fanners 
planning for retirement. During difficult years, fanners may not have money 
to invest. By contrast, a very successful year nay provide fanners with 
substantial profits that nay be invested for retiremkit. However, current 
retirement savings aooojnts place a limit on the amount of money that may be 
invested with a tax advantage. These limits preclude farmers frcm maximizing 
their retirenent savings when it becaaes available. 

H.R. 89 addresses the special retirement needs of farmers ky allowing than to 
invest the eta in of the sale of farm assets into an Asset Rollover Account 
(ARA) . The ARA increases the amount of money that a qualified fanner may 
invest for retiramaTt with deferred taxation similBU- to an Individual 
Retirement Account. By investing in em ARA, farmers nay defer taxes on to 
$500,000 in capital gains from the sale of farm assets for retirement. 

Annual contributions shall not exgood the year's qualified net farm capital 
gain or the rumber of years an individual has been farming niiltlplied ty 
$10,000. The initial rollover of funds from a prior savings car retirement 
account into an ARA will not be subject to the araiual limits. 

For purposes of the ARA, a qualified feumer must have actively participated in 
the business of farming during the five years prior to the disposition of the 
f£unn assets. In additicxi, the farmer or spouse must have owned at least 50 
percent of the farm during that tine. 

The ARA established by H.R. 89 aacxmmodates the unique retircanent needs of 
farmers. It allows them to make large investments for their retirenent dien 
money is available. This is usually after the sale of feurm assets such eis 
land and equipment that occupy the najority of a farmer's capital. This 
legislation gives farmers the op po rtunity to participate in the same tax 
deferred retirenent investment used by millions of Americans in other 
parofessiens. 

In addition, this legislation will pironote the continuance of family farming 
by eliminating the ce^ital gains tax burden that often keeps a farmer from 
selling a farm to the next generation. Under current law, feumers have an 
incKTtive to maintain ownership of the farm until death, leaving their heirs 
with the tax burden of inheritance. H.R. 89 would encourage the scd.e of a 
fans upon retirement by allowing a farmer to defer the tax. 

As the Members of the Kays and Means ccnmittee consider the many worthwhile 
savings and investment provisions included in the American Dream Rsstoraticn 
Act, I hope that they will give ^lecial oonsideraticn to the savings ^u 1 d 
retirement noaia of America's fanners. I encourage the ineobers to incorpxjrate 
H.R. 89, the "Family Farm Tax Relief and Savings Act of 1995," in their natkup 
of the American Dream Restaration Act. I have requested an estimate of the 
revenue inplications of H.R. 89 from the Joint Qxtmittee on Taxation. I will 
share that inforiDation with the Kays and Means Cesmittee members when it 
hf<oc i iim available. 
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Statement of 

James L, Martin, Chairman 
The 60/Plus Association 

1655 N. Fort Myer Dr., #700 
Arlington, VA 22209 (703) 351-5251 

Committee on Ways and Means 
United States House of Representatives 

The Job Creation and Wage Enhancement Act (HR 9) 

Estate Tax Reform and Senior citizens 

February 1, 1995 

INTRODUCTION 

Mr. Chairman and Members of the Committee, my name is 
Jim Martin and I'm the Chairman of The 60/Plus Association. 
I'm here today to lend support to the Job Creation and Wage 
Enhancement Act (HR 9), especially the capital gains cuts, 
but specifically the Federal Estate and Gift Tax provisions 
contained therein. 

Late last year when the details of the Contract with 
America were available, 60/Plus was extremely pleased to see 
the Estate Tax provisions calling for an increase by 1998 to 
$750,000 from the current $600,000 exemption, a figure that 
hasn't been raised in 14 years. 

We at 60/Plus had, in fact, fought steadfastly for two 
years against a tax-and-spend philosophy which called for 
lowering, not raising, this exemption, to $200,000. The 
legislation, fortunately, has made no headway in either the 
House or the Senate. 

While 60/Plus favors other legislative proposals that 
either double the $600,000 exemption to $1.2 million, or 
eliminate Estate Taxes altogether, we realize that "one 
small step for man)cind" is better than no step at all. 

And we appreciate the willingness of this Committee and 
particularly of this Chairman to commit to the task of 
achieving that first important step. 

All seniors and their children and grandchildren 
applaud you for your efforts. 

60/Plus is in its second year of active operation, with 
a membership of over 225,000. We publish a newsletter, the 
Senior Voice, which regularly features the popular "Lawmaker 
of the Month" column. Also, 60/Plus is the only 
conservative senior citizens group to publish a Rating 
System, scoring Members of Congress based on their pro- 
senior votes. If any Member of Congress scores 60 percent 
or better (60/Plus) on the Scorecard that Member receives 
the "GUARDIAN OF SENIORS' RIGHTS AWARD." In the 103rd 
Congress, 226 Members, Republicans and Democrats alike in 
the House and Senate, received our non-partisan award. 

60/Plus is an anti-tax advocacy group dedicated to 
repealing the Federal Estate and Gift Tax, aa unfair tax 
placed upon senior citizens and their heirs. Specifically, 
we're working with several Members of Congress as well as 
many small family-owned businesses, and others concerned 
that the Estate Tax, otherwise known as the "Death Tax," is 
unfair, burdensome and a job killer. 
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IN THE BEGINNING. . . 

A little background on the Federal Estate and Gift Tax 
should be nf some interest to you, because "temporary" 
levies all too often become permanent. 

The first Federal Estate Tax was enacted in the 1860S/ 
during the Civil War when money was needed to finance the 
war effort. Once its purpose was served, however, this 
temporary tax was repealed in 1870. 

In 1898, yet-another temporary Estate Tax was approved. 
This Estate Tax was imposed to meet the budgetary needs 
caused by the outbreak of the Spanish-American War. Again, 
this literal temporary tax also was repealed in 1902 just 
four years after it was imposed. 

The first Estate Tax to become permanent was enacted 
some 14 years after the repeal of the Spanish-American War 
temp-tax. This long-term Estate Tax was included in the 
Revenue Act of 1916, which saw the initiation of a permanent 
income tax. And estate planning hasn’t been the same since. 

SOCIAL CONSEQUENCES 

60/Plus believes, as do most on this Committee, that 
when taxes are cut, government revenue increases . Why is 
this the case? Taxes alter how hard people work. 

Government revenue estimators continue to ignore the 
evidence that when taxes are raised, businesses don't hire, 
they fire. Government revenues decrease. However, when the 
tax burden is lifted, people invest, work harder and save 
more money. At the same time, businesses hire more people, 
invest more money, take more risks, expand operations and, 
thus, pay more taxes. 

Expecting to raise $40 billion in new revenue, (by 
raising the top rate of tax by more than one third, from 31% 
to 42%), the Clinton tax increase will in our estimation 
have a devastating impact on revenue the government is 
counting on. One noted economist says the tax increase will 
yield only $10 billion, or only 25 percent of projections. 

Another example given by Bruce Bartlett, former 
Executive Director of the Joint Economic Committee, shows a 
1979 Joint Committee on Taxation (JCT) forecast of revenue 
gained by the Crude Oil Profit Tax. The JCT estimated 
raising $184.5 billion between 1980 and 1985. The tax 
raised only $77.7 billion, less than half of the government 
proj ections . 

This gets back to the social consequences. Tax policy 
has consequences on everyday people and businesses. How 
they think, how they operate, and how they invest is 
oftentimes determined by Washington's taxes. 

When taxes punish lifelong habits of thrift, when taxes 
discourage entrepreneurship, when taxes penalize families, 
when taxes are applied to already-taxed income, then they 
are wrong, imir.oral and, most of all, unfair. This is 
exactly the case with the most confiscatory tax of all, the 
Inheritance Tax and I might add, all Social Security taxes, 
the earnings limit placed on senior citizens. 

Despite the fact that the $600,000 tax exemption has 
not been adjusted for inflation in recent years, and thus is 
being taxed even more heavily than it was a decade ago. 
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there are some Lawmakers who believe the exemption is too 
generous. They want even more of our estates to go into 
federal hands. 

A leader in this bid to cut even deeper into the estate 
you wish to pass along to your loved ones# or perhaps to 
some favored charitable institution, introduced a long-term 
health care bill which would not only ignore the lack, of 
inflation adjustment, but would practically abandon any such 
adjustment. The proposal was to lower the $600,000 tax 
exemption to an unbelievably low rate of $200,000. 

Under this scheme, some portion of your estate over 
$200,000 in value that you leave to your heirs would be 
taken from them and funneled into the federal coffers. 

Our Honorary Chairman at 60/Plus, Former Rep. Roger 
Zion (R-Ind.), put it quite succinctly. The Indiana 
Republican said, "Imagine losing up to 55% of everything 
you've worked so hard to acquire to the government. It's 
even more frightening when you consider that you'll be taxed 
for dying on assets on which you've already paid a hefty 
tax . " 


Fortunately, several Members of Congress fought 
successfully to block passage of this rip-off. 

SENIOR CITIZENS OVERWHEIMINGLY SUPPORT REFORM 

In a random sample of 7,359 respondents to the 60/Plus 
1995 Seniors' Legislation Issues Survey, 60/Plus members 
overwhelmingly rejected the Federal Estate and Gift Tax. 

Our members are telling us we're right on target in our 
efforts to get the federal government out of seniors' 
pocketbooks. Question 1 of the survey was, "The Federal 
Estate tax exemption on assets has been $600,000 since 1981. 
House Appropriations Committee Chairman Bob Livingston (R- 
La.) introduced legislation that would double the* exemption 
to $1.2 million. Do you want Congress to increase the 
exemption? Seventy-seven percent of seniors said yes. 

The second question was, "Besides the proposal to 
double the exemption. Rep. Chris Cox (R-Calif.) has also 
introduced legislation to repeal Federal Estate and Gift 
Taxes altogether. Do you agree with Rep. Cox's bill? 
Seventy-nine percent of senior citizens agree that the 
Federal Estate and Gift Tax should be done away with! 

60/Plus reiterates its support for the Job Creation and 
Wage Enhancement Act (HR 9) . We think it is a good first 
step forward, especially its eventual Estate Tax exemption 
increase to $750,000 from the current $600,000. 

However, we will continue to advocate proposals that go 
even further. And, with that in mind, I submit for the 
record a recent column, "A 'Job-Robbing' Double Tax on 
Seniors and their Heirs," which was distributed to more than 
200 seniors' publications nationally. 

I look forward to working with the Committee von behalf 
of 60/Plus, which represents a rapidly growing seniors 
population who've already made sacrifices and contributions 
to the safety, prosperity and security of our nation. 


Thank you. 
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WRITTEN STATEMENT OF 
THE SMALL BUSINESS COUNCIL OF AMERICA 

BEFORE THE COMMITTEE ON WAYS AND MEANS 
OF THE UNITED STATES HOUSE OF REPRESENTATIVES 

ON ESTATE, GIFT AND GENERATION SKIPPING TAX REFORM 

JANUARY 31, 1995 


SBCA is a national nonprofit organization which represents the interests of 
privately-held and family-owned businesses on federal tax, health care and employee 
benefit matters. The SBCA, through its members, represents well over 20,000 
enterprises in retail, manufacturing and service industries, which enterprises represent 
or sponsor over two hundred thousand qualified retirement and welfare plans, and 
employ over 1,500,000 employees. 

The time has come for Congress to repeal the estate, gift and generation-skipping 
taxes. 

An estate tax due nine months after death is imposed on the transfer to children 
or other heirs of the taxable estate of every decedent who is a citizen or resident of 
the United States ($600,000 of assets are exempt). The graduated estate tax rates 
begin effectively at 37% and increase to a maximum rate of 55% (see Exhibit "A" for 
how the tax is calculated). Taxes on bequests to spouses may be deferred until the 
last-to-die of husband and wife. 

A gift tax is levied on taxable gifts (excluding $10,000 per donee per year) as a 
back-stop to the estate taxes. The graduate rates are the same. (The $600,000 
exempt amount may be used during life for gifts or at death.) 

An extra, flat 55% generation-skipping tax is imposed on gifts or bequests to 
grandchildren ($1,000,000 is exempt). 

The 1986 White House Conference on Small Business recommended eliminating 
estate and gift taxes on the transfer of small business assets to family members. 
Legislation has been introduced in prior years to accomplish this (Exhibit "B" 
attached). 

With a new entrepreneurial voter wave shifting control of both the House and 
Senate to Republicans, it is time to repeal these transfer taxes. President Clinton has 
expressed the desire to retain and increase jobs. Repeal would do this! 


Only 30% of family business make it through the second 
generation. Seventy percent (70%) do not. Only 1 3% make it through 
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the third generation. Eighty-seven (87%) do not. The primary cause of 
the demise of family businesses, after the death of the founder and the 
founder's spouse, is the 55% estate tax. It is hard for the successful 
business to afford enough life insurance. (Premiums are not deductible 
and deplete working capital.) 

A recent study by Prince and Associates (research company) for National 
Life of Vermont reviewed the history of 749 family businesses which 
failed within three years after the death of the founder. The Prince study 
reinforced and supported the conclusion of the deadly effect of estate 
taxes. The businesses could not continue as a result of the tax drain on 
working capital needed to effectively compete and cover errors in 
judgment made by new and younger management. Jobs were lost in the 
communities. 

The estate tax took its present form primarily in the early 30's. The 
express purpose was to "break-up wealth" . Is this consistent with a free 
enterprise economic system and a very competitive world economy? In 
1992, the estate, gift and generation-skipping taxes accounted for only 
1.1% of revenue. The expense of administering this system probably 
offset 75% or more of the revenue. 

The transfer tax provisions represent 82 pages of the Internal Revenue 
Code and 289 pages of Regulations issued by the Internal Revenue. The 
transfer tax system forces many estates, the Internal Revenue Service, 
and the Department of Justice to expend funds in court. The number of 
transfer tax cases now total 10,247 representing some 1 3,050 pages of 
the Commerce Clearing House Tax Publication. 

Australia repealed their estate and gift tax laws in the mid-1970's. It 
was felt that these transfer taxes were an inhibitor on the growth of 
family businesses. The legislative body of Australia sought more jobs 
which they believed would come if family businesses grew larger and 
were not caused to sell, downsize, or liquidate at the death of the 
founder to pay estate taxes. 

The President has expressed concern about children inheriting 
appreciated assets from deceased parents and selling them without 
paying income taxes on the profits. This is the result of the step-up in 
basis to the value as shown in the estate tax return. If the transfer tax 
laws were repealed, there would be no step-up in basis. At the time 
assets were sold, gain would be taxed and funds available to pay the 
tax. The fair market value of assets sold would be fixed. To make this 
law equitable with existing law, there would be a step-up in basis for the 
first $600,000 of assets. 
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™ If you factor the significant expense in collecting these taxes and the 
income tax when assets were sold, the repeal may be revenue neutral. 

■■ Combined income and estate taxes frequently consume 75% or better 
of retirement plan accounts at death (see chart attached as Exhibit "C"). 

Even if transfer taxes cannot be repealed there are a number of steps Congress 
could take right now which would substantially alleviate the problems faced by small 
business owners. A major first step is that taken in the Contract With America - 
increase the $600,000 deduction limit to $750,000. This is a major improvement 
over the present system and one that would be appreciated by small business owners 
across the country. We submit that this increase, however, should be indexed with 
the cost of living so that it remains a meaningful number. Some commentators 
suggest that if the $600,000 had beeh indexed, it would be in the million dollar range 
now. That would make a significant difference. Here are some other changes that 
would help small business owners: 

** Eliminate the extraordinarily complex generation-skipping tax or increase 
the exemption from $1,000,000 to $5,000,000; 

■■ Change the so-called 5-5 power to a 5-10 power to keep it in line with 
other areas of the transfer tax law; 

^ Reduce the estate tax rates - they are all too high, but 55% is just way 
too high. One way to accomplish this is to expand the estate tax 
brackets to take into account inflation since the brackets were 
established. 

Some of our most wealthy citizens have elected to give up their citizenship, 
become citizens of foreign countries, and avoid the 55% transfer taxes. The cover 
story of Forbes . November 21, 1994 was devoted to "Expatriation - As the Ultimate 
Estate Planning Technique." What a loss of available capital! 


This statement was largely prepared by Harold I. Apolinsky, Past Chair of the 
Small Business Council of America (SBCA) and currently Vice President of Legislation. 
He is a practicing tax attorney (over 30 years) who specializes in estate planning and 
probate. For over 18 years, he has taught estate planning and estate, gift and 
generation-skipping taxation to law school seniors at both the University of Alabama 
School of Law in Tuscaloosa, Alabama and the Cumberland School of Law in 
Birmingham, Alabama. This testimony is contrary to the best interest of the author's 
tax practice, his teaching, and his firm (they have 6 lawyers out of 94 doing estate 
planning, administration and probate) to urge repeal of these transfer taxes. He 
strongly believes, however, that it is the right thing to do to help grow family 
businesses, provide jobs and encourage the entrepreneurial spirit needed for small 
businesses to become large businesses. 
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EXHIBIT "A " 

CALCULA TION OF ESTA TE TAXES 

A. Gross Estate (fair market value at death of all assets, including real 
estate, stock, cash, life insurance, retirement accounts, etc.). 

B. Deductions: 

1. Debts and expenses. 

2. Marita! (assets left to spouse if citizen). 

3. Charitable. 

C. Taxable Estate. 

D. Add Prior Taxable Gifts. 

E. Total transfer to heirs (Hfe and death). 

F. Apply Rates: 18% to 55%. 

G. Less credit ($1 92,800*) 

H. Net tax (effective 37%> to 55% (plus 5% for larger estates] due 
9 months after death. 


This is tax on $600,000 taxable estate. 
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EXHIBIT “B" 


PERTINENT LEGISLATION 


A. Legislation was introduced in July 1993 (H.R. 2717) to repeal estate, gift and 
generation-skipping taxes. 

B. Legislation was also introduced but not enacted in the 102nd Congress which 
would have allowed heirs of small business owners to defer the estate tax owed on 
a farm or business until it was sold outside the family. In order to take advantage of 
this deferral, the following requirements would have to be met: 

(1) The business must be worth less than $50 million. 

(2) The business must comprise at least 40 percent of the decedent's 
estate. 

(3) The person inheriting the business must have actively participated in the 
running of the business prior to the owner's death. 

C. A provision In separate legislation also introduced in the 1 02nd Congress would 
have reduced the amount exempt from estate and gift taxes from $600,000 to 
$200,000. This provision of the bill was subsequently withdrawn. 

D. Legislation Introduced in the 103rd Congress included bills that would increase 
the estate and gift tax exemption to $770,000 plus cost-of-living adjustments (H.R. 
567), $850,000 plus cost-of-living adjustments (H.R. 1475), $1 million (S. 531) and 
$1.2 million (H.R. 1110). 
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STATEMENT 

of 

TELEPHONE AND DATA SYSTEMS, INC. 
before the 

COMMITTEE ON WAYS AND MEANS 
U.S. HOUSE OF REPRESENTATIVES 
regarding the 

NEUTRAL COST RECOVERY SYSTEM 
proposal of the 

JOB CREATION AND WAGE ENHANCEMENT ACT OF 1995 (H.R. 9) 
February 3, 1995 


This statement is being submitted by Ross J. McVey, Assistant Controller, Telephone and Data 
Systems, Inc., P. O. Box 628010, Middleton, Wisconsin 53562-8010 (608-828-8314). Telephone 
and Data Systems, Inc. ("TDS'*), is pleased to have this opportunity to submit this statement to 
the Committee on Ways and Means concerning select tax provisions contained in the Contract 
With America (the "Contract"). TDS is one of the largest independent communications 
providers in America, employing over 4,700 people in 45 states through its telephone, cellular, 
and paging operations. The communications industry has and will continue to play a major 
role in the economy of this country. This is a highly capital-intensive industry, one which 
consistently advocates federal tax policies that lower the cost of capital and provide needed 
incentives to implement new technologies. 

TDS supports the underlying precepts of the Contract, those being the lessening of the role of 
government through lower taxes, less spending, and the promotion of jobs and the economy 
through capital formation. To that end, we have focused our comments on the following two 
Contract proposals within the Committee's jurisdiction which are of primary importance to 
TDS, its employees, and its customers: The Neutral Cost Recovery System and the Capital 
Gains Exclusion. 

TDS is aware that the United States Telephone Association ("USTA"), an organization of which 
it is a member, is filing similar comments on these topics. We have participated in the 
development of those thoughts and are in full agreement with them. 

NEUTRAL COST RECOVERY 


The Neutral Cost Recovery System (’’NCRS") contained in the Contract contains many positive 
aspects that will help achieve the desired goal of capital formation. The increase of 
depreciation deductions to reflect the effects of inflation and the time value of money coupled 
with not reducing the tax basis of the subject property by the indexed factors will depreciate 
the property in a manner that more accurately reflects a company's true economic investment. 

TDS supports the extension of NCRS to the depreciation component of the alternative 
minimum tax ("AMT"). The failure to do so would destroy the parallel nature of the regular 
and AMT tax systems and would accelerate the cash flow requirements of AMT taxpayers, 
offsetting the incentives of NCRS. 

For taxpayers subject to regulation, such as our telephone operations, the benefits of NCRS 
must be normalized. This is especially true due to ^e back-loaded benefits of NCRS. 
Otherwise, the intended benefits may not accrue to the taxpayer. Rather, regulators may pass 
the benefits on to ratepayers immediately rather than over the life of the property. 

A concern of TDS with NCRS, as presently structured, is that the provisions do not evenly 
apply to certain industries and property. The proposal's 3.5 percent time-value-of-money 
adjustment would only apply to property with a class life of 10 years or less. This could have 
the effect of discouraging investment in long-lived property, which can account for up to 35 
percent of the annual investment made by TDS and other telephone companies. Failure to 
include long-lived property, as ebgible for the 3.5 percent adjustment, could also cause some 
unintended distortions in competitive behavior. 
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As noted above, a significant portion of TDS's investment is in long-bved property. The 
different treatment accorded long-lived property is unequitable in that many of the current and 
future competitors of telephone companies are permitted to recover their investments in the 
same type of property over seven years versus the 15 years required for telephone companies. 

With regard to applying the provisions, we support the flexibility of allowing the NCRS 
election to be made on a property-by-property basis. We do feel the election to utilize NCRS 
should be affirmahve, rather than requiring an election to decline, as currently drafted. 
Additionally, the requirement of applying the indexes on a quarterly basis will add cost and 
time to comply with these rules. The use of an annual index would provide for ease in 
compliance and still achieve the objectives of the legislation. 

CAPITAL GAINS 


TDS is a strong proponent of the proposed 50 percent exclusion of capital gains, as well as the 
indexing of capital gains for inflation. Investors and businesses should be taxed only on real 
economic gains resulting from their capital assets and not on inflationary gains. The proposed 
exclusion and inflation adjustment allow investors to retain more of their investment, lowering 
the cost of such capital. This affect of both provisions is multiplied in that they would 
encourage greater investment in the new technologies needed to allow our economy to 
compete in today's global markets. 

The concern over the requirement of using a quarterly index as stated above for NCRS is 
applicable here also. This provision would be burdensome for the typical investor. 

FEDERAL REGULATIONS 


We would like to express and encourage caution in considering the impact of a proposed 
moratorium on federal regulations. Specifically, we would ask that, in the event this is 
considered, there be an exemption for tax regulations published by the Treasury Department. 
These regulations are needed to provide taxpayers a semblance of confidence in dealing with 
the complexities of the tax law. A moratorium would likely have the effect of increasing 
individual letter rulings, taxing an already overburdened Treasury staff. 


•»»» 


We would like to congratulate the authors of the Contract for their boldness and vision in 
seeing the true needs of this economy, and the need to spur capital investment. TDS, as a 
communications player on the "Information Superhighway", realizes the need for the 
investment upgrades, and would encourage your efforts m proposing tax legislation to that 
end. 

Thank you for this opportunity to present testimony. We would be pleased to discuss these 
items with members and committee staffs at their convenience. 
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STATEMENT W.M. GRIFFIN 
VICE PRESIDENT. GOVERNMENTAL AFFAIRS 
TEXAS UTILITiES CO. 


Texas Utilities Company {"Company") submits this written 
statement to the House Committee on Mays and Means in support of 
the provisions of the Neutral Cost Recovery System ("NCRS") of H-R. 
9 , the Job Creation and Wage Enhancement Act, and in support of 
proposals to modify the alternative minimum tax ("AMT") . 

The Company is a diversified holding company. The 
Company has a wholly-owned subsidiary, Texas Utilities Electric 
Company {"TU Electric"), which is engaged in the operation of an 
electric public utility system involving the generation, 
transmission, distribution and sale of electric energy in Texas. 

BACKGROUND 

The Company supports the NCRS for the reasons set forth 
in the testimony before this Committee by John McCallura on behalf 
of the Potomac Electric Power Company and the Edison Electric 
Institute on January 26, 1995. However, as discussed in the 
testimony of numerous witnesses, including Mr. McCallum and Paul R. 
Huard on behalf of the National Association of Manufacturers, the 
Company believes that the Committee should consider legislation to 
remedy some of the inequities and unfair policy inherent in the 
current structure of the AMT. 

PROPOSAL 

Under current law, AMT liability is a credit that 
generally may be carried forward to reduce regular tax liability, 
but not to reduce AMT liability. The Company believes that, in 
order to promote both fundamental fairness and national economic 
policy objectives, Congress should modify the AMT to permit a 
taxpayer to utilize its total accumulated AMT credit carryforwards 
to reduce its AMT liability. The amount of accumulated AMT credits 
as of December 31, 1994 would be usable against AMT liability 
ratably over five years ( i.e. . 20 percent of the total amount would 
be usable against AMT for each of the years 1995 through 1999) . 
For any taxable year after 1994, a similar 5-year amortization 
convention would be applicable. In any year in which there is 
regular tax liability, the accumulated AMT credits also would be 
usable as under current law. 

In addition, the Company believes that the Committee 
should consider conforming the AMT depreciation rules to the 
regular tax depreciation rules on a prospective basis. 

REASONS FOR THE CHANGE 


1. Purpose of the AMT 

The current AMT was originally enacted as part of the Tax 
Reform Act of 1986 to ensure that taxpayers having economic profit 
reported taxable income and paid Federal income tax. The AMT is a 
comprehensive, separate tax system, but parallel to the regular tax 
system. It was designed to ensure that profitable taxpayers do not 
minimize (or avoid altogether) Federal income tax by employing 
legitimate tax rules. 

2 . Unfair Impact of the Current AMT 

In practice, the AMT has served to discriminate against 
taxpayers in capital-intensive industries. This discrimination 
results primarily because the depreciation rules used in computing 
the AMT are considerably less favorable than the depreciation rules 
used for regular tax purposes. In other words, the AMT depreciable 
lives are longer, and the AMT depreciation methods are less 
accelerated, when compared to the regular tax depreciable lives and 
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depreciation methods. Thus, in practice, the AMT, as applied to 
capital-intensive taxpayers serves as depreciation "penalty.” 

Congress has already recognized the inequity of the AMT 
as it applies to capital-intensive industries. In the Revenue 
Reconciliation Act of 1993, Congress amended the provisions 
governing the AMT to eliminate the depreciation component of the 
adjustment for current earnings (the "ACE adjustment") . While this 
change has had the effect of partially reducing the unfair impact 
of the AMT upon capital-intensive taxpayers, the relief that the 
amendment provides is limited because it applies only to property 
placed in service after December 31, 1993. Thus, the amendment 
does not serve to relieve the problem for taxpayers that made 
substantial capital investments that were placed in service on or 
before December 31, 1993. 

The inequity of the current system is demonstrated by the 
experience of the Company in recent years. The Company has been in 
an AMT position for every taxable year since the enactment of the 
AMT effective for the 1987 taxable year. During 1987 through 1989, 
the construction of TU Electric's two-unit Comanche Peak nuclear 
plant (which has a tax depreciable basis of more than $8 billion) 
was in progress. During those years, the AMT was computed in part 
by making a positive adjustment for book untaxed reported profits 
(the "BURP adjustment") . In computing the BURP adjustment for 
those years, the Company was required to include in income the 
allowance for funds used during construction ("APUDC"). The AFUDC 
represents a non-cash accounting entry which reflects the capital 
carrying costs for regulatory purposes incurred during large 
construction projects. Thus, from 1987 through 1989 (the most 
costly construction period in the Company's history), the Company 
was required to pay enormous amounts of AMT with respect to the 
non-cash book income represented by the AFUDC. 

Effective for the 1990 taxable year, the BURP adjustment 
was replaced with the ACE adjustment. The ACE adjustment required 
an even less favorable depreciation adjustment than that required 
for general AMT purposes, TU Electric placed Unit 1 of the 
Comanche Peak station in service in 1990 and Unit 2 in service in 
1993. The total tax depreciable basis of the two units exceeds $8 
billion. That substantial investment resulted in an extremely 
large ACE adjustment by virtue of the ACE depreciation of the $8 
billion investment on a straight-line basis over 20 years and a 
consequent extremely large annual AMT liability. 

The foregoing scenario has resulted in the Company's 
having $450 million in accumulated AMT credit carryforwards. The 
Company projects that, under current law, it will be unable to use 
these credits for at least 10 years. This represents a prepayment 
of taxes in the amount of $450 million, or essentially an interest- 
free loan by the Company to the government in that amount. The 
Company, having made this interest-free loan to the government 
consequently has been obliged to use borrowed funds to finance its 
operations . 


3. Policy Implications of Current Law 

Many capital-intensive taxpayers such as the Company have 
been placed in the position of long-term AMT status with the 
resulting long-term interest-free loans to the government. Current 
law should be changed to permit these taxpayers to use the funds 
that they have essentially loaned to the government to finance 
their own operations and thereby to contribute to economic growth 
and job creation and to promote the ability of domestic 
corporations to compete in the international economy. 

Surely, the current scenario is not what Congress 
intended when it enacted the AMT, The Company has made a 
legitimate $8 billion investment with the attendant job creation 
and contribution to the economy and has faced a steep Federal 
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income tax penalty for doing so, a penalty that, under current law, 
will extend over nearly 20 years. 

SUMMARY 

The effect of the AMT upon the Company and other capital- 
intensive taxpayers has been to increase their cost of capital in 
the increasingly competitive domestic and international economies. 

The AMT therefore discourages taxpayers from making capital 
investments. By permitting a five-year amortization of accrued AMT 
credits and by conforming the AMT depreciation rules to the regular 
tax depreciation rules on a prospective basis as the Company 
proposes. Congress would take a significant step to alleviating the 
inequity imposed on taxpayers such as the Company whose only 
"fault" was substantial capital investment. 
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TESTIMONY OF THE UNITED STATES TELEPHONE ASSOCIATION 

The United States Telephone Association ("USTA") is pleased to have this 
opportunity to submit testimony to the Committee on Ways and Means concerning select 
tax provisions contained in the "Job Creation and Wage Enhancement Act of 1995," H.R. 
9. USTA is the primary trade association of local telephone companies serving more than 
99 percent of the access lines in the United States and represents over 1100 members 
ranging in size from the regional Bell companies to the smallest of independents. 

USTA supports the important underlying principle of the Contract with America 
- a lessening of the role of government in the day-to-day functioning of our nation through 
lower taxes, less spending, fewer government regulations and a reemphasis on the 
importance of capital formation. With over f280 billion invested in plant and equipment 
and more than 530,000 employees, the local exchange industry is both capital and labor 
intensive. Thus, USTA has a strong interest in any proposal that seeks to lower the cost of 
capital to U.S. businesses and thereby encourage job creation and investment. We also 
endorse efforts to achieve tax relief within the overall framework of spending restraint. 

We have limited our testimony to the following four Contract proposals within the 
Committee’s jurisdiction which are of primary importance to USTA member companies: 
the Neutral Cost Recovery System, the new capital gains exclusion and inflation indexation 
concept, the initiative to increase the estate and gift tax exclusion, and the provision that 
would impose a moratorium on federal regulations. 


Neutral Cost Recovery 

As a representative of a highly capital-intensive industry, USTA has consistently 
advocated federal tax policies that lower the cost of capital. The Neutral Cost Recovery 
System (''NCRS") in the Contract is an acknowledgement that the cost of capital is too high, 
and it constitutes an important conceptual step toward lowering that cost. We believe that 
there are positive aspects to NCRS as presently structured, but we also have concerns about 
this approach which are detailed below. 

On the positive side, under the proposal, depredation deductions would be increased 
to reflect the effects of inflation and, for certain property, the time value of money. 
Importantly, the tax basis of NCRS property would not be decreased by these indexation 
factors. TTiis is essential to the integrity of the proposal for without this provision the 
proposal would not achieve its stated goal of depredating property in a manner designed 
to more accurately reflect a company's true economic investment. 

USTA also supports the application of NCRS to the depredation component of the 
alternative minimum tax ("AMT'). If NCRS did not apply for AMT purposes, the 
stimulative effect of NCRS would be severely diluted for the many taxpayers subject to the 
AMT, including some USTA members. If the incentive effect of NCRS is to be achieved, 
it must be applied to taxpayers in the AMT simation. 

Another important consideration is the need for normalization in order for public 
utilities to realize the benefits of tax provisions that affect capital costs. Recognizing this. 
Congress has reaffirmed the concepts of normalization whenever capital formation 
incentives have been enacted. The NCRS system should be no exception. Without 
normalization protection, NCRS could actually increase the cost of capital for utility 
taxpayers. 

The timing aspects of NCRS depreciation are protected by existing normalization 
provisions. However, the benefits of depredation indexing ["indexing benefits") are not so 
protected. Further, existing law might not protect against ratemaking treatments that impute 
elections into, or out of, NCRS. USTA strongly urges the incorporation of normalization 
provisions into the NCRS system. These provisions should insure that a minimum level of 
NCRS benefits accrues to the utility investor. To do this, the provisions must establish a 
ceiling on the amount of indexing benefits that may be used to reduce tax expense for the 
purposes of establishing cost of service for ratemaking purposes. Further, the provisions 
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should require that each taxpayer’s election of NCRS (or MACRS) must be respected for 
purposes of computing adjustments to deferred tax reserves under Section 168(I)(9). 

USTA believes that NCRS, as presently structured, would not adequately or evenly 
apply to certain industries and certain types of property, potentially causing unintended 
distortions in competitive behavior. USTA is concerned that the proposal’s annual 3.5 
percent time-value-of-money adjustment would apply only to property currently amortizable 
under the 200 percent declining balance depreciation method (generally property with a 
class life of 10 years or less). Failure to allow a time-value-of-money adjustment for longer- 
lived assets would produce an inaccurate measure of the taxpayer’s investment in such 
property. Further, it could have the unintended effect of discouraging investment in long- 
life property, which would adversely impact companies that have a hi^ percentage of such 
property. Because up to 40 percent of the properly of USTA members is classified as 
having a class life of 15 years or more, the investment incentives of NCRS would be diluted 
as applied to many USTA members. This effect is particularly problematic given that, under 
current law, competitors of USTA members, such as cable companies, are permitted to 
depreciate over 7 years the same type of property that USTA members are required to 
depreciate over 15 years. As a result, these competitors may be entitled to greater benefits 
under NCRS than USTA members, exacerbating the existing tax depreciation advantage 
they now enjoy. As technology continues to drive change in the fast-evolving telecommuni- 
cations industry, this advantage could be significant in the marketplace. 

The competing demands for scarce resources will cause companies in our industry 
to assess very cautiously the impact of electing NCRS. Despite the indexing allowances, 
the slower declining balance method would actually reduce a taxpayer’s depreciation 
deductions (for 10 year or shorter-life property) relative to present law during the first 
several years after an asset acquisition is made, with the tax cost being recouped in later 
years. In fact, the need for cash flow in an increasingly competitive environment may itself 
be a disincentive to electing NCRS. 

In order to receive the benefit of NCRS taxpayers would have to use the asset for 
most if not all of its class life. Because the rapid pace of technological change in our 
industry often produces earlier-than-planned-for obsolescence, the back-loaded benefits of 
NCRS could produce a tension between the need to invest in new technology and the desire 
to retain existing property to fully realize NCRS tax benefits. This phenomenon could 
actually discourage investment in new technology. Although the NCRS benefit is elective, 
and taxpayers could choose not to use NCRS if rapid obsolescence is expected, it is not 
always possible to know in advance how quickly assets will become obsolete, 

USTA also is deeply concerned that a severe out-year increase in the federal budget 
deficit could prompt a future Congress to recoup the benefits of NCRS (not necessarily by 
changes in depreciation) to the detriment of companies that paid higher taxes in early years 
under NCRS (as a result of the switch to the 150 percent declining balance method). This 
result, of course, would defeat the purpose of the Contract. 

USTA also would like to offer two technical suggestions for making compliance with 
NCRS less burdensome for companies and possibly for the IRS. First, because NCRS would 
require companies to apply indexation ratios on a quarterly basis, companies must make 
multiple, complex and time-consuming depreciation calculations each year. These 
calculations are especially burdensome for sm^ler companies that have limited access to the 
special computer resources needed to make these calculations. The added cost and 
complexity of these multiple calculations could be reduced while the incentive benefits of 
NCRS are maintained by permitting companies to apply annual rather than quarterly NCRS 
indexation ratios. Second, while USTA agrees that NCRS should apply on flexible terms - 
- on a property by property basis ~ it believes that taxpayers should be required to 
affirmatively elect, rather than decline, NCRS given that the new provisions represent 
significant changes to the present system - changes that some taxpayers may not be 
prepared (or want) to undertake. Requiring an affirmative NCRS election would prevent 
unwary taxpayers from having NCRS and its additional record-keeping provisions applied 
to their properly -- an irrevocable election under the proposal. 
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USTA strongly supports the Contract’s proposed exclusion of 50 percent of capital 
gains from adjusted gross income as well as the indexing of capital gains for inflation. 
Capital investment, especially investment in our nation’s technological infrastructure, must 
play a critical role in rebuilding our economy. The proposed capital gains exclusion and 
inflation adjustment would allow investors to retain more of the gains resulting from prudent 
capital investment, thereby lowering the cost of capital. This would, in turn, permit greater 
investment in the new technologies needed to compete in today's markets. 

USTA has long been concerned that, under current law, capital gains resulting from 
inflation signify no real increase in the value of a capital asset, yet produce income that is 
taxable at the same rates as ordinary corporate proSts. This policy compounds the problem 
of inflation and distorts investment behavior in the marketplace. Investors and businesses 
should be taxed only on real gains resulting from their capital assets and not on inflationary 
gains. 


Consistent with our comment on the complexity of NCRS quarterly basis adjustments, 
we would urge Congress to simplify, to the extent possible, calculations imposed on 
taxpayers in this area. 

Increase in the Estate and Gift Tax Exclusion 

USTA also supports the proposed increase in the estate and gift lax exclusion from 
$600,000 to $750,000. Congress has not increased the exclusion since 1981 when the 
$600,000 exclusion was implemented over a 6 year phase-in period that ended in 1987 when 
the $600,000 threshold was reached. There has been substantial inflation over the period 
since then, eroding the real value of the exclusion and resulting in a de facto increase in 
estate and gift taxes. Increasing the exclusion to $750,000 is long overdue. For many of our 
smaller companies, this exclusion can mean the difference between retaining a family-owned 
and operated business and being forced to sell to satisfy estate taxes. We believe that 
indexing the exclusion permanently is consistent with other Contract tax proposals and an 
important improvement over current taw, and we applaud its inclusion. 

Moratorium on Federal Regulations 

USTA would like to request that Congress not extend the proposed general 
moratorium on regulations to those tax regulations published by the Treasury Department. 
Such regulations provide needed guidance and certainty to taxpayers dealing with the 
Internal Revenue Code and, unlike most regulations, are generally encouraged by U.S. 
companies. Extending the moratorium to Treasury regulations would create uncertainty and 
prevent economically advantageous financial transactions from taking place. It would put 
undue pressure on the system of obtaining private letter rulings in the absence of timely 
regulations of general application. It also would limit the ability of the Treasury to fight 
abusive transactions - something that clearly is in the public interest. We therefore a^ee 
with the Treasury Department that income tax regulations should be exempted from the 
moratorium. 


In conclusion, the authors of the Contract should be praised for placing emphasis on 
the need to lower the cost of capital for U.S. businesses. Given the increasingly ^obal 
competition we face, this is an essential policy imperative. And while USTA would like to 
restate its support for the Contract’s objective of reducing the role of government in our 
lives through tax relief and regulatory reform, we also endorse the Contract’s objective to 
obtain significant spending reductions. 

Thank you for this opportunity to present testimony. We would be pleased to discuss 
these views with members and committee staffs at their convenience. 

o 
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PRESIDENT’S FISCAL YEAR 1996 BUDGET 


TUESDAY, FEBRUARY 7, 1996 

House of Representatives, 

Committee on Ways and Means, 

Washington, D.C. 

The committee met, pursuant to notice, at 10:55 a.m., in room 
1100, Longworth House Office Building, Hon. Bill Archer (chair- 
man of the committee) presiding. 

[The advisories annoimcing the hearings follow:] 


( 1 ) 
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ADVISORY 

FROM THE COMMITTEE ON WAYS AND MEANS 


FOR IMMEDIATE RELEASE CONTACT: (202) 225-1721 

January 30, 1995 
No. FC-5 


ARCHER ANNOUNCES HEARINGS ON 
PRESroENT’S FISCAL YEAR 1996 BUDGET 

Congressman Bill Archer (R-7^, Chairman of the Committee on Ways and Means, 
today announced that the Committee will hold hearings on President Clinton's fiscal year 
1996 budget proposals that are under the jurisdiction of the Committee. The Committee will 
receive testimony from Administration witnesses and the Director of the Congressional Budget 
Office. The hearings will take place on Tuesday, February 7, Wednesday, February 8, 
and Thursday, February 9, 1995, in the main committee hearing room, 1100 Longworth 
House Office Building, beginning at 10:00 a.m. 

In view of the limited time available to hear wimesses, oral testimony at this hearing 
will he from Administration witnesses only. However, any individual or organization may 
submit a written statement for consideration by the Committee and for inclusion in the printed 
^ record of the hearing. 

BACKGROUND : 

On February 6, President Clinton will submit his fiscal year 1996 budget to the 
Congress. As previously mentioned in his State of the Union address, the President is 
proposing several tax initiatives. In addition, the welfare reform proposal advanced by the 
Administration affects several different areas of the budget, including Aid to Families with 
Dependent Children, which provides cash welfare payments to eligible beneficiaries and is 
solely within the jurisdiction of the Committee on Ways and Means. The Committee will also 
hear testimony on the general economic trends outlined in the budget and the spending, 
revenue and deficit projections in fiscal years 1996-2000. In addition, the Director of the 
Congressional Budget Office will present the economic and budget outlook as contained in 
CBO’s February report. 

In announcing the hearings. Chairman Archer stated: "In his State of the Union 
message, the President said he was interested in working with Congress in our effort to create 
a smaller, less costly govermnenL The fiscal year 1996 budget will give us the details on 
how the President intends to achieve his policies, and ways in which we can work together to 
take government in the direction the public wants." 

DETAILS FOR SUBMISSION OF WRITTEN COMMENTS: 

Any person or organization wishing to submit a written statement for the printed 
record of the hearing should submit at least six (6) copies of their statement by the close of 
business, Friday, February 17, 1995, to Phillip D. Moseley, Chief of Staff, Committee on 
Ways and Means, U.S. House of Representatives, 1 102 Longworth House Office Building, 
Washington, D.C. 20515. If those filiirg written statements wish to have their statements 
distributed to the press and interested public at the hearing, they may deliver 300 additional 
copies for this purpose to the Ways and Means Committee, room 1102 Longworth Building 
House Office Building, at least one hour before the hearing begins. 
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***NOTICE - CHANGE IN TIME*** 


ADVISORY 

FROM THE COMMITTEE ON WAYS AND MEANS 

FOR IMMEDIATE RELEASE CONTACT: (202) 225-1721 

February 2, 1995 
No. FC-5-Revised 


TIME CHANGE FOR FULL COMMITTEE HEARING ON TUESDAY ON 
- PRESIDENT’S FISCAL YEAR 1996 BUDGET- 


Congressman Bill Archer (R-TX), Chairman of the Committee on Ways and 
Means, today announced that the full Committee hearing on President Clinton’s fiscal 
year 1996 budget proposals that are under the jurisdiction of the Committee previously 
scheduled for Tuesday, February 7, 1995, at 10:00 a.m., in the main Committee 
hearing room, 1 100 Longworth House Office Building, will begin instead at 
10:30 a.m. 

All other details for the hearing remain the same. (See full Committee press 
release No. FC-5, dated January 30, 1995.) 


****** 
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Chairman Archer. Let me announce to the members of the com- 
mittee that I am informed that Secretary Ruhin is on his way over 
here from the Senate side. It is my intention to wait another 10 
minutes, until 11 o’clock. He was due here at 10:30, and we are 
glad to accommodate the Secretary up to one-half hour. But at that 
point, I will recess the committee. 

[Pause.] 

Chairman ARCHER. I would like to ask all of our guests to take 
their seats so we can proceed with our hearing this morning. 

Secretary Rubin, we welcome you to take a seat there at the wit- 
ness table. 

Secretary Rubin. Thank you, Mr. Chairman. 

Chairman Archer. We are pleased to welcome you to the com- 
mittee. It is your first appearance here as Secretary. 

Today is the first of 3 days of hearings on the President’s budget. 
We will be hearing only from Secretary Rubin today. Tomorrow we 
will be hearing in the morning from the Secretary of HHS, Donna 
Shalala. Then we will finish this series of hearings on Thursday 
with the Director of 0MB, Alice Rivlin, and the CBO Director, Rob- 
ert Reischauer. 

We have already completed our public hearings on the provisions 
of the Contract With America, hearing from a variety of witnesses, 
and today we are going to take time out from that schedule to lis- 
ten to the administration and their views on the recently submitted 
budget. 

Mr. Secretary, I can tell you from the start there are many 
things about this budget that we can agree on. You want to provide 
tax relief for the middle class, and so do we. You want to ensure 
that that is offset by spending reductions so that it is deficit neu- 
tral, and so do we. Very importantly, you want to make sure it is 
a policy that the Treasury can administer, and we agree with that. 

In the end, it is the taxpayers who will judge our work, and there 
is nothing to be gained and everything to be lost by failing to work 
together. I am committed to working with the President and his 
Cabinet not only on tax relief but on welfare, health reform, and 
deficit reduction. I urge all of my colleagues to do the same and to 
start in a real spirit of cooperation by giving careful attention to 
the President’s proposals. 

Now for a brief opening statement, I yield to my friend, Sam Gib- 
bons. 

Mr. Gibbons. Thank you. 

Mr. Secretary, I think you can be very CTateful to Chairman Ar- 
cher for his courtesies. We are not usually this friendly to people 
who get stuck over in the House of Lords as long as you apparently 
did this morning. But I can think of other chairs of this committee 
who would have adjourned the meeting and said come see us in 
June or July. 

I want to personally commend you, though, for the fine job that 
you have done in the administration. You are one of, if not, its 
principal adviser on economic policy, and I am pleased that the 
economy is in as good a shape as it is in. We are approaching full 
employment. We are approaching full use of industrial capacity. 
The business climate in general is considered to be very good in the 
United States as a whole. 
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This new budget moves in the right direction. It does reduce 
spending by $144 billion over a 5-year period. I think those figures 
are real. They are not phony. I commend you for that. 

As I have said to you in the past, though, I really do not support 
talking about tax cuts now. I think it is the wrong economic thing 
to do. I know how it titillates every Member of Congress to be able 
to talk about tax cuts. It iust makes us feel real good to be able 
to talk about that. But I tnink our emphasis should be, as painful 
as it is, on budget deficit reduction. I think that is the most impor- 
tant thing that this Congress and this administration should be 
doing. 

I want to thank you and commend you again for the distin- 
^shed public career that you have had and what you have done 
for our economy, and I welcome you here. I hope this will be the 
first of many very informative discussions we have with you. 

Chairman Archer. Without objection, any other opening state- 
ments by individual members of the committee may be inserted in 
writing m the record at this point. 

[The opening statement of Mr. Ramstad follows:] 

Opening Statement of Hon. Jim Ramstad 

Mr. Chairman, I appreciate the opportunity to speak with Secretary Rubin about 
President Clinton’s 1996 budget. 

I must say I am disappointed in the President’s newly released budget. President 
Clinton missed a golden opportunity for signiiicant bipartisan deficit reduction. 

Under the Phesident’s budget, the already massive budget deficit actually will in- 
crease over the next 2 years. While it’s unfortunate the President has abandoned 
his campaim promise to halve the deficit by 1996, it’s intolerable that this adminis- 
tration’s deficits are increasing to such sky-nigh levels. 

Unlike the President’s budget. Republicans in the House will make a serious ef- 
fort to control the growth of spending, which is driving up the deficit. 

While I appreciate the adrninistration’s support for the Contract With America’s 
family tax cut concept, the proposal to increase taxes on families once their children 
reach age 13 makes no sense. I’ve yet to hear one parent tell me that rearing teen- 
agers is less expensive than rearing younger children. 

Mr. Chairman, thanks again for calling this hearing. I look forward to hearing 
Secretary Rubin’s testimony and to exploring in greater depth this important issue. 

Chairman Archer. Mr. Secretary, again, welcome to the commit- 
tee. We are pleased to receive your testimony, and you may pro- 
ceed. 

STATEMENT OF HON, ROBERT E, RUBIN, SECRETARY, 
U,S. DEPARTMENT OF THE TREASURY 

Secretary Rubin. Mr. Chairman, thank you very much. 

First, let me apologize for being late, and thank you for your 
courtesy. I was, as you know, testifying at the Senate Budget Com- 
mittee. While that had been arranged so that it would end in time 
to get me here on time, it turned out that that was not quite as 
easy to do once there as we had hoped it would be. So, again, I 
thank you for your courtesy, and I am very, very pleased to be 
here. 

Chairman Archer, Representative Gibbons, members of the com- 
mittee, I am very pleased to appear before you to present the Presi- 
dent’s budget for fiscal year 1966 — 1996, rather. [Laughter.] 

Well, 1966 was an interesting year, too, but we are going to focus 
on 1996 in this particular budget. 

Mr. Gibbons. In 1966, the whole budget was $100 billion. 
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Secretary Rubin. I actually remember 1966 fairly well. It was a 
good year. It was the year I started working, so I have some recol- 
lection of it. In any event, we will focus on 1996. 

Let me say, Mr. Chairman, I am doing something that not many 
Treasury Secretaries get to do, which is to present a budget that 
continues a process of cutting begun at the start of this administra- 
tion and that cuts taxes and increases public investments, both in 
ways designed to increase future productivity. That is the underly- 
ing philosophy of this budget: continuing the deficit reduction proc- 
ess and at the same time cutting taxes in ways that will help the 
middle class and at the same time provide incentives for saving, 
education, and other activity that will contribute to future produc- 
tivity and also increase public investment. 

0MB Director Rivlin will testify Thursday and provide details on 
the spending side of the budget. President Clinton, from the very 
beginning of this administration, has had a broad-based economic 
strategy to stimulate and then protect the recovery, to position the 
country for the long term, and to increase the incomes of working 
Americans. This strategy consists of fiscal discipline, private and 
public investment to increase long-run productivity, opening mar- 
kets, reforming government and reforming regulation, and achiev- 
ing health care and welfare reform. 

The threshold issue we faced and the first issue that we dealt 
with when the President came into office was to bring the deficit 
under control after a long period of large and increasing deficits 
and at a time when we were facing projections for large and in- 
creasing deficits going forward. Working with Congress, we enacted 
a powerful deficit reduction program. As a result, the deficit has 
come down from $290 billion in 1992 to what we now project is 
$193 billion this year; or, to use a starker and, I think, more mean- 
ingful contrast, the deficit was on a track toward $400 billion in 
1998 based on the programs that were in place at the end of the 
prior administration, and it is now projected, based on the deficit 
reduction that has been accomplished by this administration with 
Congress, to be $196 billion for that same year, 1998. 

The deficit as a percentage of GDP, gross domestic product, goes 
from 4.9 percent in 1992 to a projected 2.7 percent for this year 
and a projected 2.11 percent of GDP in the year 2000, and we have 
a chart that shows that reduction. 

I think, Mr. Chairman, and I think most observers of deficits in 
the economy believe that the most important measure of the deficit 
is the deficit as a percentage of the total income of the country, just 
as it would be for a private entity. How large is your borrowing rel- 
ative to your income? 

As our chart shows, we started with a deficit as a percentage of 
GDP at 4.9 percent. We wind up at the end of 10 years with the 
policies contained in this budget at 1.6 percent of GDP. 

Fiscal discipline has been reestablished after a long period of bal- 
looning deficits. The deficit has been reduced by more than one- 
half, both in absolute terms and as a percentage of GDP. 

I worked in financial markets for 26 years, and I have absolutely 
no doubt that our aggressive deficit reduction proCTam enacted by 
Congress was, in large measure, responsible for the decline in in- 
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terest rates in 1993, which in turn was key to jump starting the 
economy in that same year. 

Rates have now increased, reflecting growth, but the deflcit pre- 
mium, the critical impediment to growth, is in my judgment in very 
large measure gone. The increase in rates now is reflecting growth 
and is what you would expect to have. 

We now have a strong investment-led recovery that is creating 
jobs. Business investment in machinery and equipment has in- 
creased dramatically and, as a percentage of GDP, is at an all-time 
high, as shown in the next chart. TTiat is an enormous plus for fu- 
ture productivity. 

The econo^ has created 5.7 million jobs, 5.3 million in the pri- 
vate sector. The unemployment rate has declined from 7.1 to 5.7 
percent. With all the strength of the current recovery, the increases 
in the CPI, Consumer Price Index, still remain under 3 percent per 
annum for each of the last 3 years. This is an administration that 
is very focused on and watchful with respect to inflation. 

In the long term, however, the success of our economy will de- 
pend on productivity growth. Productivity growth has been ex- 
tremely slow for a generation, and this has contributed to slow 
growth in workers’ incomes. Slow growth in average wages has 
been accompanied by an unequal distribution of income gains. 

In the past 15 years, those with incomes in the lowest fifth of 
American households have seen their real incomes fall. Those in 
the top fifth have seen their real incomes rise, and the middle has 
stood still. 

This budget emphasizes a three-part strategy to promote growth 
and improve the incomes of working Americans: one, maintaining 
fiscal discipline: two, providing tax relief for the middle class, tax 
relief that is targeted to also promote individual activity that will 
increase future productivity; and, three, increasing public invest- 
ment in workers through education and training. 

First, maintaining fiscal discipline. On a 10-year basis, as I men- 
tioned a moment ago, our budget projects a reduction in the ratio 
of the deficit to the total economy, the deficit-GDP ratio, to 1.6 per- 
cent. 

We continue reducing the deficit while lowering taxes at the 
same time by making substantial spending cuts in three areas. Re- 
structuring government saves $26 billion, savings that come largely 
from five agencies — ^Transportation, Energy, Housing and Urban 
Development, the General Services Administration, and the Office 
of Personnel Management. We save $80 billion by further lowering 
the discretionary caps in 1996-98 and by extending the discre- 
tionary caps for 2 years beyond their scheduled expiration to the 
years 1999 and 2000. There is $32 billion in savings that comes 
primarily from the mandatory side of the budget through continu- 
ing some existing health care savings and various other items. A 
remaining $5 billion of deficit reduction comes primarily from lower 
debt service as a result of our success in lowering the deficit. 

When you put all of these cuts together, they total $144 billion 
between 1996 and the year 2000. 'The President has proposed using 
$63 billion of these savings to provide tax relief to middle-income 
families as part of his Middle-Class Bill of Rights. 
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While the deficit is projected to continue to fall as a percentage 
of the economy for the next 10 years, eventually the deficit will 
turn up. The problems are an increasingly aging population and 
rapidly rising health care costs. If we want to maintain fiscal dis- 
cipline over the long run, which our administration considers to be 
absolutely crucial, we must reform the health care system as soon 
as possible, and we look forward to working with Congress on that 
objective. 

Before I leave our deficit reduction, let me make two additional 
points. 

Under President Clinton — and chart 4 I think will show this — 
for the first time since the sixties, expenditures on government pro- 
grams are less than the taxes paid by the American people. In 
other words, our deficit results from the burden of paying interest 
on the debt accumulated primarily by the deficits of the eighties. 

The second general point I would like to make is that it is our 
belief, expressed many times in various forums, that the way to 
achieve deficit reduction is through deliberate and thoughtful pol- 
icy choices, not through a balanced budget amendment. 

Now let me turn to the question of providing tax relief for mid- 
dle-income Americans. 

On December 15, 1994, President Clinton announced his Middle- 
Class Bill of Rights. A middle-class tax cut has been an explicit 
goal of this President from the beginning. Many working American 
families have lagged behind, even in the past 2 years, despite our 
rapid rate of economic growth. Not only do these tax cuts proyide 
immediate relief to middle-class families, but, yery importantly, 
these tax cuts also serve a critical economic purpose by helping 
these families save and invest to become more productive and enjoy 
higher future standards of living. 

We have targeted tax cuts squarely at the middle class. Eighty- 
six percent of the benefits of these proposals will go to families 
with incomes between $20,000 and $100,000. Let me briefly touch 
on the three components of the Middle-Class Bill of Rights. 

First, the $500 child tax credit for children under 13. This credit 
is designed to help younger families, where economic pressure often 
tends to be greatest, to provide better child care, after-school activ- 
ity, and the other requisites for good child rearing. This credit 
would reduce the Federal income tax burden of a typical two-child 
family with an income of $50,000 by almost 21 percent once the 
credit is fully phased in. This is an important investment in chil- 
dren, the future of our country. 

Second, a $10,000 deduction for post-secondary education and 
training expenses. This deduction can be used by all members of 
the family, including spouses and children, and will help middle- 
income families better obtain the education and skills that will 
equip them to succeed at work in a modem economy. Again, people 
investing in themselves. 

Third, expansion of individual retirement accounts. This program 
will substantially increase the availability of individual retirement 
accounts by raising the income ceiling to $100,000 for joint filers 
and $70,000 for individuals. Under the President’s plan, the flexi- 
bility of the individual retirement accounts is greatly enhanced, 
which we believe will increase use and, thereby, savings. An indi- 
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vidual can either deduct the amount deposited up front or forego 
this deduction in favor of tax-free withdrawal of all accumulated 
earnings after 5 years. Also, an individual may save for a broader 
range of purposes. Penalty-free withdrawals may be made at any 
time for specific purposes such as education, a first home, or cer- 
tain medical expenses. 

The point, Mr. Chairman, is to take the IRA and make it a more 
flexible savings instrument and thereby, hopefully, greatly increase 
its use and increase savings and the savings rate in this countiy, 
which will be a critical determinant of our mture economic growth. 

Finally, on the subject of taxes, one of the administration’s prior- 
ities is to implement fully the Internal Revenue Service’s Tax Sys- 
tems Modernization plan to reduce the administrative burden on 
businesses and individuals and to raise compliance. 

Public investing in the future: The President’s public investment 
program, critical to future productivity, is many faceted. In this 
budget, it focuses on his GI bill for America’s workers, which con- 
solidates and streamlines a patchwork of some 70 job training pro- 
grams to provide skill grants to lower income and displaced work- 
ers. 

Mr. Chairman, to conclude, this budget is the next step in card- 
ing forward the President’s economic strategy designed to raise liv- 
ing standards for all Americans. A great deal has been accom- 
plished in the last 2 years in putting in place the President’s com- 
prehensive economic strategy, and the results speak for them- 
selves. But much remains to be done if this country is going to be 
effectively and properly positioned for long-term economic health. 
We enormously welcome the opportimity to work with you in the 
spirit that you expressed in your opening remarks on a bipartisan 
basis to continue moving forward. 

Thank you, Mr. Chairman. 

[The prepared statement and attachments follow:] 
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STATEMENT OF ROBERT E. RUBIN 
SECRETARY OF THE TREASURY 
BEFORE THE HOUSE WAYS AND MEANS COMMITTEE 


Mr. Chairman and Members of the Committee: 

I am pleased to appear before you today to present the President’s proposed 
Budget for the 1996 Fiscal Year. I’ve been in office less than a month, but I am doing 
something not many Treasury Secretaries get to do: presenting a budget that cuts the 
deficit and cuts taxes . 1 am also doing something that you would have to go back 16 
Treasury Secretaries to sometime in the Truman Administration to find: announcing that 
our budget deficit will decline for three years in a row. 

As Treasury Secretary, my testimony will focus on broad policy issues and on the 
revenue proposals set forth in our budget. OMB Director Alice Rivlin will testify before 
you Thursday. She will provide greater detail on the program side. 

Every Administration’s agenda is contained in its proposed budgets. President 
Clinton, from the beginning of this Administration, has had a broad-based economic 
strategy to stimulate and then protect the recovery, to position the country for the long- 
term, and to increase the incomes of working Americans. 

Prior to joining Treasury, 1 assisted the President in setting our overall policies. I 
know how deeply he feels about continuing to move forward on his full economic 
strategy, which includes fiscal discipline, boosting both private and public investment to 
increase long-run productivity, opening markets, reforming government and regulation, 
and achieving health care and welfare reform. 

This morning, I would like to summarize briefly what we have achieved, where we 
are now, and where we are headed, with special attention to the President’s proposed 
Middle-Class Bill of Rights. 

What Have We Achieved to Date? 

When the President came into office, the economy may have been in recovery, 
but the recovery was weak and uncertain. Employment growth, in particular, had lagged 
far behind normal expectations. Large federal budget deficits, which were increasing 
rapidly as a percent of GDP even as the economy was recovering, created an unstable 
economic environment. Escalating structural deficits were a clear signal that the chances 
of an eventual severe financial crisis were on the rise. Prudent business people were 
reluctant to hire or to invest in this unstable environment. As a result, Americans were 
experiencing a jobless recovery. 

Thus, the first necessary economic move was to bring the deficit under control. 
Working with Congress, we enacted a powerful deficit reduction program. The $505 
billion deficit reduction package was achieved largely through spending cuts of $255 
billion over five years, including freezing discretionary spending at 1993 levels, and 
raising income tax rates on only the 1.2 percent of Americans with highest incomes. 

We also introduced plans to reduce the size of govenunent. The President’! 
Reinventing Government initiative called for reducing the federal work force by 272,900 
over five years, bringing government employment back to levels not seen since John 
Kennedy was President. 
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At the same time that we were cutting spending and government employment, we 
were able to reduce taxes for millions of lower- and moderate-income working 
individuals and families, and to offer tax relief for small businesses. 

The net effect of our plan was to bring the deficit down; from $290 billion in 1992 
to what we now project as $193 billion this year, the deficit as a share of GDP went from 
4.9 percent in 1992 to a projected 2.7 percent for 1995. 

I worked in financial markets for 26 years, and I have no doubt that our 
aggressive deficit reduction program was, in large measure, responsible for the decline in 
interest rates which in turn was key to jump-starting the economy in 1993. Deficit 
reduction also reduced uncertainty about our fiscal future and restored confidence 
conducive to investment. 

In addition to addressing the deficit problem, we also made sure that American 
businesses had access to the credit they needed. When President Clinton took office, 
small- and medium-sfred businesses were facing a “credit crunch." In response. President 
Clinton announced a program of regulatory and administrative changes to reduce 
impediments and increase the availability of credit. 

The combination of these policies, a sound fiscal environment and increased 
availability of credit, has paid off. We now have a strong investment-led recovery that is 
creating jobs. The first chart at the end of this statement shows that business investment 
in equipment has increased dramatically under the Clinton Administration. As a percent 
of real GDP, business equipment investment is at an all-time high. 

Most important, as we have cut the deficit and reduced federal employment, the 
economy has created 5.7 million jobs, putting an end to the jobless recovery. Note that 
5.3 million, or 93 percent, of these jobs were created in the private-sector (see attached 
chart). At the same time, the unemployment rate has declined from 7.1 percent to 5.7 
percent. Some say that all these new jobs are in low-paying industries, but that view is 
incorrect. Over the past year, the number of jobs in construction, which pays 30 percent 
more than the average wage, has surged by some 325,000. The decline in manufacturing 
jobs has turned around; factory employment is up 290,000. The high-paying wholesale 
trade and transportation and public utilities industries provided an additional 295,000 
jobs. 


All this investment and employment growth has occurred in an environment of 
low inflation-an absolutely critical objective of this Administration. Even with the 
strength of the current recovery, inflation has remained under control. The increase in 
the consumer price index has come in under 3.0 percent for each of the last three years. 
We see virtually no evidence of cost-push inflation pressure from wages. Growth of the 
employment cost index-the most reliable measure of labor costs-was lower in 1994 than 
it had been in 1993. 

We have also established the basis for growth of future wages and living standards 
through our trade liberalization policies. We worked hard to enact NAFTA and GATT 
because we believe American workers will benefit. In an increasingly integrated world, 
we are going to have to look outward rather than inward if we are going to stay on top. 
Moreover, jobs in export industries are more productive than average and pay about 10 
to 20 percent more than average. That means shifting the composition of GDP toward 
more exports automatically shifts the economy toward better paying jobs. 

Where Are We Now? 

As successful as economic performance has been in the last two years, getting the 
economy moving and creating jobs in the short term was only part of the challenge. In 
the longer run, the key test of this Administration will be whether it has succeeded in 
raising productivity growth-because that is the only way to create higher wages and 
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higher standards of living. 

I want to emphasize that productivity growth is not an academic abstraction. In 
the final analysis, increases in workers’ incomes caimot be sustained without increases in 
productivity-in the amount produced per hour worked. Productivity growth has been 
extremely slow over the past twenty years. And slow productivity growth has meant slow 
growth in workers’ incomes. 

This slow growth in average wages has been accompanied by an unequal 
distribution of income gains. As you can see from the attached diart, in the past fifteen 
years, those with incomes in the lowest fifth of American households have seen their real 
incomes fall below the levels attained by their counterparts in 1980; those in the top fifth 
have seen their incomes rise by 21 percent; and the middle has stood sdll. 

The unequal distribution of income gains over the past fifteen years has put very 
real pressures on middle-class families. Their standards of living have failed to match 
their legitimate expectations. Dealing with this problem is at the heart of the President’s 
budget and his Middle-Oass Bill of Rights. 

Where Do We Go from Here? 

This budget emphasizes a three part strategy to promote growth and improve 
middle-class incomes: 1) maintaining long-term fiscal discipline, 2) providing tax relief 
for the middle class, and 3) increasing investment in workers through education and 
training, as well as in machines and buildings. This is the approach that the President 
has outlined in his budget. 

Maintaining Fiscal Discipline 

This Administration fought hard to break the back of the cycle of ever-increasing 
deficits. But it is not enough to reduce the deficit for three years in a row. We are 
concerned both about the pattern of projected deficits over the next five years and also 
about the pattern after the turn of the century. 

For the next five years, this budget maintains the progress on deficit reduction 
made in OBRA ’93. As I said earlier, our projections show the budget deficit dropping 
in 1995 for the third straight year, this time to $193 billion. After 1995, the deficit, 
measured in dollar terms, fluctuates in a narrow range before falling back to $194 billion 
in 2000. 

More important than stabilizing the deficit in dollar terms is reducing the deficit 
as a share of GDP. Between 1995 and 2000, the deficit-to-GDP ratio falls from 2.7 
percent to 2.1 percent. We haven’t seen numbers in that range since 1979. 

Further, the attached chart shows that the deficit as a share of GDP has been cut 
in half from what was projected before passage of the 1993 deficit reduction package, 
fulfilling the President’s promise. 

This year, we continue our deficit reduction efforts and lower taxes by making 
substantial cuts in spending. Budget cuts come from three areas. Restructuring 
government saves about $26 billion. Most of that $26 billion is the result of fundamental 
changes in five agencies-the Departments of Transportation (DOT), Energy (DOE), and 
Housing and Urban Development (HUD), the General Services Administration (GSA), 
and the Office of Personnel Management (OPM). Additional efforts are aimed at 
terminating certain agencies and programs and restructuring others. In addition, we 
propose to turn over to the private sector or to state governments activities that they are 
well positioned to carry out themselves. 


We have already bad real success in this area. The President’s reinventing 
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government initiative has already reduced the federal work force by 102,500 positions. 
Currently, the federal work force as a share of total employment is at its lowest point 
since the 1930’s. In addition. Congress has enacted $63 billion of the $108 billion in 
reinventing government savings proposed by the Administration. The goal is to make 
government even smaller and to m^e it work better for all Americans. 

In addition, further lowering of discretionary spending caps from 1996 through 
1998 and extending them for two years beyond their scheduled expiration in 1998 
produces an additional $80 billion in savings. The budget contains specific proposals to 
achieve these savings. The net result of extending the caps and making the cuts will be 
to keep discretionary spending virtually constant in nominal dollars from 1996 through 
2000 . 


Finally, $32 billion in savings comes primarily from the mandatory side of the 
budget through continuing some existing health care savings, imposing user fees for the 
lucrative electro-magnetic spectrum, accelerating student loan savings, and reducing 
certain agricultural programs. The remaimng $5 billion of deficit reduction comes 
primarily from lower debt service, as a result of our success in lowering the deficit. 

Together, our program cuts and projected debt service reductions save $144 
billion between 1996 and 2000. The President has proposed using $63 billion of these 
savings to provide tax relief to middle-income families as part of his Middle-Class Bill of 
Rights. The remaining $81 billion is for deficit reduction. 

If our proposed policies are continued beyond the year 2000, we now project that 
the fiscal year 2005 deficit will be only 1.6 percent of GDP. This good news comes from 
two developments. First, for the ten-year period from fiscal year 1995 to fiscal year 
2005, the President’s budget proposals produce substantial deficit reduction. Second, our 
new budget baseline projects lower spending for Medicare and Medicaid, based on the 
latest growth rate estimates from the actuaries at the Health Care Financing 
Administration. 

Administration estimates of deficits in the out-years are noticeably lower than 
estimates that have been recently produced by the Congressional Budget Office. There 
are several reasons for this. 

First, CBO’s baseline, by convention, does not include any deficit reduction 
proposals. The President’s budget proposes substantial deficit reduction over the next 
ten years. 

Second, the Administration’s baseline estimates include recent revisions to 
projected costs of Federal health care programs made by the actuaries at the Health 
Care Financing Administration. I do not believe that the latest CBO estimates 
incorporate the full revisions from the actuaries. 

Third, over the long term, the Administration has a slightly more optimistic rate 
of growth for productivity-by one or two tenths of one-percent-than does CBO. By 
2005, even very small differences in projected growth rates materially affect deficit 
projections. 

In other words, there are straightforward explanations of the differences between 
our numbers and CBO’s, and we are very comfortable with all our projections. 

While we are confident that the deficit outlook for the next ten years is good, all 
observers agree that the deficit will eventually turn upward. The problems are an 
increasingly aging population and rapidly rising health care costs. We cannot do 
anything about the projected demographic shifts, but we need to do something about 
health care as soon as possible. If we want to maintain fiscal discipline over the long 
run, we must reform health care. 
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Before we leave our deBcit discussion, let me make two additional points. First, 
let me refer you to an enlightening chart This chart shows the difference between 
program expenditures and revenues for the Clinton A dminis tration and for each of the 
last eight Ad minis trations. Under President Clinton-for the first time since the 1960s- 
expenditures on government programs are less than the taxes paid by the American 
people. We have a deficit solely because of the burden of paying interest on the debt 
run up largely as a result of the deficits of the 1980s-not because we’re overspending 
today. 


The second general point I’d like to make is that I believe the way to achieve 
deficit reduction is through deliberate and thoughtful policy choices, not through a 
balanced budget amendment that greatly increases macroeconomic risk in our economy 
and involves spending cuts that have not been specified at the time the decision on a 
balanced budget amendment is made. 

Providing Tax Relief for Middle-Income Americans 

Let me now turn to the centerpiece of the President’s budget. On December 15, 
1994, President Clinton announced in an Oval Office address his "Middle-Class Bill of 
Rights." A major piece of his initiative is providing tax relief for middle-income families. 

A middle-class tax cut has always been a goal of this Administration. In 1993, 
however, the A dminis tration fiiced a deficit crisis larger than had been predicted at the 
start of 1992. Bringing the deficit under control, and directing tax relief to lower and 
moderate income Americans were our first priorities. 

Due to strong, effective leadership and tough choices, the deficit reduction 
program has been even more of a success than expected. However, incomes of many 
working American families have lagged behind-even in the last two years, when growth 
in the economy has been brisk. 

The President’s tax cuts will not only provide immediate relief to financially- 
strapped middle-income families but also will help these families save and invest so that 
they will become more productive and enjoy higher future standards of living. Individual 
tax relief coupled with savings and investment will boost American productivity, 
providing the foundation for sustained increases in real incomes. 

The Ad minis tration’s tax cut is targeted squarely at middle-income families. The 
attached chart illustrates that a full 86 percent of the benefits of this tax cut will go to 
families with incomes between $20,000 and $100,000. 

The tax cuts in the President’s Middle-Oass Bill of Rights have three elements, 
aimed at strengthening families, promoting education, and encouraging savings. 

$500 Child Tax Credit: This credit is designed to help younger families, where 
economic pressure often tends to be greatest, to better provide child care, after-school 
activity, and the other requisites for good child rearing. This is an investment in 
children-the future of our country. A $500 (when fully phased in) non-refundable credit 
will be allowed for each dependent child under 13. Between 1996 and 1998, the 
maximum credit would be $300. This credit would reduce the federal income tax burden 
of a typical two-child family with an income of $50,000 by 21 percent. The credit will be 
phased out for taxpayers with initial Adjusted Gross Incomes (AGI) between $60,000 and 
$75,000. No credit will be available to taxpayers with AGI in excess of $75,000. 

Deduction for Post-Secondary Education Expenses; This deduction can be used 
for education and tr ainin g expenses for all members of the family, including spouses and 
children, and should better enable middle-income families to obtain the education and 
skills that will equip them to function effectively in a modem economy. This deduction 
is used in deter mining a taxpayers AGI (that is, taken above the line) and is, therefore. 
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available to those who do not itemize their deductions as well as to those who do 
itemize. The maximum allowable deduction would be phased out ratably for taxpayers 
filing a joint filers with AGl (before the deduction) between $100,000 and $120,000 
($70,000-$90,000 for individu^s). The maximum deduction would be $5,000 in 1996- 
1998 and $10,000 thereafter. 

This proposed tax deduction of up to $10,000 in tuition and fees can be taken for 
study at any college, university, or vocational program eligible for federal assistance. 

Expansion of Individual Retirement Accounts; This program will substantially 
'increase the availability of individual retirement accounts by raising the income ceiling to 
$100,000 for joint filers and to $70,000 for individuals. Today, only couples with AGI up 
to $40,000 and individuals with AGI up to $25,000 can make fully deductible 
contributions. Moreover, the flexibility of the individual retirement account has been 
greatly enhanced: an individual can' effhef deduct the amount deposited up front, or 
forego this deduction in favor of tax-free withdrawal of all accumulated earnings after 
five years. The President’s proposal would allow penalty-free withdrawals, immediately 
for specified purposes such as education, first homes, long-term unemployment, or 
certain medical expenses. 

Other Revenue Proposals 

In addition to the President’s proposed middle-class tax cuts, the budget contains 
certain other provisions that affect revenues. An Appendix to my testimony provides 
further details. But let me note that we are proposing two additional empowerment 
zones, thus enlarging empowerment zone tax incentives; reducing a tax on vaccine 
manufacturers; denying the Earned Income Tax Credit (EITC) to undocumented 
workers, and to those with significant unearned income; changing the tax treatment of 
those who renounce their citizenship or use foreign trusts to shelter income; and 
supporting the extension of the taxes that finance the "Superfund" that cleans up 
hazardous waste sites. 

Also, on the subject of taxes, one of the Administration’s priorities is to fully 
implement the Internal Revenue Service’s Tax Systems Modernization (TSM) plan to 
reduce the administrative burden on businesses and individuals and to raise compliance. 

Investing for the Future 

Fiscal discipline and middle class tax relief are necessary elements of any coherent 
economic strategy. Yet, by themselves, they are not enough to ensure higher standards 
of living for all Americans. 

Additional investment in the skills and capabilities of America’s workers and in 
physical capital have always been an integral part of the President’s agenda. Today’s 
investments will translate into stronger productivity growth and higher living standards 
for years to come. Boosting public investment is an important step towards a rising 
standard of living for all Americans. 

Let me focus on three areas: investment in human capital; investment in science 
and technology; and investment in infrastructure. 

Human Capital: The President has consistently emphasized the importance of 
"lifelong learning" in an economy which favors the highest skilled workers. The budget 
proposes $47.3 billion in 1996 for investment in education and training. This represents 
a $5.4 billion increase, or 13 percent, over 1993 levels. Working with Congress, the 
Administration has already launched legislation from expansion of the Head Start 
program to cutting the cost of higher-education loans for students. 

This year, the President will focus on better opportunities for adults already in the 
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work force. The President’s proposal-the *0.1. Bill for America’s Workers"--will 
consolidate and streamline a patchwork of some 70 job tr aining programs. The "G.I. 

Bill" will offer dislocated and low-income workers "skill grants" through which they can 
make their own choices about the training they need to find new and better jobs. 

Two other Presidential initiatives also deserve mention here. 

Welfare reform fits into the over-arching strategy of raising economic growth. 

The current welfare system costs taxpayers a great deal of money and actually 
discourages work by participants. This Administration wants to work with Congress to 
make welfare a temporary safety net only, through time limits and through making work 
pay. If we succeed, we will both raise the standard of living of participants and lower the 
tax burden on average Americans. 

Similarly, health care reform is not only essential to maintaining long-term fiscal 
stability, but also important for the take-home wages of the average American. If 
employees’ health insurance costs keep rising, workers’ wages won’t. Health care cost 
containment will pay off in higher wages as well as. in a more stable fiscal environment. 

Science and Technology: We know that the rates of return for R&D are high in 
the private sector. Industry R&D may have accounted for as much as a quarter of 
overall productivity growth in recent decades. Commercial firms cannot reap the entire 
rewards of basic research, however, because other firms easily learn and use the 
knowledge generated. Despite high rates of return, the private sector does too little 
basic research to meet all of society’s needs. 

Thus, the federal government plays an important role in promoting and investing 
in R&D. Federal spending accounts for nearly 40 percent of the nation’s R&D 
spending. This budget proposes $69.4 billion in 1996 for research and development-an 
increase of $3.74 billion in nondefense R&D over 1993. 

Through the President’s National Science and Technology Council, the 
Administration seeks to support the best possible science on a tight budget. The science 
and technology program pursues advances in health, business, the environment, 
information tec^ology, national security, and basic science itself. 

In addition, because of the importance of R&E to the nation’s economy, we 
support the extension of the R&E tax credit on a revenue neutral basis, and we will work 
with Congress to pay for it. 

Infrastructure: Infrastructure is one area where the government must play an 
important role-the private sector could not profitably run many of our nation’s roads 
and bridges or the treatment plants needed to provide clean water. The budget proposes 
$58.8 billion for 1996 for infrastructure investment-up $8.6 billion from 1993. 

While infrastructure spending can be among the most effective ways to boost 
productivity, projects must be chosen carefully. The Administration proposes to 
restructure the Transportation Department, consolidating its infrastructure activities into 
a single transportation block grant. Local governments will have more flexibility to 
direct resources to areas which best address community needs. Our goal is more and 
better infrastructure, at less cost and with less red tape. 

Cbnclusion 

In conclusion, let me make three points: 

First, you can read the priorities of this Administration in its budget. This 
President is committed to raising standards of living for all Americans, and the policy 
objectives pursued through the budget-deficit reduction; the middle-class tax cuts; public 
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investments in workers, in knowledge, and in infrastructure; Reinventing Government- 
are all aimed at attaining that goal. 

Second, this budget maintains the ground won in the struggle to reduce the deficit 
in 1993. We project that, with the deficit-reduction policies in the budget, the federal 
deficit will remain below $200 billion in nine of the next ten years, and will shrink to 1.6 
percent of GDP in fiscal 2005. We as a country simply cannot afford to return to the 
days of rising, uncontrolled deficits of the 1980s or early 1990s. This budget will keep us 
on a sound trajectory that reduces the deficit. 

We do this by taking step-by-step reductions in spending programs and in cutting 
the size of government itself. Reinventing government not only saves money, but also 
makes government efficient. As a result of the Administration’s actions to date, we are 
reducing the deficit and do not need a balanced budget amendment to enforce fiscal 
discipline. This is the right way to cut the deficit. 

Third, we take a crucial step toward addressing the economic concerns of working 
families by cutting their taxes. Our proposals are targeted to the people who need them 
the most when they need them the most. These cuts will help families with young 
children, people who are paying for education, and those who want to save for the 
future. 


This budget builds upon what has been achieved. It is the next step in the logical 
sequence of policies designed to raise the living standard for all Americans. It reinforces 
fiscal restraint. It provides tax relief to millions of Americans who have seen their 
incomes stagnate for a generation. And it invests in education, infrastructure, and 
technology. 

Much has been accomplished in the past two years, but much remains to be done. 
I look forward to working with you on a bi-partisan basis to continue moving forward. 


APPENDIX: OTHER REVENUE PROVISIONS 

Additional Empowerment Zones . The Secretary of Housing and Urban Development 
would be authorized to designate two urban empowerment zones in addition to the six 
urban and three rural zones designated on December 21, 1994. This would have the 
effect of extending the empowerment zone tax incentives to these additional areas. 

Other current-law limitations, such as those regarding population, size, poverty, and 
application requirements, would be applicable to these areas. 

Reduce Vaccine Excise Tax . Under current law, a manufacturer’s tax is levied on 
vaccines used to prevent diphtheria, pertussis, tetanus, measles, mumps, rubella or polio. 
These taxes are deposited in the Vaccine Injury Compensation Trust Fund and provide a 
source of revenue to compensate individuals who sustain certain injuries or to families of 
individuals who die following administration of these vaccines. Because of large balances 
in the trust fund, the Administration proposes a reduction in revenues from these taxes. 
The decrease will allow continued program compensation while lowering the costs of 
vaccines to both public and private purchasers. 

Earned Income Tax Credit 


EITC denied to undocumented workers . Under this compliance proposal, only 
individuals who are authorized to work in the United States would be eligible for the 
earned income tax credit (EITC). When claiming the EITC, taxpayers would be 
required to provide a valid social security number for themselves, their spouses, and their 
qualifying children. Only social security numbers that are valid for employment purposes 
in the U.S. would enable the individual to claim the EITC. In addition, the proposal 
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would modify the IRS procedure for processing returns with erroneous or missing 
taxpayer identification numbers so as to reduce improperly claimed credits. These 
proposals would be effective in 1996. 

Eire denied if interest and dividends exceed S2..S00 . Under current law, an individual 
must have earned income in order to be eligible for the EITC. Because the EITC is 
designed to benefit low-income workers, the amount of the credit should decrease as the 
taxpayer’s income increases. A taxpayer with relatively low earned income, however, 
may be eligible for the EITC even though he or she has significant interest and dividend 
income £rom investment assets. Under this proposid, taxpayers would not be eligible to 
receive the EITC if their combined interest and dividend income for the year exceeds 
$2,500. This proposal would be effective in 1996. 

Tax responsibilities of Americans who renounce citizenship . The proposal would tax the 
untaxed gains of U.S. taxpayers who renounce citizenship. The tax would also apply to 
aliens who have been lawful permanent residents for at least ten years and then cease to 
be subject to U.S. tax. This tax is intended to apply only where very substantial gains are 
involved and, thus, an exemption is provided for up to $600,000 of gain. U.S. real estate 
and pension assets would also be exempt 

Foreign Trusts . The foreign trust proposal is designed to increase compliance for taxing 
two categories of people. First, U.S. persons sometimes transfer their assets to foreign 
trusts and rarely pay tax on the trust income. The proposal would impose enhanced 
information reporting requirements (with penalties for failure to comply) on U.S. persons 
who transfer assets to foreign trusts. The second category of taxpayers are U.S. persons 
who are members of wealthy foreign families. Foreign families often establish foreign 
trusts for the benefit of U.S. family members. Under current law, the United States 
treats such trust assets as owned by the foreign family, and any distribution of income 
earned by the trust to the U.S. beneficiary is treated as a nontaxable gift to the U.S. 
person. The proposal would tax this trust income. 

Extension of Sunerftind Tax . Four different taxes are imposed under present law to 
fund the Hazardous Substance Superfund (Superfund) program including a corporate 
environmental income tax equal to 0.12 percent of the amount of modified alternative 
minimum taxable income in excess of $2 million, and excise taxes on domestic or 
imported crude oil or refined products, certain hazardous chemicals, and certain 
imported substances. These taxes are scheduled to expire generally after December 31, 
1995. The Administration supports the extension of the corporate environmental income 
tax through taxable years beginning before January 1, 2001, and the Superfund excise 
taxes through December 31, 2000. 
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Business Investment Has Surged 
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Middle Class Incomes Were Stagnant, 1980-93 


Change in Average Real Household Income 



The Deficit Has Been Cut in Half 
as a Share of GDP 
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Spending on Government Programs Is Less 
than Taxes for the First Time Since the 1960's 

Revenues Minus Program Spending as a Share of GDP 



1962-65 1966-69 1970-73 1974-77 1978-81 1982-85 1986-89 1990-93 1994 - 95 ’ 


Fiscal Years 

-Fiscal year 1994 and projection for fiscal year 1995, 


Tax Cut Targeted 
to Middle-Income Families 




23 


Chairman Archer. Thank you, Mr. Secretary, and thank you for 
your very cogent testimony to the committee. 

If I may ask you a question that is on the minds of average 
Americans that I have been hearing from, does the administration 
for which you work believe that we should have a balanced budget 
at the Federal level? That is simply a yes or no answer. You do not 
have to expound on it. 

Secretary Rubin. Let me express it, if I may, this way, Mr. 
Chairman, because I actually think it is a rather complicated ques- 
tion. 

Chairman Archer. But it isn’t complicated. Either we pay our 
bills currently or we don’t, and the question is: Do you believe we 
should do that? 

Secretary RUBIN. The President has said on many occasions that 
he believes that we should move toward a balanced budget, but we 
should do it in a careful and deliberate fashion and make sensible 
decisions each year that are appropriate in the context of the eco- 
nomic circumstances of that year. 

Chairman Archer. OK. At what time does the President believe 
we should achieve the balanced budget? 

Secretary Rubin. The President believes very strongly, and I 
think rightly, that there should not be an arbitrary time; because 
once you have an arbitrary time, you have no way of knowing what 
the economic circumstances will be during your approach toward 
that arbitraiy period, and you may be reducing the deficit at pre- 
cisely the wrong time. 

If, for example, we went into a recession and at the same time 
you continued to reduce the deficit, what you could do is turn a re- 
cession into something far more serious. That is really precisely the 
point. One should not have an arbitrary time. One should have a 
goal, and the goal should be to work toward a balanced budget in 
the context of the circumstances of every given year when the deci- 
sions have to be made. 

Chairman Archer. Well, if the economy is doing as well as your 
charts say — and it is doing well based on what we hear from econo- 
mists across the country — is not now the time when we should be 
able to pay our bills? We are not in a recession. 

Secretary Rubin. Mr. Chairman, it is our view — we would agree 
with you that this is a time when we should continue on the deficit 
reduction track. We began, as you well remember, in 1993. As I 
said in my opening statement, we inherited a situation that was 
viewed in the financial markets, and I think rightly so, as a fiscal 
morass, a fiscal mess. I think there was a prevailing sense of pes- 
simism about fiscal order in this country. We put in place, with 
Congress, a very powerful deficit reduction program. This budget 
carries that program forward. Toward that end, we made $144 bil- 
lion of cuts, and I will tell you, they came very painfully. If you do 
not believe me, ask the Secretaries who had to make those cuts. 

We have used more than half of it for deficit reduction, and we 
have used some of it for tax cuts. That is what gets you on the 
path — well, the chart is not up there now, but that is what gets you 
on the path toward a 1.6-percent deficit-GDP ratio. 
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In our judgment, the next major step is to go at the item in the 
budget that really is driving the deficit, and that is health care ex- 
penditures. 

Chairman Archer. But we still are not paying our bills this 
year, and we are at the height of a very successful economic recov- 
ery. 

Secretary Rubin. Mr. Chairman 

Chairman Archer. The American people, I think, have the right 
to ask: If we cannot pay our bills now, when will we pay our bills? 

Secretary Rubin. Mr. Chairman, I think your question is a good 
question. This is the kind of debate that we think should be under- 
taken with respect to economic policy. It is our judgment that you 
need to reduce the deficit in a powerful and aggressive but, never- 
theless, a carefully balanced way. Because if you reduce it too rap- 
idly, what you will do is have a negative macroeconomic effect on 
the economy, slow down growth, and possibly even push it into a 
recession. So it is for that reason that we have advocated being 
very focused on the deficit, but doing it appropriately over time. 

Chairman Archer. But it seems to me the difficulty doing it over 
time is that as you project forward, most of your spending savings 
are going to be in outyears, that you may face the very thing you 
are talking about, which is an economy that is not as strong as it 
is now. The American people wonder why we are not doing more 
right now while we have a strong economy, and they also wonder, 
along the lines of your testimony, that the major problem in not 
getting to a balanced budget today is the interest charges for accu- 
mulated debt that was run up in previous administrations. Yet, as 
I understand your budget, you continue deficits year afler year 
after year in your own projections of over $200 billion a year, which 
I believe you would agree is going to compound the debt and create 
more interest charges on future generations. 

Secretary Rubin. Mr. Chairman, conceptually, maybe the way to 
put it is this: What we have tried to do is design a program that 
will bring the deficit down as a percentage of the economy, very 
much as you would in looking at any sort of entity — how large is 
its borrowing relative to the size of its income? — and also begin to 
bring the debt down as a percentage of the total economy. That is 
what our program is designed to do. 

It is our view that if you go too fast with respect to deficit reduc- 
tion, you begin to rim macroeconomic risks. On the other hand, we 
also believe that you should move as rapidly as you can because 
we agree with you that deficit reduction and getting the deficit 
down as a percentage of the total economy and getting the debt 
down as a percentage of the total economy are very important ob- 
jectives for the long-term economic health of this country. 

Now, we could have a debate — and it is a good, healthy debate — 
about exactly how rapid that process should be. I think we have 
done an enormous amount in the time that we have been in office, 
and we did it from the base of having inherited a very difficult and, 
I think, long-run untenable situation. 

Chairman Archer. Well, I do not want to get back into who did 
what over the last 15 years, because we could be forever debating 
that, but we are where we are, and we have to move forward in 
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a way that I believe tells the American people we are serious about 
getting to a balanced budget. 

That is the one thing that troubles me about the budget you are 
submitting to us today. You are making projections over 10 years 
that still show deficits that do not go down but go up. If we cannot 
do it in a 10-year period, I think the American people can properly 
ask when. The answer is, if it is simply that we want the deficit 
to relate to the GDP growth rather than a balanced budget, I do 
not think the American people will buy it. 

I may be wrong, but I have used up all my time, Mr. Secretary. 
So I am going to^eld to my collea^e, Sam Gibbons, for inquiry. 

Mr. Gibbons. Well, thank you, Mr. Chairman. I know the Sec- 
retary’s time is limited. I know we are running late. The Secretary 
has been very generous with me in our discussions, and so I am 
going to yield back the balance of my time and let other people 
have a chance to question. 

Chairman Archer. Mr. Crane. 

Mr. Crane. Thank you. 

Mr. Secretary, since only one-third of married couples have chil- 
dren under age 13, and since the cost of bringing kids up escalates 
as they get older, I am curious why you came up with that cutoff 
age with respect to the tax credit for children at 13. 

Secretary Rubin. Mr. Crane, that is a good question. What we 
spent a lot of time doing was trying to fi^re out how to make our 
limited resources, because it is the President’s view that every tax 
cut must be fully paid for and without any budp'et gromicks, how 
do we make our limited resources most effective, ^e jud^ent 
that we reached was that it is younger families who have the most 
difficulty in terms of their incomes^ and it is also young children 
who provide the greatest problem m terms of many kinds of ex- 
penses. I mentioned child care, after-school activity, and things of 
that sort. 

So the idea was to focus the money on the people that we 
thought needed it the most and toward children at the age where 
we thought the greatest benefit could be obtained by enabling fami- 
lies to invest more in their uprearing. 

I might add, incidentally, as kids get older and they get toward 
post-secondaiy school age, our education tax credit kicks in so that 
there is available help with respect to future training and school- 
ing. 

It is basically a question of targeting limited resources to the 
place where we thought it was most needed and would be most im- 
portant to the future of our country in terms of investing in chil- 
dren. 

Mr. Crane. Another question is the education expense deduction 
which is limited to $5,000 in 1996, 1997, 1998, and then goes to 
$ 10 , 000 . 

V^at was the rationale behind postponing the elevation to 
$10,000 until 1999? 

Secretary Rubin. The President felt that an education and train- 
ing tax deduction was a way to provide people with an incentive 
to do the thinm that will make them more productive, which is ob- 
viously good for the economy. Once again, you have the question 
of taking limited resources because he absolutely refused to have 
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any tax cut that was not paid for; and, he wanted to accomplish 
deficit reduction at the same time that we had a tax cut. So we 
took our limited resources and we applied them in the manner that 
seemed most sensible, and to us that seemed to be to have 3 years 
of phase-in at $5,000 and then go to $10,000. 

Mr. Crane. A final question has to do with the proposal for bor- 
der services user fees. I am curious as to why it is called a user 
fee. 

Secretary Rubin. It is called a user fee because it is going to be 
raised from people who legally, legitimately cross borders, and then 
the funds will be used predominantly for providing services to 
those people, for example, the border checkpoints and the various 
kinds of activities that Customs and others have to undertake to 
deal with legitimate crossings across borders. 

Mr. Crane. Well, frequent crossers are going to get a discount? 

Secretary Rubin. There is a frequent-crosser discount, yes. 

Mr. Crane. Aren’t they using the border crossings like anybody 
else? 

Secretary Rubin. They are, yes, they are, and it is a good point. 
We actually discussed that. I think there was a balance struck, and 
the idea was that if people go back and forth a great deal, it would 
impose too much of a burden on those people. So the thought was 
to provide a discount, but that is a matter one could debate and 
have a different judgment on. 

Mr. Crane. I am just curious why it isn’t referred to as a tax 
rather than a user fee, then, when you are making those kinds of 
arbitrary distinctions. 

Secretary Rubin. Oh, because I think that a user fee is a phrase 
in wide use to apply to a fee that is charged to people for a service 
that they are using as opposed to a general tax that is used for 
general purposes. 

Mr. Crane. These fees are designed to stem illegal border cross- 
ings and fight drug trafficking? 

Secretary Rubin. No. These fees are really designed to deal with 
the kinds of checkings and activities that are involved in legal, le- 
gitimate border crossings at both our northern and southern bor- 
ders. 

Mr. Crane. They are not currently funded? 

Secretary Rubin. They are currently funded, but the idea here 
was to have them funded by the people who use the services. 

Mr. Crane. Thank you, Mr. Secretary. 

Chairman Archer. Mr. Thomas. 

Mr. Thomas. Thank you very much. 

Mr. Secretary, Sam Gibbons was very generous in the comments 
to you about this committee in the House versus committees in the 
Senate. I guess I would just ask you to go back and review article 
I, section 7 when you need help in terms of who is there constitu- 
tionally and what needs to be done. 

We normally meet at 10 o’clock. We adjusted it to 10:30, and we 
basically waited until 11 o’clock. I would urge you to focus on the 
constitutional relationships. 

In your statement, you talked about health care being significant 
in terms of controlling the deficit, and just prior to this, you men- 
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tioned that health reform or the failure to deal with health reform 
will drive the deficit. 

What kind of health reform do you have in this budget? 

Secretary Rubin. Let me respond to both aspects of what you 
said, Mr. Thomas, because I aCTee with you. We had intended to 
be here at 10:30, and I do apologize for not being here. That was 
something that was unavoidable. But I do apologize. 

Mr. Thomas. Well, it is avoidable if you do not schedule it that 
way in the first place. So it is avoidable. . 

Secretary Rubin. Well, let me apologize again. We did our best, 
and 

Mr. McDermott. Would the gentleman yield? 

Secretary Rubin. We are very pleased to be with you. 

Mr. Thomas. Thank you. 

Mr. McDermott. Would the gentleman yield? I don’t think you 
need to badger the witness when he was testifying in the Senate 
at the Senate Budget Committee. 

Mr. Thomas. I am suggesting, perhaps, that article I, section 7, 
that says that all revenue bills originate in the House of Represent- 
atives ought to enter into consideration of when you schedule com- 
mittees, I would tell the gentleman from Washington, so that we 
don’t get this dilemma that we have been presented with. That is 
all. 

The gentleman will continue. 

Secretaiy Rubin. OK. In the spirit of being very pleased to be 
with you, let me respond to your health care question. [Laughter.] 

Health care reform is not dealt with in the budget, and it is an 
extremely good question, and let me tell you why. We spent 2 years 
working on health care reform. We made an enormous and highly 
public effort to get health care reform. We did it because the Presi- 
dent had the very strongly held view that. No. 1, all Americans 
should have healtn care coverage, and. No. 2, health care cost con- 
straint was an absolute requisite for future economic growth. 

We were unsuccessful in Congress. 'The jud^ent we made to- 
ward the end of last year and I guess the beginning of this year, 
but particularly towara the end of last year, was that in order to 
move forward toward the very same objectives that the President 
has advocated so vigorously over the last 2 years, what we should 
do is go through a different process, and that this time we should 
work with Congress in a partnership to try to accomplish these 
purposes. 

When we sat down with the budget, it was our view that if we 
put a health care proCTam in the budget, we would be getting 
ahead of Congress, and we would be undermining precisely what 
we were trying to accomplish. 

Mr. Thomas. Well, I appreciate the answer, but as you know, in 
1993 the budget contained, in terms of the agreement, about a $56 
billion cut in Medicare over 5 years. This budget contains about a 
$9.9 billion cut in Medicare, basically extending items to produce 
about a $65 billion cut over 7 years. You are quite ri^t. The Presi- 
dent’s plan last year proposed a $124 billion cut in Medicare over 
5 years. 

In terms of your approaches in previous years, you focused on 
significant reductions in the Medicare program. In partnership 
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with Congress, your choice now was to really offer nothing. Nor- 
mally in partnerships you tend to work together to try to resolve 
problems. From my vmderstanding of what you have said is that 
without a proposal from the President to reduce Medicare in this 
budget, it will force Conm-ess to propose any changes? 

So it is not a political document at all. You agree that we have 
to do something with Medicare, and reductions are part of the pro- 
gram. Is that \^at I understood you to say? 

Secretary Rubin. No. I think, Mr. Thomas, that my point was 
what we do in this budget is we extend some existing savings. We 
would not refer to those and I don’t think they would be fairly 
characterized as Medicare cuts. 

What I then said was that we believe very strongly that we need 
to move ahead on health care reform, we need to move ahead on 
reducing health care expenditures, but that the only way to do 
that, without having all sorts of adverse effects, is to do it in the 
context of health care reform. I think our last 2 years have proven 
that for us to get out ahead of Congress is not the way to accom- 
plish health care reform 

Mr. Thomas. I understand that 

Secretary Rubin. — so we come to you with our hands out in 
partnership. 

Mr. Thomas. So that part of a plan which is a reduction in Medi- 
care won’t be used as a political tool to show that Confess wants 
to reduce Medicare and this administration does not, based upon 
your past offerings of significant reductions in Medicare. Is that 
correct? 

Secretary Rubin, No. I think that a more accurate characteriza- 
tion would be to say that we had last year a health care reform 
program in the context of which Federal health care expenditures 
would be brought down, enormous improvements and savings 
would be accomplished. That did not work, and we want to now go 
back and work with Congress on the question of health care reform 
to accomplish both universal coverage and cost containment. 

Mr. Thomas. Finally, then, even though you argue that health 
care reform is a necessity to help solve the deficit problem, you 
have offered no new ideas, not in partnership, but you are going 
to let Congress lead and you will follow. 

Secretary Rubin. No. I don’t think that is an accurate character- 
ization of where we are. We have put forward a budget which con- 
tinues a powerful deficit reduction program begun in 1993 

Mr. Thomas. No, no. On Medicare. On Medicare. My time has 
expired. On Medicare, do you have any ideas in the budget on Med- 
icare? 

Secretary Rubin. I will get to health care. The percentage GDP 
figures were on the chart that now doesn’t seem to be there. What 
we have said is we are not looking for Congress to lead. We are 
looking to work together with Congress. When we tried to lead, we 
led with our chin and we got socked. So the answer to that was 
let’s not do that again, let’s work in partnership with people for 
whom we have enormous respect, the Congress of the United 
States. That is what we are prepared to do. 

Chairman Archer. The gentleman’s time has expired. 

Mr. Rangel. 
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Mr. Rangel. Thank you, Mr. Chairman. 

Mr. Secretary, it is difficult for us to give an analysis of your 
budget when we have absolutely nothing to work with, with the 
majority. I mean, they will be brining us a balanced budget, and 
they will make certain that it is paid for by spending cuts. But we 
haven’t the slightest idea where those cuts are coming from. 

Now, it seems to me with this budget that you are saying that 
if you remove the payment of interest on our debt, then our spend- 
ing would be less than the revenues we are raising. 

Secretary Rubin. That is right, Mr. Rangel. Had it not been for 
the interest on the debt, the vast preponderance of which was in- 
curred during the eighties, we would be in a budget surplus posi- 
tion. 

Mr. Rangel. I think that everyone would admit that one of the 
most dramatic drives of our President and the administration has 
been to reduce the deficit that prior administrations have created. 

Secretary Rubin. I think that we have had an enormous accom- 
plishment, beginning in 1993, in turning what I think could be fair- 
ly characterized as a fiscal mess into fiscal order. 

Mr. Rangel. So that when the administration decided to give a 
tax cut to middle-income families, it had to weigh that against con- 
tinuing that policy of reducing the debt directly as opposed to a 
percentage of the 

Secretary Rubin. No. There I would make a slightly different 
comment, if I may, Mr. Rangel. The judgment the President made 
was that there are many purposes that need to be achieved in an 
economic program if you are going to maximize economic growth 
and the wages of working Americans, and that the way to do that 
in this budget was to both continue the deficit reduction process 
and at the same time offer a tax cut. 

Mr. Rangel. Well, the tax cut costs about $63 billion. 

Secretary Rubin. Correct. 

Mr. Rangel. In the range of the people that would be the bene- 
ficiaries of it, do you have the average amount that a family will 
receive as a result of this middle-income family tax cut? 

Secretary Rubin. I don’t, and in some measure it would depend, 
Mr. Rangel, on what they did. But I can tell you this: About 86 per- 
cent of the total tax cut package is aimed toward middle-income 
families, and I think — ^yes, we do have a chart that shows that. 
Families between $20,000 and $100,000 will receive 

Mr. Rangel. That is a great breakout. But could you give me a 
guesstimate about what the average family will receive that is in 
the large size of that pie? 

Secretary Rubin. Well, I can tell you this: From the child tax 
credit alone, a typical family of four with an income of $50,000 will 
have their taxes decreased by about 20 percent. That is from that 
one tax credit. That is from one of the three components alone. 

Mr. Rangel. Well, I think that most of us who would prefer to 
have the deficit cut even deeper believe that the President’s pro- 
posal on tax cuts is not going to have any direct impact on the 
economy, and it is not sufficient enough for the taxpayer to say 
thank you and that basically it is a campaign promise that he 
made and he wants to keep it. 
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Secretary Rubin. No, I don’t think I agree with that, Mr. Rangel. 
I think that for the families that avail themselves of these pro- 
grams, I think that they will have a significant tax benefit. As I 
said, the child tax credit alone will be a 21-percent tax reduction 
for the average family of $50,000 with two kids. 

But, more importantly, I think that what the President is doing 
is very important in terms of our future productivity and our future 
economic growth, because what he is doing is he is creating incen- 
tives for people to do things for themselves that will make them 
more productive and more effective in the modem economy. 

It is really, I think, a very, very important set of incentives for 
people to do what is in their own interest and in the interest of the 
Nation. 

Mr. Rangel. Well, Mr. Secretaiy, I support the President’s budg- 
et and want you to know that it is very easy for people like me to 
do this when we have this Contract With America hanging behind 
us. Thank you for your contribution. 

Chairman Archer. Mr. Running. 

Mr. Running. Thank you, Mr. Chairman. 

Secretary Rubin, there are so many questions, and I have so lit- 
tle time. 

The budget for the current fiscal year is approximately $1.5 tril- 
lion. The President’s proposal for spending is $1,612 trillion for fis- 
cal 1996. The administration talks about the tough choices and how 
you had to make them to reduce the deficit. 

Please explain to me and to the rest of the people how an in- 
crease of over $100 billion is a cut. 

Secretary Rubin. Mr. Running, I think you have to break the 
budget into pieces, and 

Mr. Running. I do not want to do that. I want you to explain, 
answer the question. 

Secretary RUBIN. I am in the process of explaining it, but I think 
to explain it, you have to break it into pieces. 

On the discretionary side, we will have lower discretionary 
spending in each of the years of this budget than we had in 1995, 
which means not only is it lower in absolute terms, iust absolute 
nominal terms, but if you adjust it for inflation, it obviously is a 
lot lower as time goes on; $100 today is not worth the same thing 
as what $100 will be 5 years from now. That was an enormously 
difficult accomplishment, and if you don’t credit that, my sugges- 
tion, as I think I said before, is speak to the Secretaries who are 
now struggling with the need to accomplish what I have just said. 

Now, spending keeps going up, because even if you get this piece 
under control — and getting this piece under control is a herculean 
task, and I think we have done an enormously effective job in doing 
it — ^you still have to deal with the question of health care expendi- 
tures. That gets us back to the very same point that Mr. Thomas 
and I were speaking about, and it is why I think the chairman’s 
opening remarks are so welcome. It is absolutely essential that the 
administration and Confess join together to deal with Federal 
health care expenditures in the context of health care reform. 

Mr. Running. That is how you explain an increase of over $100 
billion in spending, as a cut? 
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Secretary Rubin. That is the analysis of our present budget situ- 
ation. That is exactly right, Mr. Running. This is not a simple mat- 
ter. The budget is a very complicated matter. 

Mr. Running. Sitting on the Rudget Committee and sitting on 
this committee, we are very familiar with how tough it is going to 
be to get to 2002 and to balance the Federal budget, which we have 
made a commitment to do. 

Let me ask you another question. If we run approximately $200 
billion deficits in this range of 5 years — ^in other words, we are 
going to add $1 trillion to the debt — ^keeping in mind that the inter- 
est on the debt is approximately 16 percent of budget outlays pres- 
ently, how long will it take for the interest on the debt to become 
the largest portion of our budget pie? 

Secretary Rubin. Actually, if we can stick with the deficit path 
that we outlined on the chart over here, where the deficit continues 
to fall as a percentage of GDP from the roughly 2.7 percent of our 
projection for the next year on down to 1.6 percent, what will hap- 
pen is the debt will become a smaller and smaller percentage of 
GDP, and as a consequence, interest will become a smaller and 
smaller percent of GDP 

Mr. Running. I didn’t ask that question. I asked the question of 
how much — what percentage of the budget, not what percentage of 
GDP, what percentage of the Federal budget will be interest on the 
debt? 

Secretary Rubin. Well, if you can continue to bring the debt 
down as a percentage of GDP, then it seems to me over time what 
you will be able to do is start to bring interest down as a percent- 
age of the total budget. 

Mr. Running. Doesn’t it depend on how the interest rates are 
controlled and what interest rates we are paying? 

Secretary Rubin. Well, obviously, that comment assumes all 
other things being equal. Now, in terms of what interest rates are 
going to do — ^that is a very good point. In terms of what interest 
rates are going to do, if you stay on the path that we have sug- 
gested and if the deficit really does fall to 1.6 percent of GDP, I 
believe that you will have a very healthy interest rate environ- 
ment. 

I just came back from a G-7 finance ministers meeting this 
weekend in Toronto, and it was very interesting. We are viewed — 
and I think rightly so — as having gone from a fiscal morass to fis- 
cal health. 

Mr. Running. I have one other question. I noticed in the budget 
that we just received there is no replacement for the $20 billion 
that the Federal Government has used out of the ESF, Exchange 
Stabilization Fund, to bail out the Mexican peso. Would that be 
something that you intended to do down the road? Or when are you 
going to charge off the $20 billion? We would like to hear the an- 
swer on that. 

Secretary Rubin. As we discussed, I think, in an earlier session, 
the Exchange Stabilization Fund is independent of the budget, and 
nothing that we are doing in Mexico, as a consequence, with the 
Exchange Stabilization Fund will result in any effect on the cur- 
rent budget. 



32 


Mr. Bunking. In other words, you are not going to — ^you will not 
be required to replace that money? 

Secretary Rubin. The Exchange Stabilization Fund has been 
used with some frequency over time, and it has never had any 
budgetary effect. That is correct. 

Mr. Bunking. That is like our contribution to the IMF not hav- 
ing any effect, when it does. 

Secretaw Rubin. Well, but once you have made the contribution 
to the IMF and it is in the IMF, then it does not affect the budget. 
Similarly here, what you have is a fund of money 

Mr. Running. I asked a question about replacing the money. 

Secretary Rubin. We do not believe, Mr. Running, that what we 
are doing with respect to Mexico will create a situation in which 
we will be short of funds to accomplish the necessary purposes with 
respect to the dollar. 

Let me say we were very, very, very careful, before proceeding 
with this proposal with re^rd to Mexico, to make sure that we had 
adequate funds in the ESF to continue doing what was necessary, 
if it does become necessary, with respect to the dollar. 

Chairman Archer. The gentleman’s time has expired. The chair 
is going to have to strictly use the time rules, because the Sec- 
retary, I believe, has to leave at 12:30. Is that correct? 

Secretary Rubin. It is, Mr. Chairman. But since I arrived a little 
bit late, what we are trying to do is postpone where we are going. 
We would really be very happy to stay with you. 

Chairman Archer. I want as many members as possible to have 
the opportunity to inquire. 

Mr. Jacobs. 

Mr. Jacobs. Thank you, Mr. Chairman. 

I want to begin with a public service announcement to all C- 
SPAN junkies. You probably heard the term “dynamic scoring,” 
and it has just been discovered that Mae West, in one of her old 
movies, has defined that. She played the part of a teacher of ele- 
mentary school children, and she took up math and said the follow- 
ing: “One and one is two. Two and two is four. Four and four is 
ten — if you know how to work it.” So that explains dynamic scor- 
ing. 

I want to say to the Secretary that I am one member 

Chairman Archer. Will the gentleman suspend for a moment? 
With all due respect to my good friend from Indiana, it is not in 
accordance with the House rules to speak to the television cameras 
or to the television audience, and I would ask all members here- 
after to confine their remarks to the witness and to the members 
of the committee. 

Mr. Jacobs. Thank you very much, Mr. Chairman. I withdraw 
the target and reincorporate my reference to the words. This is un- 
fortunate because I was about to say that I am one member of the 
minority who agrees implicitly with our ^publican chairman’s 
questions concerning if not now, when, on balancing the budget. I 
have always believed that balancing the Federal budget would be 
about like the old Russian foreign trade policy: they exported the 
things they needed, and they imported the things they needed 
worse. If we would all give that some exercise, we might netter de- 
fine the distinction between need and want. 
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I have a nephew who has never wanted a Dairy Queen. He has 
always needed one. I think that we should all give some attention 
to that example. 

In that spirit, Mr. Secretary, I only want to ask you about the 
child tax credit, whether it is the majority’s or the administration’s 
proposal. Does the Treasury Department have any calculations 
using the probability of — that may be dynamic scoring, too — ^the life 
span and the probability of the average income over that life span, 
how much each one of these children will end up paying in taxes, 
reflecting interest on the additional debt for the $500 credit for 
each one of them, depending on the age, 3, 5, 10, or whatever it 
is? 

Secretary Rubin. That is a very interesting question. The answer 
to your question is no, but analytically, that is a very interesting 
way to look at it. We have implicitly made a judgment. That is ac- 
tually a very interesting way to frame that. We have implicitly 
made a judgment that the investment in the children today is 
worth more to those children than the savings that they would re- 
alize as a consequence of that much additional deficit reduction 
now over the course of their lives. That is how you framed the 
question. We have obviously implicitly made a judgment on that 
comparison of now and then, but we do not have numbers. 

Mr. Jacobs. I understand. 

Secretary Rubin. But that is the right analytic framework, I 
think. 

Mr. Jacobs. I understand your response and would accept it in 
the case of educationally disadvantaged children, where basic edu- 
cation is simply absent in the usually one-parent home and 
multichild home. I don’t know that I could accept it in terms of peo- 
ple such as members of this committee. My wife and I have 5- and 
3-year-old sons — the first time I was ever a father. No matter what 
our income is, we have a gift from God, the accident of having been 
born, each of us, in families where articulate English was spoken 
and where social grace was understood. 

If you concentrated your help among those children who do not 
have that and, therefore, are condemned to a lifetime of ignorance 
because they cannot acquire the necessary linguistic skills, I would 
be applauding, even if the C-SPAN audience saw me doing it. 

Secretary Rubin. Mr. Jacobs, you actually, I think, would not 
qualify for our child care credit— not in any qualitative sense, but 
on an income basis, because we phase out — — 

Mr. Jacobs. I think that is true, but I did a little personal ref- 
erence because somebody in my family, like my wife, might be 
watching this, and I just wanted to mention that. Probably not, Mr. 
Chairman, but maybe. 

No, I am talking about the people who do qualify, obviously, for 
what you have proposed, I say if you would winnow the credit 
down to the children where it would make a difference in future 
income, then I would say that the credit is an investment and not, 
shall we say, a method of acquiring votes. 

Chairman Archer. The gentleman’s time has expired. 

Mr. Houghton. 

Mr. Houghton. Thank you, Mr. Chairman. 
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Mr. Secretary, good to have you here. Mr. Secretary, just on a 
personal note, I came down here in January 1987, and I was con- 
vinced that it was sort of a stupid idea to have a law to defend you 
against yourself, because I thought we could balance the budget. 
But somehow we did not have the spine to do it, and so, therefore, 
reluctantly, I have joined the army of people who think that a bal- 
anced budget amendment is a good idea. 

Now, I can understand your position that maybe a date certain 
isn’t a magical figure. The thing that bothers me, however, is that 
the sustaining trends to get where we want to go — and this is in- 
corporated in this year 2002 — are not there. So we not only don’t 
have a specific date, but we do not have a sustaining trend. Accord- 
ing to your own testimony that what you expect is under a budget 
$200 billion in deficit of 9 of the next 10 years, that sort of bothers 
me. It is the trend that is important. 

Secretary Rubin. Mr. Houghton, we would agree with that analy- 
sis. I think where we would disagree, perhaps, is on the question 
of whether or not that trend is attainable witnout a balanced budg- 
et amendment. 

./^ain, I would refer you to the chart that is on that easel. If the 
policy choices that we have made — ^and they are very tough policy 
choices — on the cutting of spending are implemented, then we will 
be on a path toward a balanced budget. 

Now, if you add on top of that a program to deal with the entitle- 
ment that is really driving the deficit, which are the health care 
expenditures, I think that you will then find yourself on an even 
more effective deficit reduction path. 

So I think it is within our ability to do this, and to do it without 
what we think are the very serious risks involved in a balanced 
budget amendment. 

Mr. Houghton. I know there are risks, and I think it is within 
our ability. But so far we really haven’t been able to manifest that. 

Since 1992, the last 2 years, the reason the deficit has gone down 
principally is because of the revenue increase, because, actually, 
spending has gone up during that period of time. 

Secretary Rubin. Well, I think you have really had two types of 
spending, and I think you have to look at them separately, Mr. 
Houghton. On the discretionary side, we really have gotten control 
of the budget, and that was an enormous accomplishment done at 
great cost. On the entitlement side, you are correct, and that is, 
once again, what drives us back to the need for health care reform. 

I think if we are serious about the long-term deficit — and this ad- 
ministration, it seems to me, has manifested its seriousness at, in 
some ways, maybe CTeat cost to itself. But we really have taken — 
I have said this before, but it is true — we have taken a fiscal mo- 
rass and put ourselves in a position now where we are perceived, 
both in the markets and abroad, as being in a position of fiscal dis- 
cipline. 

If we are serious about going forward, I think we have to do two 
things: No. 1, go on the path on the discretionary side, which is 
outlined in this budget; and. No. 2, deal with health care reform. 

Mr. Houghton. Well, I think the fact that you are Secretary of 
the Treasury means an awful lot to the rest of the world. You cre- 
ate a great sense of leadership and stability. 



35 


However, when you take a look at what you said in terms of re- 
ducing spending, spending will not be reduced. If it is reduced, I 
don’t see it in these figures, which, for 9 out of the 10 years, don’t 
show any improvement. 

Secretary RUBIN. Well, I don’t mean to repeat myself, but spend- 
ing on the entitlements side, you are right, has continued to go up, 
and it is going up at a rapid rate, and it will get worse because 
of demographics. It all drives us back to the same issue the Presi- 
dent talked so much about in the last couple years — health care re- 
form. 

On the discretionary side, Mr. Houghton, I think we really have 
gotten this under control. We stabilize; we even bring it down 
some. At the same time, the economy is growing. 

Mr. Houghton. But, Mr. Secretary, the discretionary is only one 
part of it. Actually, it is one-third of the overall budget. Therefore, 
maybe a draconian move to have a date certain to force that trend 
line down in all spending is not such a bad idea. 

Secretary Rubin. Well, there I think is where the disagreement 
lies. It is our view that the hazards involved in an arbitrary date 
vastly exceed the benefits, and we think it far better and more sen- 
sible to engage in a deliberate and thoughtful process. 

Mr. Houghton. Thank you very much. 

Chairman Archer. The gentleman’s time has expired. 

Mr. Shaw. 

Mr. Shaw. Thank you, Mr. Chairman. 

I would like to join my colleagues in welcoming you to this com- 
mittee. 

Secretary Rubin. Thank you. 

Mr. Shaw. In your testimony and according to your graph, you 
show that the deficit as a percentage of the GNP, gross national 
product, has gone down. I believe historically you will find that any 
year in which you have a substantial growth in gross national 
product because of increased revenue to the Federal Government 
and decreased expenditure in many programs, you will find that 
same phenomenon usually does exist in those particular years. Do 
you disagree with that? 

Secretary Rubin. Well, I think there have been times in the 
eighties where defense and other expenditures went up even 
though there was a growing economy. So I think actually that prob- 
ably is — I would have to look back at the eighties, but I think that 
probably is not correct. 

Mr. Shaw. Well, I 

Secretary Rubin. I am not sure. We can look back at the eighties 
together at some point. 

Mr. Shaw. I disagree with you, but a strong gross national prod- 
uct certainly favors revenue to the Federal Government, and it cer- 
tainly favors decreased cost. 

Secretary Rubin. That is absolutely correct, and what this budg- 
et and I believe this administration has accomplished since we took 
office is to combine a period of economic growth with a period of 
real constraint on spending on the discretionary side. That is how 
we have accomplished the deficit reduction, and I think a very pow- 
erful deficit reduction, that has taken place and reversed the pro- 
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jections which really, I think, were quite alarming with respect to 
deficits that we inherited. 

Mr. Shaw. In the area of welfare reform, how did you address 
that in the budget? I don’t think that the FVesident presently has 
a welfare reform bill. He had one last year. How did you handle 
that? 

Secretary Rubin. Welfare reform is not in the budget for the 
same reason that health care reform is not in the budget. It is a 
very complex area. It is an area on which we did put forth a bill 
last year. The bill was unsuccessful. The President made the judg- 
ment that the best way to proceed on welfare reform, which, as you 
know, has been a very high priority of his from the very beginning 
of this administration, is to work with Confess and, as the chair- 
man said in his opening remarks, work with this committee to ac- 
complish a very important purpose. 

Toward that end, he had a conference a week or two ago — I have 
forgotten exactly when it was — to try to develop consensus around 
ideas in this area. 

Mr. Shaw. Thank you. Thank you, Mr. Chairman. 

Chairman Archer. Mrs. Kennelly. 

Mrs. Kennelly. Thank you, Mr. Chairman. 

Mr. Secretary, as I travel around my district, one of the most at- 
tractive things that has been talked about this year is the tax de- 
duction for education. Interestingly enough, I have been asked this 
question twice, and I thought it would be a good idea to ask you. 

Evidently, the deduction is per family, not per child. It starts at 
$5,000 and eventually reaches a $10,000 deduction for tuition, not 
room and board. 

Mr. Secretary, what happens if an individual has a family, di- 
vorces and has another family? This seems to happen. Evidently, 
this is a question in my district, so I am sure it is a question 
around the country. Would that individual be able to apply for two 
deductions, or would he have to allocate one? 

Secretary Rubin. That is an interesting question. Assistant Sec- 
retary Samuels, who is the Secretary for tax matters, says each 
family gets $10,000. 

Mrs. Kennelly. Well, that is going to relieve some people’s 
minds. Thank you, Mr. Secretary. 

Let me just go into another subject that I have had interest in 
over the years, and that is the EITC, earned income tax credit. I 
notice in the President’s budget that he is suggesting that the So- 
cial Security numbers of those applying for the earned income tax 
credit be checked. Having been involved in this proCTam for a num- 
ber of years and having been very pleased when the President in- 
creased the EITC in his original budget, are we doublechecking 
this Social Security number because you found that we are dealing 
with fraud? If so, how much? Roughly, how much? 

Secretary Rubin. The President, as you know and as you said, 
has been a very strong advocate of the earned income tax credit, 
and it is part of this proCTam of making sure that work pays for 
people as opposed to welfare. Really, in a sense, you could argue 
it is the first step in welfare reform. 

The problem that we have run into — and the Treasury an- 
nounced this some months ago; I have forgotten when it was — was 
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that there is a fraud problem with respect to the EITC, and it is 
one that needs to be dealt with. What this program was designed 
to do was to be part of that process. 

There is a process going on in Treasury right now to determine 
exactly what the specifics of the problem are, and at an appropriate 
time, we will have a public discussion of that. But I think at the 
present moment, probably the best thing to say is that we identi- 
fied a problem, discussed it publicly, and this is part of the ap- 
proach to dealing with that problem. 

Mrs. Kennelly. Well, I was pleased to see you doing this, be- 
cause I think this is a very good program. It keeps people off wel- 
fare. It keeps them in the working world. So I am glad you are 
doing this. 

Tomorrow we are going to mark up a small piece of legislation 
having to do with the individual deduction for health insurance for 
the self-employed. One of the ways we are looking at paying for it 
is another piece of your budget, and I find this very interesting. It 
is for people who get interest and dividends above $2,500 a year; 
they will no longer be eligible for the earned income tax credit. 

Now, Mr. Rubin, granted, we do have fraud in certain areas. 
Granted, things happen. Everybody isn’t up front about some 
things that they do. But may I ask you, what percentage — do we 
really have a problem with the earned income tax credit and 
$2,500 of interest and dividends? 

Secretary Rubin. Let me tell you what the theory is, and it is a 
good question. The theory is that the EITC really should be re- 
served for low-income people and that if they have assets sufficient 
to generate $2,500 of unearned income, then they ought not to 
qumify for it. It is a very, ve^ small percentage. Don’t hold me to 
this, but I think it is something like 2 percent of the total number 
of EITC recipients. 

Mrs. Kennelly. Well, I thank you for that answer. I was afraid 
almost to ask the question, because I really think this is a good 
program. You are trying to do the right thing by doublechecking 
the Social Security numbers, but I would hate to think tomorrow 
in the markup when we start talking about interest and dividend 
that we would think this is a serious problem. It is 2 percent of 
those claiming 

Secretary Rubin. I believe that number is correct. Let me just 
check. 

Yes, Secretary Samuels confirms that it is correct. 

Mrs. I^nnelly. Well, I salute the administration for finding the 
2 percent. 

Thank you. 

Secretary Rubin. OK, 

Chairman Archer. Mr. Merger. 

Mr. Merger. Thank you, Mr. Chairman. 

Mr. Secretary, if you could tell me, is the goal of the President 
to come up with a balanced budget? 

Secretary Rubin. The President generally tends to express it this 
way. Me believes very strongly in fiscal discipline, which is why we 
did what we did in 1993, perhaps at considerable political cost to 
himself, and that his objective going forward is to work toward a 
balanced budget, and that is the point we have been discussing a 
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little bit here today, the chart that is still up there, plus the health 
care reform. 

So the object is to work toward a balanced budget. I don’t think 
there is any magic — I will speak for myself, but I know it is his 
view as well. There is no magic in exact balance. What there is 
enormous magic in is continuing to get the deficit down as a per- 
centage of the total economy. That is the track we are on, and the 
next step is health care reform. 

Mr. Herger. The goal is not per se to come up with a balanced 
budget, but to work toward a balanced budget? I want to make 
sure I understand. 

Secretary Rubin. The goal is to have fiscal order, to continue to 
bring the deficit down as a percentage of GDP, and to work toward 
a balanced budget. 

Mr. Herger. Now, again, looking at the budget, it would appear 
that it is in the vicinity over the next 5 years of very close to $200 
billion per year deficit spending. Is that correct, over the next 5 
years? 

Secretary Rubin. What these projections show is that the deficit 
stays constant while GDP continues to increase, which, if you were 
running a private enterprise, is precisely what you would want to 
have happen so that your borrowing becomes a smaller and smaller 
and smaller percentage of your total income. 

Now, if we can get health care reform effectively put in place, 
then you will see the deficit come down in absolute terms as well 
as a percentage of GDP. 

Mr. Herger. But in answer to my question, over the next 5 years 
the deficit will remain in the vicinity of $200 billion per year? That 
is what your numbers would indicate? 

Secretary Rubin. Yes, the percent 

Mr, Herger. Which amounts to an additional $1 trillion, right, 
$1 trillion more debt in 5 years than we have now, which in turn 
is that much more interest on $1 trillion. Is that correct? 

Secretary Rubin. What you will find, as I said a moment ago, is 
that over the next 5 years the deficit in absolute terms stays, 
roughly speaking, constant while the economy continues to grow. 
Under those circumstances, I think what you will find is that the 
debt begins to come down as a percentage of GDP, which is a very 
healthy fiscal position for a country to be in. 

Mr. Herger. OK That is not quite the question. 

Secretary Rubin. An enormous, just an enormous contrast to 
what happened during the eighties. 

Mr. Herger. But, yes or no, our debt will be increasing by al- 
most $1 trillion over the next 5 years by your budget? 

Secretary Rubin. Well, my answer would be exactly the same as 
it just was, that we will have begun 

Mr. Herger. The answer is yes; is that right? We will have $1 
trillion more debt 5 years from now than we do now by the Presi- 
dent’s proposed budget, yes or no? 

Secretary Rubin. If we go ahead with the President’s budget, 
which we obviously strongly believe we should, we will continue to 
address what we tnink is a very important problem, which is start- 
ing to get the debt down as a percentage of GDP, getting the deficit 
down as a percentage of GDP, and continuing the fiscal order in 
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this country which is recognized both in international financial 
markets and in the international — what I call the community of 
international finance ministers. 

Mr. Herger. Well, those people I represent find it very difficult 
to understand how an additional $1 trillion debt over 5 years is 
working toward a balanced budget, as you mentioned was the goal, 
even though not a balanced budget but working toward it. 

Let me move on to another question, again, that was alluded to 
in some previous questions. The concern we have is just how seri- 
ous is the President? I have a concern that the President and the 
administration are not very serious at all. We were talking about 
discretionary spending. We have pretty well stated that we are not 
touching, we are not working on our entitlements, which is really 
the area that is escalating in the President’s budget. I believe you 
did mention that we were working on discretionary spending. But 
isn’t it true that the administration cuts in discretionary spending 
are really within the areas of defense and really not nondefense? 

Secretary Rubin. We have a total discretionary budget. It con- 
sists of defense and nondefense. Defense goes down somewhat, and 
the nondefense piece goes up somewhat. But the fact is that if you 
put the two together on the discretionary line, what we have done 
is presented a budget where discretionary stays below the 1995 
level for 5 years in a row. I would guess — and I don’t know this 
because I haven’t done this — that you would have a very, very hard 
time finding an equivalent period back a long way in American his- 
tory. 

Now our challenge is to get a hold of health care entitlements, 
and the way to do that is in the context of health care reform. 

We can do this. We have presented a budget which really pro- 
vides a way to continue moving dramatically toward a balanced 
budget if we could just add to our budget the health care reform 
effort. 

Mr. Herger. Well, I am not sure if you answered the questions 
I asked, but, anyway, I do thank you. 

Chairman Archer. The gentleman’s time has expired. 

I couldn’t help but think, Mr. Secretary, as you struggle with try- 
ing to answer these balanced budget questions, that, in fact, you 
are saying we will get to a balanced budget all in good time, all 
in good time, but not in my lifetime. 

Secretary Rubin. Well, could I characterize it a little bit dif- 
ferently? 

Chairman Archer. Well, you have already couched it, I think, 
several times. 

Secretary Rubin. I have already done it. OK. 

Chairman Archer. Mr. McCreiy will inquire. 

Mr. McCrery. Thank you, Mr. Chairman. 

Mr. Secretary, you seem, at least to me, to be sending conflicting 
signals somewhat. On the one hand, you say we have a great budg- 
et here, and we ought to stick to it. Then on the other hand, you 
say, but we do need health care reform and welfare reform. You 
don’t really want to stick with this budget for 5 years, do you? 

Secretary Rubin. What we would like to do is stick with this 
budget for 5 years, and then add to it two more programs: one, 
health care reform, and the other, welfare reform. 
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Mr. McCrery. ok So you don’t really want to stick with this 
budget. You want to have this budget, and then vou want to do 
health care reform and welfare reform to bring tne deficit down 
further. Is that correct? 

Secretary Rubin. Well, you can use the words “stick with” any 
way you want, but we believe very strongly that this budget is a 
multifaceted response to the very complex problems of our econ- 
omy. It gets us on a good path with respect to the deficit, and now 
we want to do two more things, the two that you have just men- 
tioned. 

Mr. McCrery. Right. So you would like to do more than is in the 
budget that you are presenting us today over the next 5 years? 

Secretary Rubin. Yes. We have a very ambitious attitude toward 
economic issues; therefore, we have an ambitious budget, and, 
therefore, we have the ambition of going further with respect to 
health care and welfare reform. 

Mr. McCrery. Well, I am glad that you have got that straight, 
because we want to do more than is in the President’s budget to 
get toward a balanced budget. Some of us want to get to a balanced 
budget. 

The bottom line is, though, you surely agree that we cannot 
achieve a balanced budget or even get close to a balanced budget 
unless we reduce the growth of the Medicare program and the 
Medicaid program. 

Secretary Rubin. It is the President’s expressed view, which he 
has talked about enormously in the last 2 years, that health care 
expenditures, Federal healtn care expenditures, have to be dealt 
with, but in the context of health care reform. 

Mr. McCrery. Thank you. 

Some of us are concerned — and maybe you can put me at greater 
ease than I am, but some of us are concerned that our vision into 
the future stops short of a real problem. When we are talking 5 
years or even 10 years, we are not really looking at the long-term 
economic health of this country, because around the year 2015, 
2016, 2017, we are going to have a dramatic tumarouna in the in- 
come and outgo of the Social Security system. 

It seems to me that if we don’t get to a balanced budget some 
time fairly soon, and maybe even run a little surplus to buy back 
some of the publicly held debt to put us in a better position, finan- 
cial position to deal with that turnaround in the second decade of 
the 21st century, then we are going to be depending on the rest of 
the world, basically, to finance our needs. That would put us in a 
not very desirable position. 

Do you disagree with that assessment? 

Secretary Rubin. Well, the President is very much focused on the 
long term. 'There was a very interesting article about 1 year ago 
in the New York 'Times that said a lot of the things the President 
is doing, and doing at tremendous political cost to himself, are 
things that will not pay off until well after his 8 years in office. 

On the question of Social Security specifically, the projection, if 
I remember correctly, is exactly what you said. Somewhere around 
2015 or thereabouts the balance changes, and then by 2030 you 
really run into the problem of not having enough funds. Clearly, 
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that is an issue — although it is well off in time — that is going to 
have to be dealt with at some point. 

It is our view, and I think rightly, that that is going to have to 
be dealt with on a bipartisan basis after extensive public debate. 
It is, however, a fair bit out in time, and our suggestion would be 
that the much more immediate question on the entitlement side is 
health care and health care reform, which is why the President 
took the enormous political risk he took last year in that arena. 

Mr. McCrery. Well, I was not talking about changing Social Se- 
curity, although that is something future Congresses can address. 
We are all aCTeed we are not going to touch Social Security, so 
leave that aside. I am just talking about the economic consequences 
of the turnaround in the trust fund. Right now we are using $60 
or $70 billion a year from the trust fund to pay for ongoing oper- 
ations of Government, to put it simply. Around the year 2015, 2016 
or so, that is not going to be available to us, and, in fact, we are 
going to be paying out more from the Social Security trust fund 
than we are paying in. 

We are going to have trust fund balances sufficient to pay those, 
but, still, the operational side of government is not going to be in 
as nearly good a position as it is even today with our deficit. 

Secretary Rubin. Which is precisely why we feel — and I have a 
feeling we maybe share a view on this — that we have got to con- 
tinue to get this deficit down and get to work on health care reform 
and do it as quickly as possible. 

Mr. McCrery. Well, I agree, and I commend you for your efforts. 
I just hope that you will work with us to go further faster, because 
some of us think that if we don’t do something soon, we are going 
to create an even bigger problem vep^ early in the next century. We 
need to do something more dramatic than you propose in the next 
5 years. 

Secretary Rubin. Let me say in the spirit of the chairman’s open- 
ing remarks, we are very much looking forward to working with 
this committee on the whole range of issues that really are going 
to affect the future of this country. 

Mr. McCrery. Thank you. 

Chairman Archer. Mr. Levin. 

Mr. Levin. Thank you, Mr. Chairman. 

Someone said earlier that there was no spine in this institution. 
I think you have reason to have some pride in what was done the 
last years, and there were some with spines here. Something was 
done. But now sinners are preachers around here. 

Let me ask you, in terms of percentage of GDP, it was 5.4 per- 
cent in 1985, a time of relative prosperity, reduced to 2.7 percent 
now, and projected to be 2.1 percent. 

In 1 minute — pretend you are on television — explain to 

Secretary Rubin. I am not allowed to do that. 

Mr. Levin. I said “pretend.” 

Secretary Rubin. Oh, pretend. OK. 

Mr. Levin. Explain the significance of percentage of GDP rep- 
resented by the debt. Really, in 1 minute, try to say it simply, be- 
cause it is said that you cannot get that across. 

Secretary Rubin. To put it in maybe the simplest terms that I 
can think of, at least, if you have an individual with an income of 
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$100,000 and that individual borrows $1,000, that is a very pru- 
dent thing. It will not interfere with other activities the individual 
wants to undertake, and it doesn’t in any way threaten the finan- 
cial future of the individual. 

If a person with an income of $5,000 borrows $1,000, they are in 
a horrendously different position, and I think that is probably an 
analogy that maybe is helpful when you think about the country 
as a whole. 

Mr. Levin. Now let me ask you a question that manifests my 
concern about the level of the debt. I want to ask you a pointed 
question. The tax cut represents about $15 billion on the average 
in the next years. It also goes up the last years, like every other 
tax cut proposed around here. So, again, briefly, why is it more im- 
portant to spend that $15 billion a year in a middle-class — that is 
the middle-class tax part of it — rather than reserving that or allo- 
cating it specifically for this vital goal of deficit reduction? 

Secretary Rubin. Mr. Levin, I think that is exactly the kind of 
policy debate that we should have in this country as we look at this 
budget. It was the President’s judgment, I think very rightly, that 
the additional $63 billion of deficit reduction would have less bene- 
ficial impact than would a program that would have some offset- 
ting effect on the declining real wages that too many middle- 
income Americans have had, and very importantly, that would give 
people incentive to save and to invest in themselves, their children, 
in education, and training. So the judgment is: Which of those two 
programs is better for this economy over the long run? The judg- 
ment he made was that the system of incentives and tax decreases 
that we put in place is the better use of that money. But that is 
a very good public debate to have. 

Mr. Levin. Better for the middle-class families that the tax cut 
is aimed at, right? You can even narrow it down. For the typical 
middle-class taxpayer, which is better: to use that $15 billion — I 
use that because it goes up each year — for middle-class tax relief 
or to reduce the deficit? For the typical family in my district, that 
becomes the issue with the importance that is given to deficit re- 
duction. In 1994, I proudly said I helped to reduce the rate of in- 
crease in the deficit. Now I have got to answer the question: Which 
is more important for these middle-income families? 

Secretary Rubin. I think what I would recommend, at least, or 
suggest is that the philosophy of this budget is we are doing both. 
We are continuing the process of deficit reduction that began in 
1993, and we are also making a judgment with respect to the $63 
billion that you are talking about, that for middle-income families, 
they over time will become more productive and benefit more eco- 
nomically and, therefore, the Nation will benefit more economically 
by spending the money in the way that we are on these incentives 
for education, for training, for child care and so forth, than by an 
addition to the deficit reduction of that amount of money. 

Mr. Levin. Thank you. 

Chairman Archer. Mr. Hancock. 

Mr. Hancock. Thank you, Mr. Chairman. 

The President’s budget has a projected 5.5-percent increase for 
this next fiscal year. The proiection for GDP increase is what? 

Secretary Rubin. For which year are you talking about now? 



43 


Mr. Hancock. For this next fiscal year. 

Secretary RuBiN. For 1996 we are projecting a 2.5-percent in- 
crease in real gross domestic product. 

Mr. Hancock. A 2.5-percent increase in GDP and a 5.5-percent 
increase in the budget. It seems to me that a few years ago there 
was an effort started here on the Hill to control the increase rather 
than looking at GDP and what have you, but to control the in- 
crease to around 4 percent. In fact, I think it was called the 4- 
percent solution, then the 2-percent solution. 

My question to you, Mr. Secretary, is; How can we continue — I 
mean, regardless of what we do, if we project the gross domestic 
product to increase 2.5 percent, and then we submit a 5.5-percent 
increase in the budget — I mean, we cannot keep doing that. 

Secretary Rubin. Well, what we need to do — and I believe this 
budget does do it, and that really was the purpose of this chart, 
to show that if you implement a budget that is designed the way 
this budget is, it will get at exactly the question you are raising, 
which is bringing the deficit down as a percentage of GDP — in 
nominal terms. So if you are stating that is your objective, we 
would be in absolute agreement with that. 

Mr. Hancock. But I still think that we need — are going to have 
to take bigger steps in this next fiscal year’s budget than what has 
been presented. I think some way we have to get it back in line 
with the people’s ability to pay. That is why some of us supported 
on the balanced budget amendment a percentage limit of GDP as 
an expense, as part of the balanced budget amendment. 

Secretary Rubin. You used a very interesting expression, and it 
is probably one I should have used in response to Mr. Levin’s ques- 
tion. It is ability to pay that maybe explains best why deficit as a 
percentage of GDP is really, I think, the most economically sensible 
way to look at the deficit. Your ability to pay for any given amount 
of deficit, or if you are an individual, any given amount of personal 
debt, is obviously greater the greater your income. So what we 
have tried to do — not tried, I believe what we have done is to put 
in place a budget which will continue to bring down this deficit- 
GDP ratio; in other words, continue to improve the ability of the 
Nation to pay for the deficit in any given year. 

Mr. Hancock. The fact remains that people pay the total cost of 
government. That comes out of personal income. That is the only 
place it can come from. Yet we don’t really have any studies on 
that because we don’t have any figures on what total personal in- 
come is less Government transfer payments. Government transfer 
payments build up the totals of personal income, but we don’t even 
know for sure what those figures are. That is one of the things that 
I would like to see us in some way start looking at. 

Secretary Rubin. Well, I think we can give you in writing a sub- 
mission on personal income and transfer payments. I think we can 
actually be of some help to you in that respect. 

Mr. Hancock. I would like to have that information. 

Thank you, Mr. Chairman. 

[The following was subsequently received:] 
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The attached table provides detail on the composition of personal 
income for the latest three years. The great bulk of the transfer payment 
component of personal income represents transfer payments by government, 
both Federal and state and local. Such government transfer payments 
represented 16.5 percent of total personal income in 1994. 

The figures are taken from the National Income and Product 
Accounts for the United States. The figures are printed in various issues of 
the Survey of Current Business published by the Commerce Department 


COMPOSITION OF PERSONAL INCOME IN RECENT YEARS 

BHlions of doKars Percent of Total 



1992 

1993 

1994 

J.992__ 

j_993_ 

ll94 ' 

Personal income total 

$5,154.3 

$5,375.1 

$5,701.7 

100 0 

100,0 

100 0 

Wage and salary disbursements 

2,9748 

3,080.8 

3.279.0 

57.7 

57 3 

57 5 

Other labor income 

3287 

355.3 

381.0 

6,4 

66 

6,7 

Proprietors' income with 
inventory valuation and capital 
consumption adjustments 

4187 

441.6 

473.7 

8,1 

8.2 

83 

Rental income of persons with 

capital consumption adjustment 

(5.5) 

24.1 

27.7 

(0 1) 

04 

0,5 

Personal dividend income 

161.0 

181.3 

194.3 

3 1 

3,4 

3,4 

Personal interest income 

665.2 

637 9 

664.0 

12.9 

11.9 

11,6 

Transfer payments to persons 

860 2 

915.4 

963 4 

15.7 

170 

16.9 

Old-age, survivors, disability, 
and health insurance benefits 

414.0 

444.4 

473.5 

8.0 

8.3 

8.3 

Unemployment Insurance benefits 

38 9 

33 9 

23.3 

0 8 

06 

0 4 

Veterans benefits 

19.3 

20.1 

20.1 

0.4 

0.4 

0 4 

Government employees retire- 
ment benefits 

1099 

118.7 

126 9 

2 1 

2.2 

2 2 

Other transfer payments 

Aid to families with 
dependent children 

23 3 

23 9 

24 2 

0 5 

0.4 

04 

Other 

254 9 

274 4 

295 3 

4.9 

5.1 

5.2 

Less: Personal contributions for 

social insurance 

248 7 

261.3 

281 4 

4.8 

4 9 

4.9 

Addendum 

Government transfer payments to persons 

837.8 

892.6 

939.9 

16,3 

166 

16.5 

Total personal income less 

government transfers 

4,316.5 

4,482.5 

4,761 8 

83,7 

83,4 

83 5 


Source; National Income and Product Accounts of the United Slates 
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Chairman Archer. Mr. Ramstad. 

Mr. Ramstad. Thank you, Mr. Chairman. 

Secretary Rubin, good to have you here today at the hearing. I 
think former Democratic Senator Paul Tsongas enjoys widespread 
bipartisan support, certainly in this body, as he does across the 
country. I think he put it best in commenting on the budget when 
he talked about the annual deficits of nearly $200 billion yearly for 
the rest of the decade in the budget. He said, “It is obvious the 
Clinton administration gave up the ghost on a balanced budget.” I 
continue the quote of Senator Tsongas, ‘That is a pretty devastat- 
ing fact of life.” 

I think that is pretty devastating for people where I come from. 
I know it is very devastating for people where I come from, and I 
think it is very, very unfortunate that there isn’t an attempt to bal- 
ance the budget. I think if an 3 i;hing derived from the message of 
November 8, the election, was that people want us to get our fiscal 
house in order. 

For 26 years — and certainly there is enough blame to go around, 
historically— but for 26 years, since 1969, we have not had a bal- 
anced bu^et from the Federal Government. I think it is a national 
outrage. Then you come up and say we will get to a balanced budg- 
et all in good time. You are quoted today in the Washington Post 
as saying you do not want to have an arbitrary time by which the 
budget has to be in balance. 

Well, Mr. Secretary, with all respect, it seems to me the Amer- 
ican people want and deserve a balanced budget, and it seems to 
me a ^eater effort should be made. 

Having said that, by your own Office of Management and Budget 
figures, the debt will increase from $5 to $6 trillion, which is an 
increase of 20 percent, by the end of 1996. If I heard your testi- 
mony correctly today, you said the debt will go down as a percent- 
age of GDP. 

Well, do you actually think that GDP will go up by more than 
20 percent, therefore? 

Secretary RUBIN. No, but as long as you have the deficits — let me 
go back to the first thing you said, though, because I think it is 
very important, with respect to Mr. Tsongas. 

With all due respect to Mr. TsongRs, I don’t think there is any 
question — we aCTee with you. The American people want their fis- 
cal house in order, and I don’t think that there is any question but 
that this President in the first 2 years of his administration has 
manifested an enormous commitment to fiscal order. In fact, I 
could make the argument that it was the enormous commitment to 
fiscal order and the things that we did to reverse what really had 
been a fiscal morass that may have cost a fair bit politically. 

Having said that, we are now on the right road, and this budget 
is designed toward keeping us on the right road and getting this 
budget down in the manner that I described. 

Mr. Ramstad. What year will we see a balanced budget pursuant 
to this plan? 

Secretary Rubin. I think it would be a very serious error of eco- 
nomic policy to have an arbitrary date for a balanced budget for 
the reason that I said. I don’t think that you can feel any more 
strongly than I do about fiscal order. But I think that the issue 
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that we are debating — and it is a good debate — should you have an 
arbitrary date, with all of the economic rigidities that that creates, 
including loss of the automatic stabilizers, the risk that I first be- 
came very troubled about when somebody first talked to me about 
a balanced budget amendment, which is trying to squeeze into a 
preset arbitrary period all the reduction that you would need to 
take place to reach the balanced budget, when you did not know 
what the economic circumstances were going to be like. 

So I think that the hazards, the macroeconomic hazards, the eco- 
nomic hazards, the risk of creating slow CTowth or even recession 
by working toward an arbitrary date m^e that a very unsound 
economic policy. I think what is a sound objective is the one that 
I think you and I would agree on, which is fiscal order and continu- 
ing to move toward a balanced budget. 

Mr. Ramstad. Well, Mr. Secretary, with all respect — and I do 
have a lot of respect for your expertise and your experience, your 
background and your education, you would certainly qualify as an 
expert witness were we in a legal proceeding. Therefore, I could 
ask you the question: Would you speculate, would you guess that 
it would happen in our lifetime? I think we are about the same age. 

Secretary Rubin. I think I feel somewhat older — not as a con- 
sequence of this proceeding, just my last 2 years — I think my spec- 
ulation would be as follows, that we have a President who is enor- 
mously committed to fiscal order and that we will continue to move 
on this track as aggressively as makes economic sense, and particu- 
larly so if we can work together toward the common objective of 
health care reform. 

Mr. Ramstad. Again, Mr. Secretary, with all respect, I think 
your response underscores the need for the balanced budget 
amendment. We have heard this line for 26 years in this country, 
and again historically there is enough blame to go around on both 
sides of the aisle, and we understand that. However, that was then 
and now is now. We have got to balance the budget, and I just hope 
the amendment passes. 

Thank you. 

Chairman Archer. Mr. Secretary, we are going to take a break 
now and go to vote, and hopefully that will give you some time to 
stretch your legs and loosen up your back and relax a little bit. We 
will be returning after the vote, as soon as we can get back. 

Let me simply say before we do leave, though, that I have a real 
problem with your analogy of a family whose income is going up 
and, therefore, it is OK to borrow more each year. You increase 
your debt because your income is going up, and as long as your in- 
come is going up more than the increase in your debt, everything 
is OK. 

The problem is that in the real world things do not go up forever, 
and when a correction occurs, you are left with this tremendous 
mountain of debt. Debt which you said it is OK to keep increasing 
as long as you do not increase it as much as your increase in earn- 
ings. Then you are left high and dry with the inability to be able 
to service that debt when times are lean. I am concerned that we 
as a country are a combination of families where things will not go 
up automatically all the time, and that we had better start think- 
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ing about taking our increase in earning capacity and reducing our 
debt, rather than continuing to see it go up. 

If you want to respond in 30 seconds, I will go and vote. 

Secretary Rubin. My 30-second response, Mr. Chairman, is that 
we would share your objectives. I think the difference may be in 
how we get tiiere and how we balance those objectives against 
other objectives. But we would share your objectives. 

Chairman Archer. The committee will stand in recess. 

[Recess.] 

Mr. Zimmer [presiding]. Could you please be seated. I have been 
instructed by the chairman to get started without him, in the inter- 
est of time. 

Secretary Rubin, you have said a number of times today that the 
principal reason why the deficit numbers start tailing up again in 
the outyears is because of the problem of health care, and that if 
we enact health care reform, that will be the way to bring the defi- 
cit down toward zero. 

Are you aware of the fact that the CBO, Congressional Budget 
Office, in the last Congress calculated that if the Clinton health 
care plan were enacted, it would in fact increase the deficit rather 
than reduce it? 

Secretary Rubin. We submitted a comprehensive health care 
plan, and what you said is correct. When they scored it or evalu- 
ated what it would cost, they said it would increase the deficit. It 
was not our judgment, but our response to that was that we would 
reconfi^re it so that we would accomplish deficit reduction, and 
we in fact did do that so that we would have a plan that would 
accomplish deficit reduction. 

Having said that, the brief I was making was not for the plan 
that we put forth last year, although I think that plan was struc- 
turally very sensible. But that is neither here nor there. It was not 
a brief for that plan. It was a brief for working with Congress to 
accomplish health care reform. 

Mr. Zimmer. Do you have any idea on how we can reform health 
care in a way that actually reduces, rather than increases, the defi- 
cit, and how that would differ from the plan that was originally 
scored by CBO? 

Secretary Rubin. We have had a process going for quite some 
time in the administration focusing on the question of health care 
reform. We have a lot of thoughts that we think are worth pursu- 
ing with Congress. It was our view, and I think rightly, that the 
way to do this is really to work cooperatively with Congress, not 
get out ahead of Congress. I think the appropriate thing to do is 
to engage in this structure with the members of this committee and 
others who are involved with health care and work these out to- 
gether, rather than my coming out and putting forth proposals once 
again, or ideas which could once again interfere with that process. 

Mr. Zimmer. Mr. Secretary, I would suggest that you not rely so 
heavily on health care reform as the reason why the budget cannot 
be balanced, if the one specific plan that was put forward by the 
President would have increased the deficit, and if the administra- 
tion is not prepared to submit another one. 

Secretary Rubin. Mr. Zimmer, I think that the plan that we put 
forth, I think it would have resulted in deficit reduction, particu- 
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larly in the outyears when health care entitlements start to in- 
crease. In its first iteration when we first put it forth, you are abso- 
lutely correct in your observation. The Congressional Budget Office 
disagreed with us on some numbers. What we did then was to 
reconfigure the plan so that we would accomplish even by their 
standards deficit reduction in the outyears. But that was all for 
naught, because it did not get adopted in Congress. 

Mr. Zimmer. I would like to follow up on a question that Mr. 
Ramstad put to you about whether in fact the national debt is 
going to decrease as a percentage of GDP as a result of your pro- 
gram. As he summarized it, the debt is going to go up by 20 per- 
cent in 5 years. In order for it to be a lower percentage of the GDP, 
the GDP would have to go up at least more than 20 percent. How 
do you account for that? 

Secretary Rubin. I should have responded. I apologize. We got 
caught up in another subject, and I apologize for not responding. 

The debt, as you say, would increase by something in the neigh- 
borhood of 20 percent. GDP in that period, if GDP grows at the 
rate we projected, which is a real increase of 2.5 percent — and that, 
as you know, is after adjustment for inflation — that comes out to 
about, if you have an inflation rate of 3 percent, which is roughly 
what we are projecting, that would give you 5.5 percent per 
annum, so that is 27.5 percent over a 5-year period. 

I apologize for not responding when he asked the question. 

Mr. Zimmer. Thank you. 

One final issue. We have debated in this room and elsewhere 
what the eighties really meant and what lessons can be learned 
from it. It seems to me we are now starting a similar debate about 
the nineties. You have said that it was the interest rate reductions 
that took place during the Clinton administration that accounted 
for the economic recovery. What was the interest rate on the long 
bond when President Clinton was sworn into office? 

Secretary Rubin. The interest rate on the long bond, that is 30- 
year government, was roughly 7.7 percent, which is roughly where 
it is today. 

Mr. Zimmer. What was it 1 year before that? 

Secretary Rubin. I can describe what happened. 1 do not remem- 
ber the precise rate, but I will tell you what I at least think hap- 
pened, and I spent 26 years running very, very large trading oper- 
ations, so it is something I know a touch about. 

I think what you saw happen was interest rates come down, 
long-term rates come down, rather, during the years of the prior 
administration, because we were wallowing in what was effectively 
a virtually no-growth or very low-growth economy. I think what 
happened is they came down to about as low as they would have 
gone, and we still had a very large deficit premium in long-term 
rates. 

Then the Clinton administration began working on a deficit re- 
duction program and that started to get into the public domain, not 
through our release really so much, as to some extent through 
leaks and some extent through I g^ess some discussions as to what 
we were doing. The markets believed for the first time in a long 
time there was going to be discipline with respect to the deficit, 
and then rates came down to something under 6 percent in 1993, 
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and they then came back up. When they came back up, it was not 
because they had a deficit premium. It was because we were grow- 
ing, and so the 7-percent rate you have today is a very, very dif- 
ferent interest rate than you had in the end of the last administra- 
tion. 

Mr. Zimmer. But was not the economy growing fairly rapidly at 
the end of 1992? 

Secretary Rubin. Well, what actually happened is you had a fair- 
ly good first quarter, you had two quite poor quarters, and then the 
fourth quarter was strong. But it is very interesting, if you look at 
the fourth quarter and break it down, what you find is that the 
first month was not particularly good, and the second 2 months 
were very good. 

The other interesting thing is that the consumer confidence index 
jumped remarkably in the last 2 months, and I believe that what 
happened is that there was this general sense of morass and slow 

f rowth and lack of fiscal discipline and all the rest that was bur- 
ening the economy, and that with the election of the President, 
there was a sense of change and that in turn, as evidenced by the 
consumer confidence index, improved the general mood and that in 
turn fed into the economy. 

Mr. Zimmer. So the bottom line is that when interest rates go 
down, even when they go down in somebody else’s administration, 
it is because of Bill Clinton. But when they go up, it is not? 

Secretary Rubin. No, I think the bottom Tine is that you need to 
look not only at what interest rates are doing, but why they are 
doing it, ancf that is what people in markets spend their lives doing 
is trying to figure out not only just very simply what the rate is 
doing, but why did it do it. In this case, I think what you had was 
the restoration of a sense of fiscal discipline and that caused rates 
to go down, and now they have come back up with growth. 

Mr. Zimmer. Well, if you had a budget that you proposed to us 
with a plan for getting to a balanced budget by the year 2002, do 
you believe that would reduce interest rates as a result? 

Secretary Rubin. Well, I think that would depend on a lot of cir- 
cumstances. But I think if we did what you just hypothesized, I do 
not think that you would get — this is my view — I do not think that 
the macroeconomic impact of trying to compress all of that deficit 
reduction into a preset arbitrary period is worth the risk that it ex- 
poses the economy to. Obviously, to the extent that you have the 
deficit going down and you have a negative macroeconomic impact, 
that can get offset by lower interest rates. 

My judgment, for whatever it is worth, is that the lower interest 
rates would not generate enough activity to offset the negative im- 
pact of arbitrary getting down to a balanced budget by 2002 
under many circumstances that you hypothesize. So I do not think 
it is worth taking the risk of being arbitrary. I think we should do 
it year by year. 

Mr. Zimmer. Regardless of whether it is worth taking the risk, 
you do think that it probably would reduce interest rates? 

Secretary Rubin. Oh, if we had a recession, it would reduce in- 
terest rates. But the object is to get interest rates down by virtue 
of fiscal discipline, not oy virtue of slowing down the economy or, 
even worse, having a recession. 
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Mr. Zimmer. Thank you very much. 

Mr. Kleczka. 

Mr. Kleczka. No questions. 

Mr. Payne. Thank you very much, Mr. Chairman. 

I noticed as you were making the presentation and looking at 
these charts that the deficit has been reduced 3 years in a row, 
which is the first time since Harry Truman was President that we 
are able to say that. I also noticed that, as a share of GDP, the 
chart that is being shown now, that the budget has been cut in half 
since 1992, again the budget deficit as a percent of GNP. 

My recollection, as I was thinking about my time on the Budget 
Committee in the 102d Congress when Mr. Darman came and 
talked to us about 0MB and projections at that time, the last pro- 
jection I remember seeing for the years 1997 and 1998 were that 
we would have a budget deficit that would be close to $400 billion. 
Would you comment on that as the starting point from which you 
and the administration began this process? 

Secretary Rubin. Mr. Payne, your recollections are correct. We 
were in Washington in December 1992 during the transition, and 
I guess in early January, and bemnning to prepare the President- 
elect’s economic program, and we nad a sense of what we would try 
to accomplish, how we would balance one thing against another. 
Then the last numbers of the prior administration came out and I 
remember calling the President-elect — he was in Little Rock at the 
time — and saying the projections are far worse than anybody ex- 
pected and it looks to us as if they amount to a $400 billion deficit 
in 1998. 

His reaction was our first priority has to be to get our fiscal 
house in order. If we are now facing those kinds of deficit pros- 
pects, we have to have a plan that is correspondingly effective on 
deficit reduction. The result is the program that we began in 1993 
will continue in this budget — and we will take that same year you 
just mentioned, Mr. Payne, 1998 — and instead of having a $400 bil- 
lion deficit, the one that was projected based on the last numbers 
of the prior administration, we have a projected deficit of roughly 
$193 billion or less than half of the previously projected numner. 

Mr. Payne. I think we can look at a lot of progress, and I was 
one of those who participated in the 1993 deficit reduction package. 
I think certainly that could be pointed to as one of the things that 
has happened that in fact allowed us to be able to say today for 
the third year in a row, we reduced the budget deficit. 

I am also one of those who has sponsored the balanced budget 
amendment and feel that we need to work toward balancing the 
budget by a date certain, in the year 2002. As we have held hear- 
ings on the Contract With America, I have been concerned about 
some of the projections that we have seen relative to some of the 
cost of the elements of the contract. I believe the Joint Tax Com- 
mittee has just come out with some estimates that say the cost will 
be roughly $200 billion over 5 years and $700 billion over 10 years. 
Do your own numbers confirm that? 

Secretary Rubin. Mr. Payne, as part of dur responsibility to deal 
with issues of tax policy, we evaluated the Contract With America 
when the tax proposal was first put forward, and our judgment on 
the 10-year numbers was something like — I think it was a little 
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over $700 billion. I have forgotten the exact number, $720 billion 
or some such number, and we were criticized for having arrived at 
such a number. 

We now have observed that the Joint Tax Committee has come 
up with approximately the same number, a shade over $700 billion. 
Yes, our numbers which originally were criticized by some turn out 
to be almost the same as the Joint Tax Committee. Both are esti- 
mating that the Contract With America tax provisions will cost a 
little over $700 billion over a 10-year period. 

Mr. Payne. In the budget we are looking at today, over a 5-year 

f )eriod, middle-income tax cuts savings provisions amount to rough- 
y $63 billion. If we had the provisions of the Contract With Amer- 
ica in lieu of these provisions, that number would not be $63 bil- 
lion, but, rather, $200 billion and, consequently, we would need to 
find another $137 billion in additional cuts in order to be at the 
same place that your budget is as it relates to the deficits in the 
outyears. Is that a correct assumption? 

Secretary Rubin. Yes, the answer to the question, Mr. Payne, is 
that accords with our numbers. Of course, it raises the question, 
since we all seem to agree that the President certainly said this, 
and I think there is general agreement, that all tax cuts have to 
be fully paid for and without using unusual budgetary practices, 
how this is going to get paid for. How ours is going to get paid for 
is very clear. It is in the budget. We have specific budget cuts. 

Mr. Payne. So the task we will be faced with on this committee 
is looking at many of these provisions, many of which are very de- 
sirable, but in the light of knowing that we will have to find an 
additional $137 billion in cuts over and above the President’s budg- 
et in order to stay at precisely the same place? 

Secretary Rubin. Well, that is to stav in the same place. But if 
you also want to accomplish deficit reduction, as we thought was 
imperative and as we did, of course, then you have to find consider- 
ably more than the amount that you have just mentioned. 

Mr. Payne. Thank you very much, Mr. Secretary. 

Mr. Zimmer. Mr. Johnson. 

Mr. Johnson. Thank you, Mr. Chairman. 

Mr. Secretary, you kind of used the words “deficit” and “debt” 
interchangeably. 

Secretary Rubin. I do not believe I did. They are obviously very 
different concepts. 

Mr. Johnson. We talk about the debt going up in precise dollar 
numbers. How much is it going to go up in your budget? 

Secretary RUBIN. Under our budget, as I think I discussed before 

with — I have forgotten which member it was now 

Mr. Johnson. I do not think you ever answered him. 

Secretary Rubin. What I send was that under our budget it will 
begin, not to go too far, but we will begin for the first time in a 
long, long time to get the debt down as a percentage of the total 
economy. 

Mr. Johnson. As a percentage, but what is the exact number? 
It has gone up over $1 trillion, to be truthful, has it not? 

Secretary Rubin. It will go up in absolute terms, but if I may say 
so, Mr. Johnson, if you as an individual or if you were a business 
entity looking at your debt, I think what you would look at is how 
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well is it covered, in other words, how large is it relative to your 
ability to service it. The answer to that question in the context of 
a nation is what is your debt relative to your GDP. 

Mr. Johnson. I think you would find in business that people are 
going into bankruptcy, chapter 11, trying to figure out how to get 
out of the position that we have got ourselves. We are not doing 
that. We are not even addressing the problem. 

Secretary Rubin. I know a fair bit about business. My instinct 
would be to think that if we were a business, we would be enor- 
mously critical of what we did in the eighties and what we would 
be trying to do now is just continue to get our debt down as a per- 
centage of our total income. 

Mr. Johnson. You also spoke about health care being a problem. 
I do not think the numbers are there to indicate that health care 
by itself, to quote a Perot phrase, “will fix itself.” So what else do 
you propose to bring the debt and deficit down? 

Secretary Rubin. Well, if you were to adopt the program that we 
put forward, then, as the budget book shows, you get the deficit 
down by the year 2005 to 1.6 percent of GDP. The only items in 
the budget that are of major consequence that are growing faster 
than the rate of infiation are the health care expenditures, so I do 
think that is the area that we should be focusing on. If we can ac- 
complish something there, you can really get yourself in the posi- 
tion that many of you all believe in and that we believe in, which 
is to get an even more rapid rate of decrease in the deficit as a per- 
centage of the total economy. 

Mr. Johnson. It surprises me that you all did not discuss that 
at all. 

Also, you talk about, well I think you called it wallowing in fiscal 
discipline — causing the interest rates to do what you described. 
Does that mean you do not have fiscal discipline now? 

Secretary Rubin. No. What I said was that in my view rates 
came down in the early nineties because of a broad-based feeling 
that we were not only wallowing in a period of very slow growth, 
which we were, but that that was likely to continue for a long time. 

I think what happened in very early 1993 is that the financial 
markets began to see a seriousness about fiscal discipline they had 
not seen in a long time, and that then took the deficit premium 
largely, not totally, I do not think, but largely out of long-term 
rates, so then rates started to go down again, but for a different 
reason. Now rates have come back up, but they have come back up 
reflecting growth, which is what you want. What you want is a sys- 
tem where the deficit premium is largely out of long-term rates. 
Rates go up when you are growing fast, they go down when you 
are growing more slowly, and then you have a system that works. 

Mr. Johnson. Do you see it slowing down right now? 

Secretary Rubin. It is our projection and judgment that the econ- 
omy will grow at something like 2.4 or 2.5 percent over each of the 
next 2 years, and that, as you know, is 

Mr. Johnson. For the long term, and you expect interest rates 
to continue up? 

Secretary Rubin. Well, let me say what our projection is on inter- 
est rates. Our projection on long-term interest rates is that interest 
rates this year in 1995 will average 7.9 percent. Given the rates 
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are below that now, I suspect in a fiscal sense that may turn out 
to be a conservative assumption, and then we assume rates will 
come down to about 7 or 7.1 percent on the long side. 

Mr. Johnson. Thank you very much, sir. 

Thank you, Mr. Chairman. 

Mr. English [presiding]. Thank you. 

Mr. Secretary, I have a couple of brief questions. First, with re- 
gard to the extension of the R&E tax credit, which I believe in your 
testimony you indicated the administration would be receptive to, 
with the qualifier that it be revenue neutral. I applaud your will- 
ingness to go on record in support of the extension. My question 
for you is can you offer us any detail in how you might be prepared 
to pay for it? 

Secretary Rubin. Our view on the R&E tax credit, which, as you 
know, the President has been in favor of all through his adminis- 
tration — 

Mr. English. I understand. 

Secretary Rubin. — is that it is a tax credit that has bipartisan 
support, and what we need to do is sit down with the members of 
this committee and the Senate Finance Committee, but I guess pri- 
marily this committee in the first instance, and determine how to 
pay for it, much as we did with GATT last year. As you may re- 
member, there was broad-based bipartisan support for GATT. The 
question was how to pay for it, and we sat down with the relevant 
committees and worked out a way to pay for it. 

Mr. English. We have discovered in the course of our hearings 
on tax policy that there is some consensus among the experts that 
because of our tax structure in this country as it applies to busi- 
ness, particularly as it is imposed on our manufacturing sector, you 
can make a very powerful argument that our workers are put at 
a competitive disadvantage with respect to many of the other work- 
ers in countries across the globe who are laboring in different tax 
climates. Do you share that view, Mr. Secretary? 

Secretary RuBiN. I think rather than answer it in that most gen- 
eral sense, tell me a little more specifically what you have in mind. 

Mr. English. I was actually looking for generality. A couple of 
people that we have had testify have suggested that, taken as a 
whole, given the tax structure as it is imposed on — let us take 
manufacturing, to be specific — ^that our workers in those industries 
are at a competitive disadvantage because of the tax structure. 

Secretary Rubin. My instinct would be to think not. A study was 
released recently — and I think it was McKinsey, but do not hold me 
to that, but I think it was, which is a very highly respected consult- 
ing firm — that reported that, for the first time in a long time, our 
industry was the most competitive in the entire world, so that 

Mr. English. That would be based on quite a few factors. 

Secretary Rubin. Yes, it would be based on many factors, I abso- 
lutely agree with that. 

Mr. English. My own view, and I suspect my experience is con- 
siderably less than yours, is that American workers are at some 
kind of a competitive disadvantage. I noted in your testimony, and 
I want to applaud you on this, that you take considerable credit for 
the administration for the fact that business investment has in- 
creased and that there is an increased investment specifically in 
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machines and buildings. I think those sorts of investments protect 
the jobs of American workers in a dynamic and increasingly com- 
petitive international marketplace. 

The question I am moving toward is would the administration, 
provided it would be deficit neutral, be supportive of some addi- 
tional tax incentive for investment in capital equipment, whether 
it be neutral cost recovery — and we have heard testimony from the 
administration expressing some concerns on the design of that tax 
credit — or some other similar tax break? Again, assuming it does 
not balloon the deficit, could the administration be supportive of 
that kind of tax benefit? 

Secretary Rubin. A neutral cost recovery proposal, which we 
have looked at and analyzed, in our view, and my view personally, 
has an enormous cost and it seems to me exceedingly unlikely to 
produce benefits commensurate with the costs. Beyond that, it is 
hard for me to comment on something in quite that hypothetical 
a stage, but we would be happy to discuss any proposal that comes 
from members of this committee, if those are proposals that are de- 
signed to be helpful to the economy. 

Mr. English. Do you feel it should be a priority of the committee 
to consider an affordable tax break to encourage capital invest- 
ment, specifically in manufacturing and, shall we say, specifically 
in smaller manufacturers? 

Secretary Rubin. I think the best thing that this committee can 
do in terms of investing in manufacturing is to continue on a path 
of fiscal discipline, because, as that chart shows, investment in 
equipment and machinery — it was not buildings, by the way, it was 
equipment and machinery — is at an all-time high. 

So I think we need to keep on the deficit track that we have put 
ourselves on or at least that this budget would put us on. We did 
in fact in the 1993 budget put forth expensing for small business, 
and it is something the President very much favors. I suspect that 
if there was a desire to increase that, and if we do it in revenue 
neutral fashion, that is something we would very much be inter- 
ested in discussing. 

Mr. English. You would specifically say that you would be recep- 
tive to our looking at the section 179 expensing for small business? 

Secretary RUBIN. Tell me what 179 is, and I will give you an an- 
swer. That is the expensing for small business? 

Mr. English. Yes. 

Secretary Rubin. That is right, I remember that. I had forgotten 
the number. I know the concept. 

I think if you were to look at it and come to us with a proposal 
that was revenue neutral, then that is something we would be in- 
terested in discussing. The President originally wanted to have 
$25,000, and it turned out we have $17,500 or some such number, 
because that was the resolution we made with Congress. 

Mr. English. Thank you for your openmindedness. We appre- 
ciate your testimony today. 

I would now like to recognize Mr. Cardin who will inquire. 

Mr. Cardin. Thank you, Mr. Chairman. 

Secretary Rubin, thank you for your testimony. It has been a 
long morning for you between the Senate and the House, and we 
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thank you very much for your patience and for your service to our 
country. 

It is also refreshing to see that the predictions that were made 
in 1992-93 when you were working up the economic plan, following 
up on Mr. Payne’s questioning, have really been consistent to what 
you present now 2 years later, and that the economic plan that you 
brought forward with the Clinton administration has in fact re- 
duced the growth of our deficits, as was predicted. 

I also remember very vividly listening to President Clinton’s pre- 
dictions that if we did not do health care reform, that much of the 
progress on deficit reduction would be lost, that Medicare and Med- 
icaid and the entitlement programs were the fastest growing part 
of the budget, and we had to get health care reform under control 
if we were going to deal with the deficit and get it back to a bal- 
anced level. 

I really do applaud you, because, yes, we could have irrational 
Medicare cuts in here, but, as I understand it, the administration 
is taking the position that it is not rational just to cut Medicare 
and shift the cost to private payors or to wreck the program that 
provides seniors with their health care, that that would not be a 
rational economic program to bring forward. So you have deferred, 
I assume, Medicare to when we get to health care reform, and I 
think that is obviously the right way to proceed. 

If I might, let me get to what you have done on spending, on dis- 
cretionary spending. How much growth do you allow during this 
period in discretionary spending? 

Secretary Rubin. Mr. Cardin, in this budget we project discre- 
tionary spending in each of 5 years after 1995 that is at a lower 
level than it was in 1994. So what you actually have is you have 
I think $555 billion in 1995, is my recollection of the number, and 
every year thereafter you have a lower number with respect to dis- 
cretionary spending. 

If I recollect correctly, in the last year of that 5-year period it is 
$549 billion. Not only is it lower, though, in nominal terms, but if 
you think of it in an inflation adjusted sense — after all, $100 today 
is worth a lot more than $100 5 years from now, because of infla- 
tion — so in an inflation adjusted sense, it is less by a lot more than 
it is in the pure nominal sense that I have just described. 

Mr. Cardin. So what you have brought forward is even larger 
cuts than what we call a hard freeze, no growth, no inflationary ad- 
justment. That is the most aggressive attack on spending I think 
any administration has brought forward. 

Secretary Rubin. Mr. Cardin, I think we need to look, and we 
will look, to see what it looks like. My mess would be that it has 
been a long, long, long time since anybody has put forward a budg- 
et with realistic projections that project discretionary spending 
being lower in the 5 years of the budget than it was in the year 
preceding that. 

I will tell you, to get there has taken a lot of tough, tough cuts, 
because we not only, as I said a moment ago, are having discre- 
tionary expenditures below the current year, but we lose because 
of the effects of inflation each year, and so that makes the cutting 
process even tougher. 
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Mr. Cardin. I appreciate that, because it is very difficult to have 
a freeze. We have not been able to do that in too many years, actu- 
ally hold the line on discretionary spending in this country, and I 
applaud you for bringing forward a budget that actually goes below 
a hard freeze, and on inflated dollars it is much more dramatic 
progress on reducing spending in this country. That has not been 
the case. We have not seen prior administrations bring anything 
like that forward. 

It is interesting to point out that we have a lot of rhetoric from 
members of this committee about reducing the deficit, and yet I do 
not know of any proposals that have been made from the other side 
of the aisle at all on spending cuts to get us anywhere close to what 
your budget does in deficit reduction. We have a lot of specifics on 
tax cuts, but we do not have anything specific on spending cuts 
that will give us the type of deficit performance that you have 
brought forward. 

I hope we can reduce the deficit more aggressively, but let us 
come forward with specific recommendations on spending cuts, 
rather than these generalities that it would be nice to reduce the 
deficit. 

Thank you. 

Mr. English. Thank you. 

Mr. McDermott will inquire. 

Mr. McDermott. Thank you, Mr. Chairman. 

I want to thank you for coming and for your testimony. As you 
notice now, all the Republicans have left, especially the ones who 
were badgering you about not being here early, so I guess they 
could not wait to hear the answers. 

I just want to ask one parochial question. Bonneville Power Ad- 
ministration is not on the sale list of this budget, as I understand 
it. Is that correct? 

Secreta^ RUBIN. That is correct, Mr. McDermott. 

Mr. McDermott. You are talking about a public corporation, but 
not privatizing the Bonneville Power Administration. 

Secretary Rubin. We do not plan to sell the Bonneville Power 
Authority. 

Mr. McDermott. I want to ask one other thing. Everybody talks 
about this balanced budget, and I know you know more than I do 
about money. You know way more than I do about money, but I 
have a feeling that what is being attempted here by these people 
who say they are going to balance the budget by the year 2002 is 
simply not good public policy. Certainly it is politically possible, but 
it is not good public policy. 

The Joint Tax Committee yesterday, I think, came out with num- 
bers of about $750 billion that would be needed to pay for the tax 
cuts. Do those figures square pretty much with what the Treasury 
has put out? 

Secretaiw Rubin. Yes, Mr. McDermott. We originally estimated 
that the Contract With America would result in something over 
700 billion dollars’ worth of costs or increase in deficit which would 
have to be made up through whatever programs determined it is 
to be made up with. We were somewhat criticized at the time for 
that number, but the Joint Tax Committee has now come up with 
a number of something in excess of $700 billion that these Contract 
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With America tax cuts will cost, so roughly speaking corresponds 
to our own numbers. 

Mr. McDermott. The members who are pushing this are blithely 
going along, as Mr. Cardin suggests, talking about what we will be 
able to do, that we will be able to do it. 

My mother watches C-SPAN and she is 85 years old, and she 
does not really understand all of how the Federal budget is put to- 
gether. It would be helpful I think for all of us to imderstand what 
really has to go into reaching 750 billion dollars’ worth of cuts. 

Secretary Rubin. Let me go at it just a little bit differently, if I 
may, Mr. McDermott. I think the problem that we have with the 
balanced budget amendment and having an arbitrary date by 
which you must balance the budget, as opposed to really tough- 
minded fiscal discipline where you each year make a decision based 
on what seems to be in the best interest of the economy that year, 
puts you in a straighriacket, and then you have to do what the bal- 
anced budget amendment requires, regardless of economic cir- 
cumstances. In our opinion, that is a dangerous position to be in. 

Now, if you take the arbitrary date of 2002, we have estimated 
that if you take the tax cuts you have just mentioned, plus that 
which is requisite to meeting balance, it is going to cost you about 
$1.6 billion. I do not know quite how you get to that. 

Mr. McDermott. To $1.6 trillion? 

Secretary Rubin. Yes, $1.6 trillion. The $1.6 billion we could fig- 
ure out — $1.6 trillion. I do not know how you get there other than 
to either decimate the discretionary side of the budget, that is to 
say education and training and Head Start and the programs that 
we think are critically important to the future of this country, or 
decimate defense or impose very substantial reductions on Medi- 
care and Social Security. Those are your choices. There are no 
other choices, because that is the budget. 

Mr. McDermott. My mother lived through the depression. Let 
us say a depression occurred internationally in the next 5 years. 
What would that do to the straightjacket that you have then put 
the country into? 

Secretary Rubin. Well, my view — and I suspect this may cor- 
respond to your mother’s, if she remembers the Keynesian econo- 
mists of that last depression — my view is that what would happen 
is that we would be in a position where you have a depression that 
vastly increases the deficit and that deficit under ordinary cir- 
cumstances would then be stimulative, and so it would bring you 
back out of the depression. 

In fact, Mr. McDermott, with those automatic stabilizers — that is 
what they are called, in effect, you ought never reallv get into a 
depression, because as the economy slows down and tne deficit 
starts to widen as a consequence, that deficit is stimulative and so 
that brings you back out of your slow growth or out of your reces- 
sion. 

Mr. McDermott. That is what Franklin Delano Roosevelt was 
doing with the Public Works Administration and all the construc- 
tion and all that sort of thing. 

Secretary Rubin. Precisely, that is exactly what happened during 
the 
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Mr. McDermott. So it actually increased the deficit during a re- 
cession? 

Secretary Rubin. Right, which is what you want to have happen, 
because the increased deficit will generate more economic activity 
and get you back out of the recession. The problem with the arbi- 
trary date of 2002 is that if you go into a recession and you have 
that arbitrary date, you can’t have those deficits, so, instead, you 
have to cut the deficit and that worsens the recession, that in- 
creases the deficit again, and then you have to cut that. What you 
really do is put yourself on a track toward either a horrendous re- 
cession or possibly something that could be called a depression. 

Mr. McDermott. Can you reassure us that there will be no 
events that will require from a fiscal policy the increase of the debt 
in the next 5 years? 

Secretary Rubin. I do not think, Mr. McDermott, anybody in the 
world could give you that assurance, and I think that is the prob- 
lem with getting ourselves into arbitrary dates. It is why we so 
strongly advocate fiscal discipline accomplished through very care- 
ful, thoughtful, tough-minded decisions each year as to what we 
can accomplish in the context of the circumstances of that year. 

I really do believe that an arbitrary date and a balanced budget 
amendment are dangerous public policies. I might add, as just an 
additional comment, that if one does feel that one wants to have 
a balanced budget amendment considered, then it seems to me 
what you should say to people is, if you are going to have a bal- 
anced budget amendment and balance by an arbitrary date, these 
are the cuts you are going to have to make, and then somebody 
could see whether the cuts that have to be made to get there by 
2002 are worth getting to in an arbitrarily balanced budget by 
2002. That is the way the debate should be framed, in our judg- 
ment. 

Mr. McDermott. Even with that, it would be risky, because you 
do not know what the factors will be between now and the year 
2002. 

Secretary Rubin. Mr. McDermott, I think it is bad economic pol- 
icy, period. But if you can get past that issue, which I would not 
get past, because I think it is bad policy, then it seems to me to 
say to people, to get there, we are going to have to do this to Social 
Security or that to Medicare or whatever the things are, defense 
or education or whatever, and then they can judge whether that 
tradeoff is worthwhile. 

Mr. McDermott. Thank you very much. 

Mr. English. Thank you very much. Dr. McDermott. 

Thank you, Mr. Secretary, for your lengthy testimony today, as 
always, most eloquent. We appreciate your presence here. 

Secretary Rubin. Thank you, Mr. English. 

Mr. English. This committee stands adjourned until 10 a.m. to- 
morrow morning. 

[Whereupon, at 1:27 p.m., the hearing was adjourned, to recon- 
vene on Wednesday, February 8, 1995, at 10 a.m.] 



PRESIDENT’S FISCAL YEAR 1996 BUDGET 


WEDNESDAY, FEBRUARY 8, 1995 

House of Representatives, 

Committee on Ways and Means, 

Washington, D.C. 

The committee met, pursuant to call, at 10 a.m., in room 1100, 
Longworth House Office Building, Hon. Bill Archer (chairman of 
the committee) presiding. 

Chairman Archer. If our guests will take seats, please, we will 
commence. The Secretary is on a tight schedule, and we would like 
to proceed expeditiously. 

Today we welcome the Honorable Donna Shalala, Secretary of 
HHS, Health and Human Services. Welcome back to the commit- 
tee. You were here earlier this year. Without a doubt, this year is 
going to be a challenge for you, your department, and for us here 
on the Ways and Means Committee. 

At the end of it all, I hope we will have turned that challenge 
into unquestionable success, for us and the government, the people 
that we serve. In the near future, the committee will begin markup 
of the welfare proposals that are part of our Contract With Amer- 
ica, and this is going to be a sweeping change in the way our coun- 
try provides assistance to low-income populations. 

It will change not only the policy but the operation of your agen- 
cy over at HHS. All of us want to make sure that it is good social 
policy and a system that your department can administer. 

I can assure you that we are going to be working with you to 
reach that outcome. The Speaker has asked me and my colleague, 
Mr. Thomas, to look into transforming Medicare, taking a creative 
approach not solely to reduce costs but to design a program for the 
21st century, not the sixties. We are going to need your help and 
that of your excellent technical staff in that endeavor. 

Thank you again for joining us today. I am pleased to recognize 
Pete Stark for the opening statement of the minority. 

Mr. Stark. Thank you, Mr. Chairman. 

I am pleased to welcome Secretary Shalala for a discussion of the 
President’s budget for fiscal year 1996. The President has chosen 
to keep reductions, happily, in Medicare to a minimum. The result 
is keeping Medicare savings to $140 million in 1996, and $9.8 bil- 
lion over the next 5 years, a record that we in a bipartisan sense 
in the past have been able to achieve without disrupting the sys- 
tem through the cooperation of the then-minority, and the Repub- 
lican and Democrat administrations over that period of time. 

( 59 ) 
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The President’s approach is the correct approach. For 30 years, 
we have been working successfully to uphold the true contract with 
Americans, and that is Medicare. We have not and will not agree 
to breaking that contract in order to finance a Republican tax cut 
for the wealthiest people in this country. 

The President has endorsed this approach in his budget, and we 
intend to follow his lead in protecting Medicare from mindless 
budget cutting. That is not to say we shouldn’t work to reduce the 
growth rate in Medicare. 

This committee proposed last year in its health reform bill sev- 
eral cuts, and we maintained the solvency of Medicare. It is re- 
quired that we do so. But mindless slashing of Medicare will only 
disrupt the health services on which America’s seniors depend and 
will have a ripple effect into the entire health delivery system of 
this country. 

It is the vulnerable parts of the health system, inner city and 
rural hospitals, teaching hospitals, centers of excellence, children’s 
hospitals, all stand on the brink of destruction if we were to follow 
the Republican budget proposal and not the President’s cautious 
and conservative proposal. 

It makes sense to reform the health care financing system com- 
prehensively, shoring up financing where it is needed and reducing 
financing where we can. That is the sensible way. It is more sen- 
sible than the Republican social policy, which is to give everything 
you can to the rich and find a way to pay for it by impacting the 
poor. 

I know the Secretary joins me in resisting that policy, and we 
will work with you. Madam Secretary, to protect the most vulner- 
able people in this country, as your department has done for so 
many years. Welcome to the committee. 

Thank you, Mr. Chairman. 

[The prepared statements follow:] 
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Statement of the Honorable Pete Stark 


February 8, 1995 


Mr. Chairman, I am pleased to join in welcoming the Secretary of 
Health and Human Services for a discussion of the President's budget for 
fiscal year 1995. 

I am very pleased that the President has chosen to keep reductions in 
Medicare to a minimum. The result is to keep Medicare savings to $140 
million in FY 1996 and to $9.8 billion over the next five fiscal years. 

The President's approach is the right one. For 30 years we have been 
working successfully to uphold the true contract with America - Medicare. 
We have not and will not agree to breaking that contract in order to finance 
toda/s Republican tax cuts for the wealthiest. The President has endorsed 
this approach in his budget, and I intend to follow his lead in protecting 
Medicare from mindless budget cutting. 

That is not to say that we should not work to reduce the growth rate in 
, Medicare, as this Committee proposed last year in its reported health reform 
bill. Maintaining the solvency of Medicare requires that we do so. However, 
mindless slashing of Medicare will only disrupt the health services on which 
' America's seniors depend. It is the vulnerable parts of the health system, 
such as inner city and rural hospitals, which bear the brunt of that approach. 

It makes far more sense to reform the health care financing system 
comprehensively, shoring up financing where needed, and reducing 
financing where we can. That is the sensible way to reach the goals we 
share. I want to work with you Madame Secretary to do just that. 


Thank you, Mr. Chairman. 
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STATEMENT OF REPRESENTATIVE JIM RAMSTAD 
WAYS AND MEANS COMMITTEE 
HEARING ON CONTRACT WITH AMERICA 
Febniar; 8, 1995 

Mr. Chairman, I predate the opportunity to ^leak with Secretary Shalala about the health care 
provisions in President Clinton’s 1996 Budget. 

As I mentioned to Secretary Rubin yesterday, I am disappointed in the President’s newly-released 
budget. 

President Clinton missed an excellent opportunity to work with Congress on significant deficit 
reduction. As the President explained last year, we will never reduce the massive budget deficit 
without stemming the astronomical rise in lederd expenditures on health care. 

I believe we must fundamentally restructure the system currently in place to finance these public 
health programs. The private sector has gone through dramatic changes in recent years, resulting 
in significant control of the rise in health care costs. It is essential to bring similar changes u> 
public health programs. 

Mr. Chairman, thanks again for calling this hearing. I look forward to hearing Secretary 
Shalala’s testimony and to exploring in greater dq^ this important issue. 
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Chairman Archer. Madam Secretary, we would be pleased to re- 
ceive your oral testimony. If you have a lengthier written testi- 
mony, all of it without objection will be inserted in the record. 

You may proceed. 

STATEMENT OF HON. DONNA E. SHALALA, SECRETARY, 
U.S. DEPARTMENT OF HEALTH AND HUMAN SERVICES 

Secretary Shalala. Thank you very much, Mr. Chairman, and 
members of the committee. Thank you for giving me the oppor- 
tunity to appear before you to discuss the President’s 1996 budget. 

We believe this budget is another bold step toward fulfilling the 
President’s commitment to put people first, and to address the 
long-term challenges facing this country. The Health and Human 
Services budget request is $716 billion, a 7.5-percent increase over 
the 1995 budget. 

The increases in the entitlement budget represent 98 percent of 
our overall budget growth. Our budget for discretionary programs 
is $37 billion, an increase of $1.5 billion or 4 percent over last year. 

This budget reflects the core values of the Clinton administra- 
tion. We bmieve government must focus on the everyday needs of 
American people. We believe government should empower people to 
take greater responsibilities over their own lives. We believe that 
local communities know what their problems are and that they 
should be the driving force in fixing them. 

We believe that certain jobs now done by the Federal Govern- 
ment should be turned back to the States. But we also believe that 
some issues require leadership at the Federal level. 

We believe that there is an important role for the Federal Gov- 
ernment in protecting the elderly, the disabled, and children, in 
conducting basic scientific research and ensuring that all of our 
children receive immunizations and a head start in life. 

We are fundamentally chanmng the way the government works 
to serve the American people netter. In our 1996 budget, we look 
seriously at our discretionary programs to find opportunities to cut 
spending, to seriously consolidate services, and to do more with 
less. 

In fact, we reduce categorical programs in this budget by 22 per- 
cent departmental wide. We consolidate 108 PHS activities into 16 
performance partnerships to give States greater control, greater 
flexibility, and greater accountability. 

We reduce funding for 69 programs, taking them below the levels 
approved by Congress in the 1995 budget. We froze an additional 
57 program activities at their 1995 levels. 

These savings are real. But they don’t represent the full scope of 
our achievement in reducing the deficit. The most dramatic success 
story in this budget is our ongoing effort to reduce the rate of 
growth in health-related entitlement proCTams. 

We are now finding that for the period 1994-98, spending on en- 
titlements is likely to be a whole lot less than it was projected to 
be when the President took office in 1993. To be precise, $212 bil- 
lion less. I mean billion with a “B.” 

For the first time since 1988, the anticipated growth in Medicare 
and Medicaid dropped below double digits, from 12.7 percent a year 
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to 9.5 percent — the chart here shows that drop— reducing our ex- 
pected deficit and the debt burden we leave to future generations. 

I would like to take 1 minute to talk about several factors con- 
tributing to reduction in the projected growth of Medicare and 
Medicaid. In 1993, this administration worked successfully with 
the Congress to enact the largest deficit reduction bill in history. 

This tough spending program was designed to reduce projected 
deficits by $500 billion over 5 years. Because the economy has re- 
sponded so strongly, experts now predict our deficit will drop by 
more than $600 billion. 

The President’s economic program has curbed both the general 
and health care inflation. That has built a framework for our im- 
proved picture on entitlement spending, and we have been working 
hard to make sure that that picture doesn’t change. 

We appreciate and noted the bipartisan support Congress gave 
to the 1991 legislation on taxes and donations, which limits inap- 
propriate Medicaid financing schemes used by the States. Today we 
are working in partnership with the States to narrow those loop- 
holes. That saves us money. 

We are aggressively managing our Medicare and Medicaid pro- 
grams, replacing five underperforming Medicare contractors over 
the past 2 years, and we are waging an all-out attack on waste, 
fraud, and abuse. 

In 1994 our Inspector General helped recover and save $5.4 bil- 
lion in Medicare and Medicaid. Across the Department, we have re- 
covered and saved more than $8 billion. 

That is the largest amount ever in the history of the Department 
in 1 year. In addition, last year coordinated efforts among our In- 
spector General and several other Federal and State agencies yield- 
ed the largest single health care fraud settlement in history, total- 
ing a record of $379 million. These are major accomplishments. But 
the American people deserve more. 

We will intensify our assault on waste, fraud, and abuse. To ac- 
complish this we are considering as part of Reinventing Govern- 
ment II a new innovative program with stable and reliable funding. 
We will focus our efforts on parts of the country where the problem 
is the greatest, on those activities that achieve the most effective 
results. 

We are also changing the way Medicare and Medicaid work to 
improve quality, to promote efficiency, to lower costs, and give the 
American people more health care choices. 

More and more States are taking advantage of new opportunities 
to offer managed care programs under Medicaid. More and more 
health plans and individuals are choosing the managed care option 
under Medicare. 

Last year, Medicaid had a 63-percent increase in the number of 
Americans enrolled in managed care plans, from 4.8 million people 
in 1993 to 7.8 million in 1994. In addition, the number of older 
Americans choosing managed care through the Medicare program 
grew by 16 percent, from about 2.7 million people in 1993 to more 
than 3.1 million in 1994. 

We expect it to grow by another 20 to 25 percent next year. 
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Managed care’s emphasis on prevention and primary care is cost 
effective, and particularly for Medicaid customers, much less ex- 
pensive than reliance on emergency health services. 

We note that American people appreciate being able to choose 
managed care options, and we are committed to preserving and en- 
hancing those choices. Our commitment to expanding health care 
options extends beyond the Medicare and Medicaid programs, and 
that is why the President has asked both Democrats and Repub- 
licans in Congress to work with him to expand insurance coverage 
for the American people, and to contain health costs for families, 
businesses, and governments. 

There are many other exciting things to say about health care, 
but for now, I would like to turn to another equally important serv- 
ice, Social Security. We have got a great story to tell here, too. Our 
Social Security Administration has completely overhauled the way 
it does business, providing better and faster service. 

By the end of 1996, people will no longer have to wait 100 days 
or more for disability claims to be processed. We will have cut the 
time by one-third. At any time, no matter how old you are, you can 
write to find out how much you have contributed to Social Security, 
and obtain an estimate of your potential monthly benefits when 
you retire. 

We will tell you promptly, in words that make sense. I know, be- 
cause I did it myself. 

The SSI program has received a lot of attention lately, and we 
are working to reshape this program to better serve both taxpayers 
and those it was intended to help: disabled children and their fami- 
lies. Among other things, we have appointed a Childhood Disability 
Commission headed by former representative Jim Slattery. 

Just a few weeks ago, I had the privilege of appearing before this 
committee to discuss another issue, welfare reform. Since that 
time, we have all been encouraged by the bipartisan commitment 
to overhaul our broken welfare system, as evidenced by the Presi- 
dent’s recent working session on welfare reform and the ongoing 
work of this committee. 

As the committee prepares to mark up its legislation, this admin- 
istration looks forward to working with you to move Americans 
from welfare to work. 

Mr. Chairman, I believe that we are standing at an important 
crossroads in American history. 'The American people are frus- 
trated with government, and they want real change. They have 
challenged us to join hands to make government work better, to 
make it cost less, and to reflect the core values of our country. Over 
the last 2 years, that is just what we have done. 

Throughout our department we have enhanced customer service 
and achieved real results. For example, immunization rates for pre- 
school children are now at their highest in American history. We 
have granted more health care and welfare waivers than any other 
administration. Head Start is improving its quality and serving 
more children than ever before. 
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At the National Institutes of Health, we have made critical 
breakthroughs in basic medical and science research, in areas 
ranging from AIDS to breast cancer, from sickle cell anemia to the 
Human Genome project. We look forward to working with you to 
achieve even more. 

I greatly appreciate the opportunity to testify before you this 
morning and I would be happy to answer any questions. 

[The prepared statement follows:] 
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STATEMENT OF DONNA E. SHALALA, SECRETARY 
U.S. DEPARTMENT OF HEALTH AND HUMAN SERVICES 


Good Doming. Mr. Chalman and oeabers of the CODoittee. 
Thank you for giving me the opportunity to appear before you 
today to discuss President Clinton's 1996 Budget. 

This budget is another bold step towards fulfilling the 
President's commitment to put people first and address the long 
term challenges facing this country. 

The HHS budget request is 716 billion dollars, a 7.5 percent 
Increase over the 1995 budget. 

Increases in the entitlement budget represent 9B percent of 
our overall budget gro%rth. 

Our budget for discretionary programs is 37 billion dollars, 
an Increase of 1.5 billion dollars or 4 percent, over last year. 

This budget reflects the core values of the Clinton 
Administration : 

We believe that government must focus on the everyday needs 
of the American people. 

We believe that government should empower people to take 
greater responsibility for their own lives. 

We believe that local communities know what their problems 
are — and they should be the driving force in fixing them. 

We believe that certain jobs now done by the federal 
government should bo turned back to the states . . . 

. . . but we also believe that some issues require leadership 
at the federal level. 

We believe that there is an important role for the federal 
government in protecting the elderly and disabled, conducting 
basic scientific research, and ensuring that our children receive 
immunizations and a Head Start in life. 

We are fundamentally changing the way that government works 
to serve the American people better. 

In our 1996 budget, we looked seriously at our discretionary 
programs to find opportunities to cut spending, consolidate 
services, and do more with less. 

In fact, we reduced categorical programs by 22 percent 
department -wide . 

He consolidated 108 PHS activities into 16 Performance 
Partnerships to give States greater control, flexibility, and 
accountability . 

We reduced funding for 69 programs, taking them below the 
levels approved by Congress in the 1995 budget. 

We froze an additional 57 program activities at their 1995 
levels. 

These savings are real — but they don't represent the full 
scope of our achievements in reducing the deficit. 

The most dramatic success story in this budget is our on- 
going effort to reduce the rate of growth in health-related 
entitlement programs. 

We are now finding that, for the period from 1994 to 1998, 
spending on entitlements is likely to be a whole lot less than it 
was projected to be when President Clinton took office in 1993. 
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212 billion dollars less, to be precise. 

Yes, that's "billion" with a "b." 

For the first time since 1988, the anticipated growth in 
Medicare and Medicaid dropped below double digits — from 12.7 
percent a year to 9.5 percent, for the period from 1994 to 1998. 

Since the 1993 projections, anticipated growth in Medicare 
has dropped from an average of 11.9 percent per year to an 
average of 9.9 percent per year from F¥ 1994 to PY 1998. 

That reduces projected expenditures by 79 billion dollars 
over five years. 

Expected growth in Medicaid has fallen from 13.9 percent per 
year to 8.7 percent from FY 1994 to FY 1998. That results in 
projected spending that is 133 billion dollars lower over the 
same five-year period. 

And this difference goes straight to the bottom line, 
reducing our expected deficit and the debt burden we leave to 
future generations. 

I'd like to take a minute to talk about several factors 
contributing to the reduction in the projected growth of Medicare 
and Medicaid. 

In 1993, this Administration worked successfully with the 
Congress to enact the largest deficit reduction bill in history. 

This tough spending program was designed to reduce projected 
deficits by 500 billion dollars over five years. 

And, because the economy has responded so strongly, experts 
now predict that our deficit will drop by more than 
600 billion dollars. 

The President's economic program has curbed both general and 
health care inflation. 

That's built the frame for our improved picture on 
entitlement spending. 

And we've been working hard to make sure that picture 
doesn't change. 

He appreciate the bipartisan support Congress gave to the 
1991 legislation on taxes and donations, which limits 
Inappropriate financing schemes used by states. 

Today, we're working in partnership with the states to 
narrow those loopholes — and that saves us money. 

Our aggressive management of the Medicare and Medicaid 
programs is also keeping spending in check and improving program 
efficiency. 

Over the past two years, we've replaced five underperforming 
Medicare contractors. 

And our oversight of the other Medicare contractors has 
resulted in more efficient provider payments. 

We're also waging an all-out attack on waste, fraud and 
abuse . 


In 1994, our Inspector General achieved more than 1,500 
successful prosecutions and administrative sanctions in Medicare 
and Medicaid — which, combined with legislative and regulatory 
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changes — helped secure 5.4 billion dollars In savings for the 
American people. 

And, across the Department, we recovered and saved more than 
8 billion dollars — that's the largest amount ever by HHS In one 
year 1 


In addition, last yaax, coordinated efforts among our 
Inspector General and several other federal and state agencies 
yielded the largest single health care fraud settlement In 
history. 

A firm with more than 60 psychiatric hospitals agreed to pay 
back the Federal government a record 379 million dollars. 

These are major accomplishments — but the American people 
still deserve more. 

He will Intensify our assault on waste, fraud and abuse. To 
accomplish this, we are considering as part of Reinventing 
Government II, a new Innovative program with stable and reliable 
funding. 

He are also going to focus ovir efforts in parts of the 
country where the problem is greatest — and on those activities 
that achieve the most effective results. 

But that's not the only pare of the Medicare and Medicaid 
programs that we are reinventing. 

He have approved more health care waivers than any other 
Administration, providing states the flexibility to address their 
own health care Issues with their o«m solutions. 

He 're also changing the way Medicare and Medicaid work, to 
improve quality, promote efficiency, lover costs, and give the 
American people more health care choices. 

’ More and more states are taking advantage of new 
opportunities to offer managed care programs under Medicaid. 

And, more and more health plans and Individuals are choosing 
the managed care option under Medicare. 

Last year, Medicaid had a 63 percent increase in the number 
of Americans enrolled In managed care plans — from 4.8 million 
people In 1993 to 7.8 million In 1994. 

In addition, the number of older Americans choosing managed 
care through the Medicare program grew by 16 percent — from 
about 2.7 million people In 1993 to more than 3.1 million In 
1994. 


And we expect It to grow another 20 to 25 percent next year. 

Managed care's emphasis on prevention and primary care Is 
cost-effective, and, particularly for Medicaid customers, much 
less expensive than a reliance on emergency health services. 

He know the American people appreciate being able to choose 
managed care options — and we are committed to preserving and 
enhancing those choices. 

Of course, our commitment to expanding health care options 
extends beyond the Medicare and Medicaid programs. 

That's why the President has asked both Democrats and 
Republicans In Congress to work with him to expand Insurance 
coverage for the American people, and to contain health costs for 
families, businesses and governments. 
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There are many other exciting things to say about health 
care. But for now, I'd like to turn to another, equally 
Important service: Social Security. 

And we've got a great story to tell here, too. 

The Social Security Administration is completely overhauling 
the way It does business — providing better and faster service. 

By the end of 1996, you will no longer have to wait lOO days 
or more for your disability claim to be processed — we will have 
cut that time by a third. 

At any time, no matter how old you are, you can write to 
find out how much you have contributed to Social Security and 
obtain an estimate of your potential monthly benefits. 

He'll tell you, promptly, in words that make sense. 

I know — because I did It myself. 

The SSI program has received a lot of attention lately — 
with allegations about parents using their children as pawns to 
rip off the system and cheat the taxpayers. 

In May of 1994, our Inspector General completed a study of 
about 600 cases of children receiving SSI because of behavioral 
or learning problems. 

The Inspector General found no evidence of widespread 
coaching by parents. 

But, even one case Is too many — and that's why we are 
taking strong steps to stop these abuses once and for all. 

Among other things, we've appointed a Childhood Disability 
Commission, headed by former Representative Jim Slattery. 

I have asked them to complete their report as quickly as 
possible and recommend ways that we can reshape the program to 
better serve both taxpayers and those It was Intended to help: 
disabled children and their families. 

In addition, the Administration is conducting its own revlsw 
of all our disability policies to assure strong, efficient 
protection of people with disabilities. 

t * * 

Just a few weeks ago, I had the privilege of appearing 
before this committee to discuss welfare reform. 

Since that time, I have been encouraged by the bipartisan 
commitment to overhaul our broken welfare system — as evidenced 
by the President's recent working session on welfare reform and 
the on-golng work of this Comal ttee. 

As the committee prepares to mark up Its legislation, this 
Administration looks forward to working with you to move 
Americans from welfare to work. 

Nr. Chairman, I believe we are standing at an Important 
crossroads in American history. 

The American people are frustrated with government — and 
they want real change. 

They've challenged us to join hands to make government work 
t>etter, cost less, and reflect the core values of our country. 



71 


And, over the last two years, that's just what we've done. 

He've made accountability the watchword of this department 
by consolidating programs, slashing administrative costs, and 
cracking down on waste, fraud, and abuse. 

He've granted more health care and welfare waivers than any 
other Administration — thereby giving states and local 
communities the flexibility to solve their own problems. 

He've enhanced customer service in countless ways: 

For example, we have improved our home and community-based 
long term care programs 

. . . and we have brought Medicare and Medicaid into the 21st 
century with cost-saving, state-of-the-art technology that will 
empower people to make more informed choices about their health 
care. 


Throughout our department, we've demanded quality and 
achieved real results: 

Immunization rates are at their highest in history. 

Head Start is improving its quality and serving more 
children than ever before. 

And, at the NIH, we have made critical breakthroughs in 
basic medical and scientific research in areas ranging from AIDS 
to Breast Cancer and from Sickle Cell Anemia to the Human Genome 
Project. 

He 're proud of these accomplishments — and, we look forward 
to working with all of you to achieve even more. 

I greatly appreciate the opportunity to testify before you 
this morning. I'd be happy to answer any questions. Thank you. 
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Chairman Archer. Thank you, Madam Secretary. I am going to 
yield iw time for questioning to Mr. Crane. 

Mr. Crane. Thank you, Madam Secretary. 

How does the projected rate of growth for Medicare and Medicaid 
compare with the cost of coverage in the private sector? 

Secretary Shalala. It is ahead of the private sector, and there 
is no question about that. The only point that I was making here 
was that it is starting to come down, and that is because of legisla- 
tion that was passed, the impact of bringing down the deficit, the 
slowdown in inflation, the private sector beginning to slow down, 
particularly the large corporations who are negotiating tough deals 
with hospitals. So there are lots of things going on. 

But we still are very much above private sector growth and 
health care costs. We deal with different populations, Congressman 
Crane. 

Mr. Crane. Is it the different populations you are dealing with 
that create that disparity in costs in the private sector versus Med- 
icare and Medicaid? 

Secretary Shalala. The difference between the growth in the 
government programs and growth in the private sector is the result 
of a combination of factors. From 1984 to 1993, for instance, the 
Medicare growth per enrollee was less than the private sector. 
Starting in 1994, we are ahead of the private sector. But the slow- 
ing down of growth rates that I reported today means that we are 
getting on top of some of the things that were happening, including 
the creative use of provider taxes and other kinds of things by the 
States which the Congress closed down. 

It would be too early to say that we are going to get down to 
where the private sector is because of the difference in population. 
Remember, the health care programs in the government aeal with 
long-term care for a highly vulnerable population. We are the 
major providers of health care to the disabled, to the severely dis- 
abled. We have the elderly population. 

So one should expect some changes, but we also can demand real 
discipline in the management in the proCTams, in our anticipation 
of how the programs work. I think the efforts that have been made 
are reflected in the baseline starting to come down. 

Mr. Crane. I know there is an effort being made in the private 
sector to streamline, figure out how to economize. I was wondering 
if there are any other changes in Medicare to attempt to replicate 
some of that streamlining and cost cutting in the private sector 
that are being contemplated. 

Secretaiw Shalala. Yes, sir. Our consolidation of our computer 
systems, the better management of the private insurance compa- 
nies that are managing the Medicare program, doing real analysis 
on what is happening to home care costs, there are lots of things 
going on within the Medicare proCTam. 

The movement of people in both Medicare and Medicaid to man- 
aged care, while in Medicaid it may produce some savings, in Medi- 
care it has not yet produced the kinds of savings we would like to 
see. We have a lot more to learn about managing that program. So 
there is a lot of work to be done. 

But the kinds of things the private sector is doing are helping 
public sector programs at the same time. It is, however, not helping 
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the smaller markets, the small business people who don’t have the 
kind of clout that the large corporation does coming in to negotiate. 
So the context still has to be comprehensive health care reform. 

We can do only so much to reduce costs through managing these 
programs. Comprehensive health care reform, reducing the number 
of people who are walking into emergency rooms, that are not get- 
ting preventive care, dealing with long-term care issues — there are 
a lot of thin^ in cost containment that have to be part of a com- 
prehensive effort, and that is why the President still believes that 
in a bipartisan way, we ought to sit down and work on comprehen- 
sive health care reform. 

Mr. Crane. Does HCFA provide unlimited latitude to States in 
dealing with the Medicaid question, to in effect put those folks into 
managed care or health maintenance organizations? 

Secretary Shalala. We have worked closely with a number of 
States who wish to move their beneficiaries into managed care. I 
think if you spoke to the Governors across the country, they would 
say there has been a new atmosphere in terms of our relationship. 

I recently talked to a Governor who wanted to move many of his 
beneficiaries into managed care, and he said that the questions he 
got back from HCFA which made him reshape his strategy but 
stick with his goal were extremely helpful. His staff hadn’t thought 
of them, and he liked the going back and forth of working through 
the waivers. So I think we have a healthy relationship with the 
Governors, and they know that we very much want to work with 
them on these issues. 

Mr. Crane. One final question. Medicare part B is a very expen- 
sive welfare proCTam. Initially at its outset my understanding is 50 
percent was paid by the individuals, and that that is down to about 
3 1 percent today. 

In your estimation, should that be raised back to the 50-percent 
figure? 

Secretary Shalala. We have favored the deal that was cut with 
the beneficiaries at around 25 percent, which we think is fair. But 
again, any review of the payment mix ought to be part of a com- 
prehensive effort to review health care programs, because what we 
are all trying to do is to hold down the cost of health care in the 
public sector without shifting it onto the private sector, to be fair 
to beneficiaries. 

The mix of what beneficiaries pay is very much a fairness issue. 
Our only plea is that we do all of this within the context of overall 
health care reform so we don’t have the health care costs popping 
up in the private sector because we have shifted them to the pri- 
vate sector. 

Mr. Crane. Thank you. Madam Secretary. 

Secretary Shalala. You are welcome. 

Chairman Archer. Mr. Stark. 

Mr. Stark. Thank you, Mr. Chairman. 

Madam Secretary, I must say I was more than pleasantly sur- 
prised by the size of the Medicare cuts that the President put forth 
in his budget. I don’t want to help my Republican colleagues out 
of their dilemma of how they can possibly pay for this silly con- 
tract. But I had anticipated somewhat larger cuts, not the $200 bil- 
lion they are talking about, but yours seem rather modest. 
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In light of this idea that Medicare is going to go broke one of 
these days, why are your cuts at the level they are, and can you 
give us a reassurance that 10 years from now we will still be 
around discussing Medicare? 

Secretary Shalala. I think there are two questions there. Con- 
gressman Stark. One is our concern about the financing of the 
Medicare program. I am a trustee of the system along with Sec- 
retary Reich and now Secretary Rubin. In terms of any thoughts 
we have on the financing of tne system, the trustees will meet 
again in April and have some new actuarial estimates and then we 
will come back and talk with all of you about that information. 

On the issue of the President simply extending existing re- 
straints on the Medicare program as opposed to adding new ones, 
he has always said that he is willing to consider changes in the 
government’s health care programs, in particular the Medicare pro- 
gram, but only in the context of health care reform. 

Both in his letter to the Confess, as well as in his State of the 
Union speech, as well as in tne language in this budget where 
health care reform is discussed, he has made it very clear he op- 
poses cutting Medicare to finance tax cuts. He opposes cutting 
Medicare just to reduce the deficit, outside of the context of health 
care reform. 

So we are anxious to start the discussion with this Congress on 
taking some steps toward health care reform, and would be happy 
to discuss these programs within that context. 

Mr. Stark. The Republicans are suggesting, I guess in the words 
of Speaker Gingrich, that we eliminate the Health Care Financing 
Administration. I notice that Mr. Vladeck is not here today. I as- 
sume that doesn’t indicate it has already been done. 

Can you explain to me and my colleagues and for the record why 
the Health Care Financing Administration is a necessary operation 
in the Department of Health and Human Services, and why Mr. 
Gingrich should perhaps rethink his rash suggestion? 

Secretary Shaiaia. Thank you. Congressman. 

The Health Care Financing Administration and the management 
of the government’s health care programs are best seen in the con- 
text of a public-private partnership. In fact, unlike Social Security, 
which is totally managed by public sector employees, the Medicare 
and Medicaid programs are managed — and the Medicare program 
particularly — ^is managed by the private sector. What HCFA does 
is manage the contractors, the private sector insurance companies, 
and does oversight over the private and nonprofit facilities that de- 
liver health care in this country. 

HCFA actually is quite efficient. It manages the government’s 
pro^am with an overhead of less than 2 percent. I don’t know of 
an insurance company that would be willing to take on these pro- 
grams for 2 percent or less in terms of its management. 

There aren’t a lot of employees there. What they are doing is 
managing this public-private partnership. The government sets the 
rules for the programs. But the management is very much private 
sector management, large contractors. 

So it is not — we have moved away from government just running 
the proCTam directly as we have in the Social Security program to 
this public-private partnership in which 99 percent of tne employ- 
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ees that are involved in the government’s health care program are 
private sector doctors, physicians, insurance companies who are 
managers of the system. 

Mr. Stark. Don’t we return about 97 or 98 cents of every $1 we 
collect to the system for health care benefits for the seniors under 
Medicare? 

Secretary Shalala. Yes, and that is the point I am making, that 
the money goes out to the delivery system, to the private sector, 
to health care, as opposed to having a huge bureaucracy in Wash- 
ington. It actually is a very thin layer, managing what are essen- 
tially private sector contracts. That was the decision early on in 
terms of the evolution of the program. 

I also think that we get a lot of bang for the buck from HCFA. 
They really see themselves as partners with the States in the Med- 
icaid program working through, for instance, this new and I think 
quite exciting movement to manage care, working with the States, 
using the experience around the country, working within individual 
States to help them set up the capacity to move beneficiaries into 
managed care, and making certain there is choice for elderly citi- 
zens, managed care, other kinds of options for them. 

Chairman Archer. The time of the gentleman has expired. 

Mr. Thomas. 

Mr. Thomas. 'Thank you very much, Mr. Chairman. 

Yesterday, Secretary of the Treasury, Mr. Rubin, in his presen- 
tation indicated that if we were ever going to get a handle on the 
deficit, that the entitlements were the area that we were going to 
have to begin to control. He referred specifically to Medicare as one 
of the larger ones, and obviou^ Social Security is as well. 

Last year the President offered a very ambitious, flawed but 
bold, plan to deal with this very question. As I recall, he had $124 
billion in cuts in Medicare over 5 years. 

You have shown us a chart in which the Januarv 1993 projected 
baseline has been cut by that yellow amount to tne Clinton 1996 
baseline. It says. Medicare and; Medicaid growth slows under the 
Clinton administration. 

Would you agree that the single biggest impact was the $56 bil- 
lion in Medicare cuts that were included in the budget reconcili- 
ation in 1993? 

Secretary Shalala. No, actually, as I indicated, this is a $200 
billion reduction in the baseline over time. There were lots of expla- 
nations for 

Mr. Thomas. Would you aOTee that one of them was $56 billion 
in Medicare cuts in the 1993 budget? 

Secretary Shalala. Certainly. We did those as a buildup to 
health reform. 

Mr. 'Thomas. Then you offered $124 billion in Medicare cuts after 
the $56 billion in Medicare cuts. Then in this budget, the last 
budget that President Clinton knows he has complete control over, 
what are the Medicare cuts? What was the amount that Mr. Stark 
raised? 

Secretary Slialala. The baseline would be reduced about $13 bil- 
lion. 

Mr. Thomas. About $13 billion, 9.9 is the actual budget figure. 
When Secretary Rubin says it is critical to address this area, the 
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Clinton budget response, the last budget he has complete control 
over, there is a $9.9 billion response. 

I ^ess in today’s Post it says it best, and I hate brinmng in a 
third-party neutral objective position. I know how folks don’t like 
to do that. Jim Glassman in today’s business section, headline on 
deficit cutting, Clinton Simply Gives Up the Ship. Balancing is up 
to the GOP. 

I don’t think it can be underscored more than by looking at what 
the Clinton administration promised it was going to do during the 
election, cut the deficit in half, by the bold $56 billion move which 
is reflected in this chart, following up with the bold $124 billion 
move in the health care reform, and then taking a look at the $9.9 
billion response. You have given up the ship in the direction of bal- 
ancing the budget. 

I guess my question, Madam Secretary, is what was left on the 
budget cutting room floor behind closed doors that would have as- 
sisted us working as a partnership to solve this problem that you 
folks clearly understand to be a problem? 

Secretaiy Shalala. A spirit of bipartisanship, a desire to steer 
that ship in a bipartisan manner within the context of health care 
reform. The decision that was made was not to back off from this 
country’s need to do health care reform and comprehensive health 
care reform as a way to continue to pull down that baseline and 
that growth. 

So our commitment was not to back off of health care reform, but 
to do it in a bipartisan manner and to be ready within the hour 
to sit down with you and your colleagues to look at drafting a bill 
for comprehensive health care reform that will in fact not cause a 
cost shift to the private sector, in particular to small businesses in 
this country. 

Mr. Thomas. In that regard, is the administration going to sup- 
port us in the effort to make permanent Medicare Select which is 
currently the only real ability to get managed care effectively into 
the Medicare structure? 

Secretary Shalala. The administration has always been commit- 
ted to the issue of choice, and would be happy to work with this 
committee to expand choice for Medicare recipients. We have some 
concerns growing out of the Medicare Select demonstrations that 
have been going on, and we would like to discuss those with you 
within the context of a discussion about choice and about expand- 
ing choice. 

Mr. Thomas. Once again, the headline. On deficit cutting, “Clin- 
ton Simply Gives Up the Ship. Balancing is Up to the GOP.” We 
are willing to do the heavy lifting if you are willing to help us. 

Thank you, Mr. Chairman. 

Chairman Archer. Mr. Banning. 

Mr. Bunking. Thank you, Mr. Chairman. 

I would like to shift gears here just a little bit. Madam Secretary, 
because of my interest in the Social Security Administration. Social 
Security benefits and SSA operating administrative budgets are 
independently funded from the trust funds, which you know will 
have reserves of about $420 billion this year. SSA administrative 
budget requests for 1996 are just a little over $6 billion, less than 
2 percent of what SSA pays out in benefits. 
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Would you agree that the reserves appear to be more than ade- 
quate to absorb a $6 billion administrative budget? 

Secretary Shalala. You are asking me a policy question that I 
am not sure I am prepared to answer here. I think I’d better pro- 
vide the answer to that question for the record, Mr. Running. 

[The following was subsequently received:] 

As you know, Congress has authorized a mix of funding for SSA’s principle admin- 
istrative account — the LAE, limitation on administrative expenses, account. The 
LAE account provides resources for SSA to administer the Social Security (OASDI) 
programs, certain health insurance functions, and the SSI program for the aged, 
blind, and disabled. Funds for annual reporting of earnings and certain activities 
related to pension reform also are included, as well as automated data processing 
and telecommunications expenses. 

Currently, administrative expenses are financed from several different sources. In 
fiscal year 1994, for example, nearly 48 percent of the LAE account was financed 
by the Medicare trust fun^ and SSI program, while about 52 percent was financed 
by the OASDI trust funds. Congress has authorized this mix of funding because the 
&cial Security trust funds and SSI service delivery mechanisms are so integrated — 
and we continue to support that approach. 

Mr. Running. The answer to that is obviously a yes. I mean, less 
than 2 percent or around 2 percent. Particularly since — ^by the end 
of fiscal year 1996, the Social Security trust funds will be about 
$540 billion in surplus. 

For the record, since SSA is still part of HHS until March of this 
year, removing the SSA administrative budget from the domestic 
discretionary caps, would you be in favor of doing that? 

Secretary Shalala. I think that we thus far have not aCTeed to 
do that, and therefore we left the administrative budget for SSA 
under the discretionary caps. Rut you are raising an issue that we 
have discussed before within the administration. I would rather 
provide you with the official answer on that question. 

[The following was subsequently received:] 

We believe that keeping SSA’s administrative expenses in the discretionary 
spending category provides a healthy tension that results in incentives for efficiency 
and encourages SSA to continue to provide service in the most productive, cost- 
effective manner. 

Mr. Running. Under the current rules, the SSA administrative 
budget is subject to the domestic discretionary caps, as we told you, 
even though SSA is independently funded by payroll taxes. Is that 
true or false? 

Secretary Shalala. It is funded by payroll taxes. 

Mr. Running. Does this mean even though it is independently 
funded, SSA has to fight against initiatives dreamed up by the ad- 
ministration for the resources it needs just to process its retirement 
and disability claims? 

Secretary Shalala. Well, if your general point is, are we pre- 
pared to move the administrative costs of the SSA budget under 
the entitlement side of the budget, I think our point is that we 
have not been willing to do that up until now. The administrative 
budget has always been on the discretionary side, Mr. Running. 

Mr. Running. Secretary Shalala, you realize there are over 1 
million people backlogged in SSDI right now. 

Secretary Shalala. I do. Let me also point out that we have 
made an extraordinary effort to catch up on those and 
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Mr. Bunning. But we haven’t. That simply is untrue. The fact 
of the matter is they keep growing. We keep spending more money 
to process it and the amount of disability claims keeps growing. 

Secretary Shalala. We have — our projections show that we will 
cut — with our reengineering proposals, that we will cut by one- 
third the amount of time it takes to get into the disability program. 

Mr. Bunning. I am not going to fight with you on that because 
I have no senior reengineering program. The Commissioner has not 
brought it forth for us to examine it yet. So how in the world can 
you say that you are going to cut by one-third when there is no 
positive proof that that is the case? 

Secretary Shalala. Those are our plans, Congressman Bunning. 

Mr. Bunning. I know. We spent $200 million extra to reduce the 
backlog 2 years ago. It was spent on bonuses for members of the 
Social Security Administration; 67 percent of the Social Security 
employees received bonuses. It didn’t reduce the backlog. 

So what I am saying is that we ought to at least take the admin- 
istrative cost and put it on budget. Is the independent agency going 
to be able to do that? That is the question I am asking you. 

Secretary Shalala. The independent agency will not have the 
independent authority to move its budget from the discretionary 
side to the entitlement side without a congressional decision and 
a recommendation from the President. 

Mr. Bunning. It will not have the ability? 

Secretary Shaiaia. As far as I know, it does not have the au- 
thority under the Independent Agency Act. 

Mr. Bunning. It is my opinion that it will. 

Secretary Shaiaia. We will be happy to discuss that with you. 

Mr. Bunning. All right. Thank you. 

Chairman Archer. Mr. Matsui. 

Mr. Matsui. Thank you, Mr. Chairman. 

Secretary Shalala, thank you for your testimony today, we appre- 
ciate it very much. The one question that I have is, some have been 
talking about making massive cuts in the Medicare program with- 
out health care reform. The President’s proposal last year in which 
he suggested cuts in Medicare was based upon health care reform, 
brinmng everybody into the system and creating the system in 
which perhaps cuts could have been made because, obviously, there 
would have been a balancing. 

But in terms of making cuts without health care reform, keeping 
the status quo, essentially, the fear that I think you and others 
have had is the issue of the cost shift. Would you get into that and 
talk about the cost shift and what would happen if in fact we made 
cuts that are being proposed in the Medicare system without 
health care reform. 

Secretary Shaiaia. Well, we testified last year at some length. 
Congressman, about our concern in doing health care reform in a 
way that simply drove down the cost of the government programs 
and then shifted those costs onto the private sector. We have even 
more concern this year about part of the private sector being able 
to pull down their own costs through tough negotiations with hos- 
pitals, with HMOs, and with other providers, which means that if 
we independently cut the Medicare program, for example, the 
group that we will be shifting costs onto will be even narrower. It 
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will be small businesses, those that don’t have the clout to get the 
kind of discounts that larger companies get. 

So it becomes an even more serious problem when we narrow 
down the group to whom the costs will be cost shifted. We may well 
increase — as you well know, over 1 million people lost their health 
insurance last year. Most of them were working people, 85 percent. 
They don’t even have access to adequate health insurance. So we 
are accentuating the problem by putting off comprehensive health 
care reform. 

Mr. Matsut. So you are sa^ng that if in fact these cuts should 
occur, the shift, the cost shift will occur basically on small busi- 
nesses, because they don’t have the wherewithal to negotiate with 
insurance carriers, and undoubtedly those that would be affected 
by this would be employees of the small businesses. 

Secretary Shalala. Smaller businesses and individuals, those 
left who aren’t part of these larger CTOups that are negotiating for 
discounts. There is no question that health care costs in the private 
sector are starting to slow down. But it is in large part because of 
the kind of clout big businesses have and because hospitals them- 
selves under pressure are starting to slow down some of their 
growth. 

There are efficiencies that are going on in the system, but we 
will not be able to take advantage of those or be able to do the kind 
of comprehensive health care reform we need to do if we start pick- 
ing out segments. 

Mr. Matsui. Thank you. 

I have no further questions, Mr. Chairman. 

Chairman Archer. Mr. Camp. 

Mr. Camp. Thank you, Mr. Chairman. 

Madam Secretary, in your testimony you mentioned with regard 
to the SSI program that the Inspector General found no evidence 
of coaching by parents. In testimony before this committee, we 
found that that is only part of the problem; that there are lack of 
audits, there is no accounting for how the money, the funds are 
spent, that they are even spent on behalf of the child for medica- 
tion. 

I guess I would like you to speak to that concern for a moment, 
if you would. 

Secretary Shalala. Well, the program was set up to provide 
flexibility to the family because each family, as you probably heard 
from testimony, has different needs, and a child with a different 
range of disabilities. So rather than bureaucrats determining spe- 
cifically what the expenditures ought to be, the check is given to 
the guardian, to the family member to determine what is the best 
way to support the child. 

That was the decision that was made. I think that — it had bipar- 
tisan support at the time — that we do not know a lot about specifi- 
cally how the money is being spent except through our audits in 
these reviews that are going on. 

But the intent I think was to support the family and the judg- 
ment of family members in terms of what was good for that child 
as opposed to government bureaucrats having a set of fixed rules 
about what the money could be spent on and then auditing that. 
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Mr. Camp. The point I want to make is that even with the fact 
that there may or may not have been evidence of coaching by par- 
ents found by the Inspector General, there are a great number of 
concerns being raised if the children have a medical condition and 
the government has decided to give funds to the family for the 
medical condition of the child. 

I think we have an interest in seeing that those funds are spent 
on behalf of the child’s medical condition. I have another 

Secretary Shalala. Mr. Camp, might I answer? We have zero 
tolerance. The fact that the Inspector General didn’t find wide- 
spread coaching does not mean we have any tolerance for one child 
being coached and one person getting inappropriate funds. 

Mr. Camp. Good. Thank you. I am glad to hear that. 

In your comments about the Supplemental Security Income pro- 
gram, you also didn’t mention any reform involving drug addicts 
and alcoholics who are considered disabled and get monthly cash 
payments as well as other coverage, Medicaid. Should Federal tax- 
payers be paying money for chronic drug addicts? 

Secretary Shalala. We support the legislation that was passed 
last year by Congress which puts a time limit and insists on treat- 
ment for those that are drug abusers or have alcoholic problems — 
that the program be used as a transitional program for them while 
they are in treatment. The Social Security program — the Social Se- 
curity agency is in the process of setting up that new system. 

Mr. Camp. Has the number of addicts receiving SSI benefits in- 
creased in the last few years? 

Secretary Shalala. Yes. 

Mr. Camp. Has that not been a rather dramatic increase? 

Secretary Shalala. The biggest increase has been children on 
the SSI proOTam, as you know, because you have spent time worry- 
ing about the program. There has been an increase. Without the 
kind of tightness in terms of the fit with treatment proCTams and 
oversight that we really need to do, which the new legislation will 
strengthen our ability to do, the increases will continue. 

Mr. Camp. Thank you very much. 

Secretary Shalala. You are welcome. Congressman. 

Mr. Camp. I yield back the balance of my time. 

Chairman Archer. Mr. Ramstad. 

Mr. Ramstad. Thank you, Mr. Chairman, Madam Secretary. 

I think you are fully aware of the importance of the medical de- 
vice industry, not only to our health care delivery system but to our 
macroeconomy as well — $4 billion plus trade surpluses generated 
from the medical device industiy, high quality jobs, and obviously 
a major contributing factor to the high quality of health care in the 
United States. 

I am concerned about the user fee that is being imposed in the 
budget on these companies, without a commensurate guarantee 
that there will be any improvement in the medical device review 
process, which right now is literally driving hundreds and I dare- 
say thousands — there has been at least one study that quantifies 
at least several thousand — jobs offshore. 

Let me ask you this. Is the money that is allocated to the FDA, 
Food and Drug Administration, through the user fees imposed on 



81 


medical device manufacturers a replacement of appropriate funds 
or an additional $24 million burden on the medical device industry? 

Secretary Shalala. It is additional money. If I might answer the 
issue of whether using user fees has produced results, in drug ap- 
provals, the user fee helped us to clean up 90 percent of the back- 
log, for example. In almost every case we have worked through 
with the appropriate industries what we intended to do with the 
user fees. In the drug user fee in particular, we had the support 
of the companies. 

The medical device issue IV 2 years ago when I first arrived was 
one of the first issues that was put on my plate by both the FDA 
Commissioner as well as by the community itself. All of us have 
to find a balance between making sure that we do appropriate re- 
views and making sure that they are done in a timely manner so 
that they don’t have a negative economic impact on the companies 
that are involved. 

That was also true on drugs being approved and other FDA ap- 
provals. To the extent these are resource issues, we have tried to 
address them and to streamline the process for approvals. We have 
new leadership — we have done a number of things — new leader- 
ship, new strategies, new resources to put in place to try to find 
that balance between safety for the American people and obviously 
the economic balance we are trying to achieve. 

Mr. Ramstad. Madam Secretary, before my time expires, I have 
to ask a followup question. You said that 90 percent of the back- 
logs — ^you are talking about the 510(k) removal process or the 
PMAs have been cleared up at the FDA? 

Secretary Shalala. Of the backlog in drug approvals — let me 
check my notes. Not medical devices. I am talking about drugs, not 
medical devices. 

Mr. Ramstad. I am talking about medical devices. My question 
is totally geared toward medical devices. I am talking about heart 
valves. I am talking about pumps and other 

Secretary Shalala. No, I didn’t say that about medical devices. 
My answer to the question was to say what the relationship has 
been in our experience. Our longest experience is on the drug side 
with the drug user fees. 

Mr. Ramstad. I am talking about user fees imposed on medical 
device manufacturers. Is the money allocated to the FDA through 
user fees? Is this a replacement of appropriate funds or an addi- 
tional $24 million on the medical device manufacturers? 

Secretary Shalala. It is additional, and it is to be used for 
streamlining the approval process for medical devices so we can re- 
duce the amount of time that it takes for the approval process. 

Mr. Ramstad. What is the quid pro quo? I mean, how do we 
know that the extra revenues will go to expedite the process? 

Secretary Shalala. My view is that we ought to be able to dem- 
onstrate that. This is a public budget, and you ought to haul us in 
and have us explain exactly what we are doing with the money and 
how we are streamlining the process. We have testified on that on 
the drug side. If we go to the business community and say, we need 
a user fee, and with that user fee we are going to streamline the 
process and cut down the approval times and do everything we can 



82 


simultaneously to maintain quality, we ought to be able to dem- 
onstrate that. 

Mr. Ramstad. Would you agree that the performance standards 
should be built into statute? 

Secretary Shalala. In general, I think that we can discuss per- 
formance standards. We have been supportive of the use of per- 
formance standards and outcome measures. Whether you want to 
put them into the statute or you want us to lay them out for you, 
I think I would rather discuss it with you. 

Mr. Ramstad. I see my time is up. 

Secretary Shalala. I mean, they ought to be reasonable. We 
have got to think through what kind of performance standards are 
reasonable given the level of what the investment is. 

Mr. Ramstad. But certainly what is happening is now an out- 
rage. The average time for 510(k) approval is 240 days compared 
to 90 days, what it is supposed to be. Just in the last month, I have 
talked to a medical device company that is building a plant in the 
Netherlands, one in France, one in Italy. Those are good jobs we 
are losing and it is all because of delays in the approval of medical 
devices. There has got to be some restoration of reasonableness to 
the process. We have got to expedite this process. 

Secretary Shalala. ConCTessman, that is what we have tried to 
do from the point at which we first got into office in relationship 
to the FDA as well as the SSI program. I mean, across the govern- 
ment in terms of my responsibilities, I have very little tolerance for 
long delays that are inappropriate, that are just a matter of us get- 
ting the resources and tne leadership and the management systems 
in place. 

You will get no ar^ment from me about it, particularly when we 
go directly to an industry and make a pledge, that if you give us 
the resources, we are going to tie them directly to a new system 
and make them additive. 

Mr. Ramstad. Thank you, Mr. Chairman. 

Chairman Archer. The gentleman’s time has expired. 

Madam Secretary, I had told you when you came earlier this 
morning that I thought perhaps since your piece of the budget was 
a very small part, that we might complete this hearing within 1 
hour. It is clear now that the members have a great interest in this 
small part of the budget. I need to ask you whether your schedule 
will permit you to stay until each member has a chance to inquire 
if they so wish. 

Secretary Shalala. I think that I ought to stay, Mr. Chairman. 
Being respectful to this committee and to your interest in the range 
of responsibilities that I am responsible for, I will stay. 

Chairman Archer. Thank you. 

Mrs. Kennelly will inquire. 

Mr. Coyne. 

Mr. Coyne. Thank you, Mr. Chairman. 

Madam Secretary, I noticed in the President’s budget that Medi- 
care part B premiums are set at 25 percent of the program’s cost. 
Is this going to have an adverse effect on low-income seniors? 

Secretary Shalala. No, actually the percentage comes down a 
little. That is about what most people believe are fair, the bene- 
ficiaries as well as the Congress. 
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So our sense is that that is a fair number. 

Mr. Coyne. The question is, though, is it going to increase the 
cost to low-income seniors? 

Secretary Shalala. I think the answer is, it is probably $3 less 
per participant than the previous year. So it will not increase their 
costs. 

Mr. Coyne. Thank you. I represent over 20 hospitals. How will 
the President’s budget impact these institutions, particularly the 
teaching hospitals? 

Secretary Shalala. The graduate medical education is left intact 
in this budget. Obviously, as the health care system is squeezing 
down with the reorganization of the private health care system ana 
the movement of participants to HMOs, there is some impact on 
the academic teaching institutions. 

This budget also has what I believe is a very generous increase 
in the National Institutes of Health, concerning the fact that we 
have straight-lined almost eveiy other program in our budget. A 4- 
percent increase in NIH obviously impacts in a favorable way on 
the great teaching and research institutions in your district. 

But I have been very candid with the academic health institu- 
tions in this country that they themselves are going to have to go 
through some changes to adjust to this much more competitive 
world, both for the private sector as well as from the public sector, 
and most of the institutions are going through those changes. 

Mr. CoYTNE. Thank you very much. 

Chairman Archer. Mr. Zimmer. 

Mr. Zimmer. Thank you, Mr. Chairman. 

Madam Secretaiy, do 1 understand the administration’s position 
correctly when I say that major cuts in Medicare will not be accept- 
able to you for funding tax cuts or for reducing the deficit? Major 
cuts in Medicare, and by cuts, of course, we mean reductions in the 
growth of Medicare, are acceptable to this administration only in 
the context of the kind of sweeping health care reform that a 
Democratic Congpress refused to approve last year. 

Secretary Shalala. Let me sort out the two issues. Cuts in Medi- 
care are not acceptable to us to support tax cuts. We did do some 
and we have always believed that comprehensive health care re- 
form is what is needed to hold down the deficit and in fact reduce 
the deficit. 

So within the context of more comprehensive health care re- 
form — and the President has asked that we be able to sit down and 
to start taking the first steps toward comprehensive health care re- 
form — ^that is the context in which we wish to discuss any changes 
in the Medicare progpram. 

Mr. Zimmer. What do you mean by comprehensive health care 
reform? 

Secretary Shalala. The President has suggested in his State of 
the Union speech and in his transmission of the budget to Congress 
that we start by discussing those things that we have some consen- 
sus on. Some insurance reforms that we discussed, long-term care 
issues, expanding coverage to children, perhaps, first, as a way of 
starting to reduce the number of people who have no health insur- 
ance that use the most expensive parts of the health insurance sys- 
tem, and providing more fairness to those and more flexibility for 
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families who now use — may use a very expensive part of institu- 
tionalized care and may well want an alternative to keep their 
loved ones at home. 

So there is a list of issues that we very much would like to dis- 
cuss, and within the context of a discussion of moving toward ev- 
eryone in this country having access to good and adequate health 
insurance, we are prepared to discuss the Medicare program. 

Mr. Zimmer. Do you have any specific numbers in terms of how 
much any of those incremental reforms are going to reduce expend- 
itures in Medicare? 

Secretary Shalala. We presented a comprehensive plan last year 
in which we presented one option. Many Republicans as well as 
Democrats had other approaches which impacted on the Medicare 
program. What the President is committed to is a bipartisan ap- 
proach. Have we changed our strategy? Yes. Are we backing away 
from health care reform? No. But we would like to sit down witn 
you and look at options and look at their impact and what effect 
they may have on helping us slow down the growth in the Medi- 
care and the Medicaid program. 

Mr. Zimmer. Is it not true that the Congressional Budget Office 
last year estimated that the administration’s health care plan 
would increase the deficit rather than decrease it? 

Secretary Shalala. I think there were some findings that it 
would have some initial effects. But the point that we are making 
now is, let us sit down, not take just the President’s model that he 
presented last year, but let’s sit down at the table and talk about 
your ideas and our ideas and see where we can go. What we have 
argued is that it is hard to pull this down without having an im- 
pact on the private sector. 

What we don’t want to do is to start bludgeoning down the Medi- 
care and Medicaid populations, putting at risk very vulnerable pop- 
ulations, and then shift the cost onto small businesses and middle- 
sized businesses, and individuals. What we would like to do is to 
sit down and look and see what we can do that would slow down 
the growth in the government programs, help to get some cost con- 
tainment in the private sector, expand coverage, and help families 
deal with their long-term cost. But rather than our coming in with 
a rigid proposal, we have lots of computer runs and technical as- 
sistance that we can offer. Let’s sit down and see what we can do, 
and that will help all of us to slow down the growth of health care 
in this country. 

Mr. Zimmer. Do you believe it is possible to balance the budget 
without appMng some savings from Medicare to deficit reduction? 

Secretary Shalala. We do not believe that it is possible to reduce 
the deficit significantly in this country and to keep it down without 
doing something about the growth of health care in this country, 
and that requires a comprehensive strategy, taking steps this year 
and steps next year and steps the year after that. 

Mr. Zimmer. I know my time is up. Could you answer my ques- 
tion? Do you believe it is possible to eliminate the budget deficit 
without appWng savings from Medicare to deficit reduction? 

Secretary Shalala. We do not believe that it is possible to reduce 
the deficit significantly and to keep it down in this country without 
comprehensive health care reform, working with — in a bipartisan 
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way — with this Congress. The deficit will continue to grow — the 
government’s own costs will continue to grow — unless we take a 
comprehensive approach. That is what we are prepared to do. We 
don’t come to this with rigid ideas. We are prepared to sit and lis- 
ten to what ideas you all may have. 

Mr. Zimmer. Thank you, Mr. Chairman. 

Chairman Archer. Mr. Levin. 

Mr. Levin. Thank you. 

The private sector costs were less for the first time in Medicare, 
right, in previous years? Just review quickly, so we all understand 
it, as I understand it. Medicare costs in previous years went up less 
than the private sector? 

Secretary Shalala. They did. 

Mr. Levin. This is a reversal, right? 

Secretary Shalaia. Yes. 

Mr. Levin. Some have suggested that we might save some money 
in Medicare and still further, Medicaid, by essentially requiring all 
beneficiaries to be in a managed care program, requiring it. Your 
position on that is 

Secretary Shaiaia. We have been committed to choice for Medi- 
care recipients. We believe that that choice ought to include HMOs, 
and we do not believe that people should be ^oved into HMOs as 
a way of reducing the budget. 

We also believe as the managed care industry does, that there 
has been a history in this government on at least two other occa- 
sions of trying to shift people perhaps too quickly and not thought- 
fully into managed care as a way of reducing tne budget. Neither 
of those efforts was very successful. 

This is — the population for Medicare, the population for Medic- 
aid — a vulneranle population, including disabled people. Some 
parts of it are very high cost. Whether managed care is a solution 
for everyone, whether people ought to have choices — we are very 
committed to choices. It ought to be — the whole business of laying 
out choices and giving people opportunities — ought to be done very 
thoughtfully and very carefully. 

We are working with the industry. If you brought up here the 
people that represent the industry, thev would say, this adminis- 
tration is working with the industry to think through how we array 
those choices and how we provide very good health care for people. 

Mr. Levin. Let me pick up Mr. Zimmer’s question, because I 
think it is important that everybody imderstand the administra- 
tion’s position. It is true, last year there were proposed cuts in 
Medicare, substantial cuts, as part of a larger comprehensive 
health care reform. 

Some of us bore some considerable heat for supporting these cuts 
as part of an overall approach. 

Give us an example of why it is relevant to look at the whole pic- 
ture as we look at the major cuts to providers. 

Secretary Shaiaia. If we cut one part of the health care system, 
our experience is that we cost shift on the other part of the health 
care system. 'Hiat was the standard operating conclusion of people 
who study the health care business in this country. 

But it is compounded now by a slowing down of health care costs 
for some part of the private sector. The large corporations have 
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been able to negotiate discounts in the system to protect them- 
selves and their workers, leaving the rest of the market, smaller 
businesses and individuals, who would get caught if we started to 
squeeze down unilaterally, independent of a more comprehensive 
approach. 

In addition to that, there are 1 million people that lost health in- 
surance last year. For them, anything that started to squeeze down 
costs without simultaneously providing them access to the health 
care market would cause them to continue using the most expen- 
sive part of the health care market, many of them, the emergency 
rooms. So we have changes going on in the system that are not 
helped by simply pulling down on a small part of the health care 
system. 

Mr. Levin. Thank you. 

Chairman Archer. Madam Secretary, I did not contemplate in- 
quiring, but I really would like to jump in on this issue. The bill 
that the administration supported and that came out of this com- 
mittee last year for health care reform, if I remember correctly, in- 
cluded a cut of Medicare and Medicaid in the amount of $490 bil- 
lion over 10 years. I believe that is an accurate number. It was 
supported by the administration and came out virtually on a 
straight party line vote out of this committee. 

I am not sure I understand how you can take that much monev 
out of Medicare and Medicaid, even if it is part of an overall health 
reform program, without shifting costs onto the other parts of 
health care. If there are ways to efficiently administer Medicare 
and Medicaid so that that does not become a shift cost, even as a 
part of overall health reform, then it seems to me that we ought 
to be working very diligently right now to implement those irre- 
spective of whether we do health reform or not. Because, unless 
those cuts in the proposal that came out of this committee were the 
result of efficiencies in the delivery of health care through the Med- 
icare and the Medicaid system, they still will shift cost over to the 
other elements of health care. 

I would appreciate your comments on that. 

Secretary Shalala. You will remember that the President’s bill 
had a number of elements to it, including holding down the costs 
in the private sector and having universal coverag^e so that there 
were not individuals without insurance coverage. So there were a 
couple of different things that went on in the President’s bill, that 
is, everyone eventually got insurance. The private sector was able 
to hold down its costs because there were recommendations to con- 
trol gprowth on that side. The public sector at the same time was 
bringing down its costs. 

So it was the comprehensive nature of comprehensive coverage 
for everyone and holding down both private and public sector costs 
that slowed down the CTOwth. Everybody has been talking about 
slowing down the growth in the public sector proCTams. 

Chairman Archer. I understand that, but if you are going to 
take that massive amount out of Medicare and Medicaid, other 
than through efficiencies in the delivery of the care, it must be 
shifted on to the rest of the health care population. It makes no dif- 
ference whether you do it by itself or whether you do it in conjunc- 
tion with overall health reform. 
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I am not really sure that you responded to that inquiry. But I 
do hope that if there are efficiencies that can be brought to bear 
to reduce the costs of both the increases in costs in Medicare and 
Medicaid, that we would receive that in the way of proposals. Oth- 
erwise, whether we do it in the context of overall health care re- 
form or we do it independently, it is going to cost shift to somebody 
else. 

Secretary Shalala. Mr. Chairman, I understand your point. I 
think the point that I was making is that one of the most efficient 
things we can do is to move people who have no health insurance 
out of emergency rooms into prevention programs. One of the other 
things we can do is expand the prevention programs and get some 
discipline — individual discipline in terms of how they use the 
health care system. So that is comprehensive — these programs now 
pick up with extra payments some of those additional costs. 

There is no question that we are trying to introduce efficiencies 
into the system at the same time. 

Chairman Archer. I can understand how that would apply to 
Medicaid, but not to Medicare. I don’t think that there is a big 
problem with senior citizens using emergency rooms, nor is there 
a big problem relative to preventive health care in the Medicare 
population. 

We are going to have to break and vote, and then we will come 
back immediately, and I appreciate your willingness to stay on 
with us. 

Thank you very much. 

[Recess.] 

Mr. Johnson of Texas [presiding]. I will recognize myself If you 
don’t mind, I will ask you a couple of questions. Madam Secretary. 

Your budget request is $716 billion. That is 7.5 percent, I am 
told, over the 1995 budget. The discretionary program’s budget is 
about $37 billion, an increase of $1.5 billion, 4 percent over last 
year. Yet you keep talking about cuts and consolidations, yet you 
keep asking for more. 

Can you tell me why you are asking for an increase? 

Secretary Shalala. Some of the President’s key investments are 
part of the discretionary program. Congressman Johnson. That in- 
cludes an increase in the Head Start program of $400 million, tar- 
geted specifically to improving the quality of the Head Start pro- 
gram, and a new initiative for zero to three that will allow commu- 
nities across the country to fit in an earlier childhood program with 
their Head Start program, and to move the Head Start program to 
a full-time, full-year program so it will be supportive of low-income 
working families. 

The National Institutes of Health also receives a $400-plus mil- 
lion increase, specifically for basic science research in cancer and 
AIDS, and in the Human Genome project. So a big chunk of that 
increase is Head Start, and the research program, plus an increase 
in this Nation’s commitment to addressing drug addiction. 

I had a question before on SSI. We need drug slots so that ad- 
dicts receiving SSI get into treatment programs. So there are just 
a handful of targeted programs receiving increases. The rest either 
come down or we flatten out. But in addition to that, as I indicated. 
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we consolidate the 104 public health service programs into a small- 
er number. 

The community health centers in your community, which now 
apply for eight separate grants, will have one application, and it 
will be simple and straightforward, so that we cut out levels of bu- 
reaucracy. We reduce our personnel by the end of this century by 
12 percent in the Department of Health and Human Services. 

There are lots of things going on, but there are in fact new in- 
vestments. 

Mr. Johnson of Texas. I am told those consolidations don’t result 
in any savings. 

Secretary Shalala. Some of them do and some of them don’t. 
They result in savings, not in the money that goes directly to your 
community health center, they result in savings on the administra- 
tive side, in administrative costs. So we are eliminating positions, 
layers of positions, including some of our administrative costs in 
the regional areas. 

So we are trying to protect the money that goes to citizens and 
reduce the amount of bureaucracy that gets that money there. 

Mr. Johnson of Texas. Well, it seems to me, you talk about re- 
ductions in Medicare, for example, and I think Mr. Archer asked 
the question earlier, there were large reductions in that program 
forecast, though, and yet you are saying that costs are down to 
somewhere around 9.9 percent, and yet you are asking for I believe 
it is an 11.7-percent increase in the Medicare funding; is that true? 

Secretary Shalala. Well, what you are seeing is these costs go 
down over time, and we are projecting what we think the Medicare 
cost increase will be based on new populations coming in. 

All of that, including the lower estimates, are reflected there in 
our actuarial statements. 

Mr. Johnson of Texas. You are saying the costs are lower but 
you are asking for more money, so you don’t expect costs to stay 
low; is that true? 

Secretary Shalala. The point I have made. Congressman John- 
son, is what we are all trying to do is manage down the increases 
in these programs that we expect as new populations are added. 
Congress, in its wisdom, expanded the Medicaid program to very 
young children of low-income working parents, for example. So 
there will be new populations added to these programs. Also, as the 
country grays, we will have more elderly coming into the program. 

What we are demonstrating, though, very much with the help of 
Congress on the Medicaid side, with management changes on the 
Medicare side, and with what is happening in the economy, as a 
result of taking big bites out of the deficit as well as other changes 
that are going to be happening in the economy, we are able now 
for the first time to show that the growth is slowing down. It is not 
slowing down enough. 

That is why comprehensive health care reform very much has to 
be on the table this year and part of the discussion. 

Mr. Johnson of Texas. I agree with you and I hope we can do 
it together. But you still have an increase in that program with a 
decrease in cost. 

Let me ask you one other question. You have got $2.7 million in 
the budget for health care reform data analysis. I think that is the 
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staff for the President’s health care reform bill. As I recall, we are 
still fighting over some of the secret committee and secret deals 
that they made. 

Why do you need this money? 

Secretary Shalala. There is nothing in our budget that doesn’t 
support existing health care programs and the Department’s own 
capacity to analyze data so that we can tell both the private sector 
as well as the managers in the public sector what is going on in 
the system, and our staff is very much focused on outcomes meas- 
ures, setting up performance standards in the new kind of quality 
assurance systems. 

Mr. Johnson of Texas. What does HCFA do? 

Secretary Shalala. We have policy staffs that are doing the the- 
oretical work in quality assurance under the Public Health Service, 
that are analyzing low-income populations. HCFA has a database 
and in fact in this budget, as well as in the reinvention of govern- 
ment proposal, RIGO II, that we will present, we are rationalizing 
our database to make sure that we are collecting data that are use- 
ful in managing the programs and in exploring the impact of 
health care decisions in this country. 

We would be happy to lay out that budget in some detail for you. 

Mr. Johnson of Texas. Thank you. I appreciate that. 

Mr. Christensen will inquire. 

Mr. Christensen. Thank you, Mr. Chairman. 

Ms. Shalala, we appreciate your testimony today. Over the last 
several years, when ^publican presidents submitted a budget to 
the Hill, it was always dead on arrival. It never got any kind of 
consideration. This year. President Clinton submitted a budget and 
we are looking forward to working with him, although it probably 
didn’t go as far as we would liked to have seen. 

I heard Congressman Steve Horn say yesterday that it is a dif- 
ferent kind of DOA, devoid of accountability. You are asking us to 
do a lot of the heavy lifting in these areas. I think the budget is 
noticeably absent of entitlement reform. 

Where I come from, in Omaha, Nebr., a cut means spending less 
than you spent the year before. In the 4 weeks that I have been 
here, I see that in Clinton-speak, a cut means a decrease in the in- 
crease. I think if there was ever a time that the American people 
are wanting to see this budget and this deficit and this debt come 
under control, it is now. 

President Clinton’s budget adds about $1 trillion to the debt. You 
said earlier you would be ready within 1 hour to sit down with us 
in a bipartisan fashion. 

I am hoping that you have some specifics. You have mentioned 
a couple. Yesterday we heard from Senator Kerrey and another 
panelist about some specifics. Congressman Johnson talked earlier 
about some closed-door meetings and some things that maybe went 
on that didn’t make it into the budget. 

Do you have any suggestions, any specific ideas that we can look 
to that you might be ame to work with us on in terms of transform- 
ing Medicare? 

Secretary Shalala. We have indicated both in my testimony as 
well as in the President’s own budget report that we are prepared 
to sit down on a bipartisan basis and discuss specifics. But not sim- 
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ply to bludgeon down the Medicare and Medicaid programs, the 
most vulnerable populations we have in our society, but to look 
overall at health care costs in this country and at health care 
growth and not to shift additional costs on to State and local gov- 
ernments and on to individuals. 

What we have said all along is that we believe that these grow- 
ing health care programs cannot be brought under control until we 
have an overall strategy for health care costs in this country. That 
is the only point that I have been trying to make. 

Do we have specifics? Yes. We laid them out in detail last year. 
They were rejected. Do we have alternatives to those? We would 
like to talk about those, too. Are we ready to sit down? We have 
experts sitting behind me that are ready to meet within the hour 
to discuss comprehensive health care reform. 

Mr. Christensen. Senator Kerrey mentioned yesterday about 
adjusting the CPI. How does the administration feel about that? 

Secretary Shalala. I think Mrs. Rivlin has expressed some res- 
ervations about that. It is more appropriate for ner to talk about 
whether we should use something like an adjustment as opposed 
to what the President would prefer to do, and that is to get some 
genuine discipline into health care cost containment in this coun- 
try, and that involves a comprehensive approach. 

We believe that by cutting spending, which we are doing, by re- 
ducing the number of Federal employees, as we are doing, by get- 
ting the kind of deficit reductions that we got in our first year 
budget and which we continue to get in this budget, that way the 
government ought both to reduce the deficit now as well as get 
long-term deficit reduction through comprehensive health care re- 
form. 

Mr. Christensen. Well, Madam Secretary, I think we are both 
headed in the same direction. One of us wants to get there a little 
quicker than the other. We hope we can work together on this. 

Secretary Shalala. Thank you, ConCTessman. 

Mr. Johnson of Texas. The time or the gentleman has expired. 

Mr. Cardin will inquire. 

Mr. Cardin. Thank you, Mr. Chairman. 

I would like to follow up on Mr. Archer’s point about the package 
that was submitted last year, which contained significant savings 
in Medicare and Medicaid, as Mr. Archer pointed out. But if mem- 
ory serves me correctly, the lion’s share of those savings were used 
to finance comprehensive health care reform, in order to expand 
the number of people who would have a rational way to pay for 
their health care services, to give us the ability to have everyone 
covered by health insurance, and to institute discipline in health 
care costs in both the private and public sector. 

Wasn’t that the whole strategy of the plan and why you could get 
savings if you can have parity and reduction in health care costs 
across the board rather than picking on the elderly and the Medi- 
care system? 

Secretary Shalala. Exactly, ConCTessman Cardin. We do not be- 
lieve that simply bludgeoning the Medicare and Medicaid programs 
will produce anything other than our populations, the elderly, the 
disabled, young, having less health care and being far more vulner- 
able. Nor will it take care of the problem of millions of Americans 
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who don’t now have health insurance. One million last year, most 
of whom were working, having lost access to health insurance. It 
really does require a comprehensive approach. 

Mr. Cardin. In response to Mr. Christensen, we were ready to 
act last year and move last year, and we have lost a year, and I 
regret that. We are not going to be able to enact a 1995 comprehen- 
sive health care reform bill that will deal with universal coverage 
and the effect of cost containment. That is not going to happen, un- 
fortunately, in 1995. So I applaud you for coming forward with 
some steps that I think can help us to move toward the goal of uni- 
versal coverage, and to bring down health care costs which will en- 
sure savings to Medicare and Medicaid. 

Let me just mention a couple of those areas. If I heard you cor- 
rectly, you granted a lot of State waivers. So you are going to per- 
mit at least States to move forward. If we are not able to at the 
national level. States can come forward with some constructive ap- 
proaches to reduce cost and expand access. The administration is 
prepared to work with the States? 

Secretary Shalala. We are. 

Mr. Carden. Good. Let me give you the figure. I always like to 
brag about the Maryland system. The statistics indicate that for 
this year the cost for Maryland hospital care rose slower than the 
national CTOwth rate, saving our State and the Federal taxpayers 
additional moneys. TTie States are prepared to move forward, and 
I hope that we will continue to work in that direction. 

Choice, I think, is an excellent suggestion, to give the elderly ad- 
ditional options, to allow the elderly to choose what type of health 
care plan they would like to be in, and save us some money and 
still protect the program for the elderly. I think that is another 
concrete way that we can move forward to save some money, and 
I am glad to see the administration is prepared to move in that di- 
rection. 

I want to follow up on Mr. Coyne’s thoughts on graduate medical 
education. One of the issues that we were working on in a biparti- 
san basis last year was to try to share some of the cost of our aca- 
demic medical centers. I agree with you, our academic centers have 
to be more efficient than they have in the past. All medical facili- 
ties are going to have to be more efficient than they were in the 
past. 

But it is not fair to ask an academic medical center to recoup all 
of its cost through a competitive rate structure when it has to com- 
pete with hospitals that don’t have the same type of cost. 

Medicare — government has been prepared to help our academic 
centers; the private sector has not. I would hope that one of the 
ways we may want to look at correcting that would be to provide 
a system where all payers or users of the health care system con- 
tribute fairly to the extra cost associated with academic health cen- 
ters. 

I see by your nod that you would be prepared to work with us 
to try to develop that type of a proposal? 

Secretary Shalala. Absolutely, Congressman. As you have point- 
ed out, the academic health centers do have extra costs. They treat 
a population that is very hig^h cost. They are in the process of train- 
ing the next generation of health professionals. That costs more. I 
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think that there are multiple functions that have to be recognized 
as part of an overall comprehensive health care reform effort. 

Mr. Cardin. I thank you for being here and I thank the willing- 
ness of the administration to look at all these issues, to work with 
this Congress to move forward as far as we can in 1995 on health 
care reform. We are not going to accomplish everything we want 
to, but it would be a shame if we don’t take advantage of this op- 
portunity to work in a bipartisan basis to achieve some health care 
reform. 

Mr. Johnson of Texas. I thank the gentleman. 

The chair recognizes Mr. Collins to inquire. 

Mr. Collins. Thank you, Mr. Chairman. 

Thank you. Madam Secretary. In the district I represent, hos- 
pitals constantly tell me that they are having to shift costs pri- 
marily because of reductions in reimbursements to providers. Reim- 
bursements were reduced in the 1993 tax refonn. Would that not 
have resulted in additional cost shifting by providers to those who 
are insured by private sector insurance/ 

Secretary Shalala. I think the point I was trying to make. Con- 
gressman Collins, is the way to avoid cost shifting is to avoid just 
making cuts in one part of the system as opposed to making certain 
that we have coverage for everyone, because what happens to a 
health care provider, to a hospital, for example, is if we keep 
squeezing them down on the public programs, then they have to 
squeeze down on their coverage, for example, of services they offer 
to people that are uninsured. Or they have to shift, if we inappro- 
priately squeeze down on this side, they have to shift their costs 
to the insurance plans of those who do pay. 

So what we are not anxious to do is to simply squeeze down on 
the public pieces without having a comprehensive plan and taking 
some steps toward coverage, toward insurance reform, and doing 
some things with the Governors to give them more flexibility to 
handle their costs on Medicaid. If everybody — if we move toward 
everyone getting coverage, then the health care providers who are 
very committed to high quality care in this country can better man- 
age the resources. 

Mr. Collins. I understand because you have said this about 10 
times already to different 

Secretary SHALALA. I think 23. 

Mr. Collins. For 23 times. I didn’t take my shoes off, so I can 
only count to 10. But the point, too, is that any time you have a 
reduction in reimbursements, not only do you have a tendency to 
shift costs, but you also have a tendency to reduce services that 
could be or may be provided to seniors who are insured under the 
Medicare insurance program. Also, President Clinton’s comprehen- 
sive health care plan contained a provision that would have deter- 
mined what was necessary and appropriate when it came to provid- 
ing health care services. 

So in a sense, reduction and reimbursements can lead to means 
testing of services to seniors who are covered under the insurance 
program. Is that not true? 

Secretary Shalala. Well, it could lead to a number of things that 
I would not like to pinpoint what Congress may do if we are trying 
to reduce costs under the Medicare program. 
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I also think that, to be fair, there also are efficiencies that can 
be built into the system. While health care providers want to tell 
us about their need to reduce service if we cut down their resource, 
they have also made an effort to get more efficient in terms of the 
delivery of services. 

So it is always a combination of things. What we have to do is 
be very careful we are not shifting the costs and eliminating par- 
ticipation from the health care system in the United States by 
doing something that is reckless. 

Mr. Collins. But you do agree, then, that one of those ten- 
dencies could be to means test services or determine what is appro- 
priate. 

Secretary Shalala. It certainly has always been on the list of 
what people have told us they will do if we recklessly start reduc- 
ing the programs. But it certainly is not something I would rec- 
ommend. 

Mr. Collins. One other question, before my time runs out. A lot 
has been said about those who are covered under Medicare insur- 
ance who are in higher incomes, $90,000, $100,000, and up. What 
would be the administration’s position, or does the administration 
have a position on increasing the premium cost to those who are 
of higher income versus reduction of reimbursements? 

Secretary Shalala. In the past we have made some rec- 
ommendations, but only in the context of health care reform. 
Again, we have in this budget committed ourselves to having those 
part B premiums at about 25 percent of the cost. We think that is 
about right. 

Again, any changes in the Medicare program we are suggesting 
would be discussed within the context of health care reform. So I 
can’t answer specific questions about what would we do if, except 
in the context of health care reform. That is 24. 

Mr. Collins. I didn’t use an if. I just said does the administra- 
tion have a position on increasing the premium cost to the higher 
income versus reduction in reimbursements. 

Secretary Shalala. Our position is a negative one, and again, let 
me repeat that all of these issues have to be done within the con- 
text of a broader discussion about health care reform. What we 
want is a fairer system, not adding to the financial burdens of our 
most disabled and most senior citizens. 

You don’t want to do that any more than I do. So I just can’t an- 
swer a specific question about a piece except in the context of 
health care reform. So the answer would be no, if it was independ- 
ent of — but we would be happy to discuss a number of things in 
the context of health care reform. 

Mr. Johnson of Texas. The time of the gentleman has expired. 

Mr. Ford will inquire. 

Mr. Ford. Thank you very much, Mr. Chairman. 

Madam Secretary, the administration deserves high praise in 
proposing increases in Head Start, early childhood programs that 
you talked about earlier, breast cancer research, along with AIDS 
research. The administration does not leave those programs which 
place the largest burden on HHS untouched. 

Some of my Republican colleagues have suggested block granting 
many of these proposals as the answer to many of the problems. 
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Let’s talk about the Medicaid program. We talked about a 9-per- 
cent increase. The Republicans are saying with flexibility give the 
Medicaid program in a block grant to the States and cap it at about 
5 percent. 

What is the administration’s position on the Medicaid block 
grant program? 

Secretary Shalala. We have been happy to discuss with individ- 
ual States flexibility in the use of their Medicaid program. We have 
some serious reservations about moving programs that have very 
vulnerable populations to a situation where we would cost shift to 
the States a much higher burden, which is essentially what some 
of the discussion of block grants is suggesting. 

The populations in Medicaid are children and mothers and heav- 
ily — the costs are heavily related to the disability population and 
to the frail elderly population. So what we ought to do is to take 
a position that these vulnerable populations are ones which this 
country has a longtime commitment to protect. We ought not to be 
deep in discussions about limiting resources so that the States get 
higher burdens themselves in any way for helping these popu- 
lations. 

Mr. Ford. Are you witnessing the impact of some of the waivers 
you have given to the States? 

Secretary Shalala. We have tried to be very careful and all of 
those waivers have had to be budget neutral. As you know, your 
own State of Tennessee, what it has tried to do is take the existing 
expenditures on Medicaid and add some things and tried to cover 
more people, some low-income working people, putting people into 
a managed care situation. 

Mr. Ford. Overall, it has been a pretty good program, but I am 
wondering whether they are running into financial problems. 

Secretary Shalala. I think we want to watch it very carefully. 
The new Governor has had some concerns about this. I have talked 
to him myself We are at the beginning of that program. While they 
have overcome some huge obstacles, we want to work with the 
State to make sure that none of the populations, who the citizens 
of this country care deeply about, are adversely affected by these 
decisions. 

Mr. Ford. Madam Secretary, let me change the subject a little 
bit. Can you tell me what the status of the disability backlog is 
today? Some of my colleagues on the other side of the aisle brought 
the issue up earlier. I would like to follow through on some of the 
questions here. 

Secretary Shalala. We have committed ourselves to reducing the 
disability backlog. The Social Security program in the eighties went 
through radical reductions in the number of employees, from about 
80,000 to 60,000. 

Mr. Ford. So that was about a 20-percent cut in the staff? 

Secretary Shalala. That was about a 20-percent cut. 

Mr. Ford. That was under the Reagan administration. 

Secretary Shalala. Exactly. Simultaneously, the rules of who 
was eligible for the programs changed the numbers in terms of who 
was coming on to the programs. We produced a huge backlog. We 
have put together what is called reengineering 
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Mr. Ford. The backlog started back a decade ago in the eighties 
or more, and we have not been able to catch up on that backlog. 

Secretary Shalala. We have not been able to catch up, and one 
of the things that this administration pledged itself to is to develop 
a strategy for bringing down the backlog, and for processing claims 
considerably faster. To do that, we had to rethink with our employ- 
ees the entire disability process, trying to find out where the 
glitches were in the system. 

W now have a strategy that we believe will cut down on the 
number of days it takes mr the initial disability decisions and help 
us reduce the number of pending claims. It has been a painful proc- 
ess. 

Mr. Ford. Are you seeing a significant growth in claims since 
about 1988? 

Secretary Shalala. We have, and that is a result of children 
coming into the SSI program and to some extent some of the alco- 
hol and drug addicts coming into the program, but particularly 
children coming into the program. It has overloaded the Social Se- 
curity program, which of course was operating with significantly 
fewer employees. 

But we have thought it through, we have some new resources, 
we have got the strategy, and it will start coming down. But it is 
very tough to do when you are dealing with very vulnerable people. 

Mr. Ford. Some of my colleagues on the other side of the aisle 
are suggesting we cut all children off SSI in order to get to the root 
of the problem rather than just trying to go after those who de- 
fraud and abuse the system. 

Do you have any suggestions what we should do in this area? 

Secretary Shalala. First of all, cutting all the children off would 
be a national tragedy. There are children in this program that are 
disabled and who have a very low income who need help. What we 
have done, though, is recognize that there may be some problems 
with the program, and there are two activities that are going on. 

First, Congress in its wisdom made some changes in SSI in rela- 
tionship to drug and alcohol addicts. It is now going to be a more 
temporary program that puts people into treatment programs. 

Second, the Congress in the Social Security independent agencv 
bill asked me by January to appoint a commission to take a look 
at the children’s issue in disability. I appointed former Congress- 
man Jim Slattery of Kansas to head that commission. They have 
already had their first meeting. The first thing I told them at the 
meeting was that they were out of time, that Congress needed their 
advice as soon as possible, and I pleaded with them not to take the 
whole year. But I think that Mr. Slatteiy will be up to talk to 
many of you. 

Finally, the administration itself has its own internal review of 
all of our disability programs headed by the 0MB Director, the do- 
mestic policy director, and me, reviewing all of the disability pro- 
grams in the administration. 

Mr. Johnson of Texas. I thank the gentleman. His time has ex- 
pired. 

I would like to note we love children too, and we are not about 
to take any programs away from them indiscriminately. I don’t 
know of the proposal that you are talking about, Mr. Ford. 
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Mr. Ford, Mr. Chairman, I am only making reference to the wel- 
fare reform package that the Republicans keep talking about with 
all of the — many of the problems that we witnessed with some of 
the abuse and fraud with SSI. But I think many of your colleagues 
on the Republican side are in fact suggesting that in order to ad- 
dress the problem, that we do away with the supplemental security 
income of all children who are now receiving it. 

Those who abuse it should be cut from the program, but it is a 
very responsive program to the needs of disabled children in this 
country, and we on the Democratic side of the aisle want to make 
sure that we keep it intact. 

Mr. Johnson of Texas. I hope you do. 

The chair recognizes Mr. Hancock to inquire. 

Mr. Hancock. Well, I would like to respond also to the gen- 
tleman from Tennessee. I don’t know of any recommendation on 
our side of the aisle to completely eliminate helping children or get- 
ting rid of the SSI to protect children. If it has been mentioned, I 
haven’t heard it, and I think I have heard just about the most con- 
servative reductions in government proposals that are submitted to 
any concessional office. 

I would like to just make a comment rather than ask a question, 
or maybe the Secretary can explain it. The largest percentage in- 
crease in the President’s proposed budget is the judiciary. I realize 
that that is a very small part of the overall budget. It is not going 
to balance the budget. 

But I would just like to make the comment that a lot of us in 
the private sector are pretty consistently or pretty regularly con- 
cerned about the growth and the money that we are spending pri- 
marily for the purpose of protecting government rather than spend- 
ing the money to protect the citizens. 

I think that is what some of the crime bill is all about. I mean, 
we want to spend more money, we want to solve the crime problem. 
But it would appear that some of the money that we are spending 
in the judiciary isn’t to solve the problems of the citizens, it is to 
protect government from their own citizens. I would just like to 
make that observation. 

You may or may not want to make a comment on it, but if we 
are going to take a look at the growth of government, let’s take a 
look at where the most rapid growth is, and the most rapid growth 
in this budget is in the judiciary. 

Secretary Shalala. I probably should take a pass on this. I am 
responsible for 44 percent of the budget, but not the judiciary. 

But let me say that the President recognizes the very serious 
growth in health care costs in this country, and we are obviously 
anxious to bring down those costs. In this case what we are trying 
to do is protect very vulnerable populations. 

The growth in the judiciary, in crime costs, to the extent that it 
is related to our ability to get our values straight, is part of the 
discussion that we are having here — a broader discussion about 
how we treat our vulnerable citizens and what kind of opportuni- 
ties we offer in this country, so that we reduce the number of peo- 
ple that end up using — particularly the criminal parts of — the judi- 
ciary system. 
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So you obviously are entitled to your views, and I respect your 
right to exercise them, but whatever our feelinp about the judici- 
ary, our commitments, and our values about children and about the 
elderly and the disabled ought to be kept firmly in mind as we 
work through a very large part of the government’s commitment. 

Mr. Johnson of Texas. Thank you. Secretary Shalala. 

Mr. Rangel will inquire. 

Mr. Rangel. Thank you. 

Welcome, Madam Secretary. You and the President have done a 
wonderful job in working toward reduction of the deficit in a way 
that doesn’t pain people. I think it would have been a more tremen- 
dous job if we didn’t have this middle-class tax cut. But that is an- 
other issue. 

My concern has always been provisions for the treatment of drug 
addicts. While it appears, though, the war against drugs has been 
declared over and that we don’t see any Member of any Cabinet po- 
sition stressing the importance of dealing with this problem, and 
it costs us hundreds of billions of dollars in terms of crime and 
health expenses and productivity, and I assume that in your budg- 
et the treatment provisions have been expanded. 

Secretary Shalala. They have, sir. 

Mr. Rangel. What bothers me is that there never seems to be 
a connection between treatment, so-called rehabilitation, and job 
training, and jobs. I have told Secretary Reich that every program 
that I have seen, not eveiy, but most, that is funded, it is funded 
by the States, because we give them more flexibility, they are clos- 
er to the problem, we can’t have the Federal Government interfer- 
ing with these things, and the States not only make assignments 
politically, but the same drug addicts are going in and out of the 
proCTams. 

There is no training. There is no education. So you come out with 
self-esteem and you are drug free and you are unemployable. Noth- 
ing seems to change over 20 years. Could you respond? 

Secretary Shalala. I share your view that the programs have to 
be connected in a way that we don’t concentrate just on getting 
someone drug or alcohol free without the connection to job training 
and other kinds of programs. Let me give you — well, one of the ex- 
amples you know very well. In Harlem we are working very hard 
on an empowerment zone that will try to make these connections. 

In the crime bill, the prevention part of the crime bill, the impor- 
tance of it is the way in which we work with the young person 
right through into that employment. In Oregon we are embarked 
upon an experiment with the State to connect Federal programs 
with State and local commitments so that there is a seamless ap- 
proach to youth, to children, so that the job connections are done. 

In the welfare reform bill we have done the same thing, so that 
education is in there as well as the connection to the job and stay- 
ing in the job. 

Mr. Rangel. That brings me to my next question. First of all, in 
the welfare reform bill we are working off of the Contract With 
America. So I don’t know what is going to be in there. In the crime 
bill, the majority is trying to remove those preventive measures 
that were placed in it. 
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Is there a White House or Cabinet team that would give a theme 
to all of the inner cities or all of the areas that are connected, that 
takes us from the rehabilitation center to placing someone back in 
the job market? 

Secretary Shalala. There is a team at the Cabinet level as well 
as at the sub-Cabinet level. I have assigned our regional directors, 
one of whom is with me here today, Lynn Yeakel, who is from 
Philadelphia and represents that region, to work almost full time 
with those empowerment zones to make sure we bring not only the 
resources that are committed to the empowerment zones, but it is 
really the connection with the rest of the resources — the State pro- 
grams with Federal programs — ^there really is a seamless connec- 
tion. 

Mr. Rangel. V/e have a group, we don’t know what to call our- 
selves because it is not here what the new rules will allow us to 
do. Members of Confess, Republicans and Democrats, that are 
concerned about this issue, that sit on the various committees that 
have jurisdiction, and we would hope that your team member that 
works with the Cabinet, we could ask Lee Brown whether he could 
put together a team too, so that no matter what legislative commit- 
tee has jurisdiction, we will be able to work more closely with you. 

Secretary Shalala. Exactly. We are looking at our administra- 
tive requirements, too, to make sure we don’t produce things under 
our control that would impede the connections between the pro- 
grams. 

Mr. Rangel. Thank you, Madam Secretary. 

Mr. Johnson of Texas. I thank the gentleman. 

The chair recognizes Mr. McDermott to inquire. 

Mr. McDermott. Thank you, Mr. Chairman. 

During the 1994 elections, the Republicans bragged all over the 
country and took great pleasure in announcing that they killed 
health care reform. It seems today from listening to their questions 
that they really are upset at you for not coming up here with a 
budget that cut the daylights out of Medicare and Medicaid, as 
though it was now your responsibility to come up with the proposal 
on health care. 

I think there are some of us on this committee who applaud you 
for not putting up big cuts in Medicare and Medicaid for deficit re- 
duction, but rather holding it back to be used as a part of a com- 
prehensive reform. I think that it is incumbent on the other side 
at this point to come forward. 

The President rightly put this on the agenda and said if we don’t 
have health care reform, we will not get deficit reduction. Now, my 
mother and her sisters, one in Detroit, one in Dallas, one in Se- 
attle, they watch this and they can’t understand sometimes what 
the connection is between health care reform and deficit reduction. 

I would like you to take the rest of my time explaining what the 
connection really is so that people understand what this whole de- 
bate is really all about. 

Secretary Shalala. What the debate is really about is that some 
people have health insurance in this country and others don’t. Un- 
less everybody has health insurance, adequate, high-quality health 
insurance, then some of us will pay more than others. Any time we 
try to fix the system by cutting down the costs on the government 
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program, we will shift some of the cost to those who have health 
insurance. They will pay more money. The people who have no 
health insurance won’t have a chance to get any health insurance. 

So it really is a question of how we are going to keep our budget 
with some kind of discipline and reduce the deficit. We cannot re- 
duce the deficit in this country until everybody has good health in- 
surance and access to health insurance. 

We can’t do it by bludgeoning the programs for the elderly and 
for children and for the disabled, because that will only shift the 
costs on to State and local governments, on to hospitals, and they 
will pass on those costs to private people who pay for health insur- 
ance. 

So I think the answer to your mother is, we are all in this to- 
gether, and each of us must make a contribution. The govern- 
ment — and the government programs have to make sure that they 
are well managed and that they don’t spend more than is nec- 
essary. The private sector has to do everything it can to cover its 
workers. 

All of us must work together to make sure that those who get 
up in the morning and go to work — after all, they are left out of 
the system — have coverage, or the system will be expensive be- 
cause the people without coverage will put off their health care or 
they will walk into an emergency room for their health care. 

So the answer really is that we cannot reduce the deficit, we 
can’t get anywhere near getting a budget that is anywhere near 
balanced, unless we get everyone covered, and we all work on the 
efficiencies ourselves and together. 

Mr. McDermott. Let me carry that a little further, because I lis- 
tened very carefully to the Republicans, looking for some hope that 
there might be some thought over there about doing something 
about health care. The Speaker has talked about getting rid of 
Medicare and giving my mother a medicheck kind of voucher say- 
ing, no longer are we going to do it through the Medicare system, 
you are going to take that check and buy from an insurance com- 
pany. 

Now, is my mother going to be better off with that sort of situa- 
tion where she goes and buys a private insurance proCTam than 
what she presently has under Medicare today? Would you rec- 
ommend that to her? 

Secretary Shalala. No, I wouldn’t recommend it to her. For a 
number of reasons. She is part of a segment of our population that 
is at higher risk in terms of health care. One of the reasons that 
the government got into this in the first place was because the pri- 
vate health insurance system in 1965 only actually covered half the 
elderly population. 

Now only 1 percent doesn’t have coverage. The private insurance 
market, while it has begun to move to offer HMOs, for example, to 
the elderly, want people that are as healthy as possible because of 
their costs. 

Mr. McDermott. So they are risk selecting? 

Secretary Shalala. They are risk selecting and they admit that 
they are risk selecting. One of the reasons they are doing that is 
because they can’t absorb the cost of the higher risk populations 
without increasing their premiums. 
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So 

Mr. McDermott. So you are really saying that any senior who 
has any problem would be worse off with a voucher system where 
they had to go into the private system than they are under the 
present system. 

Secretary Shalala. One of the reasons the President said let’s 
take some steps, we need insurance reform, is that most seniors 
will have a preexisting condition. Being senior is a preexisting con- 
dition. So simply giving people vouchers and expecting the market 
to respond to a high ri^ population — it is not just seniors on Medi- 
care, as you well know, or on Medicaid. It is disabled people. There 
is not a private sector market that will absorb all of the most dis- 
abled people in our society. 

The private sector very much wants to work with the govern- 
ment. They administer the Medicare program. I think they do a 
pretty good job. Together we are going to make even more reforms. 
But they also want their risk protected from high risk populations, 
and the government’s role is very much to do that. 

That doesn’t mean we should be paying more for healthy people 
than the private sector. But it does mean that we have to share 
the risk and share the responsibility and find a public-private part- 
nership. 

What we learned the last time around, it seems to me. Congress- 
man McDermott, is that we have a mature private health care sys- 
tem in this country, that whatever reform needs to take place can’t 
take place just on the government’s piece. It has to be a partner- 
ship between the private and the public sectors, thoughtfully clos- 
ing this huge gap of people that have no access to health insurance, 
thoughtfully getting more efficiency into the system, and that we 
shouldn’t be bludgeoning down the public sector’s health care pro- 
grams for vulner^le people as a way of trying to deal with health 
care costs or reducing the President. 

Mr. McDermott. I hope you will tell the President to hang in 
there and force the other side to put up or shut up. 

Mr. Johnson of Texas. The time of the gentleman has expired. 

In defense of the Speaker’s comments on medicheck, let me indi- 
cate he was looking for choice and that is one of the options avail- 
able. I think the Secretary would agree that — in fact, you made the 
statement earlier that you wanted the elderly to have a choice, and 
in health care the same thing applies. 

So thank you for your comments in that regard. 

Mr. Payne will inquire. 

Mr. Payne. Thank you very much, Mr. Chairman. 

Thank you. Madam Secretary Since this is a budget hearing, I 
had questions about numbers. Tliese are numbers that I think are 
really good news in terms of the presentation you have made. Spe- 
cifically those that are on the chart that is still here, talking about 
the Medicare and Medicaid growth slowing. I think you said in 
your presentation that we can look at some $212 billion in deficit 
reduction that has occurred as a result of the slowing of the growth 
of Medicare and Medicaid. 

Specifically, in your testimony you mention that Medicaid has 
been reduced from 13.9 percent growth to an 8.7 or 5.2 percent, 
which is a very substantial amount of growth. Medicare, from 11.9 
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to 9.9 percent, or has been lowered by some 2 percent over the 
course of the last 2 years as we project forward. 

You then went on to say that Medicaid last year had experienced 
a 63-percent increase in the number of Americans enrolled in man- 
aged care, and that there had been a lesser, I think a 16-percent 
increase in individuals on Medicare into managed care. 

I guess my question then has to do with these facts and these 
figures. Are you suggesting that there is a direct correlation be- 
tween those people who are going into managed care proCTams and 
the ability to limit the growth of cost of the Medicare and Medicaid 
programs? 

Second, what other significant factors would you attribute this 
lessening of the rate of growth to? Because it could be helpful to 
us as we look forward policywise. 

Secretary Shalala. Let me make two points about the Medicaid 
program. First, the dramatic effects of the 1991 provider tax re- 
strictions, removing the creative financing that States have been 
doing to try to leverage more Medicaid money. That was a biparti- 
san bill. I have acknowledged that, and all of us together ought to 
take credit for pulling down ^ome of the growth in the Medicaid 
program. 

Second, the use of waivers by States, moving some of the popu- 
lations into managed care. In the process of those negotiations, 
those waivers have a contract, often 5 years, that is budget neutral, 
which means that we are getting some discipline from the States 
as part of our negotiations with them, which is holding down some 
of tne costs over a period of time, the term of these waivers. 

While we are saving money, the States are saving some money, 
which is what they were up to, by moving some people to managed 
care, and we are saving it because those waivers had to be budget 
neutral. I think that the court is still out on the issue of how much 
managed care for vulnerable populations saves us money. 

Certainly with children, where you have managed care that has 
a big investment in prevention, immunization, prenatal care, 
perinatal care — all of us can see in our heads that we are going to 
save money if we make those early investments. 

For very disabled people, whether managed care will work for 
them or a very specialized kind of group, for the elderly where we 
have choices, we know there is some risk selection. There are won- 
derful stories which I think indicate high intelligence on the part 
of managed care, their recruiting efforts at health resorts, where 
large numbers of elderly are to find healthy elderly to put into 
managed care. 
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There is some risk selection going on. You can’t blame them for 
doing that. The issue is, are people in Medicare satisfied. It is a 
new generational experience. My generation is much more used to 
managed care than some previous generations. So I think in Medic- 
aid, there are actually two things, two significant things going on. 
One is the law that was passea, and the other is these contracts, 
these managed care contracts and the way they have played out. 
They said I nave learned my lesson well. 

Mr. Payne. I see my time is almost up. I had some other ques- 
tions. What I will do is submit those in writing. 

Secretary Shalala. I would be happy to handle them or come see 
you, whatever. 

Mr. Payne. Thank you very much. 

[The information follows:] 
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QUESTIOHS FROM MR. FXYME 


1. What has been prlnarlly rasponsibla for this raductlon in 
growth? 

• In 1993, this Administration worked successfully with the 
Congress to enact the largest deficit reduction bill in 
history; 

• Successful implementation of regulations following the 
bipartisan passage of the 1991 provider taxes and donations 
act has had a significant effect toward limiting Medicaid 
DSH payments and states' use of creative financing 
mechanisms which Increase Federal payments; 

• Aggressive program management, such as replacing five 
under-performing Medicare contractors and redoubling our 
efforts to combat fraud and abuse in the Medicare and 
Medicaid programs; 

• A slow-down in both general and health care inflation 
reduces the rate of spending growth. 

2 . To what extent has the Increased use of managed care in the 
Medicare and Medicaid programs contributed to this reduction? 

What percentage of the Medicaid population is currently enrolled 
In managed care? of the Medicare population? 

• It is not clear to what extent managed care has 
contributed to the reduction in Medicare and Medicaid 
spending. 

• In the Medicare program currently, differences in enrollee 
health status between managed care and the general Medicare 
program have hindered out efforts to achieve savings. We 
have attempted to make adjustments to our payment rates to 
account for these differences between the populations. 

• To help ensure that future growth in Medicare managed care 
produces savings, we are exploring methods such as 
competitive bidding for risk contracts, as well as Improving 
our health status adjusters. 

• In the Medicaid program, studies have generally found 
that managed care only produces a one-time savings of about 
5 percent to 15 percent over baseline costs without slowing 
the rate of growth. 

• Twenty-three percent of the Medicaid population, or about 
7.8 million people, is enrolled in managed care. About 9 
percent of the Medicare population is enrolled in managed 
care, which is 3.1 million beneficiaries. 
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3. Wbat should be the target growth rate for federal health oare 
ependings CPI, CPI plus growth In population, the rate of 
private nedieal inflation, ate.? 

• In the President's Health Security Act, the target rate of 
growth for overall health spending was CPI four years after 
the bill was enacted. However, I believe that rate of 
growth is achievable only if we reform the entire health 
care system. 

4. What is the anticipated rate of growth for long-term oare in 
the Medicaid program? aoute oare? oare for the disabled? 

• Medicaid long-term care services are projected to grow at 
an average annual rate of less than 8 percent from 1996 
through 2000. Within that overall growth rate, 
institutional long-term care is expected to grow at an 
average annual rate of 7 percent while community based long- 
term care is projected to grow at almost 11 percent. 

• Acute care services are projected to grow at an 11 percent 
average annual rate between 1996 and 2000. 

• The cost of Medicaid services for the disabled are 
expected to Increase at an average annual rate of almost 10 
percent from 1996 through 2000. 

5. What are the fastest growing costs/programs in Medicare and ' 
Medicaid? 

• In the Medicare program, based on projected expenditure 
growth for the FY 1996-2000 period. Part B expenditures are 
projected to outface Part A expenditures. Within Part B, 
the fastest growing areas are; outpatient hospitals. 
Independent labs, and group practices. 

• In the Medicaid program, acute care services are the 
fastest growing component. The costs of acute care services 
are projected to increase an at average annual rate of 11 
percent from 1996 through 2000. While prescription drugs 
represent the bulk (over 40 percent) of acute care services 
costs, clinic and health center costs (25 percent of acute 
care costs) are the primary drivers of the rate of increase. 
These costs are projected to grow at an average annual rate 
of over 14 percent. 

6. What should be done to bring down the rate of growth in the 
future in order to save additional federal funds? 

• I believe we must be more aggressive in combating waste, 
fraud, and abuse. 

• We must explore ways to manage the program more 
efficiently, and give beneficiaries more options than they 
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present:ly have ho receive their health care. 

• Reform to the overall health care system would also have a 
significant impact on reducing costs. 

• I want to work with the Congress in a bipartisan manner to 
find ways to control the growth in the Medicare and Medicaid 
programs . 
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Mr. Johnson of Texas. Thank you very much, Mr. Payne. 

The chair recognizes Mr. Lewis to inquire. 

Mr. Lewis. Thank you, Mr. Chairman. Thank you. Madam Sec- 
retary. 

Madam Secretary, I think it is possible for us to remember that 
we did a lot of heaw lifting, the Democrats for President Clinton, 
and led the way on deficit reduction during the past 2 years. It was 
not an easy vote, but we did it. I hear from some of my collea^es 
this morning that the sinners have become the preachers. I think 
it is about time for the Republicans to do some of the lifting. I 
think we all would appreciate it. 

Madam Secretary, I don’t want you to respond to that, that was 
just a little editorial. 

Madam Secretary, the administration has been at the forefront 
on welfare reform. Last year you introduced a welfare reform bill 
proposal. This year you have pledged to build upon your budget 
proposal by working with Congress to reform welfare. I commend 
you for your hard work and for your leadership in this area. 

You have been keeping your eyes on the prize. I agree that wel- 
fare reform should focus on moving those on welfare into the work 
force. We must provide the necessary training, education, child 
care, and health care. Unfortunately, many of my colleagues on the 
other side, many of the Republican efforts at welfare reform appear 
to focus less on work and more on morality. 

It creates paternalism, not opportunity. I fear that as you work 
with Congress, you will be — I hope this is only a fear, Madam Sec- 
retary — but that you will be influenced by this attempt to legislate 
morality. Will you comment on whether your efforts to reform wel- 
fare will emphasize work or Federal micromanagement of people’s 
lives. 

Secretary Shalai^. Ic will indeed, and frankly we believe that 
the President’s proposal reflects the values in our larger societjy. It 
m.oves people from welfare to work. It has time limits. It holds both 
parents responsible, including the establishment of paternity and 
child support enforcement. We have been working with the commit- 
tee. We still have some disagreements. 

We would like to put more emphasis on the family, for example, 
than on the bureaucracy. We have disagreements about what hap- 
pens to a young child born to an unwed mother, and disagree 
sharply on whether those children should be denied cash assistance 
for their entire lives. 

In addition to that, we believe that young people who make the 
decision to have the child ought to stay at home, and that their 
parent ought to get some assistance if they stay at home, as op- 
posed to putting the money in the bureaucracy and letting the bu- 
reaucracy make a decision. In many ways, my response is the same 
as with the SSI. I think we have to hold parents responsible. I 
think that is moral and reflects values. 

We did put forward a welfare reform plan. We have been discuss- 
ing our ideas with the committee. I am sure there is more debate 
ahead, not only in the subcommittee in the next few days, but also 
in the larger committee as well as in the House and then in the 
Senate. But we intend to hold to our standards, and that is that 
we ought to have welfare reform. 
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Simply shifting the responsibility from one bureaucracy to an- 
other is not welfare reform. Reducing the amount of money the 
States get for welfare reform is not welfare reform. It is simply cost 
shifting. Not putting education and training into place and real job 
opportunities is not welfare reform, it is simply reducing the rolls 
by throwing people off of welfare. 

So we bring both values as well as strong views that we think 
are reflected in many of the experiments that have gone on and the 
work that has been done by Governors and by county officials over 
the years, and by those of us who have spent our lives working 
with populations that are very vulnerable. 

Mr. Lewis. Thank you very much. Madam Secretary. I look for- 
ward to working with you. 

Secretary Shalala. Thank you. 

Mr. Lewis. Thank you, Mr. Chairman. 

Mr. Johnson of Texas. Thank you, Mr. Lewis. 

Madam Secretary, I want to thank you for being so gracious to 
accept inquiry from all sides up and down the spectrum and for ex- 
tending your time with us this morning. Thank you so much. We 
hope to see you again. 

The committee stands adjourned. 

[Whereupon, at 12:25 p.m., the hearing was adjourned and recon- 
vened on Tfiursday, February 9, 1995, at 10 a.m.] 




PRESroENrS FISCAL YEAR 1996 BUDGET 


THURSDAY, FEBRUARY 9, 1995 

House of Representatives, 

Committee on Ways and Means, 

Washington, D.C. 

The committee met, pursuant to call, at 10 a.m., in room 1100, 
Longworth House Office Building, Hon. Bill Archer (chairman of 
the committee) presiding. 

Chairman Archer. The committee will come to order. 

Mr. Ford. Mr. Chairman. 

Chairman Archer. Mr. Ford. 

Mr. Ford. Mr. Chairman, could I be recomized just for 1 minute, 
please? I would like to make an inquiry to the chairman, really. 

Chairman Archer. Does the gentleman wish to make an opening 
statement today? 

Mr. Ford. No, I would like to make an inquiry to the chairman 
on a different subject matter, Mr. Chairman. 

I read this morning, Mr. Chairman, with great interest in the 
Washington Post, which described the welfare reform mark that 
Chairman Shaw is apparently announcing today before the Cham- 
ber of Commerce; and I would like to know, when will members of 
this committee receive copies of the mark on welfare reform, when 
will the Democratic members receive the Republican welfare re- 
form pack^e? 

Our staff, Mr. Chairman, was told that a markup document 
would be delivered yesterday. Then they were told that it would be 
available today. Obviously, something is available that the Wash- 
ington Post has printed and quoted Chairman Shaw on welfare re- 
form. Why was the information given to the Washington Post; and 
the ranking minority member of the committee and Democratic 
members and other members of this committee, we have not re- 
ceived the welfare reform package? 

You have repeated over and over, Mr. Chairman, that you want- 
ed to be fair with the Democratic members of this committee, and 
I would urge the chairman of this committee to be fair with us, not 
let us read in the Washin^n Post what is going to be unveiled 
in the welfare reform package that we have waited on. I have 
asked Chairman Shaw over and over, when will we receive a copy 
of this document. It is insulting to us on this side of the aisle to 
read it in the Washington Post and not have a copy of it delivered 
to us when the chairman of this full committee has promised us 
and assured us that he wanted to be fair in these areas as we try 
to move to mark up many of these bills within the first 100 days, 
in keeping with what you have promised the American people. 

( 109 ) 
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Chairman Archer. The gentleman’s comments are not in order 
relative to the business before the committee today. The gentleman 
should take his comments to the chairman of the Subcommittee on 
Human Resources. 

This chairman will be fair, including listening to repeated derog- 
atory remarks against the chairman himself, which occurred redun- 
dantly yesterday and were out of order under the rules of the 
House and the rules of this committee. This chairman has been 
more tolerant than any chairman that I can remember in many, 
many years in this committee. The markup document has been 
given earlier to the minority than was ever given to us during the 
time that you controlled this committee, and for any fiirther com- 
ment on that, I would suggest that you go to the chairman of the 
subcommittee. 

Mr. Ford. Mr. Chairman, I want you to know 

Chairman Archer. In fairness to our witness today and the an- 
nounced proceedings of this committee, we will commence with the 
hearing. 

Mr. Ford. Mr. Chairman, I wanted to say that I have great re- 
spect for you. 

Chairman Archer. The gentleman is not recognized. 

Mr. Ford. May I be recognized? 

Chairman Archer. We will proceed with the agenda that was 
scheduled for the committee today. 

Our witness today is Dr. Alice Rivlin, who is the Director of the 
0MB. We will continue to proceed with our hearings on the Presi- 
dent’s budget, which we believe should be given serious consider- 
ation by the Congress — and not declared dead on arrival as our 
predecessors did, because we believe that there are many elements 
of it about which we can work together. 

We do believe that our Nation is at a fiscal crossroads, and I 
know that Dr. Rivlin over the years has been very much of a deficit 
hawk. Yet we see in the President’s budget continued deficits as far 
as the eye can see of $200 — perhaps $300 billion a year. The public 
is demanding a smaller and smaller deficit, however, and not con- 
tinued deficits that go out into the future. 

Congress has its responsibility in this regard, and we would like 
to work together with the administration in doing all that we can 
to downsize government and reduce spending in the years ahead 
with a commitment to get to a balanced budget. As has been the 
custom of the committee through this hearing process so far, I will 
yield to Mr. Coyne for the opening statement of the minority. 

Mr. Coyne. Thank you, Mr. Chairman. 

Dr. Rivlin, I want to thank you for appearing before the commit- 
tee here today. Your expertise on budget issues is highly respected 
in this country, and we always profit from your testimony before 
the committee. I also want to commend you for all your efforts in 
producing the administration’s fiscal year 1996 budget proposal. 
We all realize how much work it takes to put together a com- 
prehensive plan like this, and your competent, dedicated service is 
greatly appreciated. 

I also want to commend the administration for its past budget 
recommendations to the Congress. Over the last 2 years, the ad- 
ministration has brought a degree of fiscal responsibility to the 
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budget that was sorely needed by this country. I am sure that you, 
more than most people, appreciate the fact that the 1993 deficit re- 
duction package represented a lot of tough decisions and sacrifice. 
The payoff, however, has been well worth it. OBRA 1993 reduced 
Federal deficits between 1994 and 1998 by more than $500 billion 
from what they otherwise would have been. 

Tuesday in your testimony before the House Budget Committee 
you mentioned that the latest estimates indicate that the deficit re- 
duction package we passed in 1993 will cut over $600 billion from 
Federal spending by 1998. That accomplishment should not be 
taken lightly. As a result of this responsible stewardship, economic 
growth in 1994 and 1995 has been very strong and unemployment 
has dropped to its lowest level since 1990. 

I think that we must recognize the Clinton administration’s past 
efforts at deficit reduction when we consider your new budget sub- 
mission this year. OBRA 1993 wasn’t the administration’s only con- 
tribution to deficit reduction, either. We must also remember that 
the Clinton administration took the lead on deficit reduction last 
year when it proposed its health care reform plan to the Nation. 
The Clinton administration recognized that in order to achieve a 
sustainable budget in the long run, runaway health care costs have 
to be restrained. Since Congress chose to reject the administration’s 
proposal, it is incumbent upon this body to propose a different solu- 
tion to the problem. 

The same is true of welfare reform, I might add. I suspect, how- 
ever, that the American people, as well as some Members of Con- 
gress, don’t yet have a clear understanding of the pain and sacrifice 
that lie ahead if we expect to achieve and maintain a balanced 
budget after the year 2000. With that concern in mind, I think that 
this committee should be very cautious about any decisions it 
makes to enact sweeping tax cuts this year. We should make cer- 
tain that any tax cuts we do enact meet the most demanding cri- 
teria. Paying for tax cuts will require cutting or eliminating a great 
many existing programs, and let’s not kid ourselves that all of the 
necessary cuts will come from eliminating waste, fraud, and abuse. 
That just won’t happen. We will have to cut programs that really 
do make people’s lives better. We had better be sure that the bene- 
fits of these tax cuts outweigh the benefits from the programs we 
are cutting. 

By the same token, we had better make sure that these tax cuts 
are designed to address our Nation’s most pressing problems. Is 
making life better for families that do have a roof over their heads 
a more pressing need than reducing the number of homeless fami- 
lies in the Nation? Is investment in new equipment more important 
than investment in our children’s education? 

It seems to me that our mission is to find the proper delicate bal- 
ance between competing worthy goals. There is no easy answer. In 
short, any tax cuts we must enact should meet the test of providing 
substantial, tangible benefits to this Nation, and they should do so 
without placing additional burdens on the most vulnerable mem- 
bers of our society. 

Dr. Rivlin, you have been an ardent advocate of fiscal respon- 
sibility. I hope that I have placed your presentation today in its 
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f iroper context, and I thank you for appearing before us today. I 
ook forward to hearing your testimony. 

Ms. RrvLiN. Thank you. 

Chairman Archer. Dr. Rivlin, welcome to the committee. I think 
you are aware of our rules. We will be pleased to hear your verbal 
testimony. Should you wish to submit something of greater length, 
without objection, it will be entered into the record. You may pro- 
ceed. 

[The prepared statement follows:] 

Statement of Hon. Jim Ramstad 

Mr. Chairman, thank you for giving ua the opportunity to question Director Rivlin 
this morning. 

Like many of my colleagues, I am extremely disappointed in the President’s re- 
cently released budget. At the same time, I think it is important to commend Dr. 
Rivlin for her efforts to inject a sense of urgency about the deficit in the administra- 
tion’s internal dicussions of this matter. 

Last Saturday’s article about the President’s budget described Dr. Rivlin as the 
sole administration advocate for strong deficit reduction measures. While I don’t 
share Dr. Rivlin’s desire to cut Social Security or raise taxes on the already over- 
taxed American public, I am deeply concerned about the Federal deficit and the 
President’s fiscal year 1996 budget. 

Mr. Chairman, thanks again for calling this hearing. I look forward to hearing 
Dr. Rivlin’s testimony and to exploring in greater depth this important issue. 

STA'TEMENT OF HON. ALICE M. RIVLIN, DIRECTOR, OFFICE OF 
MANAGEMENT AND BUDGET 

Ms. RrvLiN. Thank you, Mr. Chairman. I would like to submit a 
longer statement, ana I will briefly summarize it so that we have 
plenty of time for questions. 

I am pleased to be back before this committee and to have an op- 
portunity to participate in the opening stages of the dialog about 
the 1996 budget. I look forward, as does the administration, to 
working with this committee — not only on the budget, which is the 
subject for today, but on other parts of our mutual agenda. We es- 
pecially look forward to working with the committee on health care 
and welfare reform. While these parts of our mutual agenda are 
not in the budget we are talking about today, they are very impor- 
tant priorities of the administration on which we look forward to 
working with you. 

The administration has worked hard on this budget, and as Mr. 
Coyne says, it is not easy to make a budget. We believe that it is 
a good budget and that it continues our work on the goals we have 
held for the last 2 years. 

A major theme of this budget is raising living standards for aver- 
age Americans, both now and in the future. This has been a major 
element of the Clinton administration’s economic strategy. From 
the start, the Clinton administration has emphasized deficit reduc- 
tion and, at the same time, investments in people, technology, and 
infrastructure so we can have a more productive, higher wage econ- 
omy in the future. This budget continues the fight for higher wages 
and better lives for average Americans. It does it in several ways. 

We are proposing a tax cut, not for upper income Americans, but 
for working families with children under 13, young families who 
are having a hard time making ends meet. We are proposing that 
education and training be made more available and more afford- 
able to average Americans. We believe that increased education 



113 


and training is the key to better jobs in the future; that theme rims 
throughout the budget. You see it in our tax proposals, with the 
education and training deduction. You see it in our proposal for 
broadening the individual retirement account and making it pos- 
sible for more people to participate, save, and use those funds, pen- 
alty free, for a broader range of nonretirement purposes (for exam- 
ple, education, extraordinary medical expenses, and the purchase of 
a first home). You see it in our proposal for a GI bill for American 
workers. We believe this proposal sends an important signal to 
American workers about the Federal Government’s willingness to 
help them get the skills they need for better jobs. 

In the GI bill we are proposing that we pull together a plethora 
of training programs already on the books, thereby creating a pot 
of money for skill scholarships for dislocated and low-income work- 
ers and giving States increased flexibility to provide services their 
workers need. 

Although this budget cuts severely in other places, it invests in 
Head Start, WIC, the School-to-Work Program, Goals 2000, and 
science and technology programs. We believe these programs will 
raise productivity and^wages in the future. 

This budget also continues our commitment to fiscal responsibil- 
ity. We cannot be faulted for not caring about that. 

The deficit was out of control when we came into office. In fiscal 
year 1992, the deficit was the highest it has ever been. It was $290 
billion and headed up. That was an unsustainable situation. The 
use of the Nation’s saving on an escalating basis to finance the gov- 
ernment, as opposed to productive investment, was the g^reatest 
threat to future living standards. This threat caused us to put forth 
a great deal of effort on deficit reduction in the first few days of 
our administration. We got a deficit reduction plan up here in 17 
days. It was a plan for 505 billion dollars’ worth of deficit reduction 
over 5 years, about half spending cuts and half revenue increases. 

The Congress worked hard on our plan, modified some of it, and 
by a bare majority had the courage to vote for it in each House. 
It took effect and has been enormously successful. Since the plan 
was put into place, it has actually worked better than we thought. 
We now estimate that the effects of the deficit reduction plan on 
cutting the deficit will total about $616 billion cumulatively over 
the 5 years to which it applied. 

This deficit reduction package has produced a rapidly growing 
economy. We are even in the pleasant situation of having to worry 
about whether it is growing too rapidly. That is much better than 
2 years ago when we were worried about stagnation and whether 
there would be a recovery. We have created almost 6 million jobs. 
Things also look good on all the statistical fronts — little inflation, 
high growth, and a very successful economic picture. 

This budget contains more deficit reduction measures. There is 
a total of $144 billion in budget savings, of which we propose to use 
$63 billion over 5 years to fund provisions of the Middle-Class Bill 
of Rights. Most of the cuts, $101 billion of the $144 billion, are in 
discretionary spending. Others are mandatory. 

We are not proposing any tax increases in this budget. Although 
we have emphasized cutting discretionary spending, we do not be- 
lieve in slashing government indiscriminately- We believe that we 



114 


must all work together to have a leaner, more effective govern- 
ment. 

A government that works better is the second theme that ani- 
mates this budget. This, too, has been a continuous emphasis of the 
Clinton administration from the beginning with the Vice Presi- 
dent’s leading of the National Performance Review. This budget ac- 
celerates the Vice President’s work by detailing plans for aggres- 
sive restructuring at the Departments of Transportation, Energy, 
Housing and Urban Development, along with the General Services 
Administration and the Office of Personnel Management. 

We have 131 programs that we are proposing to terminate. Most 
importantly, we are proposing to consolidate 271 programs into 27 
performance partnerships. Performance partnerships, we believe, 
are a new addition not only to the lexicon of talking about govern- 
ment, but to concepts of how the Federal Government, States, and 
localities should work together. It is not just a new name for block 
grant. We believe that the Federal Government, the States, and in 
some cases, localities must work together to decide what the grants 
are supposed to produce. Why are we doing this? How can it be 
measured? What results do we want? When we have agreed on the 
answers to these questions, the Federal Government should allow 
the State or locality to get results in the way that seems best 
adapted to their conditions. It is not just a grant for States and lo- 
calities to use the money any way they want; results have to be 
there for all to see. 

The Vice President likes to talk about trust and accountability. 
We trust the States and localities to use the money well, but we 
must all be accountable to Federal, State, and local taxpayers. 

The final theme that runs through this budget is that of Amer- 
ican leadership. We want a leaner, more effective government, not 
just in the domestic arena, but in the intemationm arena as well. 

The budget emphasizes the quality of life in the military, which 
Secretary Perry has been emphasizing, and the importance of force 
readiness. In December we announced an addition of $25 billion 
over 5 years to the defense budget, which we believe will give us 
a more ready and modern force. It brings on line modernization at 
the end of the decade — supports initiatives that Secretary Perry is 
taking to attract and retain the best young people for our armed 
services. 

In conclusion, Mr. Chairman, I am very happy to be here and 
look forward to working with the committee, not only on the budg- 
et, but also on welfare and health care reform, which we believe 
to be key to future deficit reduction. 
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We did not put our health care reform proposals in this budget. 
There are no Medicare cuts in this budget because we do not be- 
lieve Medicare cuts should be used for tax cuts; but we want to 
work with this committee and other committees of jurisdiction as 
we consider health care reform, including the reform of Medicare 
and Medicaid. I believe all of us have an opportunity, Mr. Chair- 
man, to work together and fashion a budget and a program for this 
government that is fiscally responsible, preserves and strengthens 
the activities people need from their government, and eliminates or 
changes those activities that are not working well. 

It is a hard job, and we want to work together with you. 

[The prepared statement follows:] 
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TESTIMONY OF 
ALICE M. RIVLIN 

DIRECTOR, OFFICE OF MANAGEMENT AND BUDGET 
BEFORE THE 

HOUSE COMMITTEE ON WAYS T^D MEANS 
FEBRUARY 9, 1995 


Mr. Chairman, members of the Committee, thank you for 
inviting me to offer the Administration's views on the 
President's fiscal 1996 budget. For the third straight year, the 
President has proposed a detailed plan to create a smaller, more 
effective Government for average Americans -- that is, to help 
create his "New Covenant" between the Government and the American 
people . 


Executive Summary 

The President proposes to build upon his strong recora of 
achievement. with the help of his economic plan, which Congress 
passed in 1993, the President helped to jump-start a weak 
recovery. The result was lower interest rates, little inflation, 
and the creation of more than 5.6 million new jobs. 

With a plan that called for a record 5505 billion in deficit 
reduction over five years, and has in fact produced over $600 
billion in deficit reduction, the President has reduced the 
deficit from $290 billion in 1992 to $203 billion in 1994. We 
expect the deficit to be under $200 billion this year. By 1998, 
the deficit will fall to its lowest level as a percentage of GDP 
since 1979. 

At the same time, the President has made great progress in 
reinventing Government through the National Performance Review. 

We have reduced the workforce by 102,000 positions while 
streamlining departments and agencies, cutting red tape, and 
providing better service. 

Now, we plan to go further. The President has proposed $144 
billion of budget savings — $63 billion to finance the middle 
class tax cut that I will discuss in a moment and $31 billion to 
reduce the deficit further over the next five years. As part of 
those savings, he proposes to terminate 130 programs and 
consolidate 271 others into 27 new "performance partnerships." 

Not everyone has shared in the economic recovery. As a 
result, the President proposes a Middle Class Bill of Rights, 
which will cut taxes for middle-income Americans and give 
unemployed or dislocated workers grants to purchase the job 
training they need. 

He also is continuing to reduce the Federal bureaucracy and 
will, by the end of this decade, cut it to its smallest size 
since John Kennedy was President. As part of Phase II of the 
National Performance Review, he has proposed to restructure the 
Departments of Housing and Urban Development, Energy, and 
Transportation, the General Services Administration, and the 
Office of Personnel Management. 

In the coming months, also as part of Phase II, the 
President will examine every other program and activity to 
determine which to terminate, which to restructure, and which to 
shift to the States, localities, or private sector. 
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Major Themas 

This budget revolves around three major themes — themes 
that have dominated the President's economic strategy for the 
past two years. 

1. Raising the standard of living for average families, now 
and in the future: The President is proposing a Middle Class 
Bill of Rights. For the short term, it will provide needed tax 
relief to help millions of average families raise their living 
standards now. And for the long term, it will give those 
families the tools they need to raise their living standards in 
the future. 

The Middle Class Bill of Rights: 

* Provides a $500 per child tax credit for middle- 
income families with children under 13; 

* Expands eligibility for Individual Retirement 
Accounts (IRAs) and allows families to make penalty- 
free withdrawals for a range of educational, housing, 
or medical needs; 

* Offers a tax deduction for the costs of college, 
university, or vocational education/ and 

* Creates a G.I. Bill for America's Workers by 
consolidating 70 job training programs and using the 
money to offer “Skill grants'* through which dislocated 
and low-income workers can choose and pay for the 
training they need to find new and better jobs. 

The President proposes to build upon his investments in 
human and physical capital — investments that will help to raise 
national productivity and, in turn, living standards for the 
future. Overall, he proposes to increase investment spending by 
$9.7 billion in fiscal 1996 over 1995. 

The G.I. Bill for America's Workers is a new element of his 
continuing agenda for improving the education and skills of 
America's workers, enabling them to compete for high-wage jobs in 
the new economy. In the last two years, the Administration has 
enacted the Goals 2000 bill to encourage States and localities to 
reform their educational systems; revamped the student loan 
program to make post-secondary education affordable to more 
Americans, and pushed successfully for the School-to-Work program 
that enables young Americans to move more easily from high school 
to training or more education. 

In this budget, the President proposes a 10 percent increase 
for the Special Supplemental Feeding Program for Women, Infants, 
and Children (WIC) , to $3,8 billion; an 11 percent increase for 
Head Start, to $3.9 billion, and an 86 percent increase for Goals 
2000, to $750 million. 

As you know, the President has proposed a complete overhaul 
of the welfare system. Under reform, welfare recipients would 
get the training they need to go to work. By helping low-income 
families help themselves, reform would mean greater self- 
sufficiency for these families. 

The President's bill embodied certain key principles: time 
limits on AFDC for parents who can work, and job placement 
assistance and training for those who need them; greater State 
flexibility to experiment with innovative programs that aim to 
increase self-sufficiency; strict parental responsibility 
requirements to ensure that both parents support their families; 
a national campaign to emphasize to teens that they should delay 
childbearing until they can adequately provide for their 
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children; and a commitment that welfare reform must not increase 
the federal deficit. 

This year, the Administration will work on a bipartisan 
basis with the new Congress to enact fundamental welfare reform - 
- the kind that embodies the principles listed above. 

The President's budget also emphasizes investments in 
science and technology to improve future productivity and U.S. 
competitiveness in the new economy. It proposes a 13 percent 
increase for the Defense Department's core Technology 
Reinvestment Project (TRP) , to $500 million; a 4 percent increase 
for biomedical research at the National Institutes of Health, to 
$11.8 billion; a 20 percent increase for the Commerce 
Department's National Institute of Standards and Technology, to a 
total of $1 billion; and a 4 percent increase for the National 
Science Foundation, to $3.4 billion. The President seeks to 
strengthen the Administration's coordinated efforts to promote 
science and technology through the National Science and 
Technology Council and to improve the payment system for 
federally-sponsored research at colleges and universities. 

The budget also continues the Administration's strong 
commitment to deficit reduction. When we arrived, the deficit 
was a clear threat to future living standards- It was projected 
to rise from $290 billion in 1992 to more than $300 billion 
immediately, and then to near $400 billion a few years down the 
road. The deficit was absorbing a huge share of national saving 
that could otherwise be spent on the kinds of investments that 
increase productivity. 

Working with Congress in 1993, we enacted a five-year budget 
plan designed to reduce the deficit by a cumulative $505 billion 
from 1994 to 1998. Because the economy has performed better than 
expectations, we now expect to generate $616 billion in deficit 
reduction over that time. The deficit measured $203 billion in 
1994 — a huge drop from the $290 billion of two years earlier. 
Except for an anomaly in 1997, we expect it to remain below $200 
billion for the rest of this decade. 

More importantly, we have reduced the deficit from 4.9 per 
cent of Gross Domestic Product (GDP) when we arrived to a 
projected 2.7 percent this year. Clearly, we have brought the 
deficit under control. 

But we are not satisfied. In this budget, we propose to 
reduce the deficit between 1996 and 2000 by another $81 billion. 
More importantly, our budget would bring the deficit down to 2 . 1 
percent of GDP by the end of this decade -- its lowest level 
since 1979. 

We are proposing $144 billion in new budget savings -- $63 
billion to pay for our middle class tax cut and $81 billion for 
more deficit reduction. 

How did we generate the $144 billion in savings? 

Most of them, $101 billion, come in discretionary spending 
cuts. Of the $101 billion, $21 billion comes from Phase II of 
the Administration's effort to reinvent Government through the 
National Performance Review. This includes the restructurings of 
the Departments of Housing and Urban Development, Transportation, 
and Energy, the General Services Administration, and the Office 
of Personnel Management. The rest of the savings are outlined in 
the program-by-program detail in the budget for the years 1996- 
2000 . 


Also as part of Phase II, the Administration has begun an 
intensive effort to examine the other Federal departments and 
agencies to determine which functions and activities to continue, 
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Which to terminate, and which to shift to the States, localities, 
or the private sector. We anticipate that, through this effort, 
we will revise our five-year, program-by-program plan and offer 
proposals to restructure agencies in the same way that we have 
for those cited above. 

The budget contains $29 billion of mandatory savings. Most 
of it comes from extending the Medicare and Veterans reforms of 
the 1990 and 1993 budget reconciliation acts, accelerating our 
successful direct student loan program, expanding the principle 
of user payment for the electromagnetic spectrum, and other 
smaller savings. 

The budget also includes tax compliance savings of about $9 
billion, including about $0.4 billion from reinventing 
Government . 

Finally, the budget includes a small amount of savings that 
does not score for budgetary purposes, including net spending 
reduction from the Administration's non-emergency supplemental 
appropriation proposal for fiscal 1995, interest savings 
associated with the direct student loan program, and debt service 
savings from all of the other proposals. Partially offsetting 
these savings are bookkeeping costs due to personnel cuts; 
reducing the size of the Federal workforce means that the Federal 
Government and its employees make smaller contributions to the 
pension funds. 

In sum, these proposals fully offset the tax cuts and leave 
enough additional savings to keep the deficit under control 
beyond the five-year budget window. While the economy is 
growing, the deficit is not. 


2. Projecting American Leadership: Our funding proposals 
for international affairs, $21.2 billion, and national defense, 
$258.3 billion, support American leadership around the world. 
These two elements are synergistic: we design and prepare our 
forces and programs to support our national interests and foreign 
policy goals. Together, they create the foundation for our 
leadership. I will turn first to international affairs, then to 
national defense. 

However critical to promoting our vital national interests, 
funds for international affairs programs and institutions 
constitute only 1 percent of our total budget, requiring that we 
carefully focus on their most effective use in supporting our 
most important goals and objectives. 

Our budget promotes and defends our vital interests in 
regions that have long been central to our national security: 
Europe, the Middle East, and Asia. Our budget includes $788 
million to support economic and democracy programs in the new 
independent states (NIS) of the former Soviet Union. In Central 
Europe, our budget supports the missions of supporting democracy, 
free markets, and peace by providing $480 million in funding to 
help healthy, market democracies emerge. The budget also 
maintains our long-standing support for the peace process in the 
Middle East, requesting more than $5.2 billion to assist 
countries participating in that process. 

A strong and growing world economy that incorporates an 
increasing number of nations is essential to our own economic 
growth. Our budget provides increased support to strengthen our 
trade position in the global market and especially in Central 
Europe, Russia, and Ukraine through such agencies as the Export- 
Import Bank. 

Our leadership is important to prevent and provide a 
humanitarian response to crises and conflicts that have so 
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visibly divided many nations in recent years. Our budget 
supports this leadership effort by providing $1.7 billion for 
r6fugee, humanitarian feeding, and disaster assistance programs. 

The Nation has built, and this Administration continues to 
support, a powerful military capability. Our defense budget, 
which is significantly higher than that of any other nation, 
supports one of the world's largest military forces, with a 
superior level of quality and talent. It continues our 
commitment to maintaining high levels of training and readiness 
of that force and to equipping it with a technology second to 
none . 


In discretionary spending, the budget requests $258.3 
billion in budget authority and $262.2 billion in outlays for the 
National Defense Function, The outlays represent 16 percent of 
all spending in the budget. 

The Administration continues to place its highest priority 
on the readiness of U.S. defense forces — ensuring their ability 
to mobilize, deploy, and operate effectively in the face of 
varied challenges of the post-Cold war era. The Defense Funding 
Initiative, providing $25 billion in higher spending from 1996 to 
2001, supports our commitment to high levels of readiness, as 
does the requested defense supplemental appropriation for 1995. 
For 1996, the budget proposes funding of $91.9 billion for 
Operations and Maintenance, the principal readiness-related 
account . 

This budget also contains several initiatives to improve the 
quality of military life: a 2.4 percent military pay raise and an 
increase in military community and family support, including more 
child care facilities, family counselors, and improved 
recreational facilities. 

Superior technology is the hallmark of the U.S. armed 
forces. In particular, we expect investments in information 
technologies and sensors to give our forces ma^or advantages in 
gathering, processing, and acting upon information from the 
battlefield. The budget proposes $7.8 billion for science and 
technology programs. 

The budget also enables us to maintain stewardship over our 
nuclear capability. The budget proposes $11.2 billion in total 
Energy Department spending on defense activities. It includes 
$6.6 billion of cleanup and disposal of wastes from prior nuclear 
weapons activities, $0.7 billion for developing nuclear reactors 
for Naval vessels, and $0.7 billion for nonproliferation, arms 
control, and other activities. 

Intelligence remains a critical ingredient of our national 
security posture. To support it, we propose to keep the 
Intelligence budget at the 1995 level. To plan for the future, 
the President and Congress established a commission of 
distinguished Americans that will spend the next year reviewing 
tihe roles and capabilities of the Intelligence Community. Their 
conclusions will help to guide future decisions on goals and 
resources . 

Wise investments with dual-use technologies support national 
defense. They allow defense systems to draw on leading-edge 
commercial developments in such areas as computers and 
communications, and they allow investments in defense programs to 
accelerate commercial progress in such areas as advanced 
materials and space systems. The Administration's dual-use 
investment strategy focuses heavily on electronics and sensors. 
The Technology Reinvestment Program is a key component of this 
strategy, it awards Federal funds competitively, on a cost 
shared basis, to enable industry-led projects to create new dual- 
use technologies. Since the start of the TRP program in 1993, 
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over 15,000 companies have submitted over 3,000 proposals to 
participate; the program has made over 250 awards. The budget 
requests $500 million for the TRP program. 

The Defense Department's main challenge with its facilities 
is to tailor them to the downsized force structure. DOD is 
working to ensure that base closure and realignment decisions 
will generate a more efficient use of the remaining defense 
infrastructure. The budget provides §3.9 billion in 1996 to 
implement closure and realignment decisions. At the same time, 
DOD is committed to assisting the economic redevelopment of 
communities affected by base closures. In this effort, the 
budget increases funding for DOD's Office of Economic Adjustment 
(OEA) to $59 million, $20 million over 1995, to help Base 
Realignment and Closure Commission communities plan for economic 
redevelopment . 


3. Making Government Work: The President is building on his 
initial success in making Government work and moving out in 
dramatic, new directions. 

Through the National Performance Review (NPR) , which the 
President created two years ago, the Administration has improved 
service to Government's "customers," cut red tape, empowered 
Federal employees, and eliminated programs that no longer serve a 
useful purpose. We have sought to ensure that Federal programs 
achieve real results -- e.g,, cleaner air — rather chan merely 
spend taxpayer dollars. 

We streamlined Federal agencies, cutting management layers 
and excessive controls. Already, we have reduced the workforce 
by 102,000 full-time equivalent (FTE) positions. Continuing the 
President's effort, the budget proposes 1.976 million FTE. By 
the end of 1996, the President will have cut FTE by 173,300, 
reducing the Federal Government to its smallest size in 30 years. 
He also will be nearly two-thirds of the way toward the required 
reduction of 272,900 by 1999, as outlined in last year's Federal 
Workforce Restructuring Act. 

In its first phase, the NPR, under the direction of Vice 
President Gore, mostly examined the "how" of Government -- the 
human resource management, procurement rules, and other processes 
by which the Government operates. In general, it did not focus 
on the more basic question of "what" the Federal Government 
should, and should not, do. 

With this budget, the President has begun to tackle this 
very fundamental question. He is proposing a raa^or restruccur ing 
of three Cabinet departments -- Housing and Urban Development, 
Transportation, and Energy — and two major agencies -- the 
General Services Administration and the Office of Personnel 
Management. We expect these restructurings to save $23 billion 
over the next five years. 

We also are proposing to consolidate 27i programs into 27 
"performance partnerships." In exchange for giving States, 
localities, and other providers more flexibility in how they 
spend Federal funds, we are seeking more accountability for that 
spending by focusing on actual performance. Rather than merely 
calculate the inputs of a program — i.e., funding levels — we 
are focusing on outputs -- what the programs actually accomplish. 

The consolidated programs include 70 to create the G.I. Bill 
for America's Workers, mostly from the Departments of Education 
and Labor; 108 from the Public Health Service; 60 from the 
Department of Housing and Urban Development; 30 from the 
Department of Transportation; and three from the Department of 
Health and Human Services. 
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More importantly, these restructurings and consolidations 
are the first step in a Government-wide examination of 
departments and agencies, which the President has asked the Vice 
President to lead. This effort is designed to sort out 
responsibilities among the Federal, State, and local levels of 
government, and between Government and such private sector 
providers as businesses, non-profits, and community groups. 
Working with the NPR, 0MB, the President's Management Council, 
and the White House policy councils. Federal agencies will 
examine every program, determine which to continue, which to 
eliminate, and which to shift to the States, localities, or 
private sector. 


Program Detail 

Restoring the American Community: American communities 
embody our sense of place, belonging, and togetherness -- the 
very security on which we depend. But our communities face the 
pressures of great challenges that threaten the ties that bind us 
together. Violence and drug related crime are tearing at our 
social fabric. 

This budget would invest in our communities, by increasing 
funding for programs that help to strengthen our communities — 
Americorps, empowerment zones, and the urban and rural economic 
development initiatives. It would continue to commitment 
undertaken in last year's crime bill, providing the funding 
necessary to continue making progress towards the goal of putting 
100,000 police on the streets and providing increased funding for 
other crime control efforts. 


Americorps: The 1996 budget proposes to increase funding 

for the President's national service initiative to 51.1 
billion. This is a $290 million increase from the prior 
year, and would permit the expansion of the program to 
47,000 participants. This would keep the program on the 
President's goal of reaching 100,000 participants over three 
years . 

Empowerment Zones and Enterprise Conununities: On December 
23, the Administration designated nine Empowerment Zones and 
95 Enterprise Communities, plus two additional urban 
enterprise zones. The Administration designated Atlanta, 
Baltimore, Chicago, Detroit, New York City, and 
Philadelphia/Camden as urban EZs, enabling each to receive 
$100 million in flexible block grants. We designated 
Kentucky Highlands, Mississippi's Mid-Delta Region, and 
Texas' Rio Grande Valley as rural EZs, Los Angeles and 
Cleveland were designated as supplemental urban EZs. The 
budget contains the funding necessary to continue these 
commitments . 

Urban and Rural Economic Development: We propose $4.8 
billion in 1996 to fund a new Community Opportunity Funds 
program to help local and State governments address the most 
critical needs of distressed communities. We also propose 
funding the Rural Development Initiative at a level of $5.8 
billion to continue to support grants, loans and loan 
guarantees -- an increase of $716 million over the prior 
year. 

Controlling Violent Crime and Drug Abuse: Our proposed 
$21.5 billion in discretionary spending in 1996 represents an 
increase of $3.4 billion from 1995 to fight violent crime. The 
largest share of the increase would go to help State and local 
law enforcement agencies. 
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Community policing: The President is committed to putting 
100,000 cops on the streets, and this budget contains $1.9 
billion in funding — an increase of 45 percent from 1996. 
This additional funding will make significant progress 
toward meeting the goal, bringing the total number of new 
officers funded to over 40,000 by the end of 1996. 

crime control: Overall, the level of funding for the 
Administration's major violent crime control initiatives 
increases from $2.4 billion in 1995 to $4.3 billion in this 
budget — an increase of $1.9 billion. 

Drug Control: Drug control spending will increase by $1.3 
billion, from $13.3 billion in 1995 to $14.6 billion. The 
budget targets additional funding to treatment, prevention 
and education, and criminal justice. 

J?e/orBing the Nation's Immigration System: This budget 
reflects the Administration's continued commitment to controlling 
our Nation's borders and sharing the national burden of costs 
associated with illegal immigration. 

Border Security Initiative: The budget includes $656 
million in new funding to support the border security 
initiative. These funding increases will strengthen border 
control and management activities of the Immigration and 
Naturalization Service and the Customs Service, and 
strengthen enforcement through the INS and the Department of 
Labor to apprehend and deport illegal immigrants. The 
budget proposes to finance this initiative, in part, through 
a modest border services user fee. 

Helping with the Coats of Illegal immigration: The budget 
also contains an additional $370 million to assist States 
with particularly heavy burdens associated with illegal 
immigration. This increase is divided among three programs: 
State Criminal Alien Assistance Program; Medicaid 
discretionary grants to States; and the Immigrant Education 
Program. 

Ensuring a Clean Environment: The Administration has 
developed several new approaches to advance the President's 
commitment that a healthy economy and a healthy environment go 
hand in hand. The budget targets spending to ensure that we make 
the Government a partner working with local citizens, not an 
overseer. 

Ecosystem Kanagement: Funding levels reflect the high 
priority that the Administration places in maintaining 
ecologically diverse and health environments along with 
economically viable communities — $390 million to continue 
the Northwest Forest Plan; $99 million for the South Florida 
Ecosystem Restoration Initiative; and $70 million in joint 
Federal-State mandatory spending related to the Restoration 
of Prince William Sound. 

Climate Change Action Flan: The budget proposes $336 
million, an increase of $104 million — 45 percent -- to 
fulfill the President's commitment to reduce greenhouse gas 
emissions to 1990 levels. This funding is designed to 
promote a public-private partnership rather than relying on 
command and control mandates. 

superfund: In each of the past three years, the Superfund 

program has cleaned up more sites than in its entire first 
decade. The budget proposes $1.8 billion for Superfund, a 
$332 million increase over 1995. 

Investing in Science and Technology: Investing in science 
and technology is the key to assuring our Nation's economic well- 
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being for generations to come. During the Cold War, most Federal 
spending on research and development (R&D) was defense-related. 
This research not only produced the most advanced military 
technology in the world, but the most technologically advanced 
economy in the world. Today we face a no less serious challenge 
that requires us to improve our competitiveness through a 
balanced mix of civilian and defense, public and private R&D. 

NASA: The budget proposes $159 million to begin research to 

produce a reusable space vehicle. This continues our 
Nation's leadership in space exploration and, at the same 
time, expands the opportunities for a commercial space 
launch market. 

ARPA/TRP: The Technology Reinvestment Project implements 

the Defense Department's dual use technology strategy -- a 
critical investment in transferring technology to commercial 
applications. The budget proposes $500 million for TRP in 
1996, a 13 percent increase from 1995. 

NIST: The Commerce Department's National Institute of 

Standards and Technology has two core programs -- the 
Advanced Technology Program (ATP) and Manufacturing 
Extension Partnerships (MEP) . The budget proposes $491 
million in 1996 for ATP, $60 million more than 1995, and 
$147 million for MEP, a $66 million increase from 1995. 

NIH: Proposed funding for biomedical research is $11.8 

billion, a $468 million increase from 1995. This 4 percent 
increase includes targeted increases, such as those for 
HIV/AIDS-related research, breast cancer research, minority 
health initiatives, prevention research, environmental 
cancer research, and gene therapy. 

Continuing the Commitment to Health Security: The President 
remains committed to reforms that will guarantee insurance 
coverage to every American and contain costs for individuals, 
businesses, and Government. 

The President believes Congress can and should address the 
unfairness in the insurance market; make coverage affordable fcr 
and available to children; help workers who lose their jobs keep 
their health insurance; level the playing field for the self- 
employed by giving them the kind of tax treatment other 
businesses enjoy; and help the families provide long-term care 
for a sick parent or a disabled child. We are committed to 
working with Congress to achieve these objectives and put America 
on the road to health security. 

At the same time, we are proposing major increases for high- 
priority programs: 

Ryan White Act — HIV/AIDS Funding: The budget proposes $723 
million for the Ryan White program, which provides HIV/AIDS 
treatment services. Since this Administration took office, 
funding for the Ryan White program has increased by 82 
percent. Our proposal for 1996 will more than double Ryan 
white funding since 1993. 

Immunizations: We propose $844 million for immunizations in 

1996 to support the purchase of more vaccine to distribute 
through public health clinics and continued improvements in 
infrastructure to enable the Childhood Immunization program 
to meet its goal of immunizing 90 percent of the Nation's 
children by the year 2000- 

Special Supplemental Feeding Program for Women, Infants, and 
Children: The budget proposes $3.8 billion for WIC, which 
will raise the annual average WIC participation levels to 
7.4 million individuals, up from 5,9 million in 1993. 
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Long-Run Budget Outlook 

This budget preserves and builds upon the deficit reductions 
that the Administration accomplished in its first two years. We 
expect the deficit to drop again in 1995, this time to $193 
billion. After that, it will fluctuate in a narrow range — 
rising to $197 billion in 1996 and to $213 billion in 1997 (due 
to several anomalies in the budget numbers), then falling to $194 
in 2000. 

More importantly, the deficit continues to decline in 
relation to GDP. It drops from 2.7 percent of GDP in 1996 to 2.1 
percent in 2000. By this measure, the deficit reaches its lowest 
level since 1979. 

Current law requires that the President submit budget 
estimates through 2000. By enacting the policy proposals in the 
budget, however, we can preserve the improvement in the deficit 
for at least the next 10 years. Looking beyond the year 2000, we 
anticipate rough stability in the dollar amount of the deficit 
through 2005, As a share of GDP, however, the deficit likely 
will continue its gradual decline, falling below two percent 
early in the next decade. 

The major upward pressure on the deficit continues to come 
from health care. Although the reforms enacted in the 
President's economic program and administrative efforts to 
control costs have helped, the projected growth of Medicare and 
Medicaid spending remains very high. We project that Medicare 
will grow at an average annual rate of 9.1 percent over the next 
five years, and that Medicaid will grow at 9.3 percent. 

This rapid growth comes in part from the corresponding rapid 
growth in the elderly population. Medicare benefits go primarily 
to the elderly, and almost 70 percent of Medicaid spending 
benefits the indigent elderly, blind, and disabled. Thus, the 
growth rates of these programs are not surprising. However, at 
those rates. Medicare and Medicaid spending will double every 
eight years, and will rise from 3,4 percent of GDP in the year 
just ended to 4.2 percent by 2000 and 4.9 percent by 2005. The 
growth in all Federal health programs, of which Medicare and 
Medicaid are by far the largest, accounts for almost 40 percent 
of the total increase in Federal outlays between now and the year 
2000 . 


We expect the number of people participating in Medicare and 
Medicaid to increase, bringing Insurance protection to some of 
our most vulnerable citizens. The Medicaid population will grow 
at a projected average annual rate of 3.8 percent between now and 
2000 . 


But this expansion in covered populations explains a 
relatively small part of the increased Federal spending for 
Medicare and Medicaid — and could be accommodated without undue 
pressure on the deficit. More important, from a fiscal 
standpoint, is that Medicare and Medicaid expenditures per 
beneficiary keep rising faster than inflation — indeed, faster 
than inflation plus the general increase in real per capita GDP. 
These increases in health care costs cannot be solved in 
isolation from reform of the broader health care system. 

What would the deficit be if health care costs did not rise 
disproportionately? If Medicare and Medicaid expenditures rose 
to accommodate increases in the beneficiary population, but the 
per capita expenditures were limited to the general rate of 
inflation and increase in per capita output, the deficit would 
fall to zero by 2005. 
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Coscluslon 

This budget builds on the President's success to date in 
strengthening the economy, investing in the future, projecting 
American leadership around the world, and making Government work 
better. 

It will reduce the deficit, increase investments in 
important domestic and military programs, cut taxes for middle- 
income Americans, and begin a serious, cross-Government 
examination to sort out Federal, State, and local 
responsibilities . 

We look forward to working with you, Mr. Chairman, and this 
committee on these proposals. 
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Chairman Archer. Thank you, Dr. Rivlin. Your closing line is 
definitely agreed to mutually. It is a hard job, and we need to work 
together on it, because if we don’t work together, we won’t get it 
done. 

Ms. Rivlin. Right. 

Chairman Archer. I would only say that I would hope that we 
could work together on a glide path to a zero deficit, not to a $200 
or $300 billion deficit. That is what divides us right now, and if we 
are willing to get together and make the tough Voices that do the 
tough job, I believe we can do it. 

I am curious about how we get there, though. As I understand 
your budget, we would have $1 trillion of additional debt over the 
next 5 years compared to what we have today; is that not true? 

Ms. Rivlin. The deficits would add to the debt by that much, but 
we believe two things; One, we have gotten the deficits under con- 
trol. Two, outyear deficits are declining as a percentage of the 
GDP. This latter point is the way one ought to look at deficits and 
the national debt. 

A deficit has significance in relation to the size of the economy. 
We have brought the deficit down from about 5 percent of GDP in 
1992 to its current level of about 2.7 percent. This budget keeps us 
on a glide path to decline, cutting the deficit as a percentage of 
GDP in half by 1998 and down to 2. 1 percent by the end of the dec- 
ade. But we don’t think that is enough. We must mutually come 
back to the fastest growing large item in the Federal budget, 
health care costs. Reducing the rate of growth of those costs is the 
key to additional outyear deficit reduction. 

Chairman Archer. Well, I understand your response because we 
have heard it from Secretary Rubin ana we have heard it from 
Laura Tyson. They say we really don’t need to worry about getting 
to a zero deficit, and that all we have to do is be concerned about 
the debt emd the deficits relative to the GDP. I just don’t think the 
American people buy that. 

We will be adding, according to what you just said, $1 trillion to 
the national debt in the next 5 years, irrespective of what the rela- 
tionship is between the deficit and the GDP, according to your pro- 
jections. If we have roughly an average 7 percent interest rate, that 
is, $70 billion a year of additional annual debt service, that must 
be maintained and paid for in every year thereafter; and that is 
what the American people don’t understand when you talk about 
debt going down relative to the GDP. 

In addition. Secretary Rubin said, and I wonder if you agpree with 
this, that we should look at the analog of a family that is able to 
increase its earnings every year. He feels there is nothing wrong 
with increasing debt because earnings are increasing; ana there- 
fore, relative to the total earnings of the family, the debt is not in- 
creasing, and therefore, that is what we are doing here. 

Now, if that is to be accepted as valid in the way we pursue our 
goals, it must be assumed that we are forever going to increase our 
earnings and that there will never be an adjustment. We used to 
think ^out that in Houston, Tex., until the mid-1980s. We thought 
Houston could never take a backward step economically, and yet 
we found out that is not the real world. Families do have ups and 
downs in their earnings. If all you do every time you earn more 
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money is to increase your debt but not increase it relative to your 
eamines, and the downturn comes, you are left with that magnifi- 
cent d^t, and you don’t have the ability to sustain it. 

The country, as we know, through business cycles is the same 
way, and I would just hope that the administration, while asking 
us to submit a detailed plan to get to a balanced budget, would do 
the same thing itself so that we could work together and have this 
interrelationship. 

Now, let me also say that relative to something that was men- 
tioned earlier on in your testimony, that you had runaway deficits 
and that you have now got them under control. Basically, if I un- 
derstand what you said — and I have heard the President say, this 
is the first effort, real effort made at deficit reduction since about 
1990? 

That probably cost President Bush his reelection because he 
stood up and said, we have got to reduce the deficits. Why is that 
ignored? Wasn’t that about a $500 billion deficit reduction as it was 
scored at that time? 

Ms. Rtvlin. I would not ignore it, Mr. Chairman. I think the 
1990 agreement was a good one. President Bush was right to en- 
gage in it and it did help. He didn’t get much credit for it largely 
because the recession reduced revenues, and the deficit, therefore, 
did not go down. But were it not for the 1990 aCTeement, the deficit 
would have been even higher. So I would not be one to ignore the 
1990 agpreement. 

But in 1993 we had to go beyond that and effect additional defi- 
cit reduction. We are proposing additional deficit reduction in this 
budget. That is, as you rightly point out, not the end. We are not 
satisfied with the deficits as they appear in this budget, and we are 
not saying that we are satisfied. We are saying that while the situ- 
ation is a lot better than it was 2 years ago, we have to make more 
progress. One of the keys to more progress, we believe, is health 
care reform. 

Chairman Archer. Well, would you encourage the President to 
give a little credit to the previous administration for deficit reduc- 
tion, then, and stop saying that he is the first President to really 
do anything about deficit reduction? It would be very, very helpful 
to see that balance coming out of the administration. 

Ms. Rivlin. No one in the administration wants to knock the 
1990 agreement, certainly not my good friend and colleague Leon 
Panetta, who was very much a part of that agreement. It is true, 
however, Mr. Chairman, that the deficit has come down for 3 years 
in a row, and that is the first time that that has happened since 
Harry Truman was President. We are very proud of that. 

Chairman ARCHER. Well, I think that is movement in the right 
direction, and the downward trend is the thing we should try to 
work together on, but as I understand your budget, it now begins 
to go up again. It came down for 3 years in a row; and now under 
your budget, I believe the deficit goes up again. Now, you are going 
to say, oh, but not relative to the GDP. 

Ms. Rivlin. It goes up slightly in dollar terms but stays under 
$200 billion. The deficit picture in dollar terms is essentially flat, 
and in relation to the economy, it comes down. I believe that is a 
very important measure of how threatening a deficit is. When we 
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arrived in 1993, we were in very serious trouble. Deficit projections 
were headed up and the debt was growing faster than the economy. 
Now we have gotten the situation under control. That does not 
mean, however, that the outyear deficits are not still a problem. 
They are. 

Chairman Archer. Well, I just wish that we could get a state- 
ment from one of the administration witnesses to say that we will 
work with you to get to a balanced budget within the next 7-10 
years so that we don’t keep adding debt service charges, which will 
become the largest single expenditure in the Federal budget at $70 
billion more per year in debt service charges as contemplated in 
your budget. This is, I believe, a tolerable situation. 

But I have taken up too much time, and 1 recognize the ranking 
minority member, Mr. Gibbons, to inquire. 

Mr. Gibbons. Thank you, Mr. Archer. I always want to call you 
Alice out there, but I will call you Dr. Rivlin. 

Ms. Rivlin. That is OK by me. 

Mr. Gibbons. I feel that I have known you for so long and have 
followed your distinguished career and have learned a lot from you 
and expect to still learn a lot from you. 

The President has laid out his figures, and we wait with baited 
breath to see the Republican fibres on all of this. I have my own 
agenda. I look back — I think the worst vote I ever cast was the 
Gulf of Tonkin resolution, and the second worst vote I have a hard 
time identifying, but it was allowing somehow the budget deficit to 
get loose in the early eighties. I will take my share of the respon- 
sibility for that. I would Tike to live down those two votes. 

So I am as excited as I can get when I hear tax reduction and 
all the nice reductions that are in the Contract and the President’s 
tax reductions. I am going to be a deficit hawk this year because, 
as I look at the situation, never have we been in such a good posi- 
tion to pursue deficit reduction as we are right now, at least not 
recently. We have full employment or near-full employment, we 
have heavy factory utilization, the highest factory utilization we 
have had in 15 years. If we can’t make a serious, serious, serious 
stab at reducing the budget deficit. Dr. Rivlin, I don’t know when 
we can ever do it. 

So I salute you for what you have done and for your budget and 
for everything else, but I am going to be a budget hawk and try 
to get the deficit down. 

Now, in your statement you have a small article called 
Superfund; and I helped get the Superfund legislation passed, and 
I made another mistake there that I would like to rectify, and that 
is the whole idea of retroactive polluter pay. I think when we en- 
acted polluter pay we never paid enough attention to the retro- 
active feature that was included in it, and I am. As I recall, this 
year the taxes to fund Superfund run out and this Congress has 
to renew them; and I told this to the Administrator of EPA, and 
I want to tell you so it will get right back to the AVhite House, I 
am not going to support any of those extensions of those taxes un- 
less we work out this retroactive liability provision. I don’t know 
whatever got into us to make people liable for things that they did 
that were legal at the time they did them, and we could retro- 
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actively change the law on them and impose in some cases some 
crushing liabilities upon them. 

I helped the administration last year try to pass that tax pro- 
posal that you all had, and I think I have been all the soldier on 
that issue I can be. I am not going to support the extension of any 
Superfund taxes, or of the Superfund legislation itself, unless we 
work out a satisfactory solution to that retroactive liability imposi- 
tion that I think Congress improvidently imposed upon Americans; 
and frankly, I think the administration of the EPA law has ex- 
ceeded the parameters that Congress ever envisioned in that re- 
gard. I want to clean up the mess, but I think the retroactive provi- 
sion is just fundamentally and basically unfair. 

If you all want to lobby me on that subject, I am laying myself 
wide open here with you right now. You have a hell of a hard con- 
vincing job to do on me, but I don’t like political surprises; I didn’t 
want to pull any of them on you all down there. I want to work 
with you, but I have kind of laid out my specifications, and you can 
get a copy of the transcript of this when this is all over and tell 
them, this is where Sam stands, and you all better start working 
on him if you are going to get his support in extending these taxes. 

Ms. Rivlin. I hear you, Mr. Gibbons, and I think it is a longer 
conversation than we can have here. 

Mr. Gibbons. I understand that. 

Ms. Rivlin. But we want to have that discussion, and we believe 
the tax should be extended, but that the Superfund provisions 
should be reformed. We have some proposals and would be glad to 
talk further with you about them. 

Mr. Gibbons. Well, thank you. 

Thank you very much, Mr. Chairman. 

Chairman Archer. Mr. Crane. 

Mr. Crank. Thank you. 

Dr. Rivlin, is it true that our national debt will get to $5 trillion 
by the end of this year or very early next year? 

Ms. Rivlin. The gross debt — I am sure you have the number in 
front of you — I don’t, but yes. 

Mr. Crame. Then, under the proposal, you are suggesting by the 
year 2001 we will be at $6 trillion? 

Ms. Rivlin. Right. 

Mr. Crane. Do you anticipate, or does the administration antici- 
pate, some target date out there when we would round that bend, 
and instead of adding to it, at least it wouldn’t be growing, or ideal- 
ly it would be getting reduced? 

Ms. Rivlin. The first thing to do is to not have the debt growing 
faster than the economy is growing, and that is the situation as we 
look forward. I think it is very important that we have the debt ris- 
ing slowly and the economy growing fast. 

To get to a situation where the debt is actually coming down 
would require a surplus in the Federal budget. That might be de- 
sirable. We are a long way from that now. I think we should move 
in that direction, but it is really the relationship between the debt 
and the economy that is important. 

At the end of World War II, we had a huge debt. We didn’t re- 
duce the dollar amount of the debt, but we didn’t increase it very 
much over the next 25 years. Since the economy grew very rapidly 
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in the years following the war, the burden of the debt and the debt 
service came down over a long period. 

Mr. Crane. One of the concerns I have is that debt service cost 
on an annual basis. What is it right now? 

Ms. Rivlin. Debt service is about 17 percent of the Federal budg- 
et. It is a very large portion. 

Mr. Crane. So what does that translate into in dollars? 

Ms. Rtvlin. About $230 billion. 

Mr. Crane. About $243 billion. Say our national debt is at $6 
trillion by the end of the century and assuming the percentage re- 
mains the same, what roughly would the dollar figure be? 

Ms. RrvLiIN. For debt service at the end of the century? About 
$300 billion. 

Mr. Crane. About $300 billion. The reason I am concerned about 
these figures is, if we didn’t have debt service, we would be run- 
ning budget surpluses right now on an annual basis. 

Wien I first came here in 1969, that was the last time we had 
a surplus, and we have been going progressively deeper into debt 
every year since that time, and I guarantee you there is no cause- 
and-effect relationship. 

Ms. Rivlin. That is correct, Mr. Crane. Indeed, if we did not 
have to pay debt service on the portion of the debt run up between 
1980 and 1992, which is most of the debt, we would be in surplus 
right now. 

Mr. Crane. I have a quote I am going to read to you: 

If the government was borrowing less, even running a surplus, more resources 
would be available for private investment to increase future productivity. Elimi- 
nation of the Federal budget deficit would make a crucial contribution to income 
growth. 

Can you attribute the source to that quote? 

Ms. fovLiN. It sounds like something I could have said. 

Mr. Crane. It is. It is out of your book, “Reviving the American 
Dream,” and I salute you on that intent. 

Let me ask one final question, and that is, why didn’t the Presi- 
dent, in his budget proposals, touch upon welfare reform as a 
means of effecting some economies? 

Ms. Rivlin. For a very simple reason. We have a welfare reform 
proposal which we put out in the last Congress. We want to work 
with the Congress on welfare reform. However, we didn’t think 
that putting a particular proposal in the budget was the best tac- 
tical way to do that, especially since we were engaged in an active 
welfare reform discussion with the Congress and the Nation’s Gov- 
ernors when the budget was released. But we are in favor of wel- 
fare reform, and we want to work with the Congress not only on 
how to do it but on how to pay for it as well. 

Mr. Crane. Well, thank you very much. Dr. Rivlin. I am con- 
soled. I was worried that maybe the President had discarded that 
one. Thank you. 

Chairman Archer. Mr. Hancock. 

Mr. Hancock. Thank you, Mr. Chairman. 

Ms. Rivlin, I am a little concerned about the statements that 
have been reported in which you said the deficit is down to $200 
billion; therefore, we have got it under control. 
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I am a small businessman. I recently went back home and looked 
at what was going on in my business. The people that are manag- 
ing my business, if they had said, well, we are only going to go 
$200,000 more in debt this year, therefore we have got our indebt- 
edness under control, I would be making some changes, I will guar- 
antee you, because there is no way you can do that. 

Now I would like to ask this question. If the President would say 
to you and to Leon Panetta, we are going to get a balanced budget 
between now and the year 2000, and we would forget about having 
it xmder control just because we are down at $200 billion, we would 
forget about the GDP and that relationship, can it be done? If we 
continue to hear from the administration that it can’t be done, then 
we are guaranteed that it won’t be done. 

Ms. Rivlin. Oh, I am not sure the last part of the statement is 
true, because the Congress certainly could balance the budget. 

Mr. Hancock. In other words, what you are saying is, it is all 
going to be up to the Congress? 

Ms. RrvuN. No, I am saying it is up to us together. 

Could the budget be balanced by 2002? Yes, but it would require 
very deep cuts in many programs that people care about, and that 
is why the administration has been saying that those who believe 
that the budget should be balanced by 2002 have a duty to go be- 
yond merely saying that. They have a duty to put a proposal on 
the table that shows what it would take to do that. Those who 
want additional tax cuts, in order to fund those tax cuts and still 
balance the budget, would have to make even deeper cuts in exist- 
ing programs. 

We have proposed a budget that includes tax cuts and we have 
shown exactly how we would pay for those cuts. In addition we 
have shown how we would contribute to additional deficit reduc- 
tion, and we stand ready to talk about other ways of reducing the 
deficit in the years to come. 

Mr. Hancock. If the balanced budget amendment passes 
through the Senate and is ratified, hopefully within the next couple 
years, wouldn’t that drastically change the budget proposal that 
the President has submitted? Let’s say that we had passed that 2 
years ago. Wouldn’t that drastically change the budget proposal? 
Should we have to have the balanced budget amendment to do 
what is right or to get the administration to do what is right? 

Ms. Rivlin. I don’t believe that we should have a balanced budg- 
et amendment because the way to reduce the deficit is to do what 
the Clinton administration and the past Congress did together, 
enact specific spending cuts or revenue increases that are needed 
to get the deficit down. We did it, and it worked. I think that to- 
gether we can do more of that, I would not favor, and the President 
does not favor, writing balance into the Constitution. 

Mr. Hancock. You are saying that it has worked in relation to 
gross domestic product. It has not worked on an actual basis be- 
cause we are going to be increasing the national debt over the next 
5 years by roughly $1 trillion. 

Now, if you take the inflationary factor out of it on a real dollar 
basis, then you have got an even worse scenario of where we are 
in relation to the gross domestic product. I mean, we can do a lot 
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of things with inflation, but ultimately it catches us up just like it 
has in every major civilization. 

Ms. Rivlin. But let me be clear about what I meant when I said 
it has worked. In any terms you want to pick, it has worked in the 
last 2 years. In 1992 the deficit was $290 billion. This year it will 
be under $200 billion. That is real progress. 

Mr. Hancock. Well, OK But I don’t think merely because we are 
down to $200 billion we ought to say, well, we are in good shape. 

Ms. Rivlin. No, and I am not saying that. 

Mr. Hancock. OK, fine. Thank you. 

Chairman Archer. Mr. Ford. 

Mr. Ford. Thank you, Mr. Chairman. Dr. Rivlin, let me also wel- 
come you to the committee, and before I get into the questions, let 
me make a comment — I might not be recognized anymore on this 
committee — and say to the chairman that 1 am awfully sorry if for 
1 minute he has any questions in his mind in reference to my re- 
spect for him as chairman of this committee and even my respect 
for him prior to taking over as chairman of the committee. 

I have known the chairman for quite some time. I have great re- 
spect for his ability as a member of this committee, as a very able 
legislator in this Congress, and certainly have all due respect for 
him as the chairman of this committee; and if I have suggested or 
signaled in any way on this committee that I do not have full re- 
spect, Mr. Chairman, I apologize right away, but I do feel that I 
have a responsibility as a member of this committee and one who 
represents the ninth district in Tennessee that when there are is- 
sues up before this committee, we have every right to discuss 
those. 

As we dealt with tax preferences yesterday — I mean, you chose 
one that was dealing with affirmative action and I chose one that 
was dealing with oil and gas — that if we wanted to offset a bill that 
you pass — and it wasn’t personal at all, Mr. Chairman, and I don’t 
want you to feel that way at all. I certainly did not suggest or 
imply that your feelings on any particular issue — I mean, that 
issue was not put before this committee by Harold Ford; it was put 
before this committee by the chairman of this committee. 

But, Dr. Rivlin, let me now focus on your statement on this budg- 
et. I was looking at the historical budget summary, and if I look 
back at 1977, 1978, 1979, and 1980, we had over a 4-year period 
an average budget deficit of about $55 billion a year, give or take, 
one way or the other, a little bit; and from 1982 through 1986, the 
deficit jumped from $128 billion, $207 billion, $185 billion, and 
$212 billion, yielding an average of about $185 to $190 billion, 
which increased that public debt and brought that public debt so 
high over a 4-year period. 

If you look at the next 4 years, although it reduced somewhat the 
cost of leveling off of the defense budget, some increases in taxes, 
we had the deficits running anywhere from about $149, $155, $152 
and $221 billion, once again, an average of about $165 billion a 
year. 

Now, the Republican Contract With America is calling for a $196 
billion deficit over a 5-year period, $700 billion deficit — not deficit, 
but to pay for the tax program, tax cut of about $700 billion; and 
I haven’t seen how they are going to pay for that, I guess, through 
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spending cuts, and we don’t know who is going to be harmed by 
that. But the chairman was raising a question on the GDP. 

Let me ask the question to you and maybe you can respond. 
Could you explain in laymen’s terms why reducing the deficit as a 
share of the GDP is a significant accomplishment? 

Ms. RrvLlN. Yes. Because the impact of the deficit on the econ- 
omy depends on the size of the economy. 

If you were comparing two countries and all you knew about 
them was the dollar amount of their deficit or their debt, you 
wouldn’t really know anything. You would need to know, for in- 
stance, what two countries you are comparing. Are we talking 
about Belgium, or are we talking about tne United States? Also, 
you would need to look at the impact of the deficit or the debt in 
relation to the size of the economy. If a business owed a debt of 
$100,000, it would make a difference whether that business was 
the corner grocery store or General Motors. Any given deficit or 
debt has to be viewed in relation to the size of the company, its 
revenues, its debt service, and so forth. 

In the last 2 years, we have brought the deficit down in dollar 
terms. As we look ahead, it will become less of a problem because 
the economy will be growing and the deficit will not. I am not say- 
ing that the deficit isn’t a problem, but it is less of a problem than 
it was 2 years ago. 

Mr. Ford. But you find ways to pick up your tax cuts through 
spending cuts, and you offset it, you sort of pay for it some way, 
but do you think the American people really want these tax cuts 
when we are wrestling with the fact that we need to reduce the 
deficits? 

I voted to support the constitutional amendment, which is, I 
guess, the opposite position of this administration, which I support 
strongly. I do think that we ought to have a balanced budget, but 
I don’t think the Republicans with the Contract With America have 
the answer before this committee and this Congress to do that. I 
don’t like the fact that we have to continue to have right at $200 
billion deficits per year. I think we ought to take a closer look and 
not let this committee just think that we know what the American 
people want. If we are all sincere about it, we don’t have to wait 
until the year 2002. We could find ways now. 

The Clinton administration did it in 1993; you reduced those 
huge deficits that the Bush administration left on the American 
people, and we have it under control, and I think we ought to go 
one step beyond that, and we ought to find ways — not to give these 
tax cuts to satisfy, to please certain people in this country who 
make large contributions to political campaigns and win through 
the airwaves of this country the support that they might need. I 
think we ought to get serious about it and we ought to balance this 
budget. 

Mr. Houghton [presiding]. Thank you very much. 

Mr. Zimmer will inquire. 

Mr. Zimmer. Thank you, Mr. Chairman. Ms. Rivlin, I read with 
interest Saturday’s Washington Post, which indicated that you 
were a lonely advocate of more fiscal responsibility and a deficit 
that would decline in absolute dollars rather than only as a per- 
centage of GDP in discussions within the White House. According 
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to the Post, and I don’t believe everything that is printed in the 
Washington Post, but according to the Post it wasn’t until a meet- 
ing 1 week before the December 15 speech by the President on his 
Middle-Class Bill of Rights that the question of deficit reduction 
even came up for serious discussion. 

I commend you for your apparent willingness to go it alone to try 
to convince the President and your colleagues in the administration 
that it is not good enough simply to reduce the deficit in terms of 
a percentage of the GDP. Your defense of that proposition today 
raises a question in my mind as to whether you really believe that 
this is good enough or whether you think it is preferable for the 
President to redeem his campaign pledge at least, and that was to 
reduce by 50 percent the deficit which, according to this article, you 
said would not be achieved with this policy. 

Ms. Rivlin. Well, we are all proud of our record on deficit reduc- 
tion, and if you think about what the deficit would have been by 
now or by 1997 or 1998, it is clear that we are very close to having 
cut it in half. This is certainly the case if you look at the proiec- 
tions of what the deficit would have been without the deficit reduc- 
tion plan of 1993. 

At that time, the projection was that the deficit would be $387.7 
or $388 billion by 1998. Given the track we are on, we will have 
cut that figure in half — 1 year late if the campaign promise was 
supposed to have meant 1997 — but that is still pretty good. We 
have also cut the deficit in half by 1998 as a percentage of GDP. 

However, the President is not saying that he is satisfied with 
these outyear deficits. What he is saying is here is our plan for 
making a further contribution to deficit reduction, but we recognize 
that more is necessary, particularly in the area of cutting health 
care costs. We want to work with the Congress on that. 

Mr. Zimmer. Well, I admire your courage in arguing behind 
closed doors for more fiscal responsibility, and I admire your loy- 
alty to the President in touting the company line, so I wont pursue 
this line of questioning any further. 

But I will pick up on the comment that you made in passing that 
in order to get the deficit to zero, we have got to deal with the 
question of health care costs. The President’s program submitted to 
ConCTess to reform health care in this country actually increased 
the deficit according to the CBO. 

Ms. Rivlin. It did not increase the deficit in the long run. 

Mr. Zimmer. But do you believe — and now the President is talk- 
ing basically about insurance reform. What do you have in mind as 
a way to get a handle on health care costs that will actually get 
our deficit down to zero? 

Ms. Rivlin. That is a conversation we want to have with the 
Congress. I am not sure you can get the deficit to zero by focusing 
on health care alone, but you can certainly make a major contribu- 
tion toward deficit reduction. We did not put proposals in this 
budget for controlling the costs of Medicare and Medicaid because 
we don’t believe in cutting those programs as a way to pay for tax 
cuts. We didn’t want proposed cuts for those programs to be picked 
up and used to pay for tax cuts for the rich. But we do believe that 
we have to talk about serious health care reform that will reduce 
the growth of health care costs for everyone. 
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Mr. Zimmer. Thank you. 

Mr. Houghton. Thank you. 

Mr. Coyne. 

Mr. Coyne. Thank you, Mr. Chairman. 

Dr. Rivlin, one of the big issues that is on the agenda here in 
Washington is welfare reform and certainly a part of the Contract 
With America; and I think the belief is that if you do reform wel- 
fare, you are going to produce ^eat savings in the Federal budget. 
We have been told by some witnesses who have come here, who 
have had experience in welfare reform in their States, Governors 
and others, that if you really want to do welfare reform properly, 
you have to make an investment, and that it is quite possible that 
the investment in training and retraining, job placement, and day 
care may indeed be more expensive than the system we have today. 

Could you comment on that? 

Ms. Rivlin. Yes. I think there is a common agenda in welfare re- 
form upon which everyone is in agreement. We want welfare to be 
a temporary way station for people who are having difficulty mak- 
ing ends meet. We also want to provide training, child care, and 
other services to ensure that people who would otherwise be on 
welfare move to self-sufficiency quickly. You are absolutely right. 
That requires an upfront investment. All of the serious State and 
Federal welfare reform proposals recognize that. 

Other programs can be cut to offset the costs of training, job 
placement, and child care. Although we may save money in the 
long run, initially reforming welfare to get people off the welfare 
rolls and into real jobs requires an investment. 

Mr. Coyne. Thank you. 

Mr. Houghton. Thank you very much. 

Mr. Johnson. 

Mr. Johnson. Thank you, Mr. Chairman. 

Dr. Rivlin, I am reminded of flying airplanes because that is 
what I did for about 29 years, and still do some, and I am sure you 
have; and when you talk about glide path to success on the budget, 
you know you can put an airplane on a glide path, and if you don’t 
correct the glide path enough to make a smooth landing, you are 
going to crash, and I think that is what you have got us aimed at 
is a path to total destruction. 

I wonder what you would tell a pilot if you said, hey, with ref- 
erence to the sky we have changed your glide path, but with ref- 
erence to the CTOund it hasn’t changed at all and you are going to 
crash. Now, what would you tell the average American citizen if he 
said, I just can’t support my debt any longer? I know what you 
would tell him, you would tell him to declare bankruptcy, chapter 
11 or whatever. 

Can I ask you, what would happen if everyone called their notes 
on the U.S. Government? 

Ms. Rivlin. Well, that is not about to happen. 

Mr. Johnson. I am what-iffing you. 

Ms. Rivlin. Some people would gain and some people would lose. 

Mr. Johnson. What would happen to the U.S. Government? 

Ms. Rivlin. Most of these notes are held by other Americans. 

Mr. Johnson. Aren’t there some 13 or 14 percent of them held 
by foreign countries? 
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Ms. Rivlin. Yes, but that is a fairly trivial amount. 

Mr. Johnson. >^at is trivial about 14 percent of our debt? 

Ms. Rivlin. I think if you are worried that foreigners will have 
so little confidence in the U.S. Government that they will refuse to 
hold U.S. Government securities, you are worrying about some- 
thing that at the moment is 

Mr. Johnson. I am what-iffing you. What happens if someone 
does call our notes? 

Ms. Rivlin. I don’t think this is a serious problem. 

Mr. Johnson. I am aiming at the deficit. You keep saying it is 
OK to have an increasing deficit. 

Ms. Rivlin. No, I didn’t say that at all. I said that the signifi- 
cance of the deficit has to be viewed in relation to the economy. We 
have brought the deficit down a lot, but we are not satisfied. We 
need to do more. 

Mr. Johnson. Wouldn’t you agree with me that you cannot start 
to get at the debt until you get the deficit to zero? 

Ms. Rivlin. That is right, and I think that the economy of the 
United States can support the current level of debt and even an in- 
creasing level of debt. But that is not to say that an increasing debt 
is desirable. 

We all ought to be looking at what kind of economy we want to 
have a few years from now. What kind of standard of living do we 
want for Americans? Now, getting the deficit down will help the fu- 
ture standard of living. Reducing the deficit will also help us to in- 
vest in people and enhance our competitiveness in a world econ- 
omy, and that is what really matters; there is a tradeoff between 
how much you want to do that and how much you want to reduce 
the deficit. 

Mr. Johnson. I think we should try to get at the debt. 

Can you tell me — I know in the article that Mr. Zimmer was 
talking about you were arguing, I believe, against tax reduction 
and for more deficit reduction, which is kind of appealing. How- 
ever, the President apparently chose the course of some tax reduc- 
tion, and can I ask you, what is the difference between a child 
under 13 and one over 13, and why is it important to have a tax 
credit for children under 13 but not over 13? 

Ms. Rivlin. We felt that those were the years when families were 
bringing up young children. We are talking here about working 
families. This credit phases out between $60,000 and $75,000, so 
we are not talking about upper income families. We are talking 
about average people — those were the years that 

Mr. Johnson. A guy who makes $80,000 is not average? 

Ms. Rivlin. No, statistically he is not very average. 

Mr. Johnson. He is not an average American? 

Ms. Rivlin. He is quite high. 

Mr. Johnson. Anybody who makes over $65,000 a year is not an 
average American citizen? 

Ms. Rivlin. 'The people who make $80,000 a year are more privi- 
leged than most people. 'They may not think so, but statistically 
they are. 

But you asked what the difference is between a 12-year-old and 
a 13-year-old. Not very much, but you have to draw the line some- 
where, and our view was that this tax cut should be concentrated 
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on working families with kids who are having a hard time making 
ends meet. 

Mr. Johnson. I would suggest that it probably costs more for 
teenagers than it does under age 13. 

I thank you, Mr. Chairman. My time has expired. 

Mr. Houghton. Thanks very much. 

Mr. Collins will inquire. 

Mr. Collins. Thank you, Mr. Chairman. 

Ms. Rivlin, I have a great deal of concern about comparing the 
debt against the gross domestic product. I have concern about the 
an^sis you used of $100,000 debt, whether it is the grocery store 
or GM. My concern is the comparison of government "investment” 
or spending money to how a business invests money. If a business 
invests money unwisely or nonproductively, then they won’t get a 
return to be able to retire that debt. When you go oack and you 
look at the debt that the government has incurred since World War 
II and the fact that we were able to retire that debt after a certain 
period of time, I think you will find a great deal of difference in 
how the government paid off those debts versus how the govern- 
ment operates today. 

Is that not a fair statement? 

Ms. Rivlin. How the government was investing funds? 

Mr. Collins. Yes. 

Ms. Rivlin. Well, government programs have changed over the 
years, but this administration has emphasized shifting money from 
less productive to more productive types of expenditures. By this 
we mean things that will give people more skills in the future, im- 
prove science and technology, and improve our infrastructure. We 
have emphasized those kinds of public expenditures. That does not 
mean private investments aren’t important. That is another reason 
for reducing the deficit, but what the government does makes a dif- 
ference. We can help improve the skills of the work force. That is 
very important to the future of America. 

Mr. Collins. But we have created so many types of programs, 
something like 154 different types of work training programs. We 
have an abundance of things that we have splintered off through 
government “investments” or expenditures that are not productive. 
They are not working, and that is one of the reasons why we are 
considering block grants. 

Ms. Rivlin. You will see that in our budget. It is a common 
theme. 

Mr. Collins. You used the word “partnership” versus “block 
granting.” I have been a small businessman, as have several other 
of our colleagues, for a number of years, and I have had partner- 
ships. I have never had one that succeeded for a long period of 
time, and it worries me to use that word. I have heard some of my- 
side-of-the-aisle colleagues use the word “partnership,” too. 

When we look back at the State governments and the local gov- 
ernments, they are an entirely different entity; they are self- 
incorporated. When we say we are going to be part of a partner- 
ship, we are going to have strings attached, mandates to go along 
with that partnership. Strings mean we are going to control how 
they use those funds and, really, funds that we get from the people 
of those jurisdictions. 
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The “partnership” word bothers me. That is the reason I like the 
block grants without so many strings attached or so many man- 
dates and more and more flexibility. 

You agreed, too, with Mr. Hancock that we could balance the 
budget by the year 2000, but to do so would probably threaten a 
lot of programs that people like. It has been mentioned earlier, too, 
that a lot of those programs improve people’s lives, but is it not 
true that a lot of those programs, too, make it very difficult on 
other people’s lives? I am referring to the Robin Hoodl style of gov- 
ernment we have where we take from some and give to others. 

Ms. Rivlin. Well, I think lots of people differ on what is an im- 
portant government program. The programs this administration 
has emphasized have broad support. For instance, everyone bene- 
fits when, in a program like Head Start, we help children get a bet- 
ter start in lifr and do better in school. That kind of program 
doesn’t hurt anybody. 

Mr. Collins. My point is, in order to help that family with the 
Head Start need, you are going to have to take from another family 
who probably has a need, too, and this will lessen their ability to 
provide for themselves. That is the Robin Hood style of government 
that I am speaking of I think we have created too much of the 
Robin Hood style, although all of us have compassion and want to 
help those who are in need, but we have got to go back and rede- 
fine what is really need. 

Thank you. 

Ms. Rivlin. I think we can aCTee that not all government pro- 
grams are as effective as they ^ould be. However, I think what 
you see in this budget is an attempt to look at what is working, 
what is not working, and make programs that are not working 
more effective. 

Mr. Houghton. Thank you very much. 

Mr. Rangel will inquire. 

Mr. Rangel. Thank you, Mr. Chairman. 

Let me thank you. Doctor, once again for being before this com- 
mittee. I know it sounds like a broken record, but I am going to 
talk about drug control, and I see that there has been an increase 
of $1.3 billion in drug control, and that brings it up to $14.6 billion. 

The thing that has bothered me over the years is that eveiwone 
says, you are right, but no one says what has been done. When 
Dick Darman was in charge of your office, it took me years to get 
him to find out what the Nation was losing in the war against 
drugs. I am going to ask your office, would you be kind enough to 
take the costs — and I am willing to give you the papers that he 
shared with us, because at that time he said when you included 
lost productivity and lost revenues, we lost every year $350 billion. 
Of course, that was years ago. Now we see that there is a con- 
centration on treatment, but when I ask questions about treatment 
it seems that we have the block grants, so none of the Federal offi- 
cials can say that they know what is going on in treatment. 

Having been in the State legislature, I know that the Governors 
normally rely on the members of the assembly and the Senate to 
determine the quality of treatment, but in all of the treatment cen- 
ters 1 have seen that are good, the addicts tell me they are good 
because they always go there, and they use them all, and there 
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never seems to be any job training or job at the end of the treat- 
ment, and they go into these programs illiterate and they come out 
drug free and illiterate; and after they are on the streets and there 
are no jobs and they are depressed, the only friends they some- 
times have are those that are in the drug area. So I have always 
fought for more money for treatment and treatment on demand 
and all of these things, but nobody ever in any administration has 
been able to tell me, what kind of treatment are we talking about? 
Could you? 

Ms. RrVLlN. Well, we have put more money into drug treatment 
programs. We would be happy to talk about exactly what this 
money goes for, what constitutes effective treatment, and how to 
fund those programs that are most effective. But you are quite 
right. Effective treatment programs must be part of a package that 
includes job creation. I think this budget’s emphasis on job cre- 
ation, training, and making the whole system work better for work- 
ers — including ex-addicts — is an important step in that direction. 

Mr. Rangel. Well, Doctor, like I said, the frustration is, everyone 
says I am right, but I don’t think that you have that much control 
over these block grants. 

I mean, we are giving the States flexibility. Everyone wants flexi- 
bility. People closer to the problem have the answers, and they 
don’t have the money really to do the job that would be necessary 
if they have got to educate these people and make them prepared 
for work. But one thing you could do is you could really provide for 
this committee the statistical data as relates to the impact on drug 
addiction, the cost of crime, the cost of the health, and the cost of— 
economists are always able to measure, I don’t know how, the lost 
productivity as we have with these people, 1 million people in jail, 
where 70 percent of them could be working, and they are in jail, 
a number of people in the hospital with drug-related diseases that 
should be working, that would be very important. 

Can your office do that? 

Ms. Rivlin. Yes, we will work with Lee Brown and give you what 
estimates are possible. Obviously, there is no firm number. But we 
all know that the costs of drug-related problems are very large and 
have serious implications for our country. 

Mr. Rangel. But economists have this strange way of doing it all 
the time, so I don’t see what Lee Brown would have to do with it. 
It would seem to me that you would go to HHS and ask how many 
of the cases in this hospital are drug related, and then you would 
go to the criminal justice system and you would ask the Attorney 
General, because Lee Brown is depending on all these other people. 

Ms. Rivlin. That is absolutely right. I suggested that he and I 
work together on this because it is a drug-related matter, and that 
is his job. 

[The following was subsequently received:] 
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COST OF ILLICIT DRUG USE 


flovemment Spending for Drug Control is Substantial 

Federal, State, and local governments spend roughly $25 billion on drug control efforts, or 
$0.50 for every dollar spent by drug consumers in the illicit drug trade. Approximately 63 
percent of the Federal drug control budget is directed to law enforcement programs, with the 
balance directed to treatment and prevention programs. Most State and local government 
spending is directed to the criminal justice system (79 percent), with the balance going for 
education and rehabilitation (21 percent). 

Total federal spending in FY 1994 was $12.1 billion. The request for FY 1996 is $14.6 
billion. A breakdown is found in both the 1995 National Drug Control Strategy and the 
separate Budget Summary. 

The figures for State and local spending come from an Office of National Drug Control 
Policy (ONDCP) report released in December 1993, titled Stale and Local Spending on Drug 
Control Activities: Report from the National Survey of State and Local Governments. 
According to that report, State governments spent $7.45 billion on drug control m 1991 . 

Local governments spent $8.46 billion. 

Another Cost Category Relates to me Economic Costs of Money Spent for Illegal Drugs 

The illicit drug trade is a drain on the U.S. economy. An ONDCP study tilled "What 
American Users Spend on Illicit Drugs" shows the retail value of the illicit drug business in 
1993 totaled $48.7 billion. The bulk of this money goes for cocaine ($30.8 billion). 
Marijuana and heroin make up the rest. In addition to resources wasted on drugs, drug use 
leads to many other costs - welfare for the children of drug users, health care costs, and the 
costs of crimes related to both drug trafficking and drug use. 

Social Cost of Drug Use 

A Brandeis University study endorsed by the ONDCP estimates the total cost of drug use at 
$67 billion annually. Almost 70 percent of this amount is attributable to the costs of crime; 
the remainder reflects medical and death-related costs. In particular, $3.2 billion (4.8%) was 
for medical expenses, $8 billion (11.9%) related to the costs of illness, $3.4 billion (5.1%) 
was related to deaths, and $46 billion (68.8%) fell into the "other related" category (costs of 
crime, incarceration, and loss of productivity). 
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Mr. Rangel. Thank you. 

Mr. Houghton. Thank you. 

Mr. Ensign. 

Mr. Ensign. Thank you, Mr. Chairman. I want to take up a cou- 
ple of the points that have been made earlier and relate it back to 
business, because I do agree somewhat with the arguments about 
the deficit as it relates to GDP and that it is better to have it as 
a lower percentage of GDP than it is. Obviously, the other way 
aroimd, the way it was back in 1992 is a proper direction to move 
toward. If you look at businesses, and the analogy has been made 
that if you look at a business that takes on a certain percentage 
of debt, as long as that percentage of debt can be serviced, the rel- 
ative health of the company is good. 

But also knowing the public markets and knowing how some 
companies, how well their stock does, one of the factors that Wall 
Street looks at is the percentage of debt that they do have on that 
company; and certainly the lower the percentage, which is the di- 
rection that we are going, the better. That means that in general 
a company’s fiscal house is in order. 

I think what we saw a lot in the eighties was companies taking 
on more and more and more debt, but they were growing and so 
it looked OK; but when it comes down — and that is the fear that 
we share now. As we are growing it may be looking pretty good, 
but I think what we need to do is, we need to make the tougher 
cuts. We have got to not only get to a balanced budget, but we have 
got to get to surplus budgets so we can start working on the debt, 
eventually pay off the debt, have a rainy day fund so when you are 
in trouble in a country, when you have a healthy economy, you can 
prepare for those times. 

Your comments? 

Ms. Rivlin. I think I am on record in a past life of having said 
that a surplus, on the average, over the business cycle would prob- 
ably be a good thing for a country such as ours, which has a low 
private savings rate. To say that you are running a surplus in the 
Federal budget means that the Federal Government is reducing its 
debt. Thus, the government is doing its part of saving and redeem- 
ing the debt so that there will be more funds available for private 
investment. As a long-run goal, that is certainly a worthy one. It 
should happen, but it makes a difference how you get there. 

Mr. Ensign. How long should that long-run goal be? Are we talk- 
ing 20, 30, 40 years? 

Ms. Rtvlin. I think it is hard to say. 

Mr. Ensign. The problem I have with that “hard to say” — and 
Secretary Rubin was here the other day, and the old saying about, 
“If you don’t aim at the target, you are sure not to hit it”; all of 
us learn the basics: You need to set goals and target dates, and 
things should be time certain. One of the first things you learn on 
goal setting is, everything should be date and time certain, and if 
you don’t, you will never get to that, and that is what we are say- 
ing and why we have set 2002 as our goal date to get to a balanced 
budget, so that we can work toward those tough choices that we 
need to make to get to that balanced budget. 
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Ms. RrVLIN. Well, the problem is that countries have multiple 
goals, and it doesn’t make sense to sacrifice some important goals 
for others. The whole 

Mr. Ensign. You have to make that choice. You have to make 
touA choices, even a countiy. 

Ms. Rivlin. Can I finish the sentence? 

Mr. Ensign. Yes. 

Ms. Rivlin. You have to make tough choices, but it would not 
make sense to aim so single-mindedly at balancing the budget that 
you forgot why you were trying to achieve balance. You attempt to 
achieve balance in order to get a better economy. But if the way 
you get to balance is by cutting productive government investments 
or throwing the economy into recession by moving the deficit down 
too rapidly, it is self-defeating. 

Mr. Ensign. I think the other thing we have to keep in mind, 
one of the reasons that we are doing it is so we don’t put this bur- 
den on our children and our grandchildren; and that is something 
that we lose focus on sometimes. We have this debt that has been 
put on us and if we do not act responsibly, we are just putting it 
on to future generations to make those tough choices. 

Thank you, Mr. Chairman. 

Ms. Rivlin. Reducing the debt is one thing we can do for our 
children. But we can also make sure our children have good 
schools, get a good education, and also have an economy that will 
support higher wages for them. 

Mr. Houghton. Thank you very much. 

Mr. Christensen will inquire. 

Mr. Christensen. On that note, it is not the role of the Federal 
Government to be involved in local school systems. It is the role of 
the local citizenry and the States; not the role of the Federal Gov- 
ernment. There is where we have a real difference. 

It is not the role of the Federal Government to set a minimum 
wage, and that is why we have a big disagreement with the admin- 
istration. The markets will dictate what the wage should be. 

Right now, for example, in Omaha, Nebr., where I am from, the 
market’s prevailing wage is far above the minimum wage, so I 
guess we would have a real disagreement with that. Earlier, talk- 
ing to Mr. Johnson, you took a swipe and said “tax cuts for the 
ri^.’’ Mrs. Rivlin, I know you didn’t mean to say that. You weren’t 
calling our senior citizens rich, were you? 

Ms. Rivlin. I was referring to the fact that the tax cuts proposed 
in the Contract With America are much more oriented toward aid- 
ing upper income people than those of the Clinton administration. 

Mr. Christensen. So you were calling our senior citizens rich? 

Ms. Rivlin. I don’t remember that we were talking about senior 
citizens. We were talking about two different kinds of tax cuts. 

Mr. Christensen. No, you said “tax cuts for the rich,” and I just 
want to make sure we get you on record that you weren’t calling 
all senior citizens rich. 

Ms. Rivlin. Some senior citizens are rich and many are not. 

Mr. Christensen. Those making above $11,280 would you call 
rich? 

Ms. Rivlin. Some senior citizens making above that amount are 
rich and some are not. 
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Mr. Christensen. I am sure you weren’t calling our working 
moms and dads with children rich, were you? 

Ms. Rivlin. I don’t know what this line of questioning is for. Rich 
people are people with high incomes. 

Mr. Christensen. It was the swipe that you took that I didn’t 
appreciate because of all the various provisions that we have 
looked at. For example, 60 percent of our capital gains tax cut is 
going to go to those people that make $75,000 or less. The tax cut 
that we talked about yesterday and passed in this committee, I am 
sure you weren’t calling self-employed small businessowners rich, 
because the 25-percent health care deduction is going to go to 3 
million of them. 

I appreciate the ranking minority member’s comment earlier 
today about how it is going to be everybody’s responsibility and the 
fact that it wasn’t just President Reagan or President Bush, but it 
was the entire Congress that needs to take responsibility for what 
happened to the debt. 

I want to find out what happened behind closed doors when you 
and the President and the other people on his task force were mak- 
ing decisions on not to seek a balanced budget. What was said? 
Was there ever anything said that, well, let’s let the majority put 
their bill out there; let’s let them do the heavy lifting and make the 
major cuts so that they take the hit. Was there any comment made 
to that area? 

Ms. Rivlin. I am not going to discuss internal discussions that 
took place in the White House. The President likes to listen to all 
the different views. The difficult questions that were being dis- 
cussed were 

Mr. Christensen. Mrs. Rivlin, I am not asking for you to divulge 
any secrets. I just want to know, was there any discussion brought 
up to the fact that let’s try to balance the budget by the year 
2002 

Ms. Rivlin. I said I am not going to talk about internal White 
House discussions. The important thing for us to be focusing on 
today is the tradeoff between reducing the deficit faster and shar- 
ing the benefits of recovery with average families. We believe that 
our budget is a compromise on that tradeoff. It reduces the deficit 
further and emphasizes the need for sharing the benefits of recov- 
ery with average families, both now and in the future. 

Mr. Christensen. I appreciate some of the things that you have 
stood for in the past and the fact that you have been on the cutting 
edge of trying to get the administration to go further, but I have 
to tell you that $200 billion a year deficits, adding $1 trillion to our 
debt, is not an example of being a deficit hawk. I would encourage 
you to continue to prod the administration toward a balanced budg- 
et. 

We have our own problems to get a balanced budget amendment. 
We need your help in this area because the American people want 
to see their government live on a balanced budget, and I truly be- 
lieve that you want to see that, too, and maybe your hands are 
tied. I would like to know what is going on, though, behind closed 
doors and who they are setting up to take the fall. 
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Ms. Rivlin. Well, we would like to see how those who favor both 
getting to balance by the year 2002 and offering much larger tax 
cuts are going to pay for it. 

Mr. Houghton. Thank you very much. 

Mr. Levin. 

Mr. Levin. Hello, Dr. Rivlin. You were kind of pushed on some 
of your statements. Just so the record is clear, Mr. Christensen, I 
think Dr. Rivlin was referring to a Treasury study of all the tax 
proposals in the Contract, and I would like to just read to you the 
Treasury analysis, Mr. Christensen. 

Mr. Christensen. What is that? 

Mr. Levin. I will just put them in the record. I just wanted to 
read to you the Treasury analysis of the Contract proposals be- 
cause you implied that Dr. Rivlin’s facts were wrong; 27.3 percent 
would go to families with income over $200,000 and more, 24.8 per- 
cent to families $100,000 to $200,000, and 23.7 percent to families 
$75,000 to $100,000; so that means 52 percent would go to people 
$100,000 or more, and if you add those $75,000 and more, that is 
the upper quintile, that would be about 70 percent. 

Mr. Christensen. Would the gentleman yield? 

Mr. Levin. Sure. 

Mr. Christensen. My comment was that for the last 3 weeks we 
have heard a lot of class warfare talk and we have heard about tax 
cuts for the so-called wealthy. Being a new member on this com- 
mittee, I just wanted to make sure that some of the areas that I 
outlined here were not her description of tax cuts for the rich. 

Mr. Levin. But two things; To point out an income distribution 
isn’t class warfare. Is income distribution irrelevant? 

Mr. Christensen. For the last several months we have heard 
nothing but demagoguery on the part of a few members about how 
it is terrible and it is rotten and it is evil for people to be successful 
in life and to create jobs and to earn a better living, and I guess 
it just gets a little tiring on our side to hear that. 

Mr. Levin. That isn’t my position. I don’t think it is the posi- 
tion — 

Ms. Rivlin. It is certainly not my position. 

Mr. Levin. I will ask Dr. Rivlin her attitude about growth, but 
I don’t think it is irrelevant to look at a distribution table. 

Mr. PoRTMAN. Will the gentleman yield for a moment? 

Mr. Levin. Yes. 

Mr. PoRTMAN. I believe what Mr. Christensen was referring to — 
and I believe the record will support this — in response to a ques- 
tion from Mr. Johnson, I think Dr. Rivlin said that the administra- 
tion didn’t want to use Medicare savings to support tax cuts for the 
rich. I guess my only comment to that would be that the adminis- 
tration made a much broader decision, which was not to support 
it for deficit reduction generally, much less for tax cuts for any- 
body. I think that was the context — I believe. 

Mr. Levin. No, but what Dr. Rivlin — I will give her a chance to 
speak herself— is saying is that they don’t want Medicare cuts 
going for tax proposals that primarily benefit upper income fami- 
lies. 
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Mr. PORTMAN. If the gentleman would yield. Of course you are 
describing the administration’s tax proposals in that way because 
that would have been the offset in its budget, of course. 

Mr. Levin. But it isn’t. I mean, Dr. Rivlin, there is a tax cut pro- 
posal in the President’s proposal, right, aimed at middle-income 
families? 

Ms. RrvLiN. Yes. 

Mr. Levin. Is it paid for by Medicare savings? 

Ms. Rivlin. No, it isn’t. 

I was really making two simple points. One is that our tax cut 
is much more limited than the tax cut proposed in the Contract 
With America. The administration’s tax cut focuses more on aver- 
age families and on encouraging education and training; we did not 
put Medicare cuts in our budget, and we did not pay for our tax 
cut by Medicare cuts. We don’t think that is a good thing to do. 

Mr. Levin. Let me just ask you, it will take you more than 30 
seconds, but the deficit does stay — I am going to ask you, I think, 
a somewhat tough question — at kind of a stationary level; not in 
terms of GDP, it goes down. Give us a 1-minute or a 30-second an- 
swer, if the chair will indulge, in why it is worthwhile to take the 
$60 to $70 billion in tax cuts and apply them to tax cuts for 
middle-income families instead of reducing the deficit over 5 years. 

Ms. Rivlin. Well, one of our goals is raising living standards for 
average people. Now, bringing tne deficit down helps to do that be- 
cause it fosters investment generally, but there are other ways of 
raising living standards. Our proposals to change the Tax Code to 
give some immediate relief to working families with young children 
and to foster investment in the education and training of people so 
they have better jobs and higher wages in the future provides an- 
other means for raising living standards. We believe that our tax 
deduction for education and many of the spending programs that 
are in the budget, especially the GI bill for American workers, 
would all help to achieve our goal of improving living standards for 
average people. 

Mr. Levin. Thank you. 

Thank you for the indulgence of the Chair. Thank you. 

Mr. Houghton. Thank you. 

Ms. Dunn will inquire. 

Ms. Dunn. Thank you very much, Mr. Chairman, and Dr. Rivlin, 
welcome to this panel. I would like to take advantage of your back- 
ground to ask you a couple of questions, the first one being very, 
very general; and the second one, far more specific to my part of 
the country, which is the Northwest. 

I am as worried as everybody is about the size of the interest 
payment on our debt. During a campaign I ran a couple of years 
ago, I got questions from folks about why we couldn’t add to the 
budget a payment on the principal of the national debt. Could you 
talk to me a bit about that, the pluses, the minuses, why, why not, 
the general thinking? 

Ms. Rivlin. Well, the debt is simply the sum total of government 
borrowings. As many people have pointed out here today, while the 
government still runs a deficit, it is still borrowing additional 
money which causes the debt to ctow. The first step in reducing 
the debt, therefore, is to get the deficit to zero. If you establish a 
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fund now to reduce the debt, while the government is still borrow- 
ing money, it would essentially be meaningless. The debt will grow 
as long as there is a deficit. 

Now, as I pointed out, the seriousness of the debt problem de- 
pends on whether the economy is growing. If the economy is grow- 
ing faster than the debt is growing, it is a much less serious prob- 
lem. 

Ms. Dunn. Thank you. 

The second question, I am interested in your thinking on the 
Bonneville Power Administration mentioned in the budget. You 
suggest turning it over to a government corporation. There has 
been talk about privatizing the BPA. Those of us in the Northwest 
are very concerned about that talk because we believe that it re- 
sults in false revenue estimates, something like $7 billion that we 
can’t count on because we can’t count on a Buyer for the Bonneville 
Power Administration; and the President in his budget has said 
that it should be turned into a government corporation. 

Could you give me the background on that? 

Ms. Rivlin. Yes. We are not proposing privatizing Bonneville for 
the reasons to which you allude. While Bonneville has heavy debt, 
we think it would run more efficiently as a government corpora- 
tion. It is not a massive change and I think it would allow Bonne- 
ville to do some things more effectively. The change to a govern- 
ment corporation also would not increase rates for customers. 

We are proposing gradual privatization of some other power mar- 
keting authorities, but not Bonneville. 

Ms. Dunn. I had thought that it would increase the rates in a 
minor way, but not the way that privatization would; but the rea- 
son it would increase the rates is because we would be refinancing 
the long-term debt from the 3-plus percent that it was originally 
funded under to 6.7 percent, and also making a $100 million down- 
payment in order to — a premium that would allow us to go through 
that refinancing. Is that what 

Ms. Rivlin. Well, if I may, I would like to give you a more de- 
tailed answer on Bonneville for the record or subsequent to the 
hearing. 

Ms. Dunn. Thank you. 

Thank vou, Mr. Chairman. 

[The following was subsequently received:] 



148 


May 25. 1995 


Answer to Congresswoman Dunn’s Question on Bonneville Power 

In his fiscal 1996 budget, the President recommended that the Bonneville Power 
Administration (BPA) be changed into a wholly-owned Government corporation so that it can 
operate in a more business-like way. 

Currently, BPA is subject to many Department of Energy, General Services 
Administration, Office of Personnel Management and other agency requirements that, BPA 
says, impedes its operational efficiency. BPA believes that, free from many of these 
requirements, it will have the autonomy and flexibility to operate more efficiently and at 
lower costs. BPA and the Energy Department estimate that this change could save $15 to 
$20 million annually. 

The Administration's support for any government corporation proposal is dependent 
on its review of the draft BPA legislation. This review is now under way. 

As I indicated in my testimony, this change should not involve any additional cost to 
BPA ratepayers. Indeed, the objective is to allow BPA to operate more efficiently so it can 
lower ratepayers’ costs. 

With respect to refinancing BPA’s existing appropriation debt, the Administration 
proposed such legislation last year and endorsed it this year. 

You mentioned that last year's 'refinancing* legislation would have required BPA to 
pay $100 million above the net present value of BPA current tqrpropriation debt repayment 
requirements. This was deemed the minimum equitable consideration due the Treasury in 
return for the Treasury’s allowing BPA to "lock in* below-cost Treasury financing that BPA 
and its customers enjoy. This Treasury financing subsidy costs taxpayers more than $300 
million every year. Most of it results from the difference between the extremely low interest 
rates that BPA used on its appropriation debt and the Treasury’s much higher cost of 
borrowing at the time BPA borrowed the funds. 
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Mr. Houghton. Thank you. 

Mr. English. 

Mr. English. Thank you. 

Dr. Rivlin, I want to briefly revisit something that I think Mr. 
Johnson touched on in his questioning and perhaps was not in a 
position to amplify on, and again I don’t want to intrude into any 
administration council fires, but I would like to get an explanation 
from a public policy standpoint of why the administration chose to 
limit its child tax credit specifically to families with children under 
13, because I have been puzzling through what the distinction is 
between providing this credit for younger children as opposed to 
teenagers, and I haven’t been able to come up with a meaningful 
public policy way of distinguishing those families. No. 1. 

No. 2, I believe that the costs are substantially larger for teen- 
agers — I know that was my parents’ expert finding with me — and 
so I wonder if you could give us what the rationale of the adminis- 
tration was, apart from revenue. I understand there is always a 
need to shape a proposal to resemble the revenue available, but 
apart from the revenue, is there a solid reason for targeting the tax 
credit this way? 

Ms. RrvLlN. Well, it was really a way of targeting the tax credit 
at younger families who are just getting started. Teenagers are 
very expensive. Mrs. Clinton actually pointed that out, as she is 
the mother of a teenager. Nobody is saying that it is cheaper to 
have a 16-year-old than an 11-year-old. It is not. But the effort was 
to target young families struggling to get started. It was our feeling 
that a focus on young families with younger children at income lev- 
els that made it difficult to make ends meet was the most effective 
way to target the tax credit. 

Mr. English. OK. So ultimately this was at least partially reve- 
nue driven, given the fact that you had a certain amount of money, 
but this was a better way of targeting the available revenue; is 
that fair to say? 

Ms. RrvLlN. That is right. 

Mr. English. OK 

On a second point, with regard to the design of your tuition and 
training tax deduction, did you look at the possibility of providing 
a limited targeted tax credit as an alternative, and would the ad- 
ministration be receptive to that kind of an approach? 

Ms. Rivlin. We talked about the possibility of doing a credit 
rather than a deduction and would be happy to talk about it fur- 
ther. The point is to get money to people who want to invest in 
themselves and their education. 

Mr. English. Another question I had had to do with testimony 
before our Social Security Subcommittee by Dr. Shirley Chater, the 
Commissioner, who argued that the Clinton administration would 
be receptive to the idea of raising the earnings limitation on Social 
Security, but only to what she described as a moderate amount, an 
increase of $1,000 per year for 5 years. 

Now, raising the income threshold from $11,000 to about $17,000 
seems to me to be a very modest proposal. Would the administra- 
tion — mven the fact that we can, I suspect, address the revenue 
side of the equation, be receptive to a more substantial raising of 
the threshold as the Contract proposes? 
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Ms. RrvLIN. We are very wary of raising the threshold too much 
because it costs a lot of revenue and it doesn’t necessarily 

Mr. English. In the short term, but in the long term there is a 
recapture. 

Ms. Rivlin. There is some recapture in the long term, but it cer- 
tainly costs revenue in the near term. The notion of Social Security 
was that it was to be for people who are retired. The amount of 
money you are earning determines whether you are retired. 

Mr. English. So we have a philosophical disagreement on that 
probably? 

Ms. Rivlin. We may have. 

Mr. English. Thank you very much for your testimony. 

Ms. Rivlin. Thank you. 

Mr. Houghton. Thank you. 

Mr. Payne. 

Mr. Payne. Thank you very much, Mr. Chairman. 

Dr. Rivlin, thank you very much. I suppose I may be the last or 
almost the last person who will question you today. 

I first wanted to comment on what Ms. Dunn said earlier in her 
concern about Bonneville. My folks are concerned about SEPA, the 
Southeastern Power Administration, but rather than get into that 
here, I would rather work with the administration as we move for- 
ward to try to better understand that proposal and to make sure 
that it is one that is both fair and equitable for the taxpayers as 
well as the customers. 

Ms. Rivlin. As well as the ratepayers. We very much agree with 
that. 

Mr. Payne. Thank you. I am one of the people who supported the 
balanced budget amendment. I am very interested in seeing us get 
on a glide path where we can, in fact, by the year 2002, find our 
way to no budget deficit. 

I am concerned, though, in this committee, the discussions that 
we have had thus far this year have centered around the Contract 
With America, and both the Joint Tax Committee and the Treasury 
have suggested that if we implement all of the tax provisions that 
are being put forth, we will add to the deficit some $200 billion 
over 5 years or $700 billion over 10 years; and the budget that is 
being submitted bv the administration, as I understand it, would 
have for the middle-income tax cut other savings provisions, some 
$63 billion in potential increase in the deficit. 

Ms. Rivlin. The tax cut will cost that much, right. 

Mr. Payne. Now, that proposal versus the Contract With Amer- 
ica, as I understand it, which would cost comparably $200 billion, 
means that the difference, or $137 billion, would have to be found 
in savings and various cuts over the 5-year period just for us to 
stay exactly where the administration’s budget is now before we 
begin any kind of deficit reduction. Is that an accurate depiction? 

Ms. Rivlin. If the majority comes up with only enough offsets to 
pay for their tax cuts, then they will have a budget that does not 
reduce the deficit at all. 

Mr. Payne. I think that there are many of us who see many of 
these items in the Contract With America as desirable, but are 
very concerned about the cost and are looking at the deficit reduc- 
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tion as being extremely important and something that we need to 
address ourselves to first. 

Let me move very quickly, since I have a limited amount of time, 
to something that I am trying to understand better. In the Presi- 
dent’s budget, HCFA has looked at the baseline for our government 
health care programs. As I understand it, the Medicare baseline 
has been reduced from 11.9 to 9.9 percent growth rate, Medicaid 
has been reduced from 13.7 to 8.2 percent in terms of the growth 
rate; and yesterday Secretary Rubin said that what all this meant 
was that in terms of the 5-year budget that we had actually saved 
some $212 billion, or had potentially reduced the deficit by that 
amount as a result in the change of the baseline that had been set 
forth by HCFA. 

I have several questions. No. 1, is this driven to some extent by 
the private sector reductions that we have learned about? No. 2, is 
it driven to some extent by the move to HMOs or policy driven? No. 
3, might we expect further reductions in that baseline over a 5-year 
period given the course that we are on now? 

Ms. RrvLlN. You are right, for government the baseline health 
care programs have come down. We did that to reflect what the ac- 
tuaries told us about their extrapolation of the recent changes, that 
health care costs will grow less rapidly. But the costs are still 
growing rapidly. Nine percent is still a very rapid rate of growth. 

There are several reasons for the change in the growth rate of 
health care costs. In Medicare, the growth rate has slowed pri- 
marily because hospital costs are not growing as rapidly. The slow- 
down in the growth of hospital costs reflects, in part, lower general 
inflation and, in part, greater efficiencies in the private sector. 

Medicare’s slower rate of growth does not have much to do with 
HMOs, however, because HMOs do not play a big role in Medicare. 

With Medicaid, the change in the growth rate is due, in part, to 
the Federal Government having closed down the devices that the 
States were using to load more Medicaid expenses on the Federal 
Government. Everybody is struggling with these costs, and the 
States had been using various devices to load more of the costs on 
the Federal Government. The changes in the law enabled us to stop 
much of that from happening. 

Mr. Payne. Are we now on a track where HCFA is likely in the 
next 5 years to come back, relook at this, and say that the rate of 
growth is even lower than what we are on now? 

Ms. RrVLIN. I don’t think we know the answer to that. We could 
hope that many of the changes that are going on in the private sec- 
tor would be reflected, in part, in the government costs. I do think, 
however, that we need to look at Medicaid and Medicare in the 
context of overall health care reform and see if we can ensure a 
lower rate of growth in the future. 

Mr. Payne. Thank you very much. 

Mr. Houghton. Thank you. 

Mr. Portman. 

Mr. Portman. I thank the chairman. Dr. Rivlin, thank you for 
your willingness to stick it out here; your stamina is impressive. 
I think I am the last questioner you have to deal with. 

I want to put a plug in quickly for unfunded mandate reform. 
Sally I^tzen, a senior member of your staff, has been working with 
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us closely on the conference; and I would hope the administration 
would support a meaningful proposal coming out of the conference. 

The House bill, as you may know, was passed with an over- 
whelming majority; I think two-thirds of the Democrats in the end 
supported it. We would have liked to have had your support on 
that legislation and on the amendments, and we understand you 
are generally supportive. We hope to have the strongest bill pos- 
sible coming out of conference a^r a 360-to-70 vote in the House 
of Representatives. Again, Ms. Katzen is to be commended for her 
work and interest in this. 

Ms. Rivlin. I am glad to hear this, and the administration is 
supportive of the unfunded mandates legislation. 

Mr. PORTMAN. I am pleased to hear that. I would say, just in 
general, in listening to not only testimony but the questions and 
answers today, my largest concern is of course that the administra- 
tion has not aggressively approached the deficit with this budget. 

I looked at your objectives even before you came here today — and 
you have repeated them many times, including recently with Mr. 
Payne, that a better standard of living for the future — ^higher 
wages, those objectives are of course entirely consistent with ag- 
gressive deficit reduction as you have in a former life emphasized. 

You talked about the problem you found in 1993, I think your 
quote was something like the use of the Nation’s savings to finance 
the debt and the deficit led to a crisis situation that you came into 
in 1993. Again, I would say that both your objectives, as so stated 
in the budget and your analysis of 1993, would lead to very aggres- 
sive deficit reduction. I just don’t see it here. 

Two things in particular concern me about that. One is, this was 
your last chance. This was the last administration budget that you 
would have full control over, conceivably; and second, as the vice 
chairman of the committee, Mr. Gibbons has pointed out, this is 
the time to do it. We have relatively good economic times. 

You talked about the recession after the 1990 budget deal and 
the impact that had on revenues and, therefore, the increase in the 
deficit. Well, now we have just the opposite situation. I hoped that 
the administration would have been far more aggressive in ap- 
proaching the deficit. We talked about specifically your response 
being that as a percentage of the GDP, the deficit is not increasing. 
One figure I haven’t heard yet, and I just wonder if you could an- 
swer quickly, is what is the percentage of GDP that the debt would 
represent over the next 5 years? 

Ms. Rivlin. While somebody is getting me that, let me comment 
on some of your other points. 

I don’t think this budget is our last chance or your last chance 
for deficit reduction. We will be working with the Congress not only 
on the budget, but on other items which are important to bringing 
the deficit down. One of those items is health care. We have put 
together a budget which contains aggressive cuts in discretionary 
spending. They don’t get much attention up here, but we believe 
we have taken drastic steps to come up with proposals that would 
give us a leaner and more effective government. The deficit-reduc- 
ing measures in this budget certainly move toward that direction. 
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Mr. PORTMAN. My question specifically would be, what does the 
debt — as a percentage of GDP, does that percentage fi^re also de- 
cline over the next 5 years and through the 10-year cycle? 

Ms. Rivlin. It stays about even. 

Mr. PoRTMAN. About even. You said in response to your question- 
ing with Mr. Ford that both the deficit and the debt were being re- 
duced over time as a percentage of GDP. So I think that is a sig- 
nificant figure. It is one that a lot of members have focused on, but 
we haven’t heard the specific numbers. It is, I think, over 

Ms. RrvLIN. It is approximately flat. 

Mr. PoRTMAN. OK. After the 5 years you have about $70 billion 
per year in addition to the roughly $200 billion per year in debt 
service, of course. 

Mr. Ensign. Would the gentleman yield? 

Mr. PoRTMAN. If the chair will indulge. 

Mr. Ensign. Just real quickly, you may want to check with Sec- 
retary Rubin. He said the other day that it would also decrease. 

Ms. Rivlin. Well, logically it must, so I want to look at these fig- 
ures. If the deficit is not rising as fast as the GDP, the debt must 
not be, either. 

Mr. PoRTMAN. It would depend on whether GDP increases over 
$1 trillion in the next 5 years. It seems to me that would be the 
key. 

Will the chair indulge one more specific question? 

Mr. Houghton. Sure. You bet. 

Mr. PORTMAN. i^ain in that context, I just wanted to ask you 
briefly on the Medicare front, that is a program under the jurisdic- 
tion of this committee, one we will be grappling with. I have looked 
at your testimony, you have talked about the rapid CTOwth — you 
have talked about the fact that Medicare and Medicaid will double 
in the next 8 years from 3.4 percent of GDP to almost 5 percent 
in 10 years. Those two together are 40 percent of the increase in 
total outlays in the next 5 years. 

Can you tell me what Medicare alone is as a percentage of the 
increase in the deficit over the next 5 years? 

Ms. Rivlin. I can certainly supply that figure for the record. But 
Medicare and Medicaid together are really the only items in the 
budget that are increasing rapidly. Medicare accounts for a signifi- 
cant increase in any future growth of spending. 

Mr. PoRTMAN. A substantial majority of that is Medicare, of 
course, in the next 5 years? 

Ms. Rivlin. Right. 

Mr. PORTMAN. The absolute figures for the next 5 years for Medi- 
care spending alone are roughly $1.2 trillion? 

Ms. Rivlin. We can supply that figure very easily. 

Mr. PoRTMAN. I think that figure, $1.2 trillion was something 
that came up in the Budget Committee testimony in absolute 
terms. It is over 9 percent per year increase in Medicare, and I 
would just say again, if you are going to get agCTessive about defi- 
cit reduction, which I know you believe in and you have been a 
champion for in the past, not touching Medicare, it seems to me, 
is not a responsible approach. 

You made the point again with Mr. Johnson that you didn’t be- 
lieve that there should be any reform of Medicare. We are not talk- 
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ing about cuts, remember, we are talking about reducing cost in- 
creases. You said that there shouldn’t be any reforms of Medicare 
because we don’t use Medicare to offset tax cuts — I think you said 
“for the rich,” but even tax cuts, I think, are not intellectually hon- 
est. Certainly you could have had Medicare reform in here and had 
the other savings that you mentioned in the discretionary account 
for your tax reform measures. I would hope that the administration 
would be going to work with us not in the long term on health care 
reform, but in the short term on deficit reduction because it is such 
a huge part of the deficit problem. You are more familiar with that 
probably than anyone in this town, and I would have hoped that 
you could have come up with some specific ideas — whether it is 
means testing, whether it is increasing copayments, whether it is 
more HMOs, more managed care, whether it is just larger systemic 
change in the Medicare system, which clearly is out of control in 
terms of the 9-percent-per-year cost increases. 

So my final point — Mr. Chairman, I appreciate the indulgence — 
is just to say that I hope that you wouldn’t put that off until some 
possible health care debate in the future which may be very limited 
to insurance reform. 

Ms. RrvLiN. We don’t want to put it off. We do want to look at 
Medicare and Medicaid in the context of reforming the whole 
health care system. We did that last year. But Confess didn’t ex- 
actly like what we did. We believe, however, that reforming Medic- 
aid and Medicare has to be done with a view toward reforming the 
whole health care system. If we just reform Medicare and Medic- 
aid, by cutting the proCTams and passing the costs on to the pri- 
vate sector, that won’t do anybody any good. 

Mr. PoRTMAN. Well, I would disagree with that. I think the cost 
shifting involved in cutting reimbursements is one way to approach 
it. That is how you chose to approach it last year. There are lots 
of other more creative ways to do so, and again I think even when 
you talk to the administration about health care reform, people 
seem to be focused on the insurance reforms. There is nothing at 
all inconsistent with systemic change in the Medicare program, 
which again is under this concern, and I would hope that we could 
work together on that. 

Thank you, Mr. Chairman. 

Mr. Houghton. Thank you, and thank you. Dr. Rivlin. You are 
a distinguished public servant. We thank you for your time. The 
committee will be in recess until 1 p.m. 

Ms. Rivlin. Thank you, Mr. Chairman. 

[Whereupon, at 12:04 p.m., the committee recessed, to reconvene 
at 1 p.m. the same day.] 

[Recess.] 

Chairman Archer. This afternoon I believe we will complete our 
testimony on the President’s budget and, looking at the number of 
the people in the room, apparently people have Tost interest in the 
budget that has been submitted by the President. I am delighted 
to have you before our committee, and I think all of us realize this 
could be your final appearance before the committee. 

We are particularly aware of that and also aware of the really 
fine service that you have given your country over the years, par- 
ticularly through that most difficult exercise of all, the health care 
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revisions last year. CBO has continued to serve Congress in their 
new roles and I feel certain that whatever your new role is, we will 
be hearing from you again. 

So with CTeat respect, welcome to the committee and we will be 
pleased to hear your testimony. As usual, anything you want to tell 
us verbally, go right ahead. If you have got something in writing 
that is longer, that will be submitted in full for the record. 

STATEMENT OF ROBERT D. REISCHAUER, PH.D., DIRECTOR, 
CONGRESSIONAL BUDGET OFFICE 

Mr. Reischauer. Thank you very much, Mr. Chairman. 

I think this is my last testimony before a congressional commit- 
tee as the Director of the Congressional Budget Office, and it is fit- 
ting in a way to appear with this committee that I have worked 
with very closely over the last 6 years. I hope to continue to have 
a close relationship with you when I am in the outside world. 

I appreciate the opportunity to appear before you here this after- 
noon. With your permission, I will submit my prepared testimony 
for the record. 

I will briefly compare CBO’s latest views of the committee and 
the budget proposal of the administration and then I am going to 
describe to you the challenges involved in balancing the budget by 
the year 2002, which could be required if the Constitution is 
amended along the lines that were called for in the Joint Resolu- 
tion that was adopted by the House on January 26. 

With respect to the economy, CBO expects the strong growth 
that we experienced through 1994 to continue only slightly abated 
in the first half of this current year. Because the economy is oper- 
ating at close to its potential, that growth is going to increase infla- 
tionary pressures a bit. But as a result of the monetary tightening 
that tne Federal Reserve has engaged in over the last year, and 
any further monetary restraint that might be imposed, we believe 
that the economy will begin to slow down in the second half of 1995 
and slow further in 1996. 

On a fourth-quarter over fourth-quarter basis, real economic 
growth was 4 percent in 1994, and CBO expects growth to slow to 
2.5 percent this year and then to 1.9 percent in 1996. The adminis- 
tration expects growth this year to be marginally slower than CBO 
does, but it expects gp-owth in 1996 to be at about 2.5 percent or 
0.6 of a percentage point faster than is projected in the CBO fore- 
cast. 

Over the longer run, and by that I mean from 1997 through the 
year 2000, the administration projects that the economy will grow 
at 2.5 percent a year in real terms. That is about 0.2 of a percent- 
age point faster than we had built into our economic projections. 
CBO expects the unemployment rate to average about 5.5 percent 
during the current year, 1995, and then to edge up a bit to 5.7 per- 
cent in 1996 as the economy begins to slow down. 

The administration expects the unemployment rate to be at 
about 5.8 percent this year. In other words, a little bit higher than 
we do, and also following the path that we had suggested to tick 
up another 0.1 of a percentage point in 1996. The estimates of the 
unemployment rate that we have built into our forecast and that 
the administration has built into its forecast are all above the CBO 



156 


estimate of 6 percent of the rate of unemployment that is compat- 
ible with nonaccelerating inflation. 

In other words, we think the economy is operating a little bit 
above capacity and that will generate additional inflationary pres- 
sures. 

Chairman Archer. Bob, if I may interject right there, do you 
mean the unemployment rate is actually going to be lower rather 
than higher than the 6-percent unemplojonent? 

Mr. I&:ISCHAUER. CBO’s estimate of the unemployment rate that 
is compatible with inflation not beginning to increase is about 6 
percent. Economists will disagree on that. Since we are projecting 
that the unemployment rate this year will be only around 5.5 per- 
cent, next year will go up to 5.7 percent. That means inflationary 
pressures 

Chairman Archer. What I wanted to clear up, I think you used 
the adjective “higher,” and I think really it will be lower; will it 
not? 

Mr. Reischauer. I am sorry, the unemployment rate will be 
lower than this nonaccelerating rate. 

Chairman Archer. Thank you. 

Mr. Reischauer. I am sorry if I misspoke. 

Although inflation has been quite subdued over the past 2 years, 
it has been perking along at about 2.8 percent, CBO expects that 
the CPI will pick up modestly to 3.2 percent this year and then to 
3.4 percent in 1996 as a result of the low unemployment rates that 
we were discussing. The administration expects the CPI to rise in 
1995 at about the same rate that the Congressional Budget Office 
expects, but thereafter its inflation outlook is a bit more optimistic. 

By the end of the decade, the administration has the CPI grow- 
ing at 0.3 of a percentage point slower each year than does the 
Congressional Budget Office. Both CBO and the administration ex- 
pect interest rates to rise this year and then fall a bit in 1996 as 
the economy slows. CBO expects higher short-term rates but lower 
long-term rates than the administration does. 

Over the 1997-2000 period, the administration expects somewhat 
higher interest rates and lower unemployment rates than does 
CBO. Both the CBO and administration forecasts imply that the 
Federal Reserve’s effort to restrain the economy will slow it down 
without causing a recession. Other outcomes are possible. 

This is a very uncertain business. If the economy overshoots its 
potential by a wider margin than CBO expects, the Federal Re- 
serve could take more drastic action that could presage a recession 
next year or in the following year. Alternatively, the rise that we 
have already experienced in interest rates could have been suffi- 
cient to slow the economy down, so we could have a very slow econ- 
onw over the next few years. 

Our forecast is really a compromise between these two different 
outlooks. With respect to the budget outlook, CBO expects the defi- 
cit in the current fiscal year to fall to $176 billion or 2.5 percent 
of GDP, gross domestic product, in dollar terms. That is going to 
be the lowest deficit we have experienced since 1989. In terms of 
a percent of GDP, it will be the lowest figure we have experienced 
since 1979; in other words, a full 16 years. 
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If further policies are not adopted to reduce the deficit, the 3 con- 
secutive years of declining deficits that we have enjoyed will come 
to an end and the deficit will begin to rise in 1996. The mounting 
deficits will be fueled primarily by increases in Medicare and Med- 
icaid, which we expect to grow by about 10 percent a year; CBO 
projects that all spending other than that for Medicare and Medic- 
aid will grow at only about half that rate. 

By 2005, the deficit is projected to reach $421 billion or 3.6 per- 
cent of GDP if one assumes that discretionary spending is adjusted 
for inflation after the discretionary caps expire in 1998. The admin- 
istration is more sanguine about the baseline budget outlook; that 
is, the budget outlook that will occur under a continuation of cur- 
rent policies rather than under the tax and spending changes that 
have been recommended in the President’s budget. 

For the current fiscal year, the administration expects the base- 
line deficit to be $17 billion higher than does CBO, $193 versus 
$176 billion. However, it expects the baseline deficit to be lower 
than CBO’s estimates by growing amounts over the 1996-2000 pe- 
riod. In fact, the administration’s estimate for the deficits under a 
continuation of current policy is some $55 billion below CBO’s esti- 
mates by the year 2000. All told, the administration expects base- 
line deficits over the 1996-2000 period to be $112 billion lower 
than does CBO. 

The administration projects that baseline discretionary spending 
will be about $36 billion higher during the next 5 years than does 
CBO. The difference arises primarily because the administration 
has used a different method to adjust the discretionary spending 
caps for unanticipated inflation, and in the questions I can pursue 
that issue if you have any interest in that. 

During the 1996-2000 period, the administration expects over 
$70 billion more in baseline revenues than does CBO. The dif- 
ference is largely attributable to the administration’s higher projec- 
tions of nominal GDP. The administration’s estimates for Medicare 
and Medicaid spending over the 1996-2000 period are about $70 
billion less than CBO’s estimates. The administration expects these 
programs to grow at a rate of about 1 percentage point slower than 
does CBO. 

The comparisons I have been discussing relate to the budget out- 
look imder a continuation of current policies, and, Mr. Chairman, 
CBO will be analyzing the policy proposals that the President has 
put forward and will be issuing a report to the Congress some time 
in early March. 

Let me turn to the last issue. 

Chairman Archer. Bob, can I ask you to suspend? I am sorry 
to do this. I only have a little time to get over and vote. With your 
indulgence, I am going to vote and the first Republican that comes 
back will continue the hearing until I can get back. 

Mr. Reischauer. Fine. 

[Recess.] 

Mr. Christensen [presiding]. Mr. Reischauer, you want to con- 
tinue? This might be the only time I get to do this. 

Mr. Reischauer. Let me say, Mr. Chairman, 

Mr. Christensen. About 30 years from now, maybe? 
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Mr. Reischauer. I think whoever sits in the seat is Mr. Chair- 
man. 

Let me turn now to the last question that I said I would talk 
about, which is what it would take to balance the budget by the 
year 2002. What would be required if the constitutional amend- 
ment passes and is approved by three-quarters of the States? Ac- 
cording to CBO’s projections, some combination of spending cuts, 
tax increases, and reduced debt service that total $322 billion in 
the year 2002 would be needed to eliminate the deficit in that year. 
There are many possible paths to that objective, one of which I 
have laid out on the last page of my prepared statement. 

In that particular path we have first frozen discretionary spend- 
ing through the year 2002 at the level of the 1998 cap. That action, 
together with the resulting debt service effects, would produce $89 
billion of the $322 billion in savings that is needed to balance the 
budget by 2002. 

If we were to pursue that policy, the buying power of the discre- 
tionary appropriations in 2002 would be about 20 percent less than 
it is in 1995. The illustrative path toward a balanced budget next 
assumes further savings from policy changes, the pattern of which 
is similar to that of the mandatory program savings that were con- 
tained in the reconciliation bills of 1990 and 1993. If these savings 
were achieved entirely out of entitlement and other mandatory pro- 
grams, but we exempted Social Security, they would represent 
about a 20-percent reduction from the current policy levels for 
those programs. 

The responsibility for making those types of cuts, of course, 
would fall largely to this committee. Looking over the period from 
1996-2002, the savings in the CBO illustrative path that result di- 
rectly from policy changes total more than $1 trillion and the asso- 
ciated debt service savings amount to about $175 billion, but this 
picture probably overstates the severity of the policy-related cuts 
that would be needed to balance the budget. 

If the necessary policies were enacted into law soon and financial 
markets were convinced that policymakers would stay the course, 
CBO expects that interest rates would fall below those that are 
contained in its forecast. This would increase the debt service sav- 
ings and reduce the amount of savings needed from policy changes. 

If interest rates were to fall by as much as 1 percentage point 
below the levels that are assumed in the CBO forecast for the year 
2002 — and this, I think, is a plausible order of mamitude of the 
possible reduction in interest rates — the amount of savings that 
would be needed from policy changes over the 7-year period to bal- 
ance the budget would be almost $140 billion less than the $1,035 
trillion that are shown in the last table of my handout. 

Lest I sound too negative, let me remind you that there are sig- 
nificant, long-run economic benefits to be gained from reducing the 
deficit. Productivity would increase. Living standards would rise. 

We would be less dependent on foreigners for future investment 
funding and our debt-to-GDP ratio would begin to decline. But the 
road to a balanced budget will be one we have never traveled be- 
fore. It would involve sustained fiscal restraint that would average 
about 0.4 of a percentage point of GDP each year and that would 
have a contractionary effect on the economy. 
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To some degree, that contractionary impact would be offset by 
lower interest rates that would result from the reduction in Federal 
credit demands and some possible monetary easing by the Federal 
Reserve. It would also be offset by stronger exports that would be 
brought on by reduced exchange rates. Nevertheless, there could be 
a few bumps along the road that I have laid out. 

Let me conclude by noting that the magnitude of the discre- 
tionary and mandatory cuts contained in the illustrative path to a 
balanced budget are large but they are not unattainable. Their size 
could be reduced, of course, if tax increases were considered as part 
of the equation. 

If taxes are reduced, on the other hand, deeper spending cuts 
will be required. These are the issues that this committee will play 
a major role in deciding and they will determine the future course 
of our fiscal policy. 

With that, let me conclude. I will be happy to answer any ques- 
tions that members of the committee might have. 

[The prepared statement and attachments follow:] 
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STATEMENT OF ROBERT D. REISCHAUER 
DIRECTOR, CONGRESSIONAL BUDGET OFFICE 

Chairman Archer, Congressman Gibbons, and Members of the Committee, I am 
pleased to be with you this afternoon to review the state of the economy and the 
budget Last week, the Congressional Budget Office (CBO) published The Economic 
and Budget Outlook: Fiscal Years 1996-2000, which describes our current views in 
considerable detail. My testimony summarizes that report It also briefly compares 
CBO's outlook with the economic forecast and budget projections in the President's 
budget released earlier this week. 

No fundamental change in the economic or budget situation has occurred since 
CBO published The Economic and Budget OutlocA: An Update in August 1994. The 
economy may be a bit more robust in 1995 than had been anticipated at that time, but 
a likely slowdown in growth in 1996 leaves the long-term economic outlook little 
different from last summer's. CBO expects thM the high levels of business investment 
and purchases of durable goods that spurred the economy to a 4,0 percent real rate 
of growth in 1994 will continue into the first part of 1995 Because the economy is 
already operating close to its potential (the level of gross domestic product, or GDP, 
consistent with a stable rate of inflation), that growth is expected to result in 
somewhat hi^er rates of irtflalion and interest. In turn, those higher interest rates are 
likely to slow grov/th by the end of 1995— cutting it to 2 5 percent in 1995 and 1 .9 
percent in 1996 and dampening inflationary pressures In CBO's longer-term 
projections, average annual growth after 1996 is close to the 2 4 percent rate of 
growth estimated for potential GDP. over the 1997-2000 period covered by those 
projections, inflation averages 3 4 percent and interest rales drift down 

CBO projects that the deficit will decline from the $203 billion registered in 
1994 to $176 billion in 1995, the lowest level since 1989 and the lowest as a 
percentage of GDP (2 5 percent) since 1979 After reaching a trough in 1995, the 
deficit will rise to $207 billion in 1996 (2 8 percent of GDP), grow again in 1 997, and 
then level off in 1998 Those projectior.j assume no change in current policies 
governing taxes and mandatory spending, they also assume compliance with the limits 
on discretionary appropriations that are in place through 1 998 Under the assumption 
that spending for discretionary programs increases at the rate of inflation after 1998, 
deficits will grow to $284 billion (3 I percent ofGDP) in 2000. the last year of CBO's 
regular projections Under an alternative baseline that assumes that discretionary' 
spending remains frozen at the dollar level of the 1998 caps, deficits increase only to 
$243 billion in 2000 

CBO's extended projections for 2001 through 2005, which are less detailed 
than those through 2000, show deficits continuing to mount in dollar terms through 
2005 if discretionary spending Is adjusted for inflation after 1998 (see Figure 1 at the 
end of this statement) Deficits also grow as a percentage of GDP --10 3 6 percent in 
2005 There is no reason to believe that this trend will be reversed m the years after 
that, indeed, the growth in the deficit is likely 10 accelerate in the second decade of 
the 2 1 si century as large numbers of baby boomers become eligible for Social Security 
and Medicare benefits Extended baseline projections that assume that discretionary 
spending is frozen at the 1998 level show deficits that are nearly constant from 2000 
through 2005. As a percentage of GDP, the deficit in that baseline shrinks from 2 7 
percent in 1998 to 2 I percent in 2005 

Uigher-than-anticipated interest payments and lower revenues, which are only 
partially offset by lower spending for medical care programs, have pushed up CBO's 
deficit projections for fiscal years 1995 through 1999 from last August's estimates by 
an average of almost $25 billion a year. After 2002, however, the deficits in the new 
extended projections are a little lower than the deficits projected in August 

The Administration's economic assumptions are not dramatically different 
from CBO's, but its baseline deficit projections for fiscal years 1995 through 2000 
(generally based on the assumption that current laws and policies are unchanged) are 
almost $100 billion lower than those of CBO It will take several weeks to analyze 
the President's budget thoroughly, but a quick assessment suggests that seemingly 
small differences in economic assumptions are likely to account for a significant 



161 


amount of the discrepancy between CBO's and the Administration's baseline deficit 
estimates. Divergent estimates of discretionary spending and expenditures for 
Medicare and Medicaid also contribute to the difference in deficit projections. 

The Congress is considering a constitutional amendment, which could go into 
effect as early as 2002. requiring a balanced budget. CBO currently projects a deficit 
of S322 billion for that year (assuming that discretionary spending is adjusted for 
inflation after 1998). which is only $3 billion more than the amount estimated last 
August. To illustrate the magnitude of the task facing those who would have to enact 
policies to comply with the balanced budget requirement. CBO has constructed an 
illustrative path leading to a balanced budget in 2002 that entails deficit reduction of 
$1.2 trillion over the 1996-2002 period. Ma’or changes in current policies would be 
required to achieve deficit reduction on that scale. 


THE ECONOMIC OUTLOOK 


CBO forecasts that the strong economic growth that the nation experienced 
throughout 1994 will continue into the first part of I99S Because the economy is 
operating close to its potential, that growth will increase inflationary pressures and is 
likely to trigger additional efforts by the Federal Reserve Board to rein in the 
economy with higher short-term interest rates. In the CBO forecast, the resulting 
moderate slowdown at the end of 199S and during 1996 will gradually bring GDP 
back in line with potential output without seriously disrupting the economy. Even 
with somewhat higher short-term growth and the slowdown in 1996, the current 
economic projections for 1997 through 1999 are little different from those CBO made 
last August. 


The Forecast for 1995 and 1996 

The robust growth that the U.S. economy experienced in 1994 is likely to continue 
through the first part of 1995 but will fade by the end of the year The 4 0 percent 
increase in real output (on a fourth-quarter-to-fourth-quarter basis) and llie creation 
of over 3 million new jobs in 1994 were achieved without an increase in inflation, but 
that performance is not likely to be repeated in 1995 (see Table 1). Because the 
economy is already operating close to its potential, it cannot persistently expand faster 
than the growth of potential output— estimated at 2 4 percent a year by CBO— without 
triggering modestly higher inflation. 

The Federal Reserve, which is determined to avoid any significant increase in 
inflation, raised the federal funds rate by 250 basis points (2 5 percentage points) in 
1994 and boosted it an additional 50 basis points last week CBO forecasts that 
90-day Treasury bill rates will average6.2 percent in 1995"Up from 3 2 percent in the 
first quarter of 1 994 Rates for 1 0-year Treasury notes are expected to increase more 
modestly. The high rates of business investment and personal consumption of durable 
goods that drove the economy forward in 1994 apparently have not yet declined and 
will keep growth strong in the first part of 1995. However, by 1996, the cumulative 
effect of past and future hikes in interest rates should begin to bring the economy back 
in line with potential output As a result, CBO expects that growth of real GDP will 
slow to 1.9 percent in 1996. 

Unemployment will remain low in 1995— it is forecast to average 5 5 percent, 
compared with 6.1 percent in 1994— but will climb to 5.7 percent in 1996 Even at 
1996's slightly higher level, unemployment will be below CBO's estimate of 6 0 
percent for the nonaccelerating inflation rate of unemployment (NAIRU). A sustained 
unemployment rate below the NAIRU indicates a future increase in wage inflation 
With unemployment below the NAIRU and GDP exceeding potential output, inflation 
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is expected to rise in 1995 and 1996. Because the economy has not become too 
overheated and is expected to cool down later this year, the forecast upswing in the 
consumer price index for all urban consumers (CPl-U) is modest—from 2 7 percent 
in 1994 to 3.2 percent in 1995 and 3.4 percent in 1996 (sec Table 1). 

CBO's forecast assumes that the recent and anticipated future increases in 
short-term interest rates engineered by the Federal Reserve will restrain the economy 
to an appropriate degree. If the continuing strong growth that CBO foresees in early 
1 995 does not take place-if the economy has already started to cool off— the expected 
additional monetary tightening will slow growth sooner and more sharply than 
anticipated. Alternatively, if the economy proves stronger and more resistant than 
expected to the anticipated increases in interest rates and it surges well above 
potential output, the Federal Reserve will probably respond with even higher interest 
rates to combat the risk of inflation That stronger-than-expecled growth and the 
Federal Reserve's response to it could usher in a cycle of boom and bust for the 
economy. 

Some economists argue that potential output may be greater than CBO 
estimates, in which case the economy could grow at its current rate for some time 
without triggering higher inflation The Federal Reserve, however, is unlikely to 
allow such growth unless the evidence for a shift in potential output is more 
compelling than it currently Is 

The Administration foresees somewhat slower real growth during 1 995 than 
does CBO, but does not forecast as much of a slowdown in 1996. Compared with 
CBO's forecast, the Administration assumes the consumer price index lises more 
rapidly in 1995 and more slowly in 1996; the implicit GDP deflator rises faster in both 
years Interest rates on three-month Treasury bills are lower in the Administration's 
forecast, but rates on lO-year Treasury notes are higher The Administration’s 
unemployment rate is higher in both 1995 and 1996 


Projections for 1997 Through 2000 

CBO attempts to forecast the cyclical fluctuations in the economy only for the next 
two years. Beyond 1996, its projections are based on trends in flindamentnl factors 
that determine the potential growth of the economy, including growth in the labor 
force, productivity, and national saving 

CBO's projections follow a path that has the gap between GDP and potential 
GDP reaching its historical average level—with GDP 0.6 percent below potential— at 
the end of the projection period in 2000. Because CBO estimates that the level of 
GDP will exceed potential output in 1996, the average annual real growth projected 
for 1997 through 2000 is slightly below the estimated 2.4 percent rate of growth of 
potential output (see Table 2) Unemployment is expected to increase slightly to 6.0 
percent, the estimated level of the NAIRU Projected consumer price increases are 
assumed to average 3 4 percent a year over the period, with projected interest rates 
declining from the levels associated with efforts to slow the economy in 1995 and 
1996. 


The Administration also assumes that real growth will average 2 5 percent a 
year in 1997 through 2000 It assumes that over that period the consumer price index 
will grow more slowly-less than 3 2 percent a year— than CBO projects, but that the 
implicit GDP deflator will increase at an average rate of 3 0 percent a year, higher 
than the 2 8 percent average annual increase projected by CBO. The Administration 
assumes a lower rate of unemployment in 1997 through 2000 but higher short- and 
long-term interest rates 
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THE BUDGET OUTLOOK 


Although CBO now projects that the deficits for fiscal years 1995 through 1 999 will 
be almost $25 billion a year higher, on average, than it anticipated last August, the 
fundamental budget outlook is not very different from the one CBO projected then. 
Moreover, there has been no substantial change in CBO's deficit projections since its 
report in September 1993, which for the first lime reflected the more than $400 billion 
in deficit reduction enacted in the Omnibus Budget Reconciliation Act of 1993 (see 
Figure 2). The deficit is still expected to fall in 1995 to its lowest level since 
1989--and its lowest point as a percentage of GDP since 1979. As was also the case 
in August, the deficit is projected to begin rising again in 1996. CBO's extended 
budget projections show that trend continuing through 2005 if spending for 
discretionary programs increases at the rate of inflation after 1998. After 2002, 
currently projected deficits are slightly lower than the deficits forecast in August 


The Outlook for the Deficit 


Since 1992's record-high shortfall of $290 billion, the deficit has declined to $255 
billion (4.0 percent of GDP) in 1993 and $203 billion (3 I percent of GDP) in 1994 
(Although a record in dollar terms, the 1992 deficit as a percentage of GDP was far 
short— at 4.9 percent— of even a postwar record.) CBO projects that the deficit will 
decline for a third straight year to $176 billion (2 5 percent of GDP) in 1995 (see 
Table 3) That gratifying trend is expected to end next year, however, wiili the deficit 
climbing under current laws to $207 billion (2.8 percent of GDP) in 1996 and $224 
billion (2 9 percent of GDP) in 1997 before leveling off in 1998 

The standardized-employment deficit, which is an estimate of the deficit that 
would occur if the economy was operating at its potential, is of interest because it is 
a measure of the fiscal posture of the federal budget without the cyclical eftecis of the 
economy. When the economy is operating below potential, the deficit SNsells as a 
result of reductions in revenues and increased spending for programs sucli as 
unemployment insurance. When the economy is operating above potential. ie\.enues 
are increased and spending is lower. Because in CBO's forecast the economy will be 
operating close to potential throughout the 1995-2000 period, the projected 
standardized-employment deficits differ little from the projected total deficits Despite 
that, a look at the standardized-employment deficit as a percentage of potential GDP 
is still illuminating. That measure varies only slightly from year to year during the 
1 994- 1 998 period, which makes it clear that (he fiscal stance of the budget clianges 
hardly at all during that time. 

CBO's baseline projections for inndatory .spending programs and taxes 
represent the outlays and revenues that will result if no changes are made in ilie laws 
governing those parts of the budget. The projections for discrelionar\ spending 
(spending controlled by annual appropriations) assume compliance with the 
discretionary spending limits for 1996 through 1998 established for general-purpose 
appropriations in the Balanced Budget and Emergency Deficit Control Act of 1985 
and for specific anticrime appropnations in tiie Violent Crime Control and Law 
Enforcement Act of 1994 Because no level of discretionary spending is set by law 
for the years affer 1998, CBO makes two different projections of the deficit for 1999 
and later years In one projection, discretionary spending grows at the rate of 
inflation; the purchasing power of (he appropriations is thus held constant at the 1998 
level In the other, discretionary spending is frozen at the 1998 dollar level 

In the baseline projections with discretionary spending adjusted for inllation 
after 1998. the deficit resumes its upward path after the pause in 1998 By 2000, the 
last year of CBO's regular projections, the deficit of $284 billion is almost back to the 
record level of 1992 (although at 3 I percent, it is well below tlie 1992 deficit as a 
percentage of GDP) CBO's extended projections show deficits that continue to climb 
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after 2000, reaching $421 billion (3 6 percent of GDP) in 2005. The mounting 
deficits continue to be fueled primarily by increases in Medicaid and Medicare, even 
though projected costs for those programs are somewhat lower than CBO had 
estimated last August. All spending other than that for Medicaid and Medicare is 
projected to grow at an average rate of about 5 percent a year between 1998 and 
2005, slightly slower than the rise in revenues. Projected spending for the two big 
federal health programs, however, increase* at an average rate of almost 10 percent 
a year after 1998. 

In the baseline projections without inflation adjustments for discretionary 
spending after 1 998, deficits level off at around $240 billion a year from 1 999 through 
2005. (The projected deficit of $242 billion for 2005 is equal to 2. 1 percent of GDP ) 
Freezing discretionary appropriations at the 1998 dollar level through 2005 would 
result in funding for discretionary programs in 2005 that had about 27 percent less 
purchasing power than the 1995 appropriations If total discretionary spending was 
frozen at the nominal 1998 level but defense spending was preserved at the 1995 
funding level adjusted for inflation, the money available for all other discretionary 
programs in 2005 would have less than half the purchasing power of the 1995 
appropriations for those programs. 

All mandatory spending is the same in both baselines, except ihai interest 
payments reflect the lower deficits and debt in the version that does not adjust 
discretionary spending for inflation after 1998. 

The Administration's baseline deficits are almost $100 billion less over the 
1995-2000 period than the deficits in CBO's baseline with discretionary inflation after 
1998 (see Table 4) The 1995 deficit is $17 billion higher than CBO projects, but in 
every other year the Administration’s estimate is lower— in fact, by as much as $55 
billion in 2000. The Administration's baseline concept is similar to CBO's, but 
difterences between the Administration's and CBO's method of adjusting the 
discretionary caps for inflation account for the Administration’s projection ot baseline 
discretionary spending that is as much as $9 billion higher than CBO's in 1998. The 
Administration projects that revenues under current law will be more than $60 billion 
higher than CBO estimates in 1995 through 2000 A significant part of that dillbrence 
is the result of the higlier levels of nominal GDP projected by the Administmiion The 
Administration also projects outlays for Medicare and Medicaid that are around $70 
billion lower than CBO estimates for 1995 through 2000. CBO’s detailed analysis of 
the President's budget, which should be available In March, will provide a much more 
thorough explanation of the differences between the Administration's and CBO’s 
projections than we can give now based on our initial look at the budget. 

According to the Administration, the policies proposed in the President's 
budget would reduce the deficits over the 1995-2000 period by about $S0 billion, 
with $136 billion in spending cuts more than on'selting a $56 billion reduction In 
revenues CBO's analysis of the President's budget will include CBO's estimate of the 
effects of the policies proposed by the Administration. However, wc aic not yet able 
even to hazard a guess about whether our estimate will be significantly dilVei ent from 
the Administration's 


Changes in th e Projections 

The deficits that CRO currently projects for 1995 through 1999 are almosi $25 billion 
a year higher, on average, than those projected last August (see Table 5) ^■ct despite 
those increases, there has been no fundamental change in the deficit outlook In fact, 
by 2003. the deficits in CBO's current extended projections are slightly lower than the 
deficits CBO projected in August 
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Legislation enacted since then has had very little effect on the deficit outlook. 
The two most significant laws were an act making major changes in the federal crop 
insurance program in hopes of avoiding future ad hoc disaster assistance to farmers 
and an act implementing the Uruguay Round of the General Agreement on Tariffs and 
Trade (GATT). The crop insurance legislation increased estimates of the deficit by 
almost $1 billion a year. Because CBO's baseline projections were made on the basis 
of current law, they did not include any spending that might result from the enactment 
of future ad hoc disaster bills. Therefore, reducing the likelihood of such legislation 
did not produce savings that could offset the higher spending for crop insurance. The 
GATT implementing legislation added almost $3 billion to deficits over the 1995- 
1999 period because losses in revenues from lower tariffs were not completely offset 
by other revenue increases and spending cuts. 

Changes in the economic forecast since Au^st have had a greater effect on 
deficit projections than has legislation. Economic changes have pushed down 
projected revenues by $9 billion in 1996 and $8 billion in 1997, largely because of 
lower wage and salary income than had been forecast in August More significantly, 
the higher interest rates in the new forecast have driven up projected federal interest 
payments by more than $15 billion a year, on average, in 1996 through 1999. 

Taken altogether, technical reestimates—those changes that cannot be 
attributed to legislation or revisions in the economic forecast-have had little impact 
on projections of the deficit. But looking only at the total effect masks some 
significant changes Projected Medicaid spending is lower in every year-by as much 
as $ 1 3 billion in 1 999--than was estimated in August, reflecting actual 1 994 outlays 
that were lower than expected and evidence that the rapid growth in that program has 
slowed Medicare expenditures are down only slightly over the 1 995- 1 999 period, 
but CBO's extended forecasts have significantly lower spending for Medicare as well 
as Medicaid in the years after 2000 The Medicaid reductions in 1 995 through 2000, 
however, are more than offset by technical reestimates that bring down projected 
revenues to reflect smaller-than-anticipated tax collections in 1994 and increased 
spending for a variety of programs other than Medicare and Medicaid 


ILLUSTRATIVE PATH TO A BALANCED BUDGE! 


A constitutional amendment requiring a balanced federal budget will be considered 
during the early days of the 104th Congress If the Congress adopts such an 
amendment this year and three-quarters of the state legislatures ratify it over the next 
few years, the requirement could apply to the budget for fiscal year 2002 If the 
budget is to be balanced by 2002, it is important that the Congress and the President 
begin immediately to put into effect policies that will achieve that goal According to 
CBO’s latest projections of a baseline that adjusts discretionary spending for inflation 
after 1998, some combination of spending cuts and lax increases totaling $322 billion 
in 2002 would be needed to eliminate the deficit in that year. The amounts of deficit 
reduction called for in the years preceding 2002 depend on both the exact policies 
adopted and when the process is begun 

For illustrative purposes. CBO has laid out one of many possible paths to a 
balanced budget in 2002 (see Table 6). Starling from a baseline that assumes that 
discretionary spending is adjusted for inflation after 1998, that path fir.sl shows the 
savings that would be achieved by freezing discretionary spending through 2002 at 
the dollar level of the 1998 cap Such a freeze, along with the resulting debt-service 
effects, would produce $89 billion of the required savings of $322 billion in 2002 
Under the freeze policy, the buying power of total discretionary appropriations in 
2002 would be approximately 20 percent less than in 1995 

CBO also built into its illustrative path a possible course of savings from 
further policy changes The amounts of those savings are not based on the adoption 



166 


of any particular set of policies; they do assume, however, that policy changes are 
phased in between 1996 and 1999 in a pattern that is similar to the changes in 
mandatory spending enacted in the last two major efforts at deficit reduction in 1990 
and 1993. After 1999, the assumed savings increase at the baseline rate of growth for 
entitlement and other mandatory spending, excluding Social Security-implying that 
the cuts implemented in earlier years have a permanent effect but no additional policy 
changes have been made. If those savings were achieved entirely out of entitlement 
and other mandatory programs (excluding Social Security), they would represent 
about a 20 percent reduction from current^policy levels for those programs 

Over the entire 1996-2002 period, the savings in CBO's illustrative path that 
result directly from policy changes total more than $1 trillion (in relation to a baseline 
that adjusts discretionary spending for inflation after 1998) When the resulting 
savings in debt-service payments are included, the total exceeds $1.2 trillion. As 
noted, this path and the resulting SI. 2 trillion in savings are illustrative only; the actual 
amount of cumulative deficit reduction over the 1996-2002 period will depend on the 
timing and exact nature of the policies enacted to achieve balance in 2002. 

The required savings from policy changes would be smaller and the 
debt-service savings greater if, as CBO anticipates, ongoing deficit reduction efforts 
over this period result in lower interest rates CBO believes that by 2000. interest 
rates could be as much as I percentage point lower than it currently forecasts if 
spending cuts and tax increases that would lead to a balanced budget have been 
enacted and the financial markets are convinced that policymakers will maintain those 
policies. CBO estimates that such a drop in interest rates would lower projected 
federal interest payments-and the amount of savings from policy changes needed to 
balance the budget -by almost $140 billion over the 1996-2002 period 


CONCLUSION 


CBO's most recent economic and budget projections underscore the challenge facing 
policymakers who may have to enact the spending cuts or tax increases needed to 
balance the budget by 2002. Although the long-term budget outlook is no worse now 
than it was last August, the new projections emphasise that the deficit can be 
eliminated only through major changes in current policies 
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Figure 1. 

Comparison of CBO Deficit Projections With and Without Discretionary Inflation After 1998 (By fiscal year) 
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SOURCE' Congressional Budgst Office. 

NOTE Caps on discretionary spending are set by law through 1998 Measures of the deficit "with discretionary inflation’ assume that 
discretionary spending grows at the rate of inflation after 1996 Measures of the deficit ’without discretionary inflation’ assume that 
discretionary spending remains frozen in doltar terms at the level of the 1996 caps 


Figure 2. 

Comparison of CBO Deficit Projections (By fiscai year) 
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NOTE The projections assume that discretionary spending rises with inflation after the caps expire in 1998 
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Table 1. 

Comparison of Forecasts for 1995 and 1996 


Actual Forecast 



1993 

1994 

1995 

1996 


Fourth Quarter to Fourth Quarter 
(Percentage change) 



Nominal GDP 

CBO 

50 

63 

5.3 

4.7 

Administration 

5.0 

63 

5.4 

5.5 

Blue Chip 

5.0 

6.3 

5.7 

6.4 

Real GDP* 

CBO 

31 

40 

2 5 

1.9 

Administration 

3 1 

4.0 

24 

2 5 

Blue Chip 

31 

40 

2.5 

22 

Implicit GDP Deflator 

CBO 

1 8 

2 3 

2 8 

2 8 

Administration 

1 8 

23 

2 9 

2 9 

Blue Chip 

1 8 

2 3 

3 1 

32 

Consumer Price Index'' 

CBO 

2 7 

2 7 

3 2 

34 

Administration 

2 7 

2 7 

3 3 

32 

Blue Chip 

2 7 

2 7 

3 5 

3 5 


Calendar Year Averages 
^Percent) 


Civilian Unemploymeni Rate 


CBO 

60 

6 1 

5 5 

5 7 

AdfTiinisfiation 

68 

6 1 

5 8 

59 

Blue Chip 

68 

6 1 

56 

5 7 

Three-Month Treasury Bill Rate 

CBO 

30 

4 2 

6 2 

5 7 

Administration 

30 

4 2 

5 9 

5 5 

Blue Chip 

30 

4 2 

6 2 

6 1 

Ten-Year Treasury Note Rate 

CBO 

59 

7 1 

7 7 

7 0 

Administration 

59 

7 1 

7 9 

7 3 

Blue Chip' 

59 

7 1 

7 9 

7 6 


SOURCES Congi«»sionai Budget Office. Office of Management and Budget. The 6i>d9f»f of t/ie Umtrd SMfPs Govem-nenr Fiscal Ve.ir t996, 
Egged Economic Enterprises. Inc , Bfite Chip Economic inccMcrs (January lO t99?). Department of Commerce. Bureau of 
Economic Analysis 

NOTE The 0/ue Chip forecasts ate based on a survey of 50 private forecasters 
a Rased on constant 1987 dollars 

b The consumer price indes for all urban consumers (CPI-U) 

c Blue Chip does not project a lO-yeat note rale The values shown lieic for tlie tO year note rate are based on the Bhio Chip projections 
of the Aaa bond rale, adjusted by CBO to reflect the estimated spread between Aaa bc'ds and lO year Treasury notes 
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Table 2. 

The Economic Forecast and Projections (By calendar year) 



Actual 

Forecast 


Proiected 



1994 

1995 

1996 

1997 

1998 

1999 

2000 

Nominal GDP 
(Billions of dollars) 

6,737 

7.127 

7.456 

7.847 

8,256 

8.680 

9,128 

Real GDP (Billions of 

1987 dollars) 

5,342 

5,505 

5,602 

5,736 

5,870 

6.004 

6,141 

Real GDP 

(Percentage change) 

4.0 

3 1 

1 8 

24 

2 3 

2 3 

2 3 

Implicit GDP Deflator 
(Percentage change) 

7 1 

26 

2 B 

2 8 

2 8 

2.8 

2 8 

CPI-U (Percentage change)* 

26 

3 1 

34 

34 

3 4 

3 4 

34 

Unemployment Rale 
(Percent) 

6 1 

55 

6 7 

58 

5 9 

6,0 

60 

Three-Month Treasury 

Bill Rate (Percent) 

4 2 

62 

5 7 

5 3 

5 1 

5 1 

5 1 

Ten-Year Treasury 

Note Rate (Percent) 

7 1 

7 7 

70 

6 7 

6 7 

6 7 

6 7 


SOURCE Conqiessional fludgri Office 


a CPI U is Ifie consu"'?' p^ce 'tide* fcr on mban cor>suntei$ 


Table 3. 

CBO Deficit Projections (By fiscal year) 


1994 1995 1996 1997 1998 1999 2000 


In Bllllone of Dollars 


Baseline Total Deficit 


With discretionary inflation after 1996 

203 

176 

207 

224 

222 

253 

284 

Without discretionary inflation after 1996 

203 

176 

207 

224 

222 

234 

243 

Standardized-Employment Deficit* 

With discretionary inflation after 1998 

187 

200 

216 

223 

221 

247 

273 

Without disaelionary Inflation after 1996 

187 200 

As a Percentage 

216 

of GDP 

223 

221 

228 

233 

Baseline Total Deficit 

With discretionary inflalion after 1998 

3 1 

2 5 

28 

2 9 

2.7 

3 0 

3 1 

Without discretionary inflation after 1998 

3 1 

2 5 

2 8 

2 9 

2 7 

2 7 

2 7 

Standardized- F: inployrnenl Deficit'’ 

With discretionary inflation after 1998 

20 

20 

29 

2 9 

2 7 

2 9 

30 

Without discrelionaiy inflalion after 1998 

28 

28 

29 

2 9 

2 7 

2 G 

2 6 


SOURCE Congiessional Biidgel Office 

NOTE Caps on dtsC'Pl'Ona'y spending nre se! bv faw tb'ougb t*)98 Measu'es of ti>e defied 'vyitb discietiona'y inflalinn" assume IhjI 
discrehonaty spending grows at iPe rale of inflation after 1998 Measures of tire deficit without discrelionaiy inflation" assume that 
discreliona'y spending remains frozen in dollar terms 3l the levef Of the 1998 caps 

a Excludes the cyclical deficit and srer^dinq for deposit insurance 

b Shnwn as a percentage of pofenlial gross dcmestrc product 
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Table 4. 

CBO and Administration Budget Projections (By fiscal year, in billions of dollars) 



1995 

1936 

1997 

1998 

1999 

2000 

CBO's Baseline with Discretionary 

Inflation After 1998* 

Revenues 

1,355 

1.418 

1.475 

1.546 

1.618 

1,697 

Outlays 

1.531 

1.625 

1.699 

1.769 

1.872 

1.981 

Deficit 

176 

207 

224 

222 

253 

284 

Difference from CBO's Baseline 

Revenues 

-9 

1 

7 

13 

20 

31 

Outlays 

_9 


1 

_i! 



Deficit 

17 

-6 

-6 

-13 

-32 

•55 

Administration's Budget Baseline* 

Revenues 

1.346 

1.418 

1,482 

1.560 

1.638 

1,729 

Outlays 

1.539 

1 620 

1.700 

1 769 

1.860 

1 958 

Deficit 

193 

201 

218 

209 

221 

229 

Difference from Administration's 

Budget Baseline 

Revenges 

b 

3 

•10 

• 11 

-14 

-18 

Outlays 

_b 

...-7 

-15 

-:2i 

JR 

-53 

Deficit 

b 

-4 

-5 

•13 

-24 

-35 

Admimslralion’s Budget Policy 

Revenues 

1.346 

1.415 

1.472 

1,549 

1,625 

1,711 

Outlays 

1 539 

1612 

1.685 

1 745 

U22 

1 905 

Deficit 

193 

197 

213 

196 

197 

194 


SOURCES Cotig^essionai Budgel OWic« 0«ice of M#nag«»tneni and Bndg«f. Tne Budget ot Vii Uo'fotf Sfmes Fisc.i/ Vpar J996 
a Atftumei disortttonary sounding eonipiiai with capt throvigh >990 and grows at thp <aip of inflation after 1998 


b Less than $500 million. 
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Table 5. 

Changes In CBO Deficit Projections (By fiscal year. In billions of dollars) 





1995 

1996 

1997 

1998 

1999 

August 19d4 Baseline Total Deficit 

with Discretionary Inflation After 1996 

162 

176 

193 

197 

231 

Changes 

Policy changes 

2 

2 

2 

3 

3 

Economic assumptions 

Revenues* 

2 

9 

8 

3 

b 

Net Interest 

6 

16 

17 

15 

15 

Other outlays 


_£! 

_i 

_a 

_2 

Subtotal 

10 

25 

27 

20 

17 

Technical reestimates 

Revenues* 

6 

5 

6 

9 

11 

Deposit insurance' 

1 

3 

b 

b 

1 

Medicaid and Medicare 

-7 

-6 

8 

-11 

-15 

Net interest' 

b 

1 

b 

b 

1 

Other outlays 

_b 

_5 

4 

_3 

_5 

Subtotal 

1 

5 

2 

2 

2 

Total 

n 

31 

31 

26 

22 

January t995 Baseline Total Deticii 

with Discretionary Inflalion After 1998 

176 

207 

224 

222 

253 


SOURCE Ccngressional Budget OMice 

NOTE CaD« on disnet'onafy ^oending ate set by la* intough tggg Measures oi the detict with d'screiionafy inflation' assume that 
discteiionaiy spending gio*s at the 'ate ot inflation aHe' 1998 

a Revenue reductions are show>^ *iih a positive sign because they mcease me deficit 

b Less than iSOO million 


c Excludes changes m interest paid by deposit insurance agencies to the Treasury These interest payments are inirabudgetary and do not 
affect (he deficit 
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Tible 6. 

Illustrative Deficit Reduction Path (By fiscal year, in billions of dollars) 


1995 

1996 

1997 

199B 

1999 

2000 

2001 

2002 

1996- 

2002 

CBO January Baseline 

Deficit with Discretionary 

Inflation After 1998 

176 

207 

224 

222 

253 

284 

297 

322 

n.a. 

Freeze Discretionary 

Outlays After 1998 

Discretionary reduction 

Debt service 

0 

0 

_Q 

0 

_C, 

0 

_0 

-19 

-1 

-38 

_:2 

-58 

-78 

Jim 

-193 

Total Deficit Reduction 

0 

0 

0 

0 

-19 

-40 

-63 

-89 

-212 

CBO January Baseline 

Deficit Without Discretionary 

Inflation After 1998 

176 

207 

224 

222 

234 

243 

234 

234 

n a 

Additional Deficit Reduction 

Policy changes* 

Debt service 

0 

_0 

-32 

• 1 

■65 

-97 

• 145 

-156 

-168 

-40 

-180 

•54 

-843 

•156 

Total Deficit Reduction 

0 

-33 

-69 

-106 

■163 

• 184 

•208 

•234 

-998 

Resulting Deficit 

176 

174 

155 

116 

71 

59 

26 

b 

n.a 

Total Change from Baseline 

Deficit with Discretionary 

Inflation After 1993 

Policy changes 

Debt service 

0 

_0 

■32 

•65 

.4 

■97 

•164 

■19 

■194 

■225 

•46 

-259 

-64 

-1,035 
• 175 

Total Deficit Reduction 

0 

■33 

■69 

■106 

■182 

-225 

■271 

-322 

■1,210 

SOURCE' Congiesstonai Budget Office 










NOTES' Caps on discretionary spending are set by law thiough 1998 Measures of ir>e deficit "with oiscreiionaty mfiaiion" assunie that 
discretionary spending grows at the rate of inflation after 1998. Measures of the deficit "without discretionary inflation" assume that 
discretionary spending remains frozen in dollar terms at the level of the 1999 caps 

n 3 - not applicable. 










a. These changes represent only one of a targe number of possible paths that would lead to a balanced budget The e»act path depends on 
when deficit reduction begins and the specific policies adopted by the Congress and the President. The path illustrated in this table is not 
based on any specific policy assumptions but does assume that policies are fully phased in by 1999. 

b Surplus of less than $500 million 
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Chairman Archer [presiding]. Bob, thank you very much for, as 
usual, your vep^ concise and explicit presentation. There are innu- 
merable questions that the members of the committee would like 
to ask and I just got a question here myself. 

Other than population growth, why does Federal spending have 
to increase at so much more than the rate of inflation? Let me ex- 
empt the medical programs from that which seem to follow a 
course of their own. But if you exempt the medical programs, I be- 
lieve your testimony was you project an average of 5 percent in- 
crease in the rest of the programs and yet inflation is projected at 
somewhere considerably below that, if I am not correct. \^y does 
government 

Mr. Reischauer. About 3 percent. 

Chairman Archer. Yes. Why does government spending at the 
Federal level, aside from population increases, have to increase at 
so much more than the rate of inflation? 

Mr. Reischauer. I think you have to go at this program by pro- 
gram, and one big program, of course, would be Social Security, 
and with Social Security you have, as you say, population changes. 
More people are on Social Security each year. But let’s abstract 
from those changes. 

But you have to remember that the new people coming on to So- 
cial Security have histories of higher earnings and because they 
have higher earnings histories, they receive higher benefits than 
those who are leaving the system because they are dying. So that 
would be one source of growth. 

Chairman Archer. Right. Are there any others you can think of? 
I know that is a big program, but that is still relatively small com- 
pared to the rest of all the spending outside of medical programs. 

Mr. Reischauer. Another big chunk of our spending goes for in- 
terest, and interest is driven by interest rates and the size of the 
Federal debt. As long as the Federal debt grows because we have 
deficits, it is going to rise at whatever rate you have programmed 
in for the increase in overall debt. 

Chairman Archer. Do you project that the interest on the debt 
will rise more rapidly than inflation as a government expenditure? 

Mr. Reischauer. Yes, I think it rises as a percent of GDP, so it 
is rising more rapidly than GDP. 

Chairman Archer. That I think becomes very important because 
it relates to the testimony the administration has been giving us 
in which they insist that we didn’t need to worry about the fact 
that we aren’t getting to a balanced budget because we were re- 
straining increases in the deficit relative to GDP. If interest is still 
going to continue to rise higher than the rate of inflation, it seems 
to me it is something we do need to be concerned about. I want to 
ask you this. 

Do you think that for the best interest of the country that the 
deficits projected in the President’s budget should be lower? 

Mr. Reischauer. I think it would be desirable to bring the deficit 
down substantially over the next 5 years, and the President’s budg- 
et basically holds the line on the deficit. 

Chairman Archer. I don’t want to put words in your mouth, but 
would you agree with me that we should be concerned that the 
debt at the end of 5 years under the President’s budget, as they 
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project, it would be $1 trillion more than it is now and as you 
project it? I suppose it would be a trillion, one hundred-and-some- 
odd billion more or maybe even more than that. 

Mr. Reischauer. More than that. 

Chairman Archer. What would it be under your projections? 

Mr. Reischauer. I will have somebody find that out. 

Let me say that I think we should be most worried about the 
debt in relationship to the size of the economy, the debt-to-GDP 
ratio. Under our baseline projections, that debt rises from roughly 
52 percent, the ratio rises from 52 up to 53, 54 percent, roughly, 
under the President’s proposal. I think the increase isn’t great, but 
we should be designing our fiscal policy in such a way as to make 
that ratio decline, as it did steadily from the end of World War II 
to the beginning of the seventies. 

Chairman Archer. So if I understand you correctly, under your 
projections, the deficit grows relative to the GDP? 

Mr. Reischauer. Yes. 

Chairman Archer. Under the President’s budget. 

Mr. Reischauer. We have not analyzed the President’s budget, 
his proposal. We will be doing that over the course of the next 
month. 

Chairman Archer. Oh, I understand. You were just comparing 
baseline. 

Mr. Reischauer. Our baseline to his view of what the baseline 
is. 

Chairman Archer. OK Assuming that their budget estimates 
are accurate and that they fit with yours when you do examine the 
impact of their budget, we would have $1 trillion more debt at the 
end of 5 years, which if the interest rate was 7 percent averaging 
between long-term and short-term debt, 7 percent would add $70 
billion a year of extra debt service obligation. If it is only 6 percent, 
it would be $60 billion a year of extra debt service charges. The av- 
erage person in my district is very concerned about that, and I 
wonder if you have any concern about that also. 

Mr. Reischauer. I do, as I expressed. I think we should be on 
a path toward a declining deficit. Our projections under a baseline 
policy suggest that the net interest costs — these aren’t gross — will 
be $235 billion this year and will ctow to $310 billion by the year 
2000. So we are talking about a substantial increase, well above in- 
flation in interest costs. 

Chairman Archer. Let’s move off of budget now and on to the 
estimating process, which is being more talked about all the time. 
I think you would agree with me that whatever model we use for 
estimating should be refined and updated re^larly to attempt to 
be as accurate as possible, and that our goal should be accuracy 
without getting into the argument of dynamic and static. We 
should always be shooting for accuracy. 

In that regard, it is my understanding that under the current 
budget estimating process, the CBO issues a baseline twice a year 
and that irrespective of what happens in the interim, that baseline 
remains constant until the next estimating period. Well, that is a 
sine qua non. 

If you only do it twice a year, it is going to stay the same until 
the next 6-month period occurs. We could make a massive change 
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in the way we collect taxes 2 months into your 6-month estimating 
period and there would be no change whatsoever relative to the 
macroeconomic impact on that in the estimating, as I understand 
it today. Only at the end of the next 4 months when you once again 
reestablish your baseline, in hindsight you would then work that 
into your baseline? 

Mr. Reischauer. That is true. But I think the real situation is 
even worse than you have portrayed it, Mr. Chairman, and that is 
that you adopt a budget resolution by April 15 in theory. That 
budget resolution is accompanied by a set of economic and tech- 
nical assumptions. 

All of the scorekeeping that is done for the ensuing year is done 
on the basis of those economic and technical assumptions, even if 
they appear to be out of date, which is an unfortunate necessity. 
You have to have some kind of accounting framework in which to 
judge whether you have complied with the plan that you approved 
for yourself in the spring of each year. 

We will update our forecast, as you say, in August, and if mas- 
sive policy changes are enacted that would affect the course of the 
economy, they would be reflected in the economic assumptions that 
we publish in August, but that would not change the set of eco- 
nomic assumptions underlying the budget resolution. 

That is the bad news. The good news is that in theory, if you are 
going to pass a massive set of policy changes, those policy changes 
are discussed during the process of formulating the budget resolu- 
tion. Then when the economic assumptions of the budget resolution 
are put together, they are not necessarily our numbers. The Budget 
Committee decides on these assumptions. 

They incorporate the assumed policy changes that are going to 
be passed in the course of the next year. So it you have some mas- 
sive reform, it would be embodied in that budget resolution and 
would be reflected in the economic assumptions of the budget reso- 
lution. So the totals wouldn’t be misestimated. 

Chairman Archer. I am not sure I follow the latter part of it. 
I follow the former part. 

Mr. Reischauer. I am saying that the policy will change the 
economy but the assumptions that underlie the budget resolution 
will have assumed that the effect has taken place. So when esti- 
mates of the deficit or total revenues or spending are made for the 
budget year or the following years, they will be accurate in the ag- 

^(^airman Archer. Well, I don’t want to belabor this, but I think 
it is very, very important to the entire process by which we operate 
here. If the assumptions on which we establish a budget resolution 
are those that predate the policy changes in the budget resolution, 
it must be because we have a baseline in place. 

Mr. Reischauer. Let me give you an example. In 1990 when you 
and others were part of the summit negotiations during our first 
meetings in the Capitol, I was given a set of instructions; go back 
to CBO, assuming we are going to do 500 billion dollars’ worth of 
deficit reduction over the next 5 years, and produce an economic 
forecast, not the one you have given us that assumes a continu- 
ation of current policy but an economic forecast that reflects the 
deficit reduction. We went back and changed our forecast and 
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brought it to vou, and that was basically the forecast that was used 
to underlie all of the estimating for the deficit reduction measure 
that was cobbled together in October. 

Chairman Archer. But is that standard operating procedure? 

Mr. Reischauer. No, it is not standard operating procedure be- 
cause you don’t make 500 billion dollars’ worth of policy changes 
as standard operating procedure. Whenever you have made mas- 
sive changes, these changes have been reflected in the budget reso- 
lution economic assumption. It was done that way in the early 
eighties when the Reagan policy changes were instituted. But most 
of the time Congress is really fine-tuning, not making massive 
changes. 

Chairman Archer. I understand that. But let’s update for today. 

We are contemplating the possibility of $200 billion in changes 
which I have some problems with the scoring, but nevertheless that 
is the way it is scored as a $200 billion revenue loss. So, we are 
contemplating having spending reductions that will be equal to 
$200 billion. All of the estimates are overlaid over an existing base- 
line. Now the net impact on the deficit, if that hypothesis is correct, 
is zero; $200 billion revenue loss, $200 billion revenue gain. 

Mr. Reischauer. Right. 

Chairman Archer. However, the makeup of those items and the 
impacts on the economy vary differently. 

Mr. Reischauer. Yes. 

Chairman Archer. None of that is in any way factored into the 
baseline assumptions except in hindsight after it occurs. 

Mr. Reischauer. That may or may not be true. I mean, if you 
had a particular policy that left the aggregates — the total deficit 
unchanged but the composition of policy changed radically, as you 
are suggesting, and we and other economists thought that this 
would affect the economy over the next 5 years and we were asked 
to do a forecast, which you would then use for your budget resolu- 
tion, we would factor that in. 

The little pamphlet that the Joint Tax Committee put out about 
the tax proposals in the contract has two very good pages at the 
end discussing the possible effects of the contract’s proposals on the 
economy. By and large, I think they concluded that these would be 
slight over the next 5 years. I mean, if we are looking out over a 
decade or so, you might reach a different conclusion. 

Chairman Archer. I would like to explore this further but I will 
do it privately some day when you and I can sit down and have 
a cup of coffee. 

Mr. Reischauer. Be glad to. 

Chairman Archer. Not having the whole committee sit here. 

In your opinion, is the CPI estimated accurately under the cur- 
rent method that is used by the Bureau of Labor Statistics? 

Mr. Reischauer. We issued a report last fall that said we 
thought that the current methodology, probably through no fault of 
the BLS, Bureau of Labor Statistics, overstates the cost of living 
by between 0.2 of a percentage point and 0.8 of a percentage point. 
Since we issued that report, the BLS has made one methodological 
change — or several methodological changes — that should lower that 
range that we produce to probably 0.1 of a percentage point to 0.7 
of a percentage point. There are other aspects of the CPI which 
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probably cause it to be an overstated measure, and the BLS and 
others are working to isolate these and modify their methodologies. 

Chairman Archer. Well, whether it is overstated or understated, 
it seems to me that the same standard should apply and that is 
one of accuracy, to move toward accuracy because it is a thread 
that is woven through the fabric of all of our lives in so many dif- 
ferent ways. 

Mr. Reischauer. I think that is right. 

Chairman Archer. I would be interested as to whether what I 
have been told is accurate or not. I am told that the basket which 
is used to develop the CPI, the items that go into the basket, and 
the interrelationship of those items is adjusted only once every 10 
years. It is clear to me the changes that go into this basket and 
that are interrelated change every year at least. Would you agree 
with me that we ought to provide the wherewithal, computers or 
whatever else is necessary, to update this annually rather than 
every 10 years? 

Mr. Reischauer. I think doing it annually would probably make 
it a very difficult and expensive task, but certainly we ought to do 
it every few years. In this issue we have been penny-wise and 
pound-foolish over the last few decades. We haven’t invested 
enough in data collection and statistical analysis in our govern- 
ment agencies to save us the money that we should be saving, and 
I think you are going in exactly the right direction. 

Chairman Archer. Thank you very much. 

Mr. Rangel. 

Mr. Rangel. Mr. Chairman, I enjoyed your exchange with the 
doctor. I hope you might consider having the members together 
where we can have an informal exchange like that because it is 
very helpful and educational. 

Doctor, I see that the budget increases the money for drug treat- 
ment from 13.3 to 14.6 and it is abundantly clear to me that the 
administration, like those before it, haven’t the slightest idea as to 
what is happening with that money. Having said that, has your of- 
fice ever prepared any paper to suggest what economic impact this 
drug situation is having on our overall economic situation, that is, 
the loss of moneys for law enforcement and drug treatment? 

Mr. Reischauer. No, we haven’t. We have had some discussions 
with your staff in an attempt to isolate sources of information and 
data that might shed some light on that question. I think it is a 
very complicated question, a very serious and important one. 

Mr. Rangel. Well, everyone seems to agree that as we move for- 
ward in international trade and see the gap widening between the 
skills that are available and those that are going to be needed, that 
drugs impact on the education we receive and the number of people 
that are able to be in the work market. From an economist’s point 
of view, I just don’t see how that doesn’t factor into everything that 
we talk about. 

Whether you are talking about trade or health or crime or pro- 
ductivity, it just never seems to come up. It is as though this is 
something we shouldn’t talk about. It is not in the State of the 
Union. It is not in any of the statements of Cabinet officials. Maybe 
the question should be how important is it to the type of work that 
you do when you present to us an overview of the budget and you 
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can’t see your way clear to mention the drug epidemic, which wors- 
ens every year. 

Is it really not important enough to be mentioned? Or is it the 
other similar tjTJe situations that we just accept and would not nor- 
mally expect that would be included in a report such as this that 
you give? 

Mr. Reischauer. I share your concern for this problem and I 
think it is an important one. But it is one about which there is very 
little information that could be used to estimate the impact on the 
economy. We know that the U.S. economy is not as productive as 
it might be if the country’s drug problem — substance abuse broadly 
speaking — were not so serious. 

If anything would affect our forecasts, it would be the reflection 
that the problem was worsening or getting better in a significant 
way. Otherwise, it is in a sense built into the base set of numbers, 
the base set of relationships that we use to forecast where the 
economy is going. 

Mr. Rangel. Well, I don’t know whether it would be just a blip 
on the screen, but if we started in 1960 and you project that the 
drug problem would be going up, interest rates would go up and 
the impact this would have on the budget, our revenues, our pro- 
ductivity, I mean to me it is a national crisis, but I am just trying 
to figure what type of a similar situation that would have a similar 
impact on your forecast would you include. I mean, you can’t 
project epidemics. 

You can’t project disasters in certain parts of our country that 
causes hundreds of billions of dollars’ worth of damage. But it just 
seems to me that when you have an epidemic of this size that im- 
pacts on everything that we do, that somehow it would be men- 
tioned, if not by you then by somebody. It is not even in the State 
of the Union Message. 

It could very well be that it is not that important, that it is just 
something we have to live with. We don’t talk about AIDS, either. 
If that is the way economists look at it, then I will just have to 
change my way in what I expect from a government and from the 
offices that monitor what we do. I don’t mean to be critical of you. 

Mr. Reischauer. No, I know. 

Mr. Rangel. It may be outside of your scope, but I don’t know 
where to go. 

Mr. Reischauer. I think the appropriate place to go is to the ex- 
ecutive branch on these types of questions, because they have a re- 
sponsibility and a set of programs that are designed to deal with 
this problem. 

Mr. Rangel. That wasn’t really my question and my time has ex- 
pired. My question was as relates to your forecast and the economy 
whether or not the drug problem and the impact on the things that 
you suggest may or may not happen as you see it and whether dra- 
matic changes in that would change your reports to us in any way. 

Mr. Reischauer. If we saw dramatic changes about to occur as 
part of baseline policy, I think it would affect how we looked at the 
economy, the costs of certain kinds of programs. But as we look 
into the future, we don’t see that kind of dramatic change built into 
current policy. 
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Mr. Rangel. You mean this thing about addiction going up from 
1950, the way it is going up, that if you had known it was going 
to do that that it would not have changed your forecast? 

Mr. Reischauer. We didn’t begin forecasting until 1975, so we 
came in half way up the slope that you are talking about. If we had 
had perfect foresight, we might have expected productivity to grow 
less rapidly. 

Mr. Rangel. Thank you. 

Mr. Thomas [presiding! The gentleman’s time has expired. 

The chair recognizes the gentleman from California, Mr. Thomas. 
Thank the chair. We have to learn how to do these things. 

For the record, I really want to thank you and your shop. For 
folks who are not in the middle of the requirements placed on you 
and your people during the 103d marathon on health care reform, 
in which we labored long and we got nothing except knowledge 
about how to do it, that work is going to pay off in the long run. 
We had never really done that kind of macro stuff that quickly in 
as many ways before, I believe. But most people do not realize the 
time constraints, the pressure constraints, the stress constraints. 
You folks did a marvelous job, and I just want to give you as much 
credit as I can and I will be doing so in the future. I want to thank 
you for the effort you folks carried out. 

Mr. Reischauer. Thank you. 

Mr. Thomas. The gentleman from New York in his early initial 
comments mentioned getting together and talking about some of 
these things I think are absolutely essentia! Wherever you go, I 
want to make sure that we try to have these conversations. He 
made one point and, given his background, his knowledge and con- 
cern, he is focusing on the drug problem and the enormous nega- 
tive drag on the economy that it is, that it would be a mistake not 
to talk about human suffering and the wasted human opportunity, 
potential from an economic point of view. 

My problem is, I am now sitting here looking, for example, in my 
narrow subcommittee responsibilities, at the health insurance fund 
on Medicare part A. We have already lifted the total income cap, 
we are at 1.45 and you are sitting here looking at what you have 
got to do to avoid bankruptcy by 2001. 

You say, gee, let’s double the tax and then you look at how mea- 
ger the results are in terms of having bought some time. You real- 
ize you have to probably triple it and then take a look at what you 
do to the employment rate and the economy to do that, or you have 
got to cut benefits by two-thirds to live with the old structure. We 
talk about the underground economy. Just this morning IRS is 
leaving $5 billion on the table because they simply haven’t been 
matching up Social Security numbers with people, and it is a great 
new advancement in terms of what we are doing. 

The CPI index is not accurate and even if you get it accurate for 
one group, it is significantly different for another. You begin look- 
ing at all of these things that we have got to do and the thing that 
comes to mind initially to me is that when I first came back here 
and they told me let’s go eat some Chesapeake crabs, I went out 
and I started doing that. I looked at all of this labor that I was put- 
ting in to get this very minuscule amount of crab meat and they 
said have a cracker. I said well, I want to eat the crab meat. I 
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began to realize if you don’t eat crackers periodically, there is a net 
deficit in terms of nourishment versus labor on this. 

Mr. Reischauer. That is why Ms. Johnson and I, coming from 
New England, would argue that you should eat lobster. 

Mr. Thomas. There is the point. What we have been doing re- 
cently is kind of Chesapeake Bay crab eating on playing with how 
we adjust this stuff. I look at your numbers in terms of holding the 
discretionary inflation rate to zero, a drop in the bucket with enor- 
mous pain and the rest. Don’t we need to rethink the way this Fed- 
eral Government gets the resources necessary to do its job? 
Couldn’t we, if we focus on the way in which we raise the revenue 
fundamentally, rethink it so that we can accomplish more than all 
of the little adjusting that we intended to have gotten into? 

Or is that a fallacy and it is not an easy way out, the idea of 
a flat tax or pure consumption tax or some other kind of a change 
in relationship between getting revenue and spending it? 

Mr. Reischauer. I didn’t expect that question to end where it 
did, because I thought you were going to talk about fundamentally 
restructuring the spending side of our budget. 

Mr. Thomas. Why don’t you do that after you tell me there is no 
way you can really do it on the revenue side? 

Mr. Reischauer. I was going to tell you that on the revenue 
side, revenues under the current structure are growing at about 
the same rate as the economy as a whole. There might be dead 
weight losses and costs that could be reduced by changing the na- 
ture of our tax system, but there are other changes that 

Mr. Thomas. Would that hit some of the underground economy, 
all of these suggestions about tapping sources that are not tapped 
in the system or counting trends that are not now in the system? 
Isn’t that marginalized and working on the margin? 

Mr. Reischauer. I think it is. I think even the large-scale adjust- 
ments that you are talking about, substituting consumption tax for 
tax on labor, income, or whatever would not resolve the problem 
that we are talking about. I think there is a desire among people 
to keep taxes about constant as a percent of income. If that is the 
case, you have to look at the spending side and say what can we 
do to make sure that spending rises no faster than gross national 
product or the income of the Nation? 

Mr. Thomas. So despite some of the politics going on now and 
perhaps the imperfectness of the recent Republican or majority ap- 
proach, that if we are going to get the fundamentals in balance, I 
guess I am asking you, we really do have to address the spending. 

Mr. Reischauer. You must not just address spending, but of 
course the extremely rapid growth on the spending side is con- 
centrated in the medical programs. 

Mr. Thomas. One of my major disappointments is that this is the 
last year the President really has control of his budget and he had 
been bold, as I said yesterday, flawed but bold, in his plan last year 
with a $124 billion reduction in Medicare over 5 years. But he 
doesn’t really offer anything this year except a receptiveness to 
work together. 

That scares me because in a receptiveness to work together with- 
out a plan, we are going to be driving it and we are going to be 
coming up with a plan but we lose another year. Folks just aren’t 
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focused on the fact that 2001, 2002 are not just the balanced budg- 
et years we are talking about. It is the bottom dropping out, bank- 
rupt years on programs that are going to take years of adjustment 
to make in terms of denying people benefits they think they are 
going to get now. 

If you don’t start now, you can’t get to where you need to go on 
a glide slope that will be acceptable to people. I am looking for- 
ward. We will find out where you are and what you are doing. Just 
some short-term guidelines. 

For example, a very interesting discussion with Chairman Ar- 
cher. Do we compound some of the problems you were talking 
about by going to a 2-year budget cycle or are there internal adjust- 
ments going to a 2-year budget cycle that will not exacerbate the 
problems that we have in a 1-year budget cycle that you had dis- 
cussed? 

Mr. Reischauer. I have never been a fan of a 2-year budget 
cycle. When we are as far out of equilibrium as we are right now, 
I think these issues should be on the table every year because some 
years the economy won’t be right or the politics won’t be right. I 
think that cutting in half the number of years in which you have 
an opportunity to raise fundamental issues would be a mistake. 

If we were operating with a balanced budget, that might be fine. 
But that isn’t where we are right now. We are trying to grab what- 
ever opportunity we have to make changes, and I think reconsider- 
ing everything every year is the appropriate schedule. 

Mr. Thomas. Thank you very much, Dr. Reischauer. 

Once again I really do want to thank you folks for an effort that 
was just extraordinary over an extraordinarily long period of time. 
We can all gear up for something if we think it is going to be 2 
weeks or 1 month. I don’t think any of us thought it was going to 
last as long as it did. 

Thank you very much, and the American people will eventually 
understand what a contribution you and your folks made. 

The gentleman from Nebraska, Mr. Christensen, may inquire. 

Mr. Christensen. Thank you, Mr. Chairman, and thank you. Dr. 
Reischauer, for coming. I do appreciate your testimony and your 
work here. I wanted to briefly visit with you about the President’s 
budget, as well as some things about CBO. 

But I wanted to first bring your attention to what is happening 
in middle America concerning the President’s budget. This was yes- 
terday’s lead editorial in the Omaha World Herald. It said, “Clin- 
ton’s poor excuse for a budget makes deficit cutting claim a joke.” 
This is a paper that is not overly conservative. They didn’t endorse 
me in the campaign. They have given a lot of credit to what has 
gone on here recently. 

This was today’s editorial. ‘White House budget abdication 
passes the buck to Capitol Hill.” 

So the Omaha World Herald has some pretty good editorials. As 
far as I am concerned, the President’s budget didn’t go nearly far 
enough. 

My concern is that we are going to rack up $1 trillion of debt 
with the President’s budget over the next 5 years. You talked a lit- 
tle bit about CPI, and Senator Kerrey this week talked about reex- 
amining the CPI to see if it remains accurate, especially given the 
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great impact it has on the cost of Medicare, Medicaid, and pensions 
for the military. 

Could you share with us your thoughts, and rationale behind 
those thoughts, as well as if that is something we should do? 

Mr. Reischauer. As I said before, we have done a study that 
suggests that the CPI has some bias in it, and is an overestimate 
of the change in the cost of living. 

Mr. Christensen. If it does have some bias in it, do you have 
any estimate on how many billions of dollars that might be costing 
us if it is off a little bit? 

Mr. Reischauer. Yes, I do, and I will mention that in 1 minute. 

As I said in answer to the chairman’s question, right now our 
best judgment would be that the overestimate is somewhere be- 
tween one-tenth of a percentage point and seven-tenths of a per- 
centage point per year. That is a considerably lower range than 
was provided by the Chairman of the Federal Reserve. 

As I said, this is not of a new discovery. Economists and the peo- 
ple at BLS have known about this for a long time. A lot of effort 
has been put into trying to improve the CPI, and it is continually 
being improved, but it takes a lot of resources which the Bureau 
of Labor Statistics hasn’t had, to make these improvements, and 
they take time. 

If the CPI were overestimated by half a percent and vou lopped 
it off by half a percentage point over the next 5 years — through the 
year 2000 — that would reduce the deficit by $64 billion. 

Of that $64 billion, $6 billion would be debt service. Because we 
have lower deficits, we would have lower interest payments. 

Of the $64 billion, $22 billion would be higher revenues, because 
we use the CPI to index the parameters of the tax system every 
year. The $26 billion would be from the Social Security system. 

So it is largely Social Security and revenues that would account 
for three-quarters of the adjustment here. 

Mr. Christensen. Do you have any estimation or any idea for 
the new CBO Director to follow and the administration if they look 
at it as if it is going to be a long process? We are talking about 
just under one-third of that — ^you said about $64 billion? 

Mr. Reischauer. Over a 5-year period. In the last year, the year 
2000, it would be about $25 billion. 

Mr. Christensen. That would be a significant 

Mr. Reischauer. 'That is real money, yes. 

Mr. Christensen. It would be nice to see the CBO move in that 
direction if the figures back that up. 

Mr. Reischauer. There are two directions in which you can go. 
One is that you can provide BLS with a lot more money, a lot more 
resource, and some direction to proceed as fast as it can to make 
whatever improvements can be made. 

But these will occur gradually over a decade-long period. There 
is no question about that at all. You might never be able to isolate 
and correct some of the misestimations. That is one direction. 

The other is to say that academicians and economists have told 
us that a misestimation exists. We are therefore going to change 
Social Security law, the Internal Revenue Code, and so forth, to 
make indexing the CPI minus three-tenths of a percentage point, 
or four-tenths of a percentage point, or something like that. 
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Those are the two directions. The latter direction is more sure, 
and it would be scored by the Concessional Budget Office and the 
budget process. You would get credit for it. But you would also get 
the other side of that coin, which is objections by all of those people 
who will be paying higher taxes or receiving less in the way of 
index benefits. 

Mr. Thomas. The time of the gentleman has expired. 

Mr. Christensen. Thank you. Dr. Reischauer. 

Thank you, Mr. Chairman. 

Mr. Thomas. In addition to the political problem of giving some- 
body something minus something, if you readjust the CPI, you are 
giving them the new CPI instead of minus, from the political point 
of view. 

Mr. Ensign. 

Mr. Ensign. Thank you, Mr. Chairman. 

Dr. Reischauer, there has been a lot of talk about dynamic and 
static scoring. I know that Mr. Christensen has talked about some 
uses already in place of dynamic scoring in the budget process. In 
your opinion, do we use any dynamic scoring right now? 

Mr. Reischauer. We take into account behavioral responses. So 
the estimates that are done now, both on the outlay side and on 
the revenue side, are in no way stotic estimates. They assume that 
when gasoline taxes rise, people buy less gasoline. I should say 
that the Congressional Budget Office does not provide revenue esti- 
mates. They are done by the Joint Committee on Taxation. 

The issue that has really been debated is whether changes in pol- 
icy could have macroeconomic implications; could they change labor 
supply, saving, and investment, in such a way that economic 
growth might increased or decreased as a result of the policy? 

Those types of effects have not been built into the estimating 
process for a number of reasons, one of which is that there is a 
good deal of debate in the economics community about the size, 
magnitude, timing, and even the direction of these kinds of effects. 

Some economists will say that this will strengthen the economy, 
and others will say that this will weaken it. It is not clear that you 
want the estimators to have a lot of latitude in which they could 
come up with numbers that were plus or minus. The numbers 
would then be subject to a lot of criticism. 

These effects are really very small over the 5-year period that we 
are providing estimates for, and it is important to realize that if 
you were going to move in this direction, you would want to do it 
in an evenhanded manner. You would want to deal with spending 
as well as revenues. There are various spending programs that ar- 
guably could slow down or energize the economy. 

It is a very complicated issue. 

Mr. Ensign. Right. I agree with Chairman Archer, whether there 
are or aren’t, I think what we need to be looking for, as much as 
we can, is accuracy. Before my term here I was just obviously a 
normal, average, everyday businessperson and citizen, hearing not 
only a lot of criticism of estimates from CBO, but from practically 
anybody else who does estimating. 

Has CBO analyzed itself or has an outside agency analyzed CBO 
to measure how accurate you are on a year-to-year basis, on a 5- 
year basis? How close do you come to your projections over time? 
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Mr. Reischauer. We publish, as an appendix in one of our an- 
nual volumes, an analysis of our economic forecasts and how well 
they have done in comparison with the Blue Chip Consensus and 
the administration’s forecasts. 

Mr. Ensign. How about relative to what happened? 

Mr. Reischauer. That is what I mean. We compare all three to 
what happened. I mean not CBO versus the profession, but CBO 
versus the other alternatives you have versus what actually oc- 
curred. 

Mr. Ensign. OK. 

Mr. Reischauer. We also include in each of our updates an anal- 
ysis of the change in our budget numbers, outlays, and revenues; 
how much of the change that we are projecting now is attributable 
to changes in economics; how much in turn is attributable to 
changes in policy; and how much is attributable to technical and 
other factors, which include errors on our part. 

We also include an appendix in these volumes that compares our 
budget estimates with the administration’s budget estimates versus 
what actually happened. So we have been pretty straightforward 
and laid this information out for a long period of time. 

Mr. Ensign. But how accurate are you? 

Mr. Reischauer. You want to know how accurate we are? We 
are not very good but we are better than the alternatives. 

Mr. Ensign. I would like a number. Are you within 10 percent? 
Are you within 5 percent? 50 percent? Overall, on average, what 
would you say your error margins were? When you give us a num- 
ber, is it within plus or minus 2 percent, plus or minus 10 percent? 

Mr. Reischauer. Below 10 percent for sure. These are done in 
absolute dollar terms, and the economic differences are done with 
absolute values. To really examine these, you’d need to look at var- 
ious statistical measures. 

Mr. Ensign. If you get into standard deviations, you are going 
to lose me. Thank you, 

Mr. Reischauer, Then I will start. 

Mrs. Johnson. Thank you, Mr, Ensign. 

Mr. Coyne will inquire. 

Mr. Coyne. Thank you. Madam Chairman. 

Director, over the last month or so we have heard an awful lot 
of testimony from economists, executives. Governors, mayors, a lot 
of people, and all too often it seems to me that when they refer to 
the unemployment rate, they consider 5.6 percent as being full em- 
ployment. 

Is that where we are at in this country today that with 12 or 14 
or 15 million people unemployed, we are at full employment? 

Mr. Reischauer. I would rather not use the term “full employ- 
ment,” because that makes it sound like everybody who wants a job 
can have a job, and that is certainly not the case. 

We refer to it as the natural rate or the nonaccelerating inflation 
rate of unemployment, which simply says that when the unemploy- 
ment rate is lower than it is now, inflationary pressures will build. 
That is a very neutral statement with respect to whether everybody 
has a job who wants a job or should have a job. It is not saying 
anything about that. It is saying that if you push the unemploy- 
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merit rate down much below 6 percent, inflationary pressures are 
going to build. 

There will certainly be people looking for jobs, but there may be 
a mismatch of skills in relation to the jobs that are available. 

Mr. Coyne. Is that to say, then, we ought not to do anything to 
get the economy moving to take care of the others? 

Mr. Reischauer. Economists feel that if you adopted fiscal poli- 
cies that would stimulate the economy, in other words, increase 
total demand by tax cuts or spending increases, the Federal Re- 
serve, which is responsible for trying to maintain a steady rate of 
inflation at a low level, would tighten monetary policy and offset 
any of the expansionary impact that your fiscal policy steps might 
have taken. 

Mr. Coyne. From your reviews, is there any evidence that most 
of those 12, 14, 15 million unemployed people are just people in 
transition from job to job? 

Mr. Reischauer. First of all, it is not as many people as you are 
suggesting. The unemployment rate right now is 5.7 percent, and 
the labor force is roughly 125 million people. So we are talking 
about 8 or 9 million people. 

That group is made up of some people who are entering the labor 
force and are looking for a job; some who have voluntarily quit jobs 
and are looking for a new job; and some who have been laid on or 
lost jobs involuntarily and would like to find another. 

Mr. Coyne. But it does not include the discouraged workers? 

Mr. Reischauer. No, it doesn’t. The 5.7 percent doesn’t, although 
there is an additional measure that does include them. We count 
them on, I believe, a quarterly basis, so we have some idea of how 
many discouraged workers there are, as well. 

Mr. Coyne. You were asked about the accuracy of the CPI index, 
and whether that is really being estimated in the most accurate 
way that it can. How do you feel about the way the Department 
of Labor makes its estimates about unemployment? Are we doing 
the best job we can there? 

Mr. Reischauer. They have tried to improve and expand that 
survey, and major changes were made in it 1 year ago, in January. 
We used a hew survey instrument that attempted to find some of 
the people who were thought to be unemployed who were not being 
recorded, and the feeling was that the unemployment rate jumped 
several tenths of a percentage point as a result of this improved 
survey instrument. I think they are continually doing that, and 
also doing special studies to find answers to the kinds of questions 
you have been asking, about discouraged workers and the composi- 
tion of the unemployed. 

Actually, the total number of unemployed last month was about 
7.5 million people. 

Mr. Coyne. Thank you very much. 

Mrs. Johnson. Thank you. 

Thank you, Mr. Coyne. Mr. Reischauer, I was pleased you in- 
cluded in your testimony a section on the illustrative path of the 
balanced budget. I want to take my time to see that I understand 
it correctly. 

I am sorry I missed the actual presentation of your testimony, 
but I have read some of it now and will read it all. I welcome you 
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back and admire your work and look forward to working with you 
in this very difficult time. 

But through a period when I think we do have a chance to ad- 
dress some of the problems that we have not addressed in recent 
years. 

My understanding of this section is that in order to reach a bal- 
anced budget by the year 2002, we have to cut $322 billion, effec- 
tively, that year. 

Mr. Reischauer. That year, you would, if you followed the path 
that we laid out; if you followed some other path, you might have 
to cut more. 

Mrs. Johnson. Let me see if I get the outlines of that path cor- 
rectly. You say if we freeze discretionary spending at the 1998 
level 

Mr. Reischauer. In nominal terms. 

Mrs. Johnson. Which you point out is a 22-percent real cut by 
the year 2002. 

Mr. Reischauer. In current 1995 appropriations levels, right. 

Mrs. Johnson. Which is substantial. We are talking quite a few 
years out, now. But if we freeze discretionary spending, then my 
understanding of your testimony is that of $322 billion, we save 
$89 billion. Am I relating the right numbers here? 

Mr. Reischauer. Yes. That includes the savings from freezing 
discretionary spending, plus the debt service associated with it. 

Mrs. Johnson. Right. Then later on you mention that if by the 
year 2000 the market is convinced that we are committed, that you 
would anticipate there could be a drop of as much as 1 percent in 
interest rates which would by the year 2002 save $140 billion. 

Now, is it correct to interpret your testimony that if we add to- 
gether the $140 billion and the $89 billion, that is $229 billion of 
the $834 billion? So what we are looking at is the policy changes 
that would accomplish the other $93 billion? 

Mr. Reischauer. Yes. You would subtract. In that table there is 
a total of 1.035 trillion dollars’ worth of policy changes. 

Mrs. Johnson. How many? 

Mr. Reischauer. Over this whole period, $1,035 trillion. You can 
subtract from that the savings that you would get from discre- 
tionary spending, which would be $212 billion, up in the right hand 
top comer. This is over the 5-year period. 

You were mixing a single year’s number with a 5-year number, 
and just now I was translating eveiything into 5-year terms. Would 
you like to stay on just the year 2000? 

Mrs. Johnson. I am trying stay on the year 2000 and look at 
what besides freezing at the 1998 level plus the interest rate bene- 
fit that you expect to get? What are the dimensions of the remain- 
der? 

Mr. Reischauer. OK. You can add to the $89 billion roughly $38 
billion in additional interest savings. In other words 

Mrs. Johnson. So you can’t add the $140 billion? 

Mr. Reischauer. No. The $140 billion is summed over 5 years. 

Mrs. Johnson. Do you go on elsewhere and enumerate 

Mr. Reischauer. This really means that in that table, rather 
than having to take $180 billion from policy changes in the manda- 
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toiy or entitlement area, you would only have to take about $142 
billion. 

Mrs. Johnson. Your policy options here are, if you freeze discre- 
tionary at the 1998 level, which means taking a 20-percent reduc- 
tion in real costs from the 1995 level, then the remainder of the 
problem is basically 140 billion dollars’ worth of policy changes in 
the entitlement area or tax areas. 

So the defense cut would be the freeze? 

Mr. Reischauer. The defense 

Mrs. Johnson. The impact of the defense budget 

Mr. Reischauer. Would be part of the freeze, yes. 

Mrs. Johnson. So the remainder of the $140 billion is entitle- 
ment plus any revenue freezes? 

Mr. Reischauer. Yes. 

Mrs. Johnson. If you were to take that all in entitlements, have 
you looked at what would be your policy options, including also tax 
entitlements, tax expenditures? 

Mr. Reischauer. No, we haven’t gone beyond this total level to 
propose policy changes. We present to the Congress a large options 
book each year of various ways to reduce the deficit by cutting 
spending on both discretionaiy and entitlement programs and rais- 
ing taxes. 

Can you go through that volume and make up a particular pack- 
age? 

Mrs. Johnson. Thank you very much. 

The gentleman from — Mr. Portman will inquire. 

Mr. Portman. I thank the Chair, and I thank you for being here. 
Dr. Reischauer. I have a few questions to relate really to the gen- 
eral issue of how serious is our debt and deficit problem. 

I wanted to get your sense of, first, with regard to the issue I 
raised with Mr. Archer of the ratio of our debt to the GDP. In your 
testimony over the last few d^s from CBO and Treasury, we have 
talked about the fact that the President’s budget decreases the defi- 
cit as a percentage of our GDP and supporters of that budget have 
said that is a significant measure. 

Later in this afternoon’s testimony, we asked Dr. Rivlin about 
the percentage as it relates to debt. I just wonder two things. 

No. 1, do you think that the debt as a percentage of GDP is a 
significant economic indicator? As I assume you would agree, the 
deficit figure is. 

No. 2, in your analysis, and I realize yours is not the President’s 
analysis, although it is actually somewhat close because theirs is 
a more or less static budget, do you have any sense of what the 
debt as a percentage of GDP would be over the next 5 years? 
Would it decrease or would it increase? 

Mr. Reischauer. First of all, I think that the debt-to-GDP ratio 
is a very important indicator. We came out of World War II with 
a debt-to-GDP ratio of about 120 percent. That fell steadily to 
about 25 percent in the early seventies. It didn’t fall because we 
were running surpluses most of those years. It fell because we were 
adding to our debt at a slower rate than the economy was growing. 

So, a falling ratio is compatible with continued deficits. During 
the seventies, that debt-to-GDP ratio bounced around in the 25-per- 
cent to 27-percent range. 
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Then it began zooming up. It is now 52 percent. In other words, 
we have doubled it in the last decade and a half. If we do not 
change our budget policies, it is going to continue to creep up over 
the next 5 years. 

I think the administration’s budget proposal, if it does what it 
says it is going to do — and CBO has evaluated it yet — appears to 
stabilize that ratio. It doesn’t start bringing it down, it doesn’t 
bring us back into the world we lived in for 20 or 30 years after 
World War II. 

Mr. PoRTMAN. From what you understand, you would do your 
analysis to take a look 

Mr. Reischauer. We will evaluate the President’s budget and 
provide estimates for what we think will happen to that debt- 
to-GDP ratio under his policies. 

Mr. PoRTMAN. That would be very interesting, I am sure, to a lot 
of us. Second, and this is a very general question, if you could give 
us your normally succinct answer, and this is to focus on the im- 
portance of this issue, what is wrong with the deficit spending we 
are doing, and having $200 billion deficits as far as the eye can 
see? What impact does that have on the economy? 

We have heard about 16 cents on $1 going for interest on the 
debt. We have heard about unavailable capital. What is the prob- 
lem with it? 

Mr. Reischauer. The problem is that we are a nation that 
doesn’t save very much. We don’t save much as individuals or as 
businesses. When the public sector runs a deficit, it absorbs some 
of that saving to use for goods and services that the government 
is providing. 

Less saving is therefore available for private productive invest- 
ment, from wnich comes economic growth. To some extent that lack 
of available saving can be made up by an inflow of foreign money, 
but then you are dependent on capital flows into your country to 
sustain economic growth. 

If the government were using the resources that it was absorbing 
from the private capital markets to invest, to expand in, let’s say, 
government programs that arguably might stren^hen the economy 
over the long run — education, training, research and development, 
certain kinds of infrastructure that have been shown to make the 
private sector economy more productive — then you wouldn’t be tre- 
mendously worried about this deficit. 

But that is not what has happened over the last 20 years. The 
growth of the deficit has been accompanied, not by an expansion 
of investment-oriented spending that the government does, but 
rather by consumption-oriented spending. 

We are basically reducing the expansion of the capital stock of 
our country; therefore, future living standards and wages won’t be 
as high as they would otherwise be. It is not that they will be lower 
than they are now, given current policies. It is just that they won’t 
grow as rapidly as would otherwise be the case. 

Mr. PoRTMAN. Thank you. Mr. Chairman, I want to thank the 
Director for his help on the unfunded mandate front. Tell him that 
I apologize for adding to his already burdensome task, but I appre- 
ciate the support. 

Mr. Reischauer. I am going to escape this task. 
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Mr. PoRTMAN. Is it because of unfunded mandates that you are 
leaving? 

Thank you, Mr. Chairman. 

Mr. Reischauer. My staff, by the way, appreciated very much 
the work that they did with your staff. They found your people very 
good. 

Mr. McCrery [presiding]. Thank you, Mr. Portman. 

Mr. Payne. 

Mr. Payne. Thank you very much, Mr. Chairman. I want to asso- 
ciate myself with Mr. Thomas’ remarks and commend you and your 
staff for the work that you did in 1994, certainly in health care re- 
form, as well as in OBRA 1993, OBRA 1990, and other important 
bills. 

Mr. Reischauer. A lot of sleepless nights. 

Mr. Payne. A lot of sleepless nights. I do think that Congress is 
becoming increasingly responsible as it relates to matters of fiscal 
policy. I certainly think you and others at CBO are an important 
part of making that happen. 

Thank you for that. 

Mr. Reischauer. Thank you. 

Mr. Payne. I am one of those who signed onto the balanced 
budget amendment, maybe out of frustration, but feeling that we 
had to find a way to get our deficits down and do it at a time cer- 
tain. I am concerned Aout the President’s budget. 

I am feeling more concerned because I see you have even higher 
deficit numbers in the year 2000 than the President’s budget, and 
I understand that is because of some differences in assumptions 
about growth and differences in terms of the health care growth 
rates as opposed to what HCFA has done. 

As it relates to what we have been doing on this committee, we 
have been talking a lot about the Contract With America, much of 
which I agree with, and much of which is very popular in my dis- 
trict. I am concerned that we on this committee may be put in a 
position where we have to make a decision about substantial tax 
cuts without knowing how they are going to be paid for. 

If you would perhaps comment on your thoughts about the advis- 
ability of these tax cuts being approved before there are specific 
funding sources, I would appreciate it. 

Mr. Reischauer. You established in 1990 and reaffirmed in 1993 
a set of procedures that in fact should not allow you to adopt tax 
cuts that are not paid for. If you do adopt tax cuts that are not paid 
for, under existing law the administration will be required to im- 
pose sequestrations, that is, across-the-board cuts on Medicare, 
farm price supports, student loans, a number of entitlement pro- 
grams that many might think should not be subject to arbitrary, 
last-minute cuts. 

So I think that if you just stick with the rules that you have es- 
tablished for yourself, fiscal responsibility should reign. 

Mr. Payne. As I understand it, that is exactly what we intend 
to do 

Mr. Reischauer. That, by the way, is the law of the land. So in 
a way it doesn’t depend on whether you are fiscally responsible or 
not. The administration is required to take steps if you present 
them with unpaid-for tax cuts. 
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Mr. Payne. I think the process is for this committee, which tj^i- 
cally or generally has been very conscientious in terms of making 
sure that it pays for its tax cuts 

Mr. Reischauer. Very. 

Mr. Payne. That instead of us acting at this committee level, we 
will act and cut taxes and send those along and expect them to be 
joined up with some spending cuts that would happen in other 
areas at a later time, as I understand it. 

Do you have any advice or thoughts about that particular proce- 
dure? I, as one member, have concerns about voting, not knowing 
exactly what it is that would be done to offset the cost. 

Mr. Reischauer. But remember that this committee has jurisdic- 
tion over a very substantial portion of the entitlements spending 
package. You can’t expect committees that have very small 
amounts of entitlements to cough up the money to pay for a large 
tax cut offered by this committee. 

So this committee is going to have to do some heavy lifting on 
its own, although, as you suggest, the Agriculture Committee, the 
Veterans Committee, Energy and Commerce, other committees 
with entitlement jurisdiction might have to bear or will be asked 
to bear some of the burden. 

But I would urge you to be very, very cautious. The Congress 
over the last 4 years has been extremely responsible in adhering 
to the rules ana limitations that it created for itself. It would be 
a shame to go off the wagon at this point. 

Mr. Payne. Mr. Chairman, could I ask one other question? 

Mr. McCrery. Be my guest. 

Mr. Payne. Thank you. 

Dr. Reischauer, I guess this question goes to the whole notion of 
tax cuts in general. As a matter of public policy, we have stated 
we are trying to get to a deficit of zero by the year 2002, which 
CBO said will cost $1.2 trillion. The Treasury has said if we pass 
all the tax cuts that are in the Contract With America, it will add 
an additional $400 billion, so then it becomes a $1.6 trillion exer- 
cise. 

Considering the magnitude of those numbers, would you com- 
ment on the advisability of tax cuts given those conflicting objec- 
tives. Also, mven this kind of economy, where we have full employ- 
ment, should we be doing something that might be stimulative/ 

Mr. Reischauer. Well, you used precisely the right word. Reduc- 
ing tax burdens and reducing the deficit are both desirable objec- 
tives, but they are in conflict. When you do some of one, it makes 
doing the other harder. The Congress has to decide which it gives 
higher priority to. It has to ask the American people which they 
are most interested in, and I think pursue that one so that you 
achieve the goal. Then you must ask yourself, can you go further 
to achieve the other goal? 

But every dollar that you provide in tax relief is going to require 
a spending cut just to keep the deficit from increasing. In other 
words, you are just treading water. If you also decide you are going 
to balance the budget, it means the spending cuts that you are 
going to make to bring the deficit down once you have brought it 
level again will be that much harder. 

Mr. Payne. Thank you very much. 
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Thank you, Mr. Chairman. 

Mr. McCrery. T^ank you, Mr. Pa)me. I can assure the gen- 
tleman from Virginia that over the next 2 years he is going to have 
plenty of opportunity to vote for spending cuts that will more than 
outweigh the taxing increase that this committee will vote for. So 
don’t worry, we are going to be able to cut spending a heck of a 
lot more than 

Mr. Payne. I am not worried. I would just feel better if I did the 
spending cuts first, as we have always discussed we felt was the 
best way to proceed, and then have the tax cuts second. 

Mr. McCrery. I will assure the gentleman again that he is going 
to have an opportunity to vote on a package that will include as 
many spending cuts as we have tax reductions, at the same time. 

Mr. Payne. In this committee? 

Mr. McCrery. No, sir, not in this committee. I don’t think that 
is necessary, nor desirable. But on the floor of the House where it 
counts, you will have an opportunity. 

Dr. Reischauer, in responding to Mr. Portman’s inquiry on why 
it is bad to continue having $200 billion deficits, I appreciated your 
answer, but it is my impression, and I want you to comment on 
this and tell me if I am wrong and explain why. It is my impres- 
sion that it is not only bad for the reasons you stated, but also, if 
you look beyond the 5-year window, or even the 10-year window 
that we often look down or look through, there are some events 
likely to occur, absent congressional action, that compound the 
problem, such as the Medicare Hospital Insurance Trust Fund 
going dty around the year 2001 or so. 

That is more of a relative problem than it is an absolute problem, 
because we will have to take resources from education, training, re- 
search and development, whatnot, and supplement that fund in 
order to pay the bills. 'That is a relative problem. 

But then further down the road, 2016, 2017, we will face an even 
bigger problem when the baby boom generation retires and starts 
calling on the Social Security trust fund and we are no longer able 
to use the surplus, so to speak, for education, training, and all 
these other things we would like to do. 

To me that says that we need to start taking very serious actions 
today, this year, to account for those problems that are down the 
road. Do you agree with that? Am I off base on this? Can you ex- 
pound on it? 

Mr. Reischauer. No, I think you are right on the money. We 
have a short-run problem, namely, that we are running deficits and 
we would like to have a balanced budget. 

'The demoCTaphic situation in this country means that starting in 
the second decade of the next century, our programs devoted to the 
elderly — and those are Medicare, Social Security, and some of the 
other programs, too — are going to explode. Their spending is going 
to rise as the numbers of beneficiaries increases. 

We as a society, as a nation, are going to have to redirect re- 
sources one way or another to provide the retired population with 
the income they need to live ana the income that we have promised 
them. 

There are two things we can do about that now. One is that we 
can begin scaling back our commitments to future retirees by 
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changing the retirement age, and making other modifications in 
the Social Security system or the Medicare systems. 

The other is that we can strengthen the economy, run surpluses, 
or lower our deficits so that the total wealth of our economy ex- 
pands, and there are more resources to channel in the direction of 
the growing retired population. We probably should be doing both. 
Mr. McCrery. Thank you. Again, it seems to me that with those 

f )roblems looming out there, we ought to be thinking in terms 
onger than 5 years or even 10 years. We ought to be thinking of 
the problems that are further down the road, and how if we don’t 
start doing some things now to prepare for those problems and pre- 
pare to be able to cope with those problems better than we would 
be if we stayed on the present course, we are going to have a heck 
of a time. We are going to be even more dependent on foreign cap- 
ital to finance our standard of living in this country. 

Won’t that put us somewhat at the mercy of the rest of the world 
if we get to that point? 

Mr. Reischauer. The rest of the world is going to be in the same 
shape that we are in. So I wouldn’t count on them coming to our 
rescue. I think the point you made is worth reemphasizing, and 
that is that you can take modest steps now that will improve 
things 20 years from now, and will preclude the possibility that you 
might have to take radical, drastic, and inequitable steps in 2015 
or 2020. So there is good reason to act now, even though the crisis 
isn’t looming right in front of us. 

Mr. McCrery. Well, thank you very much for your responses to 
our inquiries and your testimony of today and for your service to 
the country and to the Congress. My view is, and it is only my 
view, that this Congress is going to take some bold steps, or at- 
tempt to take some Bold steps to address those long-term problems. 

It is not going to be particularly popular, I predict. Although I 
know how the game works, I am disappointed that the President 
did not come forward in his budget with suggestions for some bold 
steps so that we could do this in tandem. I am hopeful, I am still 
hopeful that the administration will accept our proposals, which 
will come, despite the cynicism of the few. We are going to come 
forward with some proposals. 

They may not be the exact proposals that you would like to see 
or the President would like to see. But I am convinced that this 
Congress or a majority of this Congress is very serious about cut- 
ting spending for the short term and for the long term to get us 
to a balanced budget and perhaps even run a surplus so that we 
will be better prepared to meet those problems when they arise in 
the next century. 

Now I am informed Mr. Houghton would also like to inquire. 

Mr. Houghton. I was not going to ask a question, but I can’t re- 
sist. Mr. Reischauer, great to see vou here. 

You may not want to answer this, but I am going to ask it any- 
way. The problem that we are faciim is we are putting so much off 
the table, we put Social Security off the table, we put our interest 
off the table, we put virtually Medicare off the table, we are put- 
ting the military off the table, everything like that. 

I mean, the big items, the big money items, we are not really 
wrestling with, although that may not be so with Medicare and 
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Medicaid programs. How would you go about wrestling with those 
things so that we do the steps that are moving toward the solution 
in 2010, 2015, 2020, rather than moving away from it? What are 
those specific actions or the areas that you would be working to- 
ward in those big money items? 

Mr. Reischauer. I think I benefit from not really understanding 
your question, so I have a hard time answering it. I have always 
been a believer that everything should be on the table, and that 
people who want to take things off the table maybe ought to be 
forced to come up with substitutes. 

You could pass a bill that cut everything by a flat percent — So- 
cial Security, you name it — absolutely everything. Then, if you 
want to take Social Security off the table, here is a proposal that 
cuts something else or raises a tax to allow you to take it off the 
table. 

In other words, impose a price on those who want to take some 
large spending item off the table. That is, to find their propor- 
tionate share of the savings to do that. 

Mr. Houghton. Well, in other words, you are saying that it may 
be easier 

Mr. Reischauer. I think 

Mr. Houghton. To just take a scythe right across the budget 
and then start putting things back according to what the specific 
need is; is that right? 

Mr. Reischauer. Yes. I mean, this is not a well thought out 
plan. I have just come up with this right now. 

But I think you are in an impossible situation when you say we 
want to balance the budget but we don’t want to increase taxes. We 
want to take Social Security off, and we want to make sure defense 
doesn’t decline in real terms from where it is now, and we can’t 
touch civil service and military pensions, and we really can’t touch 
veterans, and we probably can’t touch unemployment compensation 
because it is really State money. 

Of course, you can’t do much about interest. At this point the 
game is over, because the implied cuts on everything else in the 
budget are so draconian that no one will agree to cooperate. I am 
saying that it is very easy to take things off the table if there is 
no price imposed on you when you take it off. All you do is receive 
thank-you letters from the Social Security recipients: thank you for 
taking this off the table. 

Mr. Houghton. Just one other question: capital budgeting. As 
industiy does it, not throwing in human resources and things like 
that, when we are talking about investing it is very difficult for a 
government agency to invest it. What do you think about that? 

Mr. Reischauer. As an institution, we have never been enam- 
ored with the idea. Most people bring it forward as a proposal that 
they believe would mean that the amount of deficit reduction that 
we had to do was reduced. The analysis we have done of it suggests 
that that is not the case, that if you correctly counted the deprecia- 
tion of the existing capital stock of the Federal Government and in- 
cluded that as an expenditure item in the budget, the deficit would 
in fact look a lot different from what it appears to be right now. 
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There are some very difficult issues, of course, about the defini- 
tion of capital, and there is concern that the definition would be 
abused by the Congress and the executive branch. 

Mr. Houghton. Thank you. 

Mr. McCrery. Thank you, Mr. Houghton. Thank you, Dr. 
Reischauer, very much for your testimony. 

Mr. Reischauer. Thank you. 

[Whereupon, at 2:50 p.m., the hearing was adjourned.] 

[A submission for the record follows;] 
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Dear Congressman Archer 

I would like to comment for the printed record of the Febnjaiy 7, 1995 hearing on 
the President's fiscal year 1996 budget I know fhere are many items to discuss on the 
budget, but there are several areas I believe your Committee also should consider. 

In most of the public comments made so far regarding the 1996 budget and 
future budgets, there is much discussion about down-sizing government, eliminating 
waste, bringing the annual budget deficit under control, and. hopefully, starting to pay 
down on the national debt All of this is fine, but generally missing is any serious 
discussion on reining in the enormous amounts of money spent to operate the Central 
Intelligenca Agency. 

We are a democracy, and the Cokf War is over. I believe an Intelligence Agency 
can be justified in the national interest I also believe reasonable spending for its 
operation is justified, but the Agency should be made more efficient and open much of 
its actions to the public. Democracies need open govemment-not a bunch of "spooks" 
who often try to oppose chartges in the governments of other countries rather than truly 
just being an infbnnation gathering Intelligence Agency. I am sure billions of dollars 
could be saved annually by reducing the Central Intelligence Agency budget if you are 
serious about making government more efficient and balancing the budget. 

The Ways and Means Committee should also look at military pensions. It makes 
no sense to me to allow someone to enter the military in their teens, finish service in 
their 30s, and begin to draw a pension. Military pensions should begin at age 65. A 
second problem with pensions, as I understand fi, is that the funding for pensions 
comes right out of the general funds of the United States. Does the military have a 
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pension fund that they contribute to from day-one of their service just tike other 
government employees? If not. why not? 

I believe where our government provides a service, a better effort should be 
made to recover the costs for that service. For example, fees for use of our national 
parks and the concessions in them should cover the cost of maintaining and improving 
our parks. 

There is a huge amount of government subsidies, special tax benefits, to many 
special interests. To be fair, ail of them should be on the table. For example, as I 
understand it, our tax system subsidizes Sunkist. Gallo, and McDonald's to advertise 
their products abroad; some private forestry companies owe tax payers for timber 
purchased but not paid for; and some mining companies pay pennies for title to the 
United States people's land that is worth millions. 

There is a lot of discussion in Congress about reforming “welfare" to cut off 
benefits to millions of poor children. I believe Congress also should reform the benefits 
given to corporations that receive special tax benefit welfare. 

Your Committee has a difficult task, but I sincerely believe the annual budget of 
the United States should be balanced right now and everything should be on the table. 
A balanced budget amendment is a cop-out for balancing the budget in the future 
instead of just doing it now. 

We live in a great, free, open democracy and a government of the people, by the 
people and for the people. The American people want a fair system where the poor 
and middle class are not ignored by Congress and get as much consideration as 
corporations that are on welfare. 

Thank you for the opportunity to present my views 
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TUESDAY, MAY 2, 1995 

House of Representatives, 
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The Committee met, pursuant to call, at 10:08 a.m., in room 
1100, Longworth House Office Building, Hon. Bill Archer (Chair- 
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ADVISORY 

FROM THE COMMITTEE ON WAYS AND MEANS 

FOR IMMEDIATE RELEASE CONTACT: (202)225-1721 

April 18, 1995 
No. FC-6 


ARCHER ANNOUNCES HEARING ON 
MEDICARE HOSPITAL INSURANCE TRUST FUND 

-Report Shows Trust Fund Will Start Going Broke In 1996- 


Congressman Bill Archer (R-TX), Chairman of the Committee on Ways and Means, 
today announced that the Committee will hold hearings to review the Report of the Trustees 
of the Federal Hospital Insurance Trust Fund and the recommendations of the Trustees. The 
hearing will take place on Tuesday, May 2, 1995, in the main committee hearing room, 
1100 Longworth House Office Building, beginning at 10:00 a.m. 

The Committee will receive testimony from Federal Hospital Insurance Trust Fund 
Trustees and expert wimesses. 

BACKGROUND : 

The payroll taxes paid by working Americans and employers into the Federal Hospital 
Trust Fund (HI Trust Fund) pay for about sixty percent of the medical care for Medicare 
beneficiaries. The Hospital Insurance program (Medicare Part A) is obligated to cover the 
costs of inpatient hospital care and other related services for those Americans who are entitled 
to insurance coverage under Medicare Part A. 

The 1995 report of the Trustees of the HI Trust Fund indicates that the fund is in 
financial imbalance for both its short and long range projections. Beginning in 1996, the HI 
Trust Fund will for the first time, spend more in outlays than it receives in income. 

According to the Trustees report, if payroll taxes alone were raised to ensure fund balance 
into the future, those taxes would have to be nearly tripled from current levels. 

Currently, payroll taxes from about four workers cover the Medicare Part A costs on 
average for each beneficiary. This ratio worsens over time, and drops precipitously when the 
baby boomers become eligible for Medicare after the year 2010. It is noteworthy, however, 
that the financial imbalance in the HI Trust Fund occurs prior to the eligibility of baby 
boomers. As the Trustees report states: "Not only are the anticipated reserves and finances of 
the HI program inadequate to offset the demographic change, but under all of the sets of 
assumptions the HI Trust Fund is projected to become exhausted before the demographic shift 
has even begun to occur." 

"The report on the HI Trust Fund is an early warning signal that cries out for 
immediate Congressional attention. Despite the fact that President Clinton ignored the 
precarious state of the Trust Fund in his budget, it is now time for him to join with the 
Congress and face this issue squarely. We need to work together to keep the promises of the 
past while meeting the needs of the current and future Medicare beneficiaries," Archer said. 

FOCUS : 

This hearing will review the Report of the Trustees of the Federal Hospital Insurance 
Trust Fund and the reconunendations of the Trustees. 
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DETAILS FOR SUBMISSION OF WRITTEN COMMENTS : 

Any person or organization wishing to submit a written statement for the printed 
record of the hearing should submit at least six (6) copies of their statement, with their 
address and date of hearing noted, by the close of business, Tuesday, May 16, 1995, to Phillip 
D. Moseley, Chief of Staff, Committee on Ways and Means, U.S. House of Representatives, 
1102 Longworth House Office Building, Washington, D.C. 20S1S. If those filing written 
statements wish to have their statements distributed to the press and interested public at the 
hearing, they may deliver 200 additional copies for this purpose to the Committee office, 
room 1 1 02 Longworth House Office Building, at least two hours before the hearing begins. 
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or dio daolfBatad rapraoaauttra aay bo raaehad aad a topleal oitliae or nBBuy at iha coBBoota aad raeocaBadadiBi ta tha tall 
ftataaoot. TUa lapplaaaaial ohaat «UI aot bo tadadad In tha prlniad roeord. 

Tha abova raatrteaoBO aod itadtatlw apply oily to natortal bataf sabBload tor priattac. taatoBoata aad nhlhlti or lapplNiOBtary 
aauatal nbadCMl oolaty for dMrtbotlaB to tba MoBban. taa praaa ud tha pabUe daitac taa eaana of a pahUe baaitaf may ba nbadttad ta 
atbar faraa. 

Note: All Committee advisories and news releases are now available over the Internet at 
GOPHER.HOUSE,GOV, under ’HOUSE COMMITTEE INFORMATION’. 
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Chairman ARCHER. The Committee will come to order. 

Will guests and staff please take their seats? The Committee will 
commence just as soon as everybody is seated and audible con- 
versation ceases. Surely everyone can find a seat and not continue 
to walk around in the middle of the Committee room. 

Today, the Ways and Means Committee conducts one of its most 
important hearings of the year because we will examine the finan- 
cial condition of the Federal Hospital Insurance Trust Fund Medi- 
care Part A. The report we will examine today is essentially a 
Clinton administration document. 

Three trustees are Cabinet secretaries. Their very own report 
shows that the trust fund will begin to go broke next year and will 
be bankrupt by 2002. Their report provides a wake-up call that this 
Committee and the Congress must not ignore. 

Madam Secretary, welcome again to the Committee and I hope 
the administration also will not ignore its own report. Thirty-seven 
million Americans depend upon the trust fund for hospital care and 
the other part A benefits covered under Medicare. 

At the same time, working Americans are paying hard-earned 
dollars in payroll taxes to finance Medicare and they rightfully ex- 
pect that Medicare will be there for them when they retire or be- 
come disabled. It is essential that we begin today a conversation 
with the American people about the condition of their Medicare 
and the dire necessity to work together to make it solvent. 

Frankly, it will not be easy to bring Medicare finances in line. 
The trustees’ report tells us that simply to ensure solvency for the 
next 25 years. Congress would have to immediately increase pay- 
roll taxes by 44 percent or reduce growth in expected spending by 
nearly one-half. For the trust fund to remain solvent through the 
retirement years for the baby boom generation, the trustees’ report 
indicates taxes would have to be tripled; that is, if restraint in 
spending increases does not occur. 

Raising taxes would only postpone the need to curb medical cost 
growth and would simply pour fuel on the fire of medical cost infla- 
tion. Besides, it is bad economics and plain wrong to raise taxes 
further on this generation of working Americans. 

It is our responsibility to begin the task of tempering growth in 
Medicare costs to preserve the program for current and future 
beneficiaries. I know the American people expect us to meet this 
challenge in a bipartisan manner. Medicare solvency is neither a 
Republican issue nor a Democrat issue and I will work to seek so- 
lutions for the full participation of Democrats on the Committee 
and with the administration, along with our Republican Members. 

We begin today a two-part process to save Medicare. The first 
part is a careful examination of the causes behind Medicare’s loom- 
ing insolvency. Only after we understand the problem can we begin 
to advance solutions, and that will be the second part of the 
process. 

Madam Secretary, I am growing increasingly concerned about 
the administration’s lack of an approach to saving Medicare. The 
administration’s public pronouncements appear to say that since 
the American people rejected a big government solution to health 
care reform last year, the administration will refuse to talk about 
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the unique problems of Medicare this year. I hope I am wrong in 
my understanding of those pronouncements. 

This morning, I call upon the administration to join us in saving 
Medicare. I hope the mistakes of last year will not be compounded 
by an even bigger mistake this year. Let’s not hold America’s sen- 
iors hostage to an administration-failed, big government health 
care program. 

Today, at the start of the 1995 White House Conference on 
Aging, I hope the administration will advance proposals so we can 
seek a consensus with the elderly and all Americans on positive 
solutions. We are ready to work with you. 

I will now yield to Mr. Gibbons for an opening statement. 

Mr. Gibbons. Thank you. Chairman Archer, and I will yield my 
time to Mr. Stark, former Chairman of the Health Subcommittee 
and now Ranking Member on the Health Subcommittee. 

Mr. Stark. Thank you, Mr. Gibbons and Mr. Chairman. You 
know, the Republicans holding this hearing to save Medicare re- 
minds me of the man who murdered his parents and begged for 
mercy as an orphan. The hearing really is a blatant attempt to dis- 
tract the public from a Republican tax bill that takes $87 billion 
out of the Medicare Part A Trust Fund over the next 10 years and 
gives it to the rich. Republicans are crying crocodile tears about the 
trust fund being in danger. Talk about wake-up calls. I would say, 
“hello. Earth to the Committee.” The Republican hypocrisy is 
showing. 

I urge the Committee Republicans to reread their minority views 
on H.R. 3600, last year’s health reform bill. In that bill, Democrats 
saved the Medicare Trust Fund by getting all health spending 
under control. The billions we saved in Medicare helped the unin- 
sured, expanded Medicare benefits, and provided a prescription 
drug benefit for everyone. Democrats used Medicare savings to im- 
prove the entire health care system. 

Where were the Republic 2 ins? Every one of you on this Commit- 
tee voted against any and all Medicare savings. In your dissent 10 
months ago, Mr. Chairman, you said reimbursement levels had 
reached potentially disastrous levels and additional massive cuts in 
reimbursement to providers will reduce the quality of care for the 
Nation’s elderly. 

Now the radical right wants to cut three or four times more than 
we did. How can they now say it will not hurt quality? I’m sorry, 
folks, but massive cuts in Medicare without expanding coverage, 
will shift cost onto younger workers and destroy the quality of 
medical care. 

Speaker Newt talks about reforming the system with more man- 
aged care and vouchers. I must say, I resent the Republicans sug- 
gesting that my mother and the Nation’s seniors are either senile 
or so stupid they cannot see through that double-talk. Mother 
knows that managed care costs more and it means less choice of 
doctors and hospitals. She also knows that the vouchers being sug- 
gested by Republicans to buy private insurance will not ever be 
worth enough to pay for reasonable health care. 

The Republican plan to push American seniors into plans with 
less choice saying it would give them more choice is a dog who just 
will not hunt. Republicans intend to disrupt people’s health plans 
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and push them into managed care, and they know it will save little 
or nothing. Last week, the CBO, Congressional Budget Office, told 
the Committee that under the current laws, quote, “it is believed 
that Medicare spends more for managed care enrollees than it 
would have spent on them had they remained in the fee-for-service 
sector, about 5.7 percent more.” 

Until we know more about how to pay for seniors in managed 
care, you are just whistling in the dark and playing fast and loose 
with the sacred trust of Medicare. We Democrats have always 
worked with responsible Republicans to improve Medicare and re- 
form the entire health care system. But $300 billion in cuts for the 
sake of tax cuts for the rich not only destroys Medicare, but harms 
the entire system. 

We are about to hear from Secretary Shalala. I expect, she will 
ask to work with all of us to reform the U.S. health care system. 
We must not only preserve Medicare, but we must provide coverage 
to 42 million Americans who are today without coverage. Nobody 
is thinking about them on the Republican side of the aisle. 

You proved your political dominance over the House in the past 
4 months. Why not show us you stand for something besides insur- 
ance company profits and tax cuts for the very rich? You are in 
complete control of this Committee and you will be judged by your 
ability to legislate fairly for all Americans. 

Thank you, Mr. Chairman. 

[The opening statement of Mr. Christensen follows:] 

Opening Statement of Hon. Jon Christensen 

Medicare is going broke. It is on a crash course with reality and we’ve got to turn 
it around. We must have the courage to transform it. 

It is a little-reported fact that Medicare’s roaring growth has left a 1960s program 
on the verge of disaster in the 1990s. Medicare grew by almost 11 percent last year, 
more than twice as fast as private-sector health care spending. That gap alone is 
proof that something is dreadfully wrong with the program. 

■That is not the worst news. According to the Trustees of the Medicare Program, 
including three Clinton cabinet secretaries, the Medicare Program will spend more 
than it takes in next year — and by 2002 the Federal Hospital Insurance Trust Fund 
established to secure Medicare’s future will be bankrupt. Worse still, by law, no dis- 
bursements may be made for Medicare if that fund is emptied. President Clinton’s 
own officers admit that Medicare is going bankrupt — and will cease to exist when 
it collapses. To make sure our nation’s seniors have access to adequate health care, 
we simply must save Medicare. 

How much do we have to cut? Not a dime. The way to save Medicare is to allow 
the program to continue to grow, just at a slower rate. After we reform it. Medicare 
will still be growing faster than any other program in the Federal Government. 
Many groups, including tax-and-spend liberals seeking to relive the school lunch de- 
bate and score political points, wilt argue that Medicare is being “cut.” Only in 
Washington can letting a program growing faster than any other government pro- 
gram be called a cut. 

The Clinton administration’s lack of any plan to salvage the broken program is 
unacceptable to our seniors. In his disastrous attempted government take-over of 
the Nation’s health care system. Bill Clinton called for $118 billion in changes to 
Medicare, knowing that the program was headed for fiscal disaster. However, since 
his proposal was rejected the president has been silent on how to save Medicare. 
His marathon State of the Union Address did not even mention the Medicare crisis. 
His budget also ignores the problem altogether. Seeing the program was about to 
crash, he has taken his hands off the controls, forcing fepublicans to take the lead- 
ership role once more. 

I care deeply about our seniors, and so I will fight to defend Medicare. We need 
to work together in a bipartisan fashion to transform Medicare from an inefficient, 
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waste-ridden program to a secure, strong program for today’s seniors and those of 
tomorrow. 

Chairman Archer. Madam Secretary, welcome again to the 
Committee. We will be pleased to receive your presentation. Should 
you wish to restrict it in your oral comments, your entire printed 
statement will be entered into the record. 

You may proceed. 

STATEMENT OF DONNA E. SHALALA, SECRETARY, HEALTH 
AND HUMAN SERVICES 

Secretary Shalala. Thank you. Chairman Archer. 

Let me say, Mr. Chairman, Members of the Committee, I will put 
my complete statement in the record with your permission and 
read a much briefer statement. 

Thaink you for the opportunity to testify this morning on the HI, 
Hospital Insurance, Trust Fund. I would like to begin by quoting 
the words of Franklin Delano Roosevelt who gave voice and vision 
to America’s desire to provide income and health security to older 
Americans. Roosevelt said, “We always hope there is a better life, 
a better world beyond the horizon.” It is reaching that horizon and 
protecting our older Americans that brings us here today. 

As you know, my fellow Medicare trustees and I recently re- 
ported that the HI Trust Fund will be depleted in 2002. The Clin- 
ton administration believes that this is a major problem that de- 
serves serious bipartisan attention. Let me begin by describing the 
HI Trust Fund and the services it supports for older Americans. 

The HI Trust Fund primarily pays for inpatient hospital care. It 
also covers expenditures for home health services, for skilled nurs- 
ing care, and for hospice care. In 1994, it paid for $104.5 billion in 
services for 32 million aged and 4 million disabled beneficiaries. 
The trust fund is financed primarily by payroll taxes. 

Employees contribute 1.5 percent and there is a matching con- 
tribution by employers. However, in the years to come, trust fund 
expenditures are projected to rise more rapidly than trust fund rev- 
enues. This is because of a current and anticipated future increase 
in the number and complexity of medical services. Driving the ex- 
pected imbalance between expenditures and revenues is the demo- 
graphic shift that will occur with the aging of the baby boom gen- 
eration. As that shift occurs, a larger percentage of our population 
will be eligible for Medicare and a correspondingly smaller percent- 
age will pay the taxes that support the trust fund. 

What does all of this mean? The 1995 HI trustees’ report projects 
roughly another 7 years of solvency; the fund is exhausted in 2002. 
These are well understood trends. Over the past 15 years, the 
trustees have projected the date of insolvency to be anywhere from 
1987 to 2005, and each year they recommended that Congress take 
action to protect the fund. 

When the President took office on January 20, 1993, he inherited 
an escalating deficit and a Medicare Trust Fund that was projected 
to be insolvent in 1999. Twenty-seven days later, he proposed and 
then helped to pass a historic deficit reduction plan, the Omnibus 
Budget Reconciliation Act of 1993. 

That included several strong policies to strengthen the economy 
and the trust fund. Indeed, these proposals pushed out the insol- 
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vency date by three full years. Unfortunately, the only proposal in 
the Contract With America that specifically addresses the Medicare 
Trust Fund would weaken it and undo some of the progress made 
in OBRA 1993. It is ironic that those who are suddenly interested 
in the plight of the Medicare Trust Fund have advocated policies 
that exacerbated the insolvency of the fund. 

The fact is, any significant changes in Medicare, whether in the 
financing eligibility, in the benefit provisions or in payment rates, 
will affect the entire health care system. Therefore, this adminis- 
tration believes that strong action to avoid depletion of the HI 
Trust Fund should not be undertaken by looking at Medicare alone. 
Instead, we must consider the issue of the larger context of health 
reform as the trustees recommend. 

We need an approach to protecting Medicare that is both bold 
and balanced. The President has repeatedly called for a meaningful 
bipartisan action on health reform, but so far, the reply from the 
Republicans has been only silence. Let there be no mistake. Solu- 
tions focused solely on Medicare could cause great harm. Let me 
give you a few examples. 

Reductions in payments to health professionals would have sig- 
nificant effects on their overall financial condition. This is particu- 
larly true for care givers whose patients are predominantly Medi- 
care beneficiaries or uninsured persons, whether located in inner 
cities or in rural America. In fact, large reductions in Medicare 
payments would have a devastating effect on urban public hos- 
pitals that already are providing a disproportionate share of un- 
compensated care. 

In the 1994 special report of the National Association of Public 
Hospitals, it was reported that in 1991, Medicare accounted for a 
bigger share of net operating revenues than private payers for 
these hospitals. The Association further reported that while Medi- 
care was the payer for only 11 percent of discharges in these insti- 
tutions, it accounted for almost 20 percent of the net operating 
revenues. 

Large reductions in Medicare payments should — could also en- 
danger rural hospitals. Nearly 10 million Medicare beneficiaries, 25 
percent of the total, live in rural America where there is often only 
a single hospital in their county. These rural hospitals tend to be 
small and serve primarily Medicare patients. Significant reductions 
in Medicare revenues will cause many of these hospitals, which al- 
ready are in financial distress, to close or to turn to local taxpayers 
to increase what are often substantial local subsidies. 

Rural residents are more likely than urban residents to be unin- 
sured, so the practice of offsetting the effects of Medicare cuts by 
shifting costs to private payers is much more difficult for small 
rural hospitals. Moreover, rural hospitals are often the largest em- 
ployer in their communities. Closing them will result in job loss 
and physicians leaving these communities. 

Other providers may shift their costs on to payers who do not 
have the market power to negotiate advantageous rates. This 
means that ultimately many small businesses and individuals, 
those Americans who are already paying the highest health insur- 
ance premiums, will shoulder even larger shares of health care 
costs. Large cuts in Medicare could also hurt beneficiaries. About 



9 


75 percent of homes have incomes below $25,000. Let me repeat 
that. About 75 percent of Medicare beneficiaries have incomes 
below $25,000. 

For the typical Medicare beneficiary, out-of-pocket health costs 
represent 21 percent of income. Increasing out-of-pocket costs 
would be the equivalent of reducing their Social Security. Attempts 
to restore the solvency of the trust fund cannot undermine our 
commitment to providing health security for older Americans right 
now and in the future. 

The administration takes seriously its responsibility to current 
and future Medicare beneficiaries to insure the solvency of the 
trust fund. The Health Care Financing Administration continues to 
make many program changes to improve the efficiency of the Medi- 
care system. As a result, on a per enrollee basis, Medicare grew at 
a slower rate than the private sector between 1994 and 1991; 7.7 
percent compared to the private sector’s 9.8 percent. 

As we address these issues, we must remember that Medicare 
does not stand alone. It is an integral part of a larger health care 
system, a public/private health care system, as well as the Federal 
budget. 

For this reason, if the Republicans are truly serious about 
strengthening the Medicare Trust Fund, they must first pass a 
budget resolution that specifies how they plan to balance the budg- 
et and pay for their proposed tax cuts. They must decide whether 
they want to pursue the reported $300 billion in Medicare cuts over 
7 years, the largest cut in Medicare in American history to pay for 
a 7 year, $345 billion tax cut that goes predominantly to the well 
to do Americans, and they must aclmowledge that the only way to 
resolve the problem surrounding Medicare is within the context of 
health care reform. 

The administration looks forward to working with the Congress 
to develop lasting solutions to Medicare’s fiscal problems, to reach- 
ing for a horizon in which all Americans enjoy long term health 
security. 

Thank you and I would be happy to answer any questions you 
may have. 

[The prepared statement follows:] 
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STATEMENT OF DONNA E. SHALAtA 
SECRETARY OF HEALTH AND HUMAN SERVICES 


MR. CHAIRMAN AND MEMBERS OF THE COMMITTEE: 


ThanJc you for the opportunity to testify before you on the 
Hospital Insurance (HI) and Supplementary Medical Insurance (SHI) 
trust funds. 

As you knov, my fellow Medicare trustees and I recently 
reported that the HI trust fund will be depleted in 2002. ifeile 
the HI trust fund financial balance is a significant problem and 
deserves our serious attention, let me also remind you that (1) 
this is not a new problem and (2) the projected life of the trust 
fund has been extended for three years since 1993. 

Due to the actions taken in the Omnibus Budget 
Reconciliation Act of 1993 (OBRA 93} and a stronger-than’-expected 
economy in 1994, Trust Fund depletion has been delayed from 1999 
to 2002. Even with these improvements, however, the Trustees 
continue to foresee financial problems in the future for the HI 
Trust Fund. 

As I noted, the Trustee's trends and projections have 
occurred before and are not surprising. In the course of the 
past 15 years, the Trustees have predicted near-term financial 
problems for the trust funds and recommended that Congress take 
action to slow the growth of Medicare spending to assure trust 
fund solvency. While we have worked with congress to improve the 
outlook of the trust fund, broader issues of health care cost and 
access limit how much more we can accomplish through Medicare 
reductions in growth alone. 

He are concerned solutions focused solely on Medicare would 
severely strain many of our fragile health care delivery systems 
in rural and inner-city communities and could result in cost 
shifting to small businesses and individuals. We must therefore 
consider thie issue in the context of health reform. 

Today, I will focus primarily on the solvency of the HI 
trust fund. Although the Trustees Report addresses cost growth 
in both the HI and the SKI trust funds, the issue of greatest 
concern is the HI trust fund's solvency. I look forward to 
working with Congress to strengthen the Medicare program in the 
context of broader reforms to assure that Medicare remains stable 
now and in the future. 


Description and Background Information on t^e Trust Fund8_._ 

Let me begin by describing the HI trust fund and the 
services it supports for Medicare beneficiaries. The HI Trust 
Fund primarily pays for inpatient hospital care, but it also 
covers expenditures for home health services, skilled nursing 
care, and hospice care. In 1994, the HZ Trust Fund paid for 
$104.5 billion in services for 32 million aged and 4 million 
disabled beneficiaries. 

The HI Trust Fund is financed primarily by payroll taxes. 
Employees contribute 1.45 percent of wages, and there is a 
matching contribution by employers. Self-employed individuals 
contribute 2.9 percent of self employment income. OBRA 93 
removed the ceiling on the amount of earnings that are taxable; 
consequently, this tax applies to all earnings. The Trust Fund 
also receives income from interest earnings on its assets, 
revenue from taxation of Social Security benefits, and from 
miscellaneous sources. 

Trust Fund expenditures are projected to rise more rapidly 
than Trust Fund revenues. Anticipated increases in the number 
and complexity of medical services arc expected to continue to 
increase expenditure growth rates. Driving the expected 
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imbalance between expenditures and revenues is the demographic 
shift that will occur with the aging of the baby boom generation. 
A larger percentage of our population will be eligible for 
Medicare, and a correspondingly smaller percentage will be paying 
the taxes that support the Trust Fund. 

What does this mean? The 1995 HI Trustees Report projects 
roughly another 7 years of solvency. The fund is exhausted in 
2002. Over the 75 year long-range projection period, the income 
as a percent of taxable payroll remains relatively level while 
the cost rate rises steadily. 

These are well-understood trends; there is nothing new in 
this most recent Trustees Report. Over the past 15 years, the 
Trustees have projected the date of insolvency to be anywhere 
from 1987 to 2005, and each year they recommend that Congress 
take action to protect the fund. As I noted earlier, in part due 
to provisions in OBRA 93, Trust Fund depletion has been delayed 
to 2002. 

OBRA 93 eliminated the maximum earnings cap for the HI 
program, so that the HI tax now applies to all earnings. It also 
achieved $55 billion in savings from the Medicare program, about 
$30 billion of which came from providers who are paid through the 
HI Trust Fund. In addition, OBRA 93 increased the maximum 
proportion of Old-Age, Survivors, and Disability Insurance 
(OASDI) benefits subject to Federal income taxes from SO percent 
to 85 percent, for only those beneficiaries with the highest 
incomes. Revenues generated by this provision are dedicated 
solely to the HI Trust Fund. Unfortunately, as part of its 
Contract with America, the House has voted to repeal the change 
in the taxation of OASDI benefits. It is ironic that those who 
are suddenly interested in the plight of the Medicare trust fund 
have advocated policies that exacerbate the Insolvency of the 
Medicare trust fund. 


Effective Solutions Require Broader Health Care Reform 

Any significant changes in the Medicare program, whether in 
the financing, eligibility, benefit provisions or payment rates, 
will effect the entire health care system. Therefore, this 
administration believes that strong action to avoid depletion of 
the Hospital Insurance Trust Fund should not be undertaken by 
looking at Medicare alone. 

Reductions in payments to providers would have significant 
effects on providers' overall financial condition. This is 
especially true for providers whose patients are predominantly 
Medicare beneficiaries or providers who also treat uninsured 
persons, whether located in inner cities or rural areas. 

• Large reductions in Medicare payments would have a 

devastating effect on a significant member of urban safety- 
net hospitals. These hospitals already are bearing a 
disproportionate share of the nation's growing burden of 
uncompensated care. 

For large urban public hospitals, which are heavily 
used by Medicaid and self-pay patients. Medicare is an 
important source of adequate payment. According to the 
1994 Special Report of the National Association of 
Public Hospitals, while Medicare in 1991 was the payer 
for only 11 percent of discharges in these 
institutions, it accounted for almost 20 percent of net 
operating revenues. 

- For these hospitals on average, in 1991 Medicare 

accounted for a bigger share of net operating revenues 
than private payers. 
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• Large reductions in Medicare payments could also endanger 

rural hospitals. 

Nearly 10 million Medicare beneficiaries (25 percent of 
the total) live in rural America where there is often 
only a single hospital in their county. These rural 
hospitals tend to be small and to serve primarily 
Medicare patients. 

Significant reductions in Medicare revenues will cause 
many of these hospitals, which already are in financial 
distress, to close or to turn to local taxpayers to 
increase what are often substantial local subsidies. 

Rural residents are more likely than urban residents to 
be uninsured. As a result, offsetting the effects of 
Medicare cuts by shifting costs to private payers is 
more difficult for small rural hospitals. 

Rural hospitals are often the largest employer in their 
communities; closing these hospitals will result in job 
loss and physicians leaving these communities. 

Other providers may shift their costs onto payers who do not 
have the market power to negotiate advantageous rates. This 
means that ultimately many small businesses and individuals — 
those Americans who are already paying the highest health 
insurance premiums in the nation — will shoulder an even larger 
share of health care costs. 

Large reductions in Medicare reimbursements to providers 
could also hurt beneficiaries. Significantly cutting payment 
rates to providers might restrict access for beneficiaries as 
providers would be less willing to provide services to them. 
Further, low income beneficiaries would be the hardest hit. 
According to AARP, out-of-pocket health costs represent 21 
percent of income for those over 65 years. In addition, over 75 
percent of Medicare beneficiaries have incomes below $25,000. 
Medicare reductions could increase the cost burden of the 
nation's most vulnerable elderly — the low-income. Such 
increases become the equivalent of reducing their Social 
Security. 

Attempts to restore the solvency of the trust fund cannot 
undermine Medicare's commitment to access to care for elderly 
persons. We should take care that any efforts to extend the 
solvency of the trust fund do not put Medicare beneficiaries at 
undue risk, but at the same time protect the program for them in 
the future. 

Only through focusing on the entire health system will we be 
able to address issues within Medicare and preserve access for 
Medicare beneficiaries and underserved populations. 

The Administration takes seriously its responsibility to 
current and future Medicare beneficiaries to insure the solvency 
of the trust fund. The Health Care Financing Administration 
(HCFA) continues to make many program changes to improve the 
efficiency of the Medicare system. For example, hospital 
prospective payment has contributed to slowing the Increase in 
Medicare expenditures for hospital services. As a result, on a 
per enrollee basis. Medicare grew at a slower rate than the 
private sector between 1984 and 1991 — 7.7 percent compared to 
the private sector's 9.8 percent. 



13 


As we address these Issues, we must remember that Medicare 
does not stand alone. It is an integral part of a larger health 
care system, and its solvency should be addressed only in the 
context of that larger system. Broader health care reform will 
occur only if we work on a bipartisan basis. The Administration 
looks forward to working with the Congress to develop lasting 
solutions to Medicare's fiscal problems. 
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Chairman Archer. Thank you. Madam Secretary. And I must 
say, I am not surprised at your presentation. It has the tone of a 
very appealing political ring to it. We could go into a long debate 
about comprehensive health reform, which you mention is the an- 
swer to Medicare problems, but the American people turned 
thumbs down on your plan for the Federal Government to take 
over the entire health care system in this country in the last Con- 
gress. 

I think it should be clear to you and to the President that, that 
is not going to occur again in this Congress. Therefore, we are con- 
fronted directly with the problems of the Medicare Trust Fund, 
which will begin to run short of money next year and according to 
your trustees’ report, will go broke in 2002. 

Isn’t that your interpretation of your actuary’s same conclusion 
to the trustees’ 1995 report where he states, “although the assump- 
tions used are reasonable, much of the available evidence suggests 
that they may not be optimal. In particular, the likelihood of a fu- 
ture result that is more adverse than the intermediate projection 
may exceed the likelihood of a more favorable result. Similarly, an 
outcome more adverse than the high cost projection may be more 
probable than one that is better than the low cost projection.” 

In other words, you are more likely to err on the losing side rath- 
er than on the gain side. The crisis we face could happen before 
7 years are up, and that is very troubling to me. It tells me that 
we need to act soon to respond to this threat, to the insurance cov- 
erage retired Americans and the disabled now depend on, and 
workers paying payroll taxes rightfully expect that they will get 
the benefits when they retire. Clearly, we must assure the Amer- 
ican people a solvent Medicare now. 

What solvency test do you think the HI Trust Fund should meet 
in 10, 25, or 75 years, and what approach do you think we should 
take to insure solvency? Should taxes be raised or should spending 
growth be curbed? 

Secretary Shalala. Mr. Chairman, we have made it very clear 
that we believe that, number one, the problems of the Medicare 
Trust Fund cannot be solved by simply looking at the Medicare 
Trust Fund, because anything we do to the current Medicare Pro- 
gram has implications for the rest of the American health care sys- 
tem, because the public part is such an important part of that sys- 
tem. 

Second, the President in his letter to the Speaker, has made it 
very clear that we believe that you ought to put a detailed budget 
on the table to tell us how you intend to keep your promise to bal- 
ance the budget and to provide a large tax cut for the well-off and 
to explain to the American people that you are not slashing Medi- 
care to pay for those tax cuts. 

Obviously, we are prepared to sit down in a bipartisan manner, 
but only after we have seen the budget proposals of the current 
majority, and only in the context of larger health care reform be- 
cause we do not believe that the Medicare problem can be solved 
by simply narrowly looking at Medicare. 

Chairman Archer. You, in effect, are telling this Committee that 
you will have no proposal to solve the Medicare Trust Fund short- 
age, which will banl^pt the system by 2002 or earlier according 
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to your own actuary and your trustees’ report, short of the Federal 
Government taking over the entire health care system of this coun- 
try, which you know is not going to happen, and you are holding 
Medicare and the payment of Medicare bills hostage to a Federal 
takeover comprehensively of the entire health care system in this 
country. 

That is what I hear you saying. Madam Secretary. 

Secretary Shaiala. Mr. Chairman, I am saying exactly the oppo- 
site. I am saying that any sophisticated understanding of the 
American health care system recognizes that it is heavily a private 
system with a strong public participation, and that it is not pos- 
sible to squeeze down on the public part of that system without 
spilling over into the private part, and therefore, we have to look 
at the entire system, not a takeover. The President made clear in 
his letter to the Congress in December, and he has said it repeat- 
edly, that it is necessary for us to talk about a whole set of health 
care reforms, the first steps, incremental approaches, but that we 
cannot simply expect the Medicare beneficiaries and the providers 
to absorb radical cuts in the system without it having an effect on 
the private sector, and that must be part of the discussion. 

Chairman Archer. Well, Madam Secretary, you and our col- 
league, Mr. Stark, continue to want to talk about the budget. We 
are here today to talk about saving the Medicare Part A Trust 
Fund and what it will take to do that. Now, that is what we are 
talking about. That is the focus of this Committee today, and you 
can obfuscate it with political sort of comments, but the reality is 
that we have got to do something about this. We are prepared to 
do it. We would like the President, as leader of this country, to give 
us a specific proposal that we can look at. We would like for Mr. 
Stark to give us a specific proposal that we can look at. 

I am curious inasmuch as you think that the overall comprehen- 
sive dictated reform of the health care system by the Federal Gov- 
ernment is the only way we can answer Medicare, whether or not 
you supported the Stark bill that was before this Committee and 
voted out by the Democrats last year. 

Is it fair to say that the administration supported that bill? 

Secretary Shalala. The administration supported its own health 
care reform bill, and the point that I am making, if I might repeat 
it, is that it is not possible, as we learned last year and the year 
before, to squeeze down on the public system without it having 
enormous implications on the private system, and that independent 
recommendations to strengthen the Medicare Trust Fund can only 
have marginal impact. 

This administration, since OBRA 1993, has actually extended the 
number of years to improve the solvency of the Medicare Trust 
Fund and our whole approach has been to protect and to improve 
the HI Trust Fund in a series of actions related to the deficit, in- 
vestments in the trust fund, and our own strong innovative ap- 
proaches to improve the quality of the Medicare Program. To re- 
duce the baseline of the Medicare Program, and to see this inde- 
pendently of the private health care system would be wrong and 
dangerous in our judgment. 

Chairman Archer. Yes, ma’am. You have repeated that now 
three times and I am sure we will hear it many, many more times 
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by members of the administration and by our Democrat colleagues 
up here, but the reality is that irrespective of what has happened 
in the past, we have a big problem today. Your trustees’ report 
shows that. 

It is probably bigger, based on the actuarial statement that I just 
read, than the trustees’ report even admits. We have the respon- 
sibility to do something about that, not talk about what we did in 
the past or the budget, but to talk about Medicare, and I, for the 
life of me, do not understand how reducing payments to the medi- 
cal profession in the area that is not under Medicare is going to 
help you save money under Medicare. If you reduce the income 
flow on this comprehensive program that you proposed last year, 
then you certainly are going to off-load more responsibilities if you 
are going to keep hospitals open and doctors functioning from the 
Medicare standpoint. 

The reality is that the bill that was presented to our Committee 
and voted out of our Committee in the last Congress, which was 
primarily conceived by our colleague, Mr. Stark, was supported by 
your administration, people who sat right at that desk, and that 
bill took $490 billion in the next 5 years out of Medicare and Med- 
icaid, $490 billion of cuts out of Medicare and Medicaid endorsed 
by your administration. 

Clearly comprehensive reform, as you see it, is not going to re- 
move the slashing of Medicare and Medicaid, as evidenced by the 
bill you endorsed. 

We need to focus on the fact that the HI Part A Trust Fund is 
going to go broke by 2002 or earlier and do something about it to 
assure the senior citizens and working Americans that we have 
measured up to our responsibility. 

I yield to the minority ranking member, Mr. Gibbons, for ques- 
tions. 

Mr. Gibbons. Well, thank you, Mr. Chairman. First of all, let me 
say that if anybody can make any suggestions as to how to improve 
Medicare, its services and its cost, I am willing to listen. I do not 
get panicky about any trustees’ report. I think I have heard every 
trustees’ report brought before this Committee since 1965 and I 
was here on — in Congress in 1965 and I think I am the only Mem- 
ber here who voted for the program in 1965. 

There has been a constant stream of people appearing on this 
Committee and before this Committee predicting that Medicare 
was going out of existence, never would work, and I just am not 
impressed by that. I know there is a profession of people that make 
a good living around Washington telling you that everything is 
going busted and going broke, but as I look at the Medicare Trust 
Fund, it is about as sound as it has ever been and I believe it will 
remain sound and I believe that any changes that must be made 
are minor changes. I just do not hit the panic button when we 
begin to talk about this. 

I want to say that when I first came on the Committee, there 
were some changes we had to make in the Medicare Trust Fund. 
We simply did not change the overall rate of taxation for Medicare 
and Medicaid; we simply shifted some of the Medicare money into 
the Medicaid system and it made the system completely sound and 
it did not disrupt the Social Security system. All those options are 
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available today and I think if anybody has any proposals, I would 
be glad to listen to them and thoughtfully try to think them out. 

Chairman Archer, as I recall, the health care reform program 
that we presented last year would have reduced Medicare expendi- 
tures over a 7-year period hy the tune of $168 billion. That is a 
large amount of money, hut not real large when you compare it to 
the overall size of the program. 

I do not think we want to get Medicare and Medicaid mixed up 
in this discussion today. Medicaid, as everyone knows, is a low-in- 
come program, it is a charity program. Of course, if the health care 
proposal that we put forward last year had been enacted, we would 
have saved a lot of money in Medicaid because there would not 
have been any Medicaid Program left, just about. All of it would 
have been subsumed in the program we put forward last year. The 
figure that Democrats proposed to cut out of Medicare last year for 
the aged was the $168 billion, not $410 billion, as was said here. 

Madam Secretary, I looked over your report and I notice you had 
a chart in the hack of it tracing the solvency of the trust fund, and 
it seemed to me that the solvency of the trust fund and the length 
of the solvency of the trust fund to a certain extent tracked the 
U.S. economy. As unemployment goes up, the solvency of the trust 
fund tends to go down, and vice versa in this picture. 

It also seems to me that the solvency of the trust fund tends to 
follow the projected line of what medical costs, particularly hospital 
costs, will be in the future. All of us know that the number of days 
of stay in a hospital paid by Medicaid — Medicare patients, and all 
patients today, is much less than it was just a few years ago. In 
fact, as I recall, the average daily residency in hospitals 15 years 
ago was about 1.3 million a day, and the average daily residency 
in hospitals today is down to about 750,000 people per day. There 
has been a substantial drop in the use of hospitals. There has not 
been the concomitant drop in hospital costs, unfortunately, despite 
the fact that residencies in hospitals are much shorter than they 
used to be, even for Medicare patients. 

I say again, if anyone has got a proposal about how to improve 
this program and how to make it more secure, I am open, willing 
to listen. I do not think the program is in dire danger. I do not 
think the trustees’ report is anything that I haven’t heard on this 
Committee numerous times as trustees have come before us to tes- 
tify about the condition of the Medicare Trust Fund. I am really 
mystified by all this scare talk, unless they are just trying to carve 
more money out of programs for old folks and give it away in tax 
breaks for people who I do not think particularly deserve it. 

If anybody has got a suggestion, I am here to listen and thank 
you very much, Madam Secretary. 

Chairman Archer. Mr. Crane. 

Mr. Crane. Thank you, Mr. Chairman. 

Madam Secretary, last year you agreed that program expendi- 
tures should be slowed and you proposed to reduce the rate of 
growth by about $118 billion. Do you continue to support those 
proposals? 

Secretary Shalala. We do. I think the point I was making ear- 
lier is that the President believes, when we are talking about look- 
ing at the Medicare Program and our need to slow the growth of 
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the Medicare Program, that it ought to be part of an incremental 
health care reform discussion because of its implications on the pri- 
vate sector, and continuing the extenders was part of the current 
budget. We do think that there are things that we can do within 
the system, but we do not think that these big numbers that have 
been talked about and asking the Medicare recipients and the pro- 
viders to take $300 billion in cuts is anything more than a very 
dangerous approach to this country’s commitment to its elderly and 
disabled. 

Mr. Crane. Madam Secretary, you are talking about the Presi- 
dent’s proposal, and my question was about that $118 billion rec- 
ommendation you made last year; Do you especially as a trustee, 
continue to support that proposition? 

Secretary Shalala. I’m sorry. You are referring to last year’s 
health care reform budget. Let me simply say that we made those 
proposals within the context of health care reform. What the Presi- 
dent has said is that any proposals to slow down the growth of 
Medicare, such as those that we recommended as part of his own 
health care reform proposal, ought to be discussed this year within 
the context of incremental health care reform, some steps that we 
can take to both slow down the growth, but simultaneously make 
sure that we have looked at issues like coverage and affordability 
and quality and choice. While I can’t speak specifically to those rec- 
ommendations, we certainly would consider them as part of a 
broader discussion of how to strengthen both the trust fund as well 
as make certain that we maintain a quality health care system, 
both in the private sector as well as the public sector in this 
country. 

But again, the President this year has made very clear in his let- 
ter, we are talking about incremental reforms, taldng steps toward 
what we hope will be a goal of every American having affordable 
health care available to them. 

Mr. Crane. Madam Secretary, since you as a trustee perhaps 
know better than anyone the compelling nature of the bankruptcy 
problem with the Medicare Trust Fund and the real effect of de- 
layed action, can you, first of all, explain why you haven’t sent us 
a plan to address this problem; and second, when might you be 
sending us a proposal to save the Medicare Program? 

Secretary Shalala. Mr. Crane, what we have said is — and what 
the chief of staff said very clearly in his letter, is that when your 
party puts a detailed budget on the table, when you tell us how you 
intend to keep your promise to balance the budget and to provide 
a large tax cut for the well-off, when you explain to all of us how 
you are not slashing Medicare to do that, we are anxious to sit 
down in a bipartisan way, as long as the context is real health care 
reform, the first steps toward health care reform, that we want to 
do it in that context because of the implications for the private sec- 
tor health care system of making changes in the public health care 
system. 

Mr. Crane. Well, we have been waiting patiently for specific pro- 
posals to address the pending bankruptcy of that program, and we 
would hope and pray that you as one of the trustees might give us 
some guidelines since you have a specialized form of expertise. It 
hasn’t been forthcoming to date and I think 
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Secretary Shalala. Congressman Crane, we have waited pa- 
tiently, expecting on April 15, for the budget resolution to be 
passed. The President has committed himself to a bipartisan ap- 
proach to health care reform in this country, to taking the first in- 
cremental steps. We expect the HI Trust Fund issue to be part of 
that discussion, and — but it has to be part of a broader discussion, 
because of our clear understanding, and this Congress’, too, that if 
you do something on the public side of the system, it has implica- 
tions for the health care infrastructure, for beneficiaries, for how 
much they actually get in their Social Security check, and it must 
be part of a larger discussion. 

Mr. Crane. Well, Madam Secretary, one final point, and this is 
a quote out of the Hospital Insurance Trustees’ Report; “The fact 
that exhaustion would occur under a broad range of future eco- 
nomic conditions and is expected to occur in the relatively near fu- 
ture indicates the urgency of addressing the health insurance trust 
fund’s financial imbalance.” We are counting on input heavily from 
you and the other experts on the Hospital Insurance Trust Fund. 

Thank you. 

Secretary Shalala. I appreciate that, Mr. Crane, and just let me 
repeat that when we inherited this government in 1990 — the date 
of the trust fund bankruptcy was scheduled for 1991 — 1999, and 
everything we have done since then has added years on to protect 
the solvency of the trust fund. We are committed to that but it 
must be part of a larger discussion. 

Chairman Archer. Mr. Thomas will inquire. 

Mr. Thomas. Thank you, Mr. Chairman. You have used the term 
incremental. Madam Secretary, twice now, in referring to health 
care reform, and that is real progress. The Ranking Member of the 
Health Subcommittee talked about our positions in the 103d Con- 
gress. The administration’s position in the 103d Congress on their 
comprehensive health care plan basically had three problems with 
it; I think you will agree. A majority of Republicans were opposed 
to it. A majority of Democrats were opposed to it, and a majority 
of the American people were opposed to it. 

We can now set aside the i03d Congress. I think we are all in 
agreement that the American people did not want a government 
takeover of their health care system and that we are committed to 
incremental reform. 

When I look at the Board of Trustees of the Federal Hospital In- 
surance Trust Fund, I see six names. Four of them are members 
appointed by the President; in fact, three of them are secretaries 
of Cabinet positions. Four of the six trustees are Clinton’s leader- 
ship team, similarly on the OASI, Old-Age and Survivors Insur- 
ance, same Board of Trustees. 

In your initial statement. Madam Secretary, you indicated that 
there were demographic factors which were shaping the trust fund. 
Isn’t it true that the same demographic factors are shaping the 
OASI Trust Fund, and if both are subject to the demographic fac- 
tors, why is the insurance fund running out in 2002 and the Social 
Security Fund seems to be secure to 2030? Is there anything that 
was done in the Social Security Trust Fund structure that hasn’t 
been done in the, HITF, Health Insurance Trust Fund, structure? 
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Secretary Shalala. I am not sure that I shouldn’t provide a more 
comprehensive answer for the record. When we are talking 
about 

Mr. Thomas. If you will do that in writing. I have 5 minutes and 
I have several more questions, but I guess my question was pretty 
particular. Is there anything that was done in the OASI Trust 
Fund on demographic factors that hasn’t been done in the HITF? 

Secretary Shalala. Let me simply say that the HITF and what 
we are paying for is the growth of health costs in this country. I 
made the point that private sector health costs per capita 

Mr. Thomas. Madam Secretary, what age triggers the HI Trust 
Fund eligibility? 

Secretary Shalala. Oh, you mean you are talking about the dif- 
ference between 

Mr. Thomas. In the HI Trust Fund, when are you eligible to re- 
ceive benefits from the trust fund? 

Secretary SHALALA. At 65. 

Mr. Thomas. Sixty-five. In the OASI Trust Fund, through the 
year 2030, what is the eligibility? 

Secretary Shalala. We are — I believe, if I remember correctly, 
that it is a graduated age base, that Congress changed the dates. 

Mr. Thomas. What is the age by 2030 that people are eligible? 

Secretary Shalala. It is 67. 

Mr. Thomas. Sixty-seven. So, there is a different age eligibility 
in the Social Security Trust Fund as opposed to the Health Insur- 
ance Trust Fund. Would you, as a trustee of these trust funds, per- 
haps recommend that the Health Insurance Fund in the OASI fund 
be conformed in that regard? 

Would that be a suggestion of the trustee? 

Secretary Shalala. It has not been a suggestion of the trustees 
and let me give you some concerns that we would have about that, 
and that is that 

Mr. Thomas. So, that would not be something that you would 
support? 

Secretary Shalala [continuing]. What that may well do is add 
to the number of uninsured in this country. As you well know, the 
number of people, because of the reorganization of companies, that 
are being pushed out of the insurance market because of what is 
happening to their jobs is increasing among people 55 and older 
and we would have some concern that we would add to the number 
of people who are uninsured in this country. 

Mr. Thomas. Madam Secretary, on page four, you indicate that 
the trust fund actually increased at a slower rate than the private 
sector. Interestingly enough, the years you chose were 1984-91. 
Does this mean then that you have no figures available to you be- 
tween the years 1992 and today, or was this merely an example of 
picking a timeframe in which you appeared pretty good? Do you 
have any 1992-94 figures? 

Secretary SHALALA. I do not think we have — what has happened 
after that, if I remember the numbers correctly, what happens 
after that is the fundamental point that we are making that public 
health care per capita growth is not out of line with private health 
care per capita growth. 
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Mr. Thomas. I think you will find if you had used, Madam Sec- 
retary, 1992-94 numbers, you would have found an accelerating re- 
duction in the private sector and that, in fact, the public sector was 
significantly higher percentagewise. I believe you were trying to 
make your point. The problem is, you stopped in 1991. 

Last question. 

Secretary Shalala. Let me, if I might respond to that, Mr. 
Thomas, let me point out that the longer the period of time, the 
more accurate the statistics are, and that no one that I know is 
projecting the down trend in private sector health costs as rapidly 
as it has been over the last couple of years. I think the general 
point of private and public sector per capita growth rates being 
about the same holds. 

Mr. Thomas. Just let me say, in conclusion, Mr. Chairman, that 
I would take your argument that you are not making partisan 
statements more seriously if you didn’t carefully select years to 
make your points and have them, in fact, leave the 1992-95 period 
out. I think that weakens your argument that you are not making 
partisan statements frankly. 

Chairman Archer. Mr. Rangel will inquire. 

Mr. Rangel. Thank you, Mr. Chairman. 

Madam Secretary, I do not know whether you understand what 
my Republican friends are saying. They are here waiting for direc- 
tion from the President of the United States to tell them what to 
do about repairing the solvency of the Medicare Trust Fund, and 
they are now frozen like deer in the headlights of cars. They can’t 
move. They are immobilized. I do not know why you are just not 
getting that. 

It is true that they have the votes to do anything they want to 
do, but they do not want to move now because — well, like the 
Chairman said, do not we have a plan to give them? 

Now, as I recall, the President did have a plan in the last ses- 
sion, but they did not have the majority and I am not going to at- 
tribute statements to any of my Republican friends because I am 
flexible, too, depending on whether I am in the majority. I certainly 
recall that one of our major leaders on this Committee said, one 
thing you can depend on is that we are not going to use Medicare 
to fund any tax cuts. As a matter of fact, he said that “I would pre- 
fer to wait to do that in thinking about reform.” 

Now, I do not think that it is any big surprise that Medicare is 
just a part of a big health system. In my community, it is the Cad- 
illac of reimbursement for the number of poor people we have. You 
take a car in and you tell them just to fix the water pump and they 
will tell you that the water pump is connected with this and con- 
nected with that and you know what mechanics do. That is the 
same thing the hospitals do. 

If they want to reduce this massive $780 billion tax cut over 10 
years, just reduce it so that our old folks can rely on the trust fund. 
Is that one vehicle that they might consider? I am not suggesting 
that the President will tell them how to do everything, but could 
they not do this on their own? 

Secretary Shalala. They obviously could. 

Mr. Rangel. Let’s try another thing. 
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In the last Congress, when we were the majority, didn’t we in- 
crease taxes on a lot of folks that were out there in the work mar- 
ket so that we could have this fund at least in better shape than 
it was before? 

Secretary Shalala. We did, sir, and it was repealed under the 
Contract With America, which added — which reduced the trust 
fund by at least 1 year in terms of its solvency. 

Mr. Rangel. Whatever we did in increasing taxes to make the 
fund more solvent, they decided that they would reduce the taxes 
and to put it in even more serious jeopardy. 

Anything that we have done and they have complained about, it 
seems like they are doing it and making it worse. Now comes the 
question as to where do we go from here. If I understood the con- 
tract correctly, they told me, and I did believe them then, that they 
would not even suggest a tax cut to this Committee until they 
showed us where the savings were going to come from. 

I know that a lot of savings came from the poor folks on welfare, 
because they targeted them even before the campaign. Poor folks 
have made more than their contribution toward balancing the 
budget. 

They say they have $100 billion that they are going to cut but 
they won’t say what they are going to cut. Could not some of these 
cuts be related to the same health delivery system that we have 
to look at the whole picture of when we are talking about health 
care? 

Secretary Shalala. Yes, sir. 

Mr. Rangel. How the devil can the President give them direction 
as to how they can repair this part of the health delivery system 
when they are hiding in the back rooms what they intend to do 
with the entire health system? 

I hope the President has given them a lot of direction in other 
areas and I hope that they will respond with the enthusiasm that 
they are waiting now to see how we are going to do this. The way 
I looked at it is that they raked the increases we have had and de- 
leted that with the contract and then all of a sudden, after 100 
days when they cannot perform the contract because it is impos- 
sible to do with all the promises they make, now on the 101st day 
they come to the President of the United States and say, please get 
us out of this. Give us direction because, after ail, you are the 
President. 

I think this is a good beginning for the next hundred days and 
I hope that they come back to the President of the United States 
and ask exactly how they are going to pay for the tax cut, how they 
are going to pay for the nutrition programs, how they are going to 
cut all of these things that they are cutting and at the same time 
be able to say that it is a better America. 

I really appreciate the humbleness of my colleagues on this Com- 
mittee because I never thought that they thought the President 
had any ideas about this. They didn’t like what the President pre- 
sented before, and obviously they read the American people correct 
because they are hearing the numbers. You got a mandate on that 
side. I remember when we were talking about 

Chairman Archer. The gentleman’s time is expired. 

Mr. Rangel. Oh, it has? 
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Chairman Archer. Long time. Long time expired. 

Mr. Rangel. Let me congratulate my majority for recognizing 
that there is a White House and we will give you something to 
work on. 

Chairman Archer. Mr. Shaw. 

Mr. Shaw. Thank you. Thank you, Mr. Chairman. 

The gentleman from New York always tries to kill us with his 
levity, and I always enjoy listening to him. I think when you look 
at something as potentially disastrous as the collapse of Medicare, 
you have to at some time take a little bit of a break to try to find 
something that is amusing in what is said. 

I would like to take his example of having a water pump broken 
on the car, and we have invited the administration in to give us 
their position, and their position is, unless you change the whole 
engine, we are not going to play. It seems to be that this hearing 
is rapidly becoming a total waste of time. If we did not ask the ad- 
ministration here to give us their direction, then we would have 
been severely and justifiably criticized because the President is the 
leader of this country and the President should definitely be a 
player. 

\^at you have told us. Madam Secretary, is that unless we take 
some significant steps forward toward a comprehensive health care 
plan, you have nothing to tell us. Am I misinterpreting something 
here, or is that exactly what you have told us? 

Secretary Shalala. It is not what I have said at all, Mr. Shaw, 
and I have not used the word comprehensive. The point I have 
made about Medicare 

Mr. Shaw. Incremental. Let’s define incremental steps toward 
health care reform. Would you, in about 30 seconds, just tick off 
a couple of incremental steps that you feel are necessary in order 
for you to be a player in this whole thing of trying to salvage 
Medicare? 

Secretary Shalala. The President has made very clear in his let- 
ter in December and in his subsequent comments, and most re- 
cently Mr. Panetta made clear in his letter to the Speaker, that we 
clearly believe that there continues to be a health care crisis in this 
country, that it is a crisis both of coverage, of affordability 

Mr. Shaw. Excuse me for interrupting. I only have 5 minutes. 
Would you tell us specifically what incremental steps? I took that 
out of your testimony on questioning by one of the Members here. 
You said incremental steps for health care reform. What is your 
minimum standard of incremental steps that are necessary in order 
for you to come in and be a player and join with us, as the Chair- 
man has suggested, in a bipartisan way of trying to solve 
Medicaid? 

Secretary SHALALA. We have talked about the necessity to look 
at insurance reforms, to look at coverage issues, particularly for 
children. As you well know, the difficulty of moving people from 
welfare into the work force without health care coverage, we have 
talked about our concerns about simply taking sharp cuts, the big- 
gest Medicare cuts in American history out of the Medicare system 
to finance tax cuts is not an adequate way for dealing with the 
health care crisis in this country^. 
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Mr. Shaw. Can I assume that you do not have an answer to my 
question? You know, in the last Congress, we had the Democrats 
controlling the House, the Democrats controlling the White House, 
the Democrats controlling the Senate. You did not get a vote on 
your health care plan. It never came up. It was changed in the 
Subcommittee. It was not even voted on, as I recall, in the Full 
Committee. 

It was never brought to the House floor. In fact, nothing was 
ever brought to the House floor. When we tried to move welfare re- 
form, we were told that we couldn’t do that unless we had com- 
prehensive health care. What in the world do you people do down 
there? Just waiting on health care? You have got to come forward 
and give this country some leadership. 

I have got a great deal of respect for you, but you are getting 
some marching orders which are very inconsistent with the talent 
that you could bring to this Committee. 

Secretary Shalala. Congressman Shaw, we have provided exten- 
sive leadership, from OBRA 1993 when we made the major propos- 
als to cut the deficit in this country, to the President’s own health 
care debate when he made it very clear that we could not fix the 
problems in the public sector health care system without simulta- 
neously talking about some of the needs in the private sector sys- 
tem, particularly those needs for coverage and affordability. 

Mr. Shaw. Let me ask you a question. Do you still believe that 
welfare reform is dependent upon health care reform, that we can- 
not have welfare reform unless we have health care reform, as the 
President said last year? 

Secretary Shalala. We still believe that it is difficult to move 
young mothers from welfare to the workplace without child care 
and without addressing the health care needs of their children, 
whether it is through public sector changes or through the private 
sector reaching out and providing affordable health care to low 
income folks. 

Mr. Shaw. Mr. Chairman, I am absolutely amazed that we are 
not getting any answers from this particular witness. I had looked 
forward, as you said in your very nonpartisan opening statement, 
in reaching out to the Democrats, and then you were answered in 
a very partisan manner by Mr. Stark, and then the statement of 
the Secretary in saying that the administration was not going to 
play ball unless they had comprehensive health care. I think that 
is an affront to the senior citizens of this country who are depend- 
ing so vitally on Medicare. 

Chairman Archer. The gentleman’s time has expired. 

Mr. Stark. 

Mr. Stark. Well, Mr. Chairman, thank you. I guess in the few 
minutes it would be difficult to educate the Republicans, Madam 
Secretary, to the complexities of this system which obviously they 
have been ignoring for 40 years. They didn’t need any help when 
it came to figuring out a tax system, which is arguably pretty com- 
plex. They figured out how to give hundreds of billions of dollars 
to rich people in the first 100 days. They didn’t need any help fig- 
uring out how to destroy school lunches and lead to more abortions 
and destroy the welfare system. That they could do in 100 days. 
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They never asked the White House, I do not think they have 
asked you for any assistance, did they. Madam Secretary, when 
they reformed welfare? I do not know as they have needed any as- 
sistance, they haven’t asked the White House for any help on a 
budget. All of a sudden they are stumped. They just can’t figure 
Medicare out. That is the problem. I think maybe we ought to send 
them off to school and we could teach them a few things. 

Medicare has been running right well I think for the last 30 
years. I think they are in a box, and they won’t face up to it. They 
do not know what to do. They have been lying to the American 
public about the idea that they can pay for these tax cuts to the 
rich without hurting anybody, and they want us to do the dirty 
work. I do not think you should. Madam Secretary. I think you 
should do just what you are doing and let them stew in their own 
juice and figure out how this contract will not balance, and will not 
work. It is going to do nothing but harm seniors the way they have 
already harmed children in this country. I can understand why the 
President doesn’t want to have any part of it. I would like to yield 
the balance of my time to Mr. McDermott. 

Mr. McDermott. Thank you, Mr. Stark. 

Obviously, it has eluded the attention of the Republican leader- 
ship that tax measures start in the House of Representatives, ac- 
cording to the Constitution, and they start in the Ways and Means 
Committee, and they are supposed to, by law, pass a budget resolu- 
tion by April 15. We have never come this far into the session with- 
out even a proposal laid on the table. All of this weeping and wail- 
ing here is a little bit hard to take. 

I would like to ask Secretary Shalala, I think you rightly hit the 
point again and again about universal coverage, you can’t control 
costs, the President made a proposal, but I would like to ask you 
a specific question. 

If Medicare is cut by $250 billion over the next 7 years — let’s just 
take that as an example because I read in the newspaper they are 
going to take $300 or $400 billion. I do not know. I do not know 
what they are going to do because they won’t put out a resolution 
and commit themselves. They want the President to run out and 
throw himself in the street. 'lliey trashed him 2 years ago, and now 
they won’t put anything on the table. 

But let’s say $250 billion are cut. What is the estimate by HCFA, 
the Health Care Financing Administration, as to the estimated in- 
crease in out-of-pocket costs to the American senior citizens by that 
kind of a cut? 

Secretap^ Shalala. Well, the best way to translate it would be 
probably in terms of its impact on people’s Social Security check 
and what it would do is cut the COLA, cost-of-living adjustment, 
in half between now and 2002. That gives you some impact. For the 
senior citizens, the thousands that are coming to town this week, 
an increase in their part B payments, a cut in Medicare that is 
passed on to them, is, in fact, a cut in their Social Security check, 
and HCFA has estimated that if that was applied, we were basi- 
cally talking about them getting half the COLA that they would 
normally get during that period of time. That is a tremendous im- 
pact for millions of Americans. 
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Mr. McDermott. You are saying that my parents who are living 
on an $880 a month check, 89 years old and 85, when they get that 
3-percent increase, this cut in Medicare is going to cut their COLA 
in half? 

Secretary Shalala. Yes. 

Mr. McDermott. That is basically what is going to happen to 
every senior citizen in this country? 

Secretary Shalala. Let me — if Medicare was cut by $250 billion 
over a 7-year period, we are talking about the estimated increase 
out-oLpocket expenses from about $3,000 to about $3,500. 

Mr. McDermott. My parents, who are living on $880 a month, 
around $10,000, they are going to have an extra $3,000 coming out 
of their pocket? 

Secretary SHALALA. Over a 7-year period. 

Mr. McDermott. Oh, I see. It is about $300 a year. If they can’t 
come up with it, where does it come from? 

Secretary Shalala. I do not know. For the senior citizen, it is 
one pot of money. If they have to pay more for their Medicare, it 
essentially comes out of their Social Security, and they understand 
that and that is why, when you talk to senior citizens and to the 
disabled in this country, they understand the ve^ close relation- 
ship between the Medicare Program and the Social Security Pro- 
gram. That is, in fact for them — the part B premium, as you well 
know, is actually deducted from the Social Security check. So any 
effort to increase the part B premium as a way of financing the HI 
Trust Fund would, in fact, actually lower the check that people get. 

Mr. McDermott. If we take 

Chairman Archer. The gentleman’s time has expired. 

Mr. McDermott. Thank you. 

Chairman Archer. Mr. Banning. 

Mr. Bunning. Ms. Shalala, the President’s budget for 1996 that 
he has presented to the Congress, and your trustees’ report, which 
was written first? 

Secretary Shalala. The President’s budget. 

Mr. Bunning. The President’s budget was written first and then 
the trustees’ report. There is nothing in the President’s budget that 
addresses this problem that you all reported relating to the 
shortfall in the Medicare Trust Fund. Is that correct? 

Secretary Shalala. There is nothing in his budget that directly 
addresses that, though, in OBRA 1993 

Mr. Bunning. No. Just answer my question. 

Secretary Shalala. No. The President actually wrote a letter 
saying that, as we were in the process of preparing his budget, we 
were making it very clear that he expected to deal with the health 
care issues, including the issues of Medicare and Medicaid, as part 
of a larger bipartisan discussion with Congress this year. 

Mr. Bunning. He said that in his budget? 

Secretary Shalala. He said that in a letter to Congress. 

Mr. Bunning. Letter to Congress; right. 

Secretary Shalala. In December. 

Mr. Bunning. Did OBRA 1993 not increase taxes by $240-plus 
billion? 

Secretary Shalala. What OBRA 1993 did was combine cuts in 
existing programs and some taxes to reduce the deficit over time. 
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and that had an impact on the HI Trust Fund of increasing the sol- 
vency for three more years. 

Mr. Sunning. That is according to the trustees’ account. What 
did the trustees’ report say last year, relating to the expected 
termination or exhaustion of the trust fund? 

Secretary Shalala. We have added a year in the last 

year. 

Mr. Sunning. One year. That is what I thought, OK. 

Do you recommend fixing the Part A Trust Fund solvency prob- 
lem by increasing payroll taxes? 

Secretary Shalala. We do not. 

Mr. Sunning. You do not. Can you give us an indication of the 
extent of the cost growth reductions necessary to achieve a 10-year 
solvency, 15, 20, or just like we did in Social Security, a solvency 
for 75 years? 

Secretary Shalala. Let me, if you will give me one moment, see 
whether I have got it with me. I do not believe that I have it with 
me, but I would be happy to provide it for the record. 

I think, Mr. Sunning, the point I want to make back to you is 
that we are not putting an^hing specific on the table at this point 
in time. Wfiiat we have said very clearly is that we would like to 
see the detailed Republican budget, see the budget resolution, and 
that we are committed to dealing with Medicare in the context of 
a bipartisan discussion about health care reform. 

Mr. Sunning. I have heard that about four times now. We do not 
need to repeat that since we only have 5 minutes. 

Since the Congress, under your control, rejected a comprehensive 
reform of health care, and since our side of the aisle always was 
for incremental change in the health care system, there ought to 
be some mutual ground that we can agree on to achieve that. I 
would suspect that the President and the administration would 
come forth with an incremental suggestion. They have not. 

Secretary SHALALA. Congressman Sunning, what we have said is 
to put forward an incremental approach 

Mr. Sunning. Well, we have attempted to address the problem, 
too, for 2 years, but we didn’t get any cooperation from the admin- 
istration. They said, you are going to take this or leave it. That is 
exactly what you said, Ms. Shalala. 

Secretary Shalala. In December, the President sent a letter to 
Congress, to the congressional leadership, and made it very 
clear 

Mr. Sunning. This year. Only after the defeat of the one that 
was going to be stuffed down our throats. 

Secretary SHALALA. Mr. Sunning, the President has committed 
himself, both in that letter and in his State of the Union Address 
and his subsequent statements, to sitting down 

Mr. Sunning. We are not going to hold our seniors hostage to 
the fact that you failed in passing your health care plan when we 
have a Medicare problem and we have got to save it. If you do not 
want to suggest anything, then we are going to do it ourselves 
without your assistance, and I am not like some of my other col- 
leagues. I think we are very capable of doing it without your assist- 
ance. We have asked you to participate. You are refusing to partici- 
pate. 
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Secretary Shalala. We are not refusing to participate, Mr. 
Bunning. 

Mr. Bunning. You absolutely have refused to participate in your 
answers to the previous five Members on our side of the aisle. 

Secretary SHALALA. Congressman Bunning, we have not refused 
to participate. We have simply said, put your detailed budget on 
the table. 

Mr. Bunning. We will do that. 

Secretary Shalala. Get to dealing with the Medicare Trust Fund 
issue in the context of talking about incremental health care 
reform and we are prepared to sit down. 

Mr. Bunning. We have heard that four times. We do not need 
to hear it again. 

Chairman ARCHER. The gentleman’s time has expired. 

Madam Secretary, where in your budget is there a provision to 
take care of this Medicare crisis? 

Secretary Shalala. Chairman Archer, as you well know, we did 
not deal with the HI Trust Fund issue in our budget. What the 
President did say in December in his State of the Union Message 
and what Chairman — what Chief of Staff Panetta has repeated is 
after the budget resolution is passed, we are committed to dealing 
with the HI Trust Fund issue in a bipartisan manner within the 
context of talking also about the 

Chairman ARCHER. I remember that, but you keep telling this 
Committee that we have to put a budget forward before you will 
do anything, but you 

Secretary Shalala. Mr. Chairman, the law requires that you put 
a budget forward. 

Chairman Archer. You put a budget forward yourself that has 
something to do with saving the HI Trust Fund. Your budget has 
zero attention to that. 

Secretary Shalala. Our budget was submitted before the 
trustees’ report. 

Chairman Archer. No. Madam Secretary, we all knew last year, 
because we had documentation, that the HI Trust Fund was going 
to go negative in 1996 and was going to go bankrupt in 2002 by 
the most optimistic actuarial projections. You knew that and we 
knew it. There was nothing in your budget. You sit here before this 
Committee today and say you are not going to do anything unless 
it is in our budget. 

Secretary Shalala. Mr. Chairman, I didn’t say that at all. What 
we said was that we are prepared to sit down in a bipartisan man- 
ner after we see the Republican budget that was due, after all, on 
April 15. We are prepared to deal with the HI issue and to sit down 
in a bipartisan manner and work through these issues after the 
budget resolution has been passed. 

Chairman Archer. Yes, ma’am. You are suggesting then that 
nothing in our budget resolution should have anything to do with 
the dire straits of the HI Trust Fund as yours did. Mr. Herger may 
inquire. 

Secretary Shalala. Mr. Chairman, I am not giving you any ad- 
vice on your own budget resolution. I am simply saying that once 
the budget resolution has passed and we see it, we are prepared 
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to sit down in a bipartisan manner and to discuss the Medicare 
Trust Fund within the context of incremental health care reform. 

Chairman Archer. Ms. Secretary, I agree with one of my col- 
leagues. I have a great deal of respect for you, but your marching 
orders merely become a broken record in response to every question 
that is being asked. 

Mr. Herger may inquire. 

Mr. Merger. Thank you very much, Mr. Chairman. 

Madam Secretaiy?, the trustees’ report, this report which I have 
in my hand, the 1995 annual report of the Board of Trustees of the 
Federal Hospital Insurance Fund, is a Clinton administration docu- 
ment and as a matter of fact, three of the trustees who have signed 
it are Cabinet secretaries. 

Secretary Shalala. In the same way that in 1992, three of the 
trustees would have been Bush administration Cabinet secretaries. 
There is nothing different about trustee reports. They all have 
Cabinet secretaries as trustees of the system. 

Mr. Merger. That is correct. Let me just continue. 

In this report, on which we are meeting here today, the trustees 
say that Medicare will be broke by 2002. As a matter of fact, by 
that date, there will be no more money for seniors to receive their 
health benefits. 

Now, even if the budget was in surplus and if health care was 
perfect, Medicare would still go broke by this report, of which, 
again, you are a signatory. The issue cannot be ignored, and I 
guess I have to ask the question, does the administration feel a re- 
sponsibility to be involved in this process, and if you do, can you 
come forward now and help us out with some of what your 
thoughts and what you feel the direction should be. 

Secretary Shalala. Congressman, I have said very clearly that 
we are prepared to sit down in a bipartisan manner after we see 
the budget resolution, but let me remind you of what the trustees 
said about the context in which the HI Trust Fund ought to be 
reviewed. 

They said, “With the magnitude of the projected actuarial deficit 
in the HI Program and the high probability that the HI Trust Fund 
will be exhausted in less than 11 years, the trustees urge the Con- 
gress to take additional actions designed to control the HI Program 
costs and to address the projected financial imbalance in both the 
short range and the long range through specific program legislation 
as part of broad-based health care reform. The trustees believe that 
prompt, effective and decisive action is necessary.” 

Those are both the public, as well as the administration trustees 
saying that. That is what we are committed to, and all the admin- 
istration has said is put your detailed budget on the table, commit 
to dealing with Medicare in the context of health care reform as 
the trustees recommend, and that we will sit down in a bipartisan 
manner and work through these issues. 

Mr. Merger. OK. In essence, you are saying to me, as you have 
said to many of the questioners before, that we are not going to see 
anything prior to that time. Now, we will have our plan out. I 
guess what I am asking, is that we would like to also see some 
leadership, some involvement at this time on an issue which is 
clearly and certainly, I would say you accept as being the case, one 
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of the most crucial challenges that we have before the American 
public today. 

Let me now go to your testimony 

Secretary Shalala. Mr. Herger, this is leadership. This is mak- 
ing it very clear to Congress and to the administration from admin- 
istrative members as well as public members that the HI Trust 
Fund must be dealt with both in a short run strategy as well as 
a long run strategy and pointing out 

Mr. Merger. But no specifics. No specifics. We are talking in 
generalities. 

Secretary Shalala. A bipartisan approach to the specifics, and 
we would like to sit down and do that. We fully expected the budg- 
et resolution to be passed by now, as is required by law. As soon 
as that is done, we are prepared to deal and to discuss the ques- 
tions of the Medicare Trust Fund within the context of the kind of 
incremental health care reform that the President has talked 
about. 

Mr. Merger. Well, again, we will have specifics. As Republicans, 
we will. It would be nice if during this process, that the President, 
who is the chief administrator of our Nation, could be involved 
more so than just generalities, and if we could get some — at least 
some direction, some specific direction from him. 

Thank you, Mr. Chairman. 

Mr. Thomas [presiding]. Mr. Matsui will inquire. 

Mr. Matsui. Thank you very much, Mr. Chairman. 

I want to thank you, Madam Secretary, for your testimony today, 
and I think you are absolutely correct in not suggesting a specific 
proposal on how to deal with this Medicare problem until the Re- 
publicans come up with a budget. Actually, who we should have 
here today really is Speaker Newt Gingrich, the Republican Lead- 
er, mainly because on Friday, he made the observation that any 
savings from Medicare should be plowed back into the system. I 
thought, well, then that makes some sense, if you want to plow it 
back in, you can keep it separate from the budget. 

Today I read in Congress Daily A.M. that a Gingrich aide says 
the Medicare savings won’t be put in a lockbox, in other words, 
kept separate, but it will be made to reduce the deficit. Essentially 
they are saying that whatever savings we have in the Medicare 
system will then be used to reduce the deficit, which in turn will 
pay for the tax cut that goes to basically the very wealthy in Amer- 
ica, and other unidentified spending cuts. 

Essentially, we need to make sure we see their budget and a 
budget resolution passed before we fool around with the Medicare 
system, because we have got a lot of seniors out there who are de- 
pendent upon Medicare, and to use their money, their savings, the 
money they put into the HI Trust over the years to pay for tax cuts 
for the wealthy would be criminal for the Congress to pursue. Your 
approach is the right approach. 

Second, what you have said in terms of the comprehensive ap- 
proach — I talk to hospital administrators and my physicians in 
California all the time and they have said over the last decade, 
when we made 10 billion dollars’ worth of cuts 1 year out of the 
Medicare system with tinkering — and I understand Mr. Stark had 
no choice, because that is what the budget resolution always re- 
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quired, we then put the situation on the private sector through cost 
shifts. Anybody elementary can figure that out if they understood 
the health care system. 

All we will be doing is cost shifting $50 billion a year onto the 
private sector, thereby increasing premiums. You need a com- 
prehensive approach. You can’t do this piecemeal. We are not talk- 
ing about little tubes that go into engines. We are talking about the 
engine itself. 

Let me just make another observation. I think it is very impor- 
tant. I noticed panic on the other side of the aisle. I have never 
seen quite the panic the first hundred days. We are seeing it now. 

I do not think the panic is because of the Medicare Trust Fund. 
I think it is because all of a sudden, with those individual bills they 
passed over the last hundred days, they can’t balance the budget. 
They got a $640 billion tax cut. They, at the same time, won’t make 
cuts in domestic programs, even though the Budget Committee 
chair almost every week comes up with another illustration of 
where he is going to cut $100 billion out of discretionary programs, 
but we know he is not going to be able to do it because they won’t 
do it. 

They won’t do it on agriculture subsidies, they won’t do it on any- 
thing that they want to protect in their own program. They are 
going to have to use Medicare in order to balance the Federal budg- 
et, and we are not going to let them do that without the American 
public knowing it. 

Let me make this observation in terms of all this. If, in fact, we 
make these cuts and we do this, whatever amount of money they 
are looking at here, you indicated that we are basically going to be 
cutting back on the overall lifestyle of the average senior citizen. 
Now, what did you say that was, $3,500 over 10 years or do you 
have the actual statistics? 

Secretary Shalala. No. The actual numbers, $250 billion over 7 
years would increase out-of-pocket costs 30 — about $3,000 to $3,500 
over 7 years. 

Mr. Matsui. ok. Now, let me also make one final comment be- 
cause my time is running out here. Under this report, and I do not 
think this has been brought up yet, under this report, you are basi- 
cally saying that the Medicare 'Trust Fund has an extra year, 
right? An extra year before it goes insolvent. Instead of 2001, it is 
2002? 

Secretary Shalala. Right. 

Mr. Matsui. Now, I do not understand why the Members on the 
other side of the aisle, when it was 2001, didn’t panic out then. 
Why didn’t you panic out last year when we were trying to do com- 
prehensive health care reform? That is what I can’t understand. 
You are sure of that? In other words, we have gained an extra year 
on solvency through this report and through what we have done 
over the last year; is that correct? 

Secretary Shalala. Yes, but that would be lost if the tax cuts 
that the Republicans have proposed takes effect. 

Mr. Matsui. Exactly. But the panic should have been last year, 
because we gained some time; is that correct? 

Secretary Shalala. Well, that is correct, and as I pointed out, 
the year was 1999 when we came into the administration, which 
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means the previous administration, the previous trustees had some 
serious problems with the trust fund then. 

Mr. Matsui. I think we are seeing panic now because they can’t 
balance the Federal budget with these tax cuts and they want to 
take it out on the backs of seniors. 

Thank you. 

Mr. Thomas. The gentleman’s time has expired. 

Mr. Hancock. 

Mr. Hancock. Thank you, Mr. Chairman. 

You know, I do not know that what we are asking for is impos- 
sible from the President and from our Democrat colleagues. For 40 
years, their solution to every problem was to raise taxes. Now, they 
are in a situation where they can’t raise taxes and they do not 
know what to do. They cannot come up with any ideas about how 
we can live within the existing budgets. 

I just wonder, they talk about us being in a panic. We are not 
in a panic. We are trying to do what the American people said they 
wanted done. They said we want to get government under control 
and we do not want any tax increases. 

Now, the mentality of the Democratic party cuts them completely 
out of the circle because the only way they know how to solve any 
problem is to raise taxes, and I think we are asking the Democrats, 
including the President, for an impossible task. It is totally foreign 
to their thinking to try to solve any problem without spending 
more government money and raising taxes on the American people. 

Now, would it be improper for me to suggest that the administra- 
tion put itself in the frame of mind that we need to come up with 
suggestions to live within the present income as ways to solve the 
problem? It would appear to me that you are positioning yourself 
to ask for another tax increase, and the only thing you ^ow to 
suggest is another tax increase. 

Now, surely, surely there is enough brain power in this country 
that we can address this problem without going back to the Demo- 
crats’ old tried and true method, we have got to have more money, 
we have got to start and create class warfare. We are going to give 
money to the rich and take it away from the poor. I mean, let’s try 
to do like everybody in their own budget — that every businessman 
has to do when you have got a limited income, then you start try- 
ing to address the solutions other than saying, well, I am just going 
to go out and borrow more money and I am going to raise taxes. 
Is that impossible to ask you all to think in that vein a little bit? 

Secretary Shalala. Congressman Hancock, as far as I know, 
none of us have recommended additional tax cuts. 

Mr. Hancock. I am aware of that. But, your refusal to try to 
solve it within the present tax structure is sure putting us on the 
road to saying, we have got to raise taxes. That is what you did 
in 1993. 

Secretary Shalala. All we have suggested is a tax cut for the 
well-off on the backs of the elderly and the disabled. This is not 
what is acceptable to this administration. The biggest Medicare cut 
in American history as a way to finance a huge tax cut for the well- 
off is not a way of keeping our contract with the elderly in this 
country. 
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Mr. Hancock. Would you recommend some tax increases on the 
well-off then? 

Secretary Shalala. I have not suggested that. I have simply 
said, let’s see your detailed budget. Tell us how you intend to keep 
your promise to balance the budget, and to pay for tax cuts for the 
wealthy. 

Mr. Hancock. We are going to balance the budget and we will 
do it without the administration, if necessary. We would like to ask 
them to cooperate. We would like to ask them to get this idea out 
of their head that you have got to have more money. 

That is the only thing they can think about. In feet, let’s go back 
to Harry Truman of the State of Missouri. He talked about the “do 
nothing” Congress. Well, I think we ought to be talking about the 
“do nothing” presidency. The only thing that Bill Clinton can do is 
attempt to put us in a position where we are going to have to raise 
taxes, and that is exactly opposite of what the American public, in- 
cluding the senior citizens of this country, want done. They know 
that those methods have gotten us into this position in the first 
place and it is time we address it based on the existing tax that 
we have got set up now and we can do it if, in fact, we get some 
cooperation. 

Mr. Thomas. Gentleman’s time has expired. 

Madam Secretary, a number has been repeated a couple of times 
and I just want to make sure, as we go through this, that we try 
to at least remain as accurate as possible in terms of numbers. The 
repeal of the phase-in on taking Social Security taxes and funding 
HI unprecedentedly, according to Joint Tax, was $15.6 billion over 
5 years. Is that a figure that the administration agrees with? 

Secretary Shalala. I simply will have to provide that for the 
record, which I will, sir. 

[The information was not available at the time of printing.] 

Mr. Thomas. Well, it is in relation to the statement the Sec- 
retary has made several times, that removing this unprecedented 
tax shift would reduce the solvency of the fund by 1 year, and Joint 
Tax has indicated that the cost of this will be a $15.6 billion cost 
over 5 years. When in 2000, the shortfall in the HI Fund alone, in 
just that 1 year, will be more than $35 billion. 

The funding of this over 5 years is less than one-half of the cost 
of the shortfall in even just 1 year. I am concerned that the Sec- 
retary, in continuing to repeat the statement that it shortfalls for 
1 year, perhaps is not accurate according to the numbers. 

Secretary Shalala. We are probably — I have to determine 
whether you are using CBO numbers versus Joint Tax. 

Mr. Thomas. Using the Joint Tax number. 

Secretary Shalala. Which we will review, sir, and provide for 
the record. 

Mr. Thomas. Although it seems a little ludicrous to the American 
people, I am sure our arguing over several months shifting into an- 
other fiscal year as to whether or not any change saved is 1 year 
or not, they are looking at ultimate solvency, but I do want us to 
be accurate. 

Secretary SHALALA. The CBO numbers that we were using is 26 
over 5 and 87 over 10. 
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Mr. Thomas. Over five, that still is equal to less than the short- 
fall in 1 year of that 5-year period. Once again, it is a little incred- 
ulous that the dollar amount would extend it 1 year when, in fact, 
in 1 year the shortfall is $35 billion. 

Gentlewoman from Connecticut’s time is available. 

Mrs. Kennelly. Thank you, Mr. Chairman. 

Thank you. Madam Secretary, for being with us this morning 
and I understand this is tedious, this testimony, because we are 
talking about a very difficult subject. I have been hearing all morn- 
ing that this task is impossible, that the administration finds it im- 
possible to go forward with addressing this program. That is not 
true. It is also not true that this Committee has found it impos- 
sible. 

You, in your testimony, highlight very definitely what happened 
in OBRA 1993, the Budget Act, where in fact a very difficult vote 
was taken by this Committee to, in fact, help us get an additional 
3 years in the HI Medicare Fund. That did happen. That is a fact. 
It was voted on in this Committee and a number of these Members, 
myself included, made that tough vote. It is not impossible, but it 
will be difficult. 

I would like to go on to the next year, 1994, which again illus- 
trates why this is not going to be easy. All of us know it is not 
going to be easy because we have been there. 

In 1994, this very Committee voted on comprehensive health 
care reform. Once again, a very difficult vote, and in that vote, for 
those that voted for those changes and those improvements, every- 
one didn’t agree on everything, there was a lot of angst to try to 
get there, but the majority of the Committee felt the status quo in 
the health care world is unacceptable. 

In that comprehensive health care legislation that we addressed 
in this Committee, which is history, $168 billion in Medicare cuts 
were voted on. I just want to say to this Committee, we have al- 
ways had a history of being able to take the hard choices and do 
something about it, and I certainly would hope at the end of the 
day, that this Committee can once again address the needs of the 
elderly citizens and future elderly in this country, that the Medi- 
care Program has worked and it is up to us to do something about 
protecting it for the future. Let the facts stand that difficult deci- 
sions have been made in the past and only difficult decisions that 
are very unpopular will have to be made in the future. 

What we are trying to do this morning is try to make sure that 
the difficult decisions we make do not go for tax cuts; that they go 
to help the Medicare Program. That is what all this talk is about. 
We are going to have to put up with each other until that is made 
very clear. Where the changes will come from and where they will 
go, to pay for what. That is what we are talking about. 

Let’s talk about a couple of those changes that were in fact made, 
Madam Secretary. In 1993, you came here and presented the idea 
that we do change the tax on Social Security for some people who 
had an income of a certain amount, and that change would go in 
the trust fund. 

History was made again, just recently, when we passed a tax bill 
on the floor of the House that changed that back to 1993 and those 
dollars will not go into the trust fund and therefore we won’t have 
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that money to bankruptcy that year off. Madam Secretary, as you 
just mentioned yourself, this passed the House. It is now before the 
Senate. 

Is it the intention of the administration to try to convince the 
Senators that in their wisdom they should not have this tax cut — 
or excuse me, that they should not renege on this change and that 
they should leave it the way it is now so at least we will have a 
little more breathing room before we get to that horrible year of 
bankruptcy? 

Secretary Shalala. It is, Congresswoman. It is our intention. 

Mrs. Kennelly. I hope you are successful because I think the 
people I have talked to at home would much prefer that the pro- 
gram remain solvent rather than some get a better deal, though 
they found it hard, and every one of us heard from our constituents 
about that change. 

Let me ask you about another possible change so we are not just 
at each other. In the report, your group, the trustees, recommended 
that the quadrennial advisory council be reinstated. Now, we have 
been hearing talk about the possibility of a commission, as hap- 
pened in 1983 for the reform of Social Security. Would this commis- 
sion — would this quadrennial advisoiY council be like a commis- 
sion, or would you — any possibility you would want a commission 
to look at this as they did in 1983 for Social Security? 

Secretary Shalala. The trustees recognize that in the creation of 
the new independent Social Security Agency, we did not put in lan- 
guage to keep a quadrennial advisory Committee for the Medicare 
Trust Fund. In fact, it moved over to Social Security and became 
the advisory Committee to Social Security. We were simply asking 
for the reinstatement as another vehicle. 

We believe that that advisory Committee, within the context of 
what the trustees have recommended, and that is we look at some 
health care reform as we discuss the HI Trust Fund issues, that 
that certainly would be important. It is a reinstatement, though, is 
the point that I should make, as opposed to something new that 
has not been there before. 

Mrs. Kennelly. Thank you 

Mr. Thomas. The gentlewoman’s time has expired. 

Mrs. Kennelly. Thank you. You will be back here and we will 
be here, and when the initial dancing is over, we are all going to 
have to come together to fi^re out how to save this program and 
I look forward to working with you. 

Secretary Shalala. Thank you. 

Mr. Thomas. In using terms like the biggest cut in history to bal- 
ance it on the backs of seniors and disabled, isn’t it true. Madam 
Secretary, that the 1993 budget made the largest program cut in 
the history of the trust fund? Is that true? 

Secretary Shalala. I am certain that there is no comparison be- 
tween those steps and the kinds of steps that are being talked 
about in terms of the Medicare Program. 

Mr. Thomas. The largest program cut in the history of Medicare 
was made in the 1993 Budget Act. President Clinton attempted to 
balance the budget on the backs of seniors and the disabled, if we 
use your phraseology, Madam Secretary. 

The gentleman from Wisconsin, Mr. Ramstad. 
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Mr. Ramstad. Thank you, Mr. Chairman. 

Mr. Chairman, I think your point is well taken. I wish we could 
get away from this hyperbolic rhetoric and roll up our sleeves and 
work together in a bipartisan, pragmatic way to deal with this 
Medicare crisis, and it is a crisis, as your own trustees have point- 
ed out to us. 

Madam Secretary, in that spirit, I would like to ask you a series 
of questions for which I believe there is a yes or no answer. I am 
just trying to get at what, if anything, the administration has 
considered in terms of solving this crisis. 

My first question, has the administration considered means test- 
ing higher income seniors as a way to reduce Medicare costs? 

Secretary Shalala. Congressman, I am not prepared to discuss 
what would be part of a broader discussion in terms of how we 
would reinforce the HI Trust Fund, make changes that would im- 
prove affordability and coverage and quality and choice as part of 
our discussions of insurance reforms, and I am not prepared to an- 
swer yes or no questions about very specific narrow changes that 
some may well want to consider as an indication of what we would 
put on the table. 

Mr. Ramstad. Madam Secretary, what point in time will you be 
willing to discuss the administration’s proposal? 

Secretary Shalala. Put your detailed budget on the table, sit 
down with us in a bipartisan manner, and right after that 

Mr. Ramstad. I think I am asking a very legitimate, straight- 
forward question. Has the administration considered, as a way to 
solve this Medicare crisis, means testing? 

Secretary Shalala. The administration is not going to answer 
specific questions, and we have repeated that 75 percent of all of 
the Medicare recipients in this country have incomes under 
$25,000 a year. Eighty-three percent of our expenditures for Medi- 
care recipients are for those with incomes under $25,000 a year. I 
do not know what we are talking about. 

Mr. Ramstad. Madam Secretary, if I may, I only 

Secretary Shalala. We are not talking about means testing be- 
cause we are talking about a poverty population. To be old in 
America is not to have very much money, and I think that to have 
a reasonable discussion in a bipartisan manner, put your budget on 
the table and we are prepared to sit down and to talk about the 
Medicare Program, insurance reforms, what kinds of implications 
that has for the private sector. We obviously want to reduce the 
amount of cost shifting that goes to individuals who pay for private 
health insurance, but I will not answer detailed questions about 
what will be part of that discussion. 

Mr. Ramstad. Madam Secretary, I thought that was the purpose 
of this hearing, to air not only the problem — we all know the prob- 
lem. We know Medicare is going to be bankrupt by 2002. You, as 
the trustee, told us that previously. We want to try to deal with 
some solutions. Again, in a bipartisan, pragmatic spirit, may I ask 
the question, has the administration considered giving Medicare re- 
cipients incentives to participate in managed care plans? That is a 
very straightforward question. Have they considered that? 

Secretary Shalala. This administration has expanded access to 
managed care more than any previous administration, and both in 
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Medicaid and in Medicare, people are moving rapidly to managed 
care. In Medicare alone, at a rate of 1.5 percent a month. Individ- 
ual plans are offering incentives for people to move in. In some 
cases, they are being taken. In other cases, they are not. 

We are preserving choice. We are committed to choice, but simul- 
taneously, we believe that the choices that Medicare recipients 
have ought to be expanded. We have already announced that we 
are discussing, in addition to the HMO range that are available — 
and 75 percent of all Medicare recipients now have access to 
HMOs, point of service options, PPOs. 

Mr. Ramstad. Madam Secretary, is it your plan to deal with this 
problem with increased incentives? 

Secretary Shalala. There is — let me simply say this. It could 
be 

Mr. Ramstad. My time is almost up. I have two more important 
questions. 

Does the administration support vouchers for seniors to purchase 
private health care insurance, again, as a way to move more sen- 
iors into private health care plans to avert the Medicare bank- 
ruptcy? 

Secretary Shalala. Mr. Ramstad, I am not sure I can answer 
that question as quickly as you would like. We have deep concerns 
about proposals that we have seen for vouchers. 

Essentially what you are saying is that 37 million people, most 
of whom have preexisting conditions by the nature of their age, be 
tossed into the individual insurance market in this country to sink 
or swim, and I think that most of us, including the market itself, 
would have some deep concerns about whether they could be ab- 
sorbed as such. We have made a commitment to a benefit package, 
to a series of benefits. 

Mr. Ramstad. Madam Secretary, we have heard that, please. I’m 
sorry. I do not mean to be rude at all, but the time is obviously 
waning. 

Mr. Thomas. The gentleman’s time has expired. 

Mr. Zimmer. 

Mr. Ramstad. I would have asked about medical savings 
accounts, but we will save that for another day. 

Thank you. 

Secretary Shalala. I think I am on the record about that one, 
too, Mr. Ramstad. 

Mr. Zimmer. Thank you, Mr. Chairman. 

Whether we like it or not, for the next — for the better part of the 
next 2 years, this country is going to be governed by a Republican 
Congress and a Democratic President, and we really have to try to 
figure out how we can try to work together. This relationship is be- 
ginning to remind me of a bad marriage. As with a lot of bad 
marriages, the problem is one of communication. 

Secretary Shalala. Where do I get a divorce? 

Go ahead. Congressman Zimmer. I apologize. 

Mr. Zimmer. The administration says it is asking for a bipartisan 
dialog, but it won’t start the dialog, and you are saying that you 
will talk to us when we do certain things first, and I just do not 
understand why we can’t talk about the trust fund before you see 
the final Republican budget, and I do not understand why we can’t 
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talk about the trust fund without a discussion of some unspecified 
health care reform, that you won’t get into. The administration has 
punted on the issue of the budget. It has not fulfilled its own prom- 
ise to half the deficit, let alone eliminating the deficit and in the 
budget, it doesn’t deal at all with the HI problem, and the adminis- 
tration has punted at least in this session on the issue of health 
care reform, incremental or comprehensive, by not proposing 
specific ideas. 

If, as somebody said on the other side of the aisle, the intent is 
to have Republicans stew in our own juices, that may be a politi- 
cally desirable objective from your point of view, but it certainly 
doesn’t help deal with what is a major and pressing problem. 

I just want to express my dismay at this situation and I won’t 
try to ask the same questions that have been asked over and over 
again because I would anticipate getting the same canned re- 
sponse, but let me just ask you, Madam Secretary, whether you 
agree with a couple of the statements that were made by some of 
the Democratic Members of this Committee. 

The Ranking Democrat, Mr. Gibbons, said that the cuts that 
were proposed as part of the administration’s health care reform 
program last year, $168 billion, “were not real large in the context 
of the entire program.” Do you agree that 168 billion dollars’ worth 
of cuts aren’t real large? 

Secretary Shalala. Only if you continue the sentence in the 
context of the program. 

Mr. Zimmer. I did. 

Secretary Shalala. That was a comprehensive health care re- 
form proposal which balanced off some of the cuts, or slowing down 
tlie growth of the Medicare Program with slowing down the growth 
in the private sector at the same time. All we have said is that the 
context for dealing with the HI Trust Fund, with Medicare and 
Medicaid, must be the broader context of the entire health care sys- 
tem, because what we do not want to do is to create terrible prob- 
lems for the private health care system because of what we do with 
the public health system. 

Mr. Zimmer. Then that leads me to something that Mr. 
McDermott said. He said, without universal coverage, you can’t 
control costs. Do you agree with that statement? 

Secretary SHALALA. Yes. The point that Dr. McDermott was mak- 
ing is that large numbers of people without insurance are both put- 
ting off health care, which means that when they do finally go to 
the doctor, they are sicker, or using the most expensive parts of the 
health care system, the emergency rooms. Until we can get every- 
body into some kind of insurance, it will be very difficult for us to 
control overall spending in this country. 

It means that we cost shift to cover some of that, as we — and one 
of the difficulties that rural hospitals have in America is they are 
very dependent upon Medicare because they are the payer and that 
Medicare money helps them to pay for the uninsured at the same 
time. The large public hospitals have the same kind of problem. 
That coverage is important as part of the equation. 

The President has made it very clear that he fully understands 
that we are not going to again take on a comprehensive approach, 
but incremental discussions that include coverage as one of the 



39 


things on the table is absolutely critical to trying to control health 
care costs in this country. 

Mr. Zimmer. You do not think we can control costs even within 
Medicare without making major — without starting on the way to 
universal coverage with the anticipated objective of getting to uni- 
versal coverage. 

Secretary Shalala. What we have said is that taking large cuts 
in the Medicare Program will simply cost shift and put at risk both 
the rural health infrastructure in this country 

Mr. Zimmer. Could you answer my question yes or no? Can you 
make Medicare cuts without starting off on the way to universal 
coverage? 

Secretary Shalala. The point that we have made is that because 
we believe that coverage is critical to cost, that making Medicare 
costs — Medicare cuts or slowing down the growth of Medicare with- 
out understanding the implications for the rest of the health care 
system, the last thing you want to do is increase the number of 
people without health insurance or adequate health care coverage, 
and therefore we have argued that there is a — as most health 
economists have, that there is a relationship between coverage and 
the large number of uninsured and what happens in the public sys- 
tem. 

Mr. Thomas. Gentleman’s time has expired. 

Madam Secretary, despite the rhetoric, some of us are trying to 
look at solutions and I would like to ask of the resources that you 
have if it is possible, within a reasonable timeframe, next week or 
whenever it is reasonable, if you could give us what your depart- 
ment actuaries believe would be a growth rate that would ensure 
solvency for a 10- 15- 25- and 75-year period. 

Secretary Shalala. I will — whatever requests that you have, we 
have in a bipartisan manner tried to fill those requests. Anything 
specific the Committee wants to ask us, we will see whether the 
actuaries are able to do it, but we would be happy to respond. 

That would be the request, because clearly it is an actuarial 
problem and not a political one. 

[The information was not available at time of printing.] 

Mr. Thomas. Mr. Levin will inquire. 

Mr. Levin. Thank you, Mr. Chairman. 

Mr. Zimmer, I think you asked some good questions and I think 
the Secretary gave you good answers and I would like to just brief- 
ly respond to them. Who goes first? 

You can simplify this issue. There is a political dimension. I 
think there is also a public policy dimension. People who make 
promises should tell the public what they mean. You made prom- 
ises. You should tell the public what you mean, period. Do it. 

The budget resolution in previous years had already been passed 
by the time we convened here this morning by many days. The bro- 
ken record here is the broken record of your promises when you 
were going to come forth with a budget. Now it is said you will sep- 
arate that. I mean, you go back and forth. One day it is part of the 
budget; the next day the Speaker says it will be taken separately. 
This morning, a senior member of the panel, Mr. Walker, said you 
have to include Medicare savings in the budget. We will provide a 
number and an overall level of confidence. 
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Say what you mean. That is good public policy, and it is bad pub- 
lic policy for you to say the other party will say what you mean 
when you run into some promise you may not be able to keep. That 
is why we are waiting. There is a political dimension, but there is 
also a public policy dimension. 

People in the district I represent are disillusioned by people in 
public life who have made promises and then do not say how they 
will keep them. Say it. Tell us specifically, what you plan to do. 
Then, just do it. do not wait for anybody else. I think that is what 
the Secretary is saying. That is what the President is saying, and 
then you try to change the subject. You talked about $158 billion 
in Medicare cuts last time. I voted for those, and it wasn’t an easy 
vote, but the vote for Medicare cuts were for cuts that plowed 
money back into the health system. That was what it was, and we 
took some money out of the Medicare system, for example, indirect 
medical education, or direct medical education, and we put it back 
so that hospitals would be compensated for uncompensated care. 

Just do it. Do not look to the other person or blame the other 
person or look to the White House when you want to be bipartisan 
only when it suits your needs. You were not the first hundred days. 
Some of us tried, for example, on welfare reform. 

Let me ask the Secretary a question about the testimony of June 
O’Neill about one possible response to this problem, and I think 
there is a problem with the Medicare Fund. There is no use dis- 
guising it. At least there is potential. 

She says on page 15 about major restructuring, “major restruc- 
turing, however, would take time to develop and could not there- 
fore address the short-term financing issues.” You want to com- 
ment on this statement? Because, there is a lot of discussion about 
managed care, I think we are going to have to take a look at it. 
Some people look there and see a magic bullet. You have less than 
a minute. 1 am sorry, but if you would. 

Secretary Shalala. OK, thank you. I have great respect for Dr. 
O’Neill. The point she is making is that one of the alternatives that 
is being looked at, certainly by the administration as well, is a com- 
petitive system, and the point she makes is that the competitive re- 
design of Medicare is a major restructuring. It is not something 
that could be done quickly. It would have to be phased in, perhaps 
as demonstrations, and it is not something that someone could 
count on for potential savings in the short run, but it is something 
that ought to be looked at. 

We have said publicly that we would like to look at it. It has to 
do, for those of you who have not followed this detailed discussion, 
with the pricing of HMDs in parts of the country, to go to a more 
competitive design as opposed to what we have been doing, and 
that is using fee for service as the base. It requires a great deal 
of conceptualization. We have done a lot of it already in the De- 
partment, but it is not a short run solution. 

Mr. Thomas. The gentleman’s time has expired. Ms. Dunn. 

Ms. Dunn. Thank you, Mr. Chairman. Madam Secretary, I am 
very troubled by the hearing that we are participating in today. I 
hoped, as a newcomer to this Committee, we could gather together 
and discuss really solid ideas on how we could solve this major 
problem. I see a huge crisis in leadership hy the executive branch. 
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and I should think that you personally would feel very, very con- 
cerned coming to this Committee without a proposal for how to 
solve this crisis. I would think you would find that your plan to 
wait until we propose our budget-balancing plan is very reactive. 
I think it brings in the question of relevancy of the Presidency. 

We are dealing with real reasons and good reasons, and I would 
simply like to know the real reason the President and the adminis- 
tration have not come forth with a plan to solve this crisis. For ex- 
ample, you and Secretary Rubin have been here with some ideas 
that were considered during our debate, proposals and our passage 
of that bill on the House side. This dearth of leadership is very sad. 
It is certainly not what the people I represent want to see out of 
the executive branch, and I would like to know the real reason you 
are not coming forth with some ideas. 

Secretary Shalala. Congresswoman Dunn, I think your com- 
ments are unfair. All I have said here is that we fully expect to see 
a detailed budget. The credibility issue, given what the law says, 
is not on our side. We fully expected a detailed budget because we 
were told that within that budget you would keep your promise to 
balance the budget, to provide a tax cut for the well off, and 
that 

Ms. Dxjnn. Madam Secretary, if you will excuse me, the budget 
is not the question. Your proposed ideas for reform of the health 
care system and reform of this system that we are talking about. 
Medicare, is the topic of today’s debate. Where are the answers? 
Where are you going to provide some solution that we can put 
together in a bipartisan way and solve this crisis? 

We know what your trustees have said. I know what I am hear- 
ing in the communities around my district where I just spent 2 
weeks holding 13 townhalls in 13 different communities. They 
want us working together to solve this problem. They do not want 
this sort of rhetoric that we have heard during this debate and — 
excuse me. Madam Secretary, I would like to know when you are 
going to come up with this proposal. I would like to have it discon- 
nected from the budget because we have got to work on this now. 
It was the number one priority in all my townhall meetings. They 
want us to solve this problem. They do not want you or anybody 
from the executive branch giving an excuse that we will wait until 
you propose the plan. Leadership should rest with the President. 
Where is it? 

Secretary Shalala. Congresswoman Dunn, the leadership of 
Congress is now in the hands of your party and we are waiting to 
see your budget. We have said 

Ms. Dunn. Have you completely given up, then, on the fact that 
the executive branch should be offering leadership in this and 
every other major debate we are going through in the House of 
Representatives? 

Secretary Shalala. Absolutely not, but it is fully acceptable for 
us to wait to see the detailed budget in which you have promised 
to deal with these issues, and we have said as soon as we see that 
detailed budget, we are prepared to sit down and to deal in a bipar- 
tisan manner with the health care portion of that budget, specifi- 
cally — 
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Ms. Dunn. I think at this point excuses are not good enough, 
Madam Secretary. I would expect more than that from the 
administration. Thank you, Mr. Chairman. 

Mr. Thomas. Mr. Collins will inquire. 

Mr. Collins. Thank you, Mr. Chairman. 

Ms. Shalala, thank you. Let’s talk a minute about the budget and 
how the budget actually pertains to the benefits that are paid for 
by those who are covered under Medicare. The budget itself is actu- 
ally a foundation whereby the appropriated funds are used to pay 
benefits, are debited against the Hospital Insurance Trust Fund; is 
that not true? 

Secretary Shalala. The budget affects both parts of the Medi- 
care Program, but specifically part B of the Medicare Program. Any 
cuts in the budget would affect other parts of the budget. 

Mr. Collins. Ms. Shalala, please, we are talking about part A, 
true? This is a report on part A. The appropriated funds that are 
based on the budget for benefits are debited against the Hospital 
Insurance Trust Fund; is that not true? 

Secretary Shalala. It is true and 

Mr. Collins. OK, that is enough. 

Under the current law, there is no authorization to use any other 
funds for health insurance benefits other than trust funds, is that 
not true? 

Secretary SHALALA. Under current law, that would require a 
change by Congress. 

Mr. Collins. Is that not true, my statement, under current law 
that it is no authorization 

Secretary Shalala. That is exactly what we are waiting to hear, 
your budget. 

Mr. Collins [continuing]. To use any other funds than trust 
funds for benefits for Medicare, true? 

Secretary Shalala. That is precisely why we are waiting to see 
your budget, to see what you are doing. 

Mr. Collins. Is that not true, Ms. Shalala? Please. I do not want 
to go into all that other rhetoric. 

Secretary Shalala. I think I answered the question. I think I 
said it would require a Congressional change. 

Mr. Collins. You did. You said it was true. No funds in the trust 
fund can be used for anything other than Medicare benefit pay- 
ments or the administration of Medicare; is that not true? 

Secretary Shalala. That is true. 

Mr. Collins. OK. That really makes the budget kind of a moot 
issue; is that not true? 

Secretary Shalala. No, it doesn’t. 

Mr. Collins. If you are not authorized to use those funds for 
anything else other than Medicare and you can’t use public or gen- 
eral funds for Medicare, then that makes the budget a moot issue; 
is that not true? 

Secretary Shalala. I think that the difficulty here is 
understanding the 

Mr. Collins. No. There is no difficulty. There is, but we won’t 
get into the difficulty. 

But based on that, the budget issue is a moot issue because any 
adjustments that are made in Medicare in any shape, form, or 
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fashion remain within the guidelines in the trust fund called 
Hospital Insurance; is that not true? 

Secretary Shalala. You are misunderstanding the unified 
budget concept which 

Mr. Collins. I think I am very well in tune with how this pro- 
gram works. Taxes are collected from every employee and employer 
and from those who actually opt to be covered under Medicare. 
They pay a premium, $261 a month. I believe that is the figure, 
based on your report. 

Those funds, they go into the general fund, but they are credited 
to the Hospital Insurance Trust Funds. Any benefits that are paid 
out and the cost of administration of those benefits are debited 
against the trust fund. 

Those trust funds, the surplus in those trust funds, can only be 
used to purchase government securities. Therefore, any changes in 
the Medicare Program in any shape, form, or fashion will remain 
within the realms of the Medicare Program itself or the Hospital 
Insurance Trust Fund; is that not true? 

Secretary Shalala. I think that 

Mr. Collins. Yes or no. Yes or no. 

Secretary SHALALA [continuing]. We have a difference of opinion 
over the unified budget. 

Mr. Collins. Yes or no. Yes or no. Yes or no. The circle you have 
been running in is just like when I used to rabbit hunt. You cannot 
delay a rabbit. He will run way out and come back. That’s what 
you keep doing. You keep running in circles, but the truth of the 
matter is, any adjustments made within the Medicare Program or 
the Medicare Trust Fund, those funds will stay in that Medicare 
Trust Fund, Mr. Chairman, therefore, the budget itself is a moot 
issue. You are not even talking about the budget when you talk 
about the trust fund and the Medicare benefits. 

Secretary Shalala. It is not a moot issue. 

Mr. Collins. I wish you would stop this debate of trying to di- 
vide people and to threaten our seniors. I just do not like it that 
you want to hold our seniors hostage to your rhetoric and your pro- 
grams. It is just not fair to them. You are not being honest with 
the American people and I regret that, Ms. Shalala. 

Thank you for your appearance here today. 

Mr. Thomas. Mr. Payne will inquire. 

Mr. Payne. Thank you very much, Mr. Chairman, and thank 
you. Madam Secretary, for being here today. 

I wanted to first, since we are discussing Medicare, an issue that 
is so important to all of our senior citizens in this country, to com- 
mend you and the administration for the work you have done in 
setting up the Conference on Aging, will be held this week. It was 
a conference on aging that really laid the foundation that gave us 
our Medicare system, perhaps the first conference back in the 
sixties, and so these are very important conferences. 

As I have talked to many people back home in my district, they 
were very interested in this. Of course we all have someone who 
is representing us at this conference, and this is an opportunity to 
get a lot of input from our senior citizens from all over the country, 
and I think this is an important part of any reform of the Medicare 
system, certainly as we move forward, and I did want to comment 
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on that and commend you for your work and the administration for 
that. 

Secretaiy Shalala. Thank you very much, Congressman Payne. 

Mr. Payne. I understand from your testimony and from what I 
am seeing here in terms of the tables that were presented to us 
that the reduction in income from the taxation of benefits to the 
trust fund, in other words, the tax cuts that were passed as part 
of the Contract With America, have not been considered in the re- 
port of the trustees, so that if, in fact, that was considered, that 
it would not be a 7-year period of time, but rather something less 
than seven, maybe as short as six or fewer years that we now have 
to act as a result of that action that was taken. Is that correct? 

Secretary Shalala. Yes. Something — six plus I think it is. I 
think it is closer to about 8 months that that would knock it out. 

Mr. Payne. So that the one action that this Congress has taken 
generally regarding this issue has actually exacerbated that prob- 
lem to the extent that there is some $31 billion less that will be 
flowing into the trust fund. 

Secretary Shalala. That is exactly right, Congressman Payne. 
The point we were making is that it is going exactly in the opposite 
direction, all the steps that the administration and the Democratic 
leadership took previous to that was to extend the number of years 
to protect the HI fund and the contract actually reversed that for 
a number of months. 

Mr. Payne. Now, in trying to understand this and putting aside 
partisan politics, just to understand where this is and what needs 
to be done, as I understand it, there are two different trust funds 
associated with Medicare, one the Part A and the other, the Part 
B Trust Fund. Why do we have two different trust funds? What 
was the purpose of setting that up that way and has any consider- 
ation been given to or has there been talk about making that a 
single trust fund? 

Secretary Shalala. There have been some conversations about 
making it a single trust fund over the years. One was set up obvi- 
ously with payroll financing and the other, which has some cost 
sharing and some premiums paid by individuals, and I think that 
there have been some very thoughtful people who believe very 
strongly they ought to be combined, particularly as we begin to go 
to other kinds of vehicles, HMOs and other kinds of choices for peo- 
ple, and I would think that a thoughtful discussion on that subject 
would be worthwhile. 

Mr. Payne. But, there is not yet 

Secretary Shalala. There is not a proposal any place, and one 
obviously has payroll taxes deposited directly and the other has out 
of pocket and discretionary money allocated for it. 

Mr. Payne. I understand there has also, in the past, been some 
discussion about the need for a trust fund at all. Is that something 
that the trustees have discussed at all? 

Secretary Shalala. Not during my term as a trustee; we have 
not had a discussion about that. 

Mr. Payne. So, that there is no recommendation that it be 

Secretary SHALALA. There is no discussion on that. 
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Mr. Payne [continuing]. That it be examined relative to the ne- 
cessity of doing that. Thank you very much and I will yield back 
the balance of my time. 

Mr. Thomas. The gentleman’s time has expired, and the Commit- 
tee will stand in recess for not more than 10 minutes. We have a 
vote on the floor. The Chair will return as soon as possible for addi- 
tional inquiries. 

[Brief Recess.] 

Chairman Thomas [presiding]. The Committee will reconvene. 
Mr. Christensen will inquire. 

Mr. Christensen. Thank you, Mr. Chairman. 

Madam Secretary, I have listened and I have waited patiently for 
a long time. During, the last 2 1/2 hours you have been giving very 
difficult answers. It has been a very difficult situation for you, I am 
sure, because I know that you are very capable and a very smart 
lady and I think that you have been given some marching orders 
that are probably contrary to what you would normally be able to 
do in answering the questioning. 

As a new guy on this Committee, I come from a business back- 
ground, and the best thing that I could probably do is — in terms 
of comparing what I have heard today and what I have seen from 
the Medicare Board of Trustees, would be to try to compare it to 
a board of directors. If you were the board of directors and I was 
the stockholder, I would probably sue and win on dereliction of du- 
ties, because from what I have seen, the stock of Medicare has gone 
down drastically during your watch, and what I would like to do, 
and rather than just throw barbs back and forth, I would like to 
talk about a couple of ideas that — and I know you gave Congress- 
man Ramstad, you wouldn’t answer specifics, but if you would, just 
for the moment, talk about some constructive ideas that might 
work. 

For example, in the Medicaid situation, you have allowed a lot 
of waivers to various States. I know that our State, Nebraska, was 
allowed to receive, a medical waiver. 

Do you think the administration would be open to allowing a cou- 
ple of States to look at this situation of Medicare, whether they 
could handle the problem better, more efficiently, get better use of 
dollars on their own as a trial basis to see if we could do the same 
with Medicare like we have tried with Medicaid? Would the admin- 
istration — and maybe if you can’t speak for the administration, 
speak specifically as the Secretary of HHS. 

Secretary Shalala. I am afraid they are one in the same. I am 
not even an individual. 

Mr. Christensen. Personally. 

Secretary Shalala. I can’t even speak personally. Let me make 
a couple of comments here and try to be helpful to you. 

First, I think that you would probably keep me as the chief exec- 
utive officer because our stock has gone up. As I pointed out at the 
beginning, we inherited a system that was supposed to be bankrupt 
by 1999. At least we have added some years to the solvency of the 
system. 

Second, the trustees of the system, while they are called the 
Medicare trustees, are in fact advisors to Congress and to the 
administration. 
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The Congress and the executive are the trustees of the system, 
and we have, in fact, done our job as advisors to all of you. We 
have come and said that the HI Trust Fund has only a few more 
years and we need to make some thoughtful proposals together. 
With the split between who are the new majority in the Congress 
and the executive, we have said that we should do it together, not 
that I should independently truck out some ideas. 

As to your proposal about Medicare and whether we should try 
some things that we tried on Medicaid, I think that the programs 
have two different histories. Medicaid has always been a State- 
Federal partnership. Medicare has not. The general point, and that 
is, should we try some things, competitive bidding, for instance, is 
one, on a regional basis, should we try different kinds of dem- 
onstrations for delivering care? 

I have not been in Nebraska recently but I have been in South 
Carolina recently where we are trying, with the State, some dif- 
ferent ways of delivering adult day care, for example; that we are 
using the Medicare system and the Medicaid system, sometimes in 
combination to try different approaches to health care. 

That is precisely what we ought to be doing in an innovative 
way, trying to fit these programs together with Governors, within 
regions sometimes, so that they work better and so that we get 
more bang for the buck in the business sense. 

Mr. Christensen. I guess, Ms. Shalala, that we are talking 
about here, the advisors, and I am not so much in disagreement 
that we are going to go ahead and put together a plan. 

Now, we would like to have your input. We would like to have 
a dialog so that we can work on together in a bipartisan fashion, 
but thus far, from what I have heard from your answers, it has 
been quite a one-sided discussion. We pretty much know your pat 
answers. What we would like to do is work together as much as 
we can and that is why I threw out the idea of what ideas would 
you have to come to the table with, and I guess this is a start. 
Thank you for your testimony here today. 

Mr. Thomas. The gentleman’s time has expired. Mr. Portman 
will inquire. 

Mr. Portman. I thank the Chairman. Isn’t this nice? We are at 
the lower rung, everybody is gone, the cameras are turned off. Now 
we can roll up our sleeves and really get into it. 

Mr. 'Thomas. Have her whisper her answer. 

Mr. Portman. I won’t tell anybody. 

During your budget presentation, you and I had a dialog about 
Medicare. At the time, you indicated you were looking forward to 
working with those of us on this panel who thought that not ad- 
dressing Medicare in the budget was irresponsible, that based on 
the magnitude of the program, its cost increases, it couldn’t be ig- 
nored, and is probably the single largest budget buster. I am dis- 
appointed, as are many of my colleagues, that we do not have a 
more forthcoming dialog yet. I hope we will get to that point. 

Just very briefly, one of my colleagues, I wish he were here, Mr. 
Stark, said that, he wants us to stew in our juices for awhile, that 
he thought the program, and I quote him, “has been running right 
well.” You know the statistics very well, but I think we have a need 
to back up maybe for purposes of the bigger picture for a minute. 
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In 1975, Medicare was at $12 billion. Now, it is at about $178, 
$180 billion. This past month, CBO told us that the figure is going 
to be $345 billion in 7 short years, by 2002, which is a $167 billion 
increase. That is a huge budget issue. 

In addition to that, of course, we have the HI Trust Fund sol- 
vency issue in 7 years, and no more money to pay the beneficiaries. 
Whether you deal with it as a budget issue — broad-based budget 
issue or as a trust fund issue, we have a crisis and we need to re- 
solve it. I would hope that with the administration, we can at least 
set some targets. 

You told us when you came forward on the budget, you thought 
Medicare was going to be increasing at 10, maybe up to 11 percent 
per year over the next 5 years. As we all know, that is unaccept- 
able. Perhaps we should start with saying, let’s get our Medicare 
funding within a reasonable range over that 5-year period or 7-year 
period, maybe it is 7 percent, maybe it is 6 percent, maybe it is 8 
percent, but I would hope we could agree on some targets and then 
work together in a constructive way to address it. 

I am at a loss on the logic of not sitting down with us until we 
do a budget. I do not know if that means you want us to do Medi- 
care in the budget or you do not want us to do Medicare in the 
budget. We can go back and forth on that, but I am disappointed 
and I hope we can work on together. 

Let me ask you a couple specific questions, if I could. 

We started to get into some specifics. It is my view that you pret- 
ty much shot down the means testing idea, the HMO issue. As you 
indicated, there is sort of full HMO coverage now and there is fee 
for service now. Many of us have talked about something in be- 
tween, a PPO, preferred provider organization, or some other kind 
of provider. 

Secretary Shalala. Come forward with one. 

Mr. PORTMAN. If, you are continuing to be interested in that, this 
may be an area we can work together. 

How would this notion of continued employer coverage, where 
you would have the employer providing managed care now and 
under some arrangement through the government would be able to 
continue that same managed care under Medicare? How do you feel 
about that idea? 

Secretary Shalala. I think. Congressman, all of the issues that 
you are talking about, the additional HMO ideas, PPOs, point-of- 
service options, are things that we have been working on for quite 
awhile and have introduced some new — have tried to get some bet- 
ter coverage. We are clearly interested in the competition idea. It 
is difficult to do. It has required a major conceptual effort within 
the Department. All of the above ought to be part of our discus- 
sions as we sit down on a bipartisan manner so we can fill you in 
on all of the things we are already doing. 

What I wanted to do was send a clear message that we are not 
locked into the old Medicare fee-for-service plan. The President 
said from the moment we walked in that this program has to get 
some discipline, we have got to provide some other options, we 
have to preserve choice, we have got to look at more efficiencies. 
We have collapsed our computer system. We have done all sorts of 
things, so 
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Mr. PORTMAN. Specifically, then, you are not discounting the no- 
tion of an employer link, sort of a continuous service from the em- 
ployer in some v/ay? 

Secretary Shalala. I am not discounting anything, and as we see 
what is happening to people moving into Medicare — into HMOs, for 
example, clearly those who are currently in HMOs are interested 
in staying in their HMOs and working out these transitions ought 
to be part of the discussions that we are having. 

Mr. PORTMAN. One other question, if I could. I do not want to 
lose my time here. Again, I think you are right. The continuing on 
makes sense. More and more Americans are used to managed care 
now and I think it would be easier to have them adjust to that at 
the Medicare level. 

Medical savings accounts. Congressman Ramstad wanted to ask 
you about that. How do you feel about that? How much impact is 
it going to have on the Medicare population? An idea, as an exam- 
ple, would be for people to save tax free over time, during their 
working life, and then have that available upon retirement to draw 
from. They would be required to have some sort of catastrophic 
plan as well. What is your reaction? 

Secretary Shalala. When I testified earlier on medical savings 
accounts, I raised questions about whether we were not, in fact, 
taking the healthier and wealthier folks out of the health care sys- 
tem and setting them up separately. There is some evidence that 
we may be paying too much in terms of what our contributions are, 
and I think that we have had some very deep concerns about medi- 
cal savings accounts. Creaming off part of the population is not the 
way to solve the health care crisis in America, and that is why it 
has to be part of a broader discussion. 

Mr. PORTMAN. I thank you. 

Mr. Thomas. The gentleman’s time has expired. 

Mr. PoRTMAN. I wish we had another hour or so. I thank the 
Chairman. 

Mr. Thomas. The gentleman from Nevada will be the last in- 
quirer, I would tell the Secretary. 

Mr. Ensign. Thank you, Mr. Chairman. Just a couple of quick 
questions. What does the administration see as the fundamental 
underlying problem with the growth of Medicare spending? 

Secretary Shalala. Well, the problem with the growth of Medi- 
care spending 

Mr. Ensign. Or the cost. The cost. 

Secretaty Shalala [continuing]. Is similar to what is happening 
in the private sector. It is the introduction of new technology. It 
is 

Mr. Ensign. The volume of services? 

Secretary Shalala [continuing]. For the Medicare population in 
particular, it is health inflation. I mean, it is the growth of health 
care costs. 

The point I was making is that the growth in health care costs 
in the private sector is similar to what is happening in the public 
sector for very vulnerable populations. It is also, as we get better 
treatment, it costs us more in health care. Unlike other parts of the 
economy, if you have a technological breakthrough, it doesn’t nec- 
essarily save you money. 
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Mr. Ensign. You are talking volume of services basically; that is 
the fundamental underlying problem? 

Secretary Shalala. The increase in population, too, and we have 
talked about the demographics. 

Mr. Ensign. That is going to get much worse obviously with the 
baby boomers. 

Earlier you and Mr. Matsui were in an exchange about cost shift- 
ing to the private sector. I guess one of the things that I want to 
get straight here, and then we need to get past this rhetoric, is that 
the private sector, the last couple of years, has done better than 
the public sector. 

You are asserting that the public sector over the last 10 to 15 
years has done as well, if not better, than the private sector as far 
as controlling its costs or how fast they are increasing their serv- 
ices. The cost shifting that Mr. Matsui was talking about, has that 
contributed to the private sector’s increase in cost in your statis- 
tics? 

Secretary Shalala. It has, to the extent — Medicaid, in particu- 
lar, where we clearly do not pay as much as we should. 

Mr. Ensign. Medicare is the cost shifting I am talking about. 

Secretary Shalala. In Medicare, there is some cost shifting that 
is going on. What we do not want to do is produce more cost shift- 
ing by slashing the budget. 

Mr. Ensign. No. I agree with that. My point is that in your sta- 
tistics, when you were trying to defend the public health care sys- 
tem, Medicare basically, you were saying that it did as well or not 
better than the private sector, but yet we have been shifting costs 
to the private sector because of some of the reforms that have been 
done in this Congress; is that not true? That contributes to those 
statistics. OK, I just wanted to establish that. You agree? 

Secretary Shalala. No, I can’t agree with that. 

Mr. Ensign. We have not shifted costs to the private sector from 
Medicare? 

Secretary Shalala. It is not clear at this moment that the — 
that — it is clear that the private sector has been squeezing down, 
there is no question about it. 

Mr. Ensign. Wait a second. We are talking about shifts of costs 
to the private sector from Medicare. 

Secretary Shalala. Yes. 

Mr. Ensign. You have said, you were exchanging with Mr. Mat- 
sui, that we had shifted the cost to the private sector from the pub- 
lic sector in terms of Medicare. 

Secretary Shalala. I think that 

Mr. Ensign. You disagree with that now? 

Secretary Shalala. My point was to Mr. — I thought Mr. Matsui 
was asking me about cuts in the — dramatic cuts in the Medicare 
system. 

Mr. Ensign. Correct, which shifted costs to the private sector. I 
am saying, were those taken into account in your statistics the 
total spending in the private sector? Do you understand what I am 
saying? 

Secretary Shalala. Yes, I understand what you are saying. 

Mr. Ensign. It skews the statistics is all I am trying to say. 
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Secretary Shalala. Well, it could be going both ways, though, 
Mr. Ensign. There is some evidence now, and some of the hospitals 
have indicated this, that Medicare has become the better payer, so 
that there may be some cost shifting going back the other way. To 
give you a precise answer at this point in time is very difficult. 

Mr. Ensign. OK. Let me get to this, to a further definition, and 
that is, if a company saves dollars in a particular program, they 
have efficiencies through management techniques, technologies, 
and the next year they actually spend less money on one particular 
program than they did on that previously, do you define that as a 
cut or savings? 

Secretary Shalala. True efficiency, I would count it as savings, 
not 

Mr. Ensign. OK. So in Medicare, if we are able through effi- 
ciencies, through management techniques, through whatever we 
are able to do, to save money, is that going to be defined by the 
administration as a cut or savings? 

Secretary Shalala. It depends on the impact it has on quality, 
whether we are cutting out benefits in the process. 

Mr. Ensign. That is what I am saying. I am saying delivering 
the same quality, through more efficient means. That would be con- 
sidered a savings? 

Secretary Shalala. That would be counted a savings, if we could 
maintain quality and benefit coverage. 

Mr. Ensign. If that savings is applied to the deficit or whatever 
it is, is that calling a cut in Medicare to apply to the deficit? Is that 
the way the administration will define it? 

Secretary Shalala. I would hope that we would be very precise 
in what changes we thought we could make in whatever the public 
system was, and the difference between changes that will save us 
money and maintain quality and changes that actually will reduce 
benefits, reduce coverage and increase costs to other parts of the 
health care system. 

Mr. Ensign. I agree with that. I just want to make sure that we 
are precise in our definition and credit goes to savings and not 
called a cut. We have to distinguish between cuts and savings, be- 
cause in the past, there have actually been cuts in Medicare, where 
in the future, hopefully, some of the things we are going to be 
doing will be savings, like American business. American business 
has transformed itself so that it can save money in some of its 
programs. 

Thank you, Mr. Chairman. Thank you for your testimony. 

Mr. Houghton [presiding]. Mr. Neal will inquire. 

Mr. Neal. Thank you very much, Mr. Chairman. 

As always, I want to welcome you here, thank you today. Madam 
Chairperson. I thought one of the purposes of these hearings in the 
form of this setting was to allow the panelists to answer the ques- 
tions. I know you haven’t been given that opportunity this morn- 
ing. Generally, as you have asserted yourself, somebody has inter- 
rupted you to state another opinion, but we do thank you and wel- 
come you here in the true spirit of what these hearings are 
supposed to be about. 

Secretary Shalala. Thank you. 
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Mr. Neal. I would like to offer you an opportunity for a construc- 
tive opinion as well. The panacea that is being suggested in the 
halls of the Congress today, is we simply herd everybody into 
HMOs or managed care, that at the end of the day, we will recog- 
nize and witness considerable cost savings in Medicare. 

Is that your understanding of the program if it were to be initi- 
ated on that basis? Would you care to, at least from a conceptual 
view, offer a suggestion at this time? 

Secretary Shalala. We believe that choice is absolutely criticeil 
to the Medicare system that — and that we ought to continue choice 
and that people ought not to be shoved into HMOs. There is no evi- 
dence thus far that there would be huge savings from putting large 
numbers of people into HMOs. 

While there have been some initial savings which have been 
identified, most people believe it is because of the first group that 
went into HMOs from Medicare actually were a healthier group. 
We have to be extremely careful as we add — as more people choose 
HMOs not to assume that there will be substantial cost savings in 
the short — in the short run, or even in the long run, and I think 
both the administration and the CBO and other health care experts 
are being very careful in their language not to promise something 
that we are not sure initially that we can deliver. 

That does not mean in any way we do not think people ought to 
have choices of HMOs or that we shouldn’t make reforms in the 
system to make it more efficient, to bring down unnecessary utili- 
zation, and to be very hard-nosed about our administration of the 
program. We simply do not wish to overstate the effect of moving 
millions of people into HMOs in this country. 

Mr. Neal. Just a quick followup to that. Would you suggest that 
if we were to proceed down that road, that it ought to be done on 
an experimental basis? 

Secretary Shalala. Well, we have, as you know, increased the 
number of options available to senior citizens. Seventy-five percent 
of the Medicare population now has access to HMOs. The ones that 
do not actually live in rural areas where there are no HMOs. We 
think in addition to what we already have, we ought to have point- 
of-service options and some PPOs, but there ought to be more 
choices out there, and that those choices ought to, if possible, 
improve the efficiency of the system. 

Mr. Neal. Thank you. I have a quick anecdote to share. Yester- 
day morning, I went along to get a cup of coffee and there were 
some booths, and in three successive booths three different couples 
said to me, do not let them touch Medicare, do not let them destroy 
our Medicare system; and, indeed, at the end of the day we are 
counting on folks like you if we have to make changes, make 
changes, but certainly we intend not to let them destroy the 
system. Thank you. 

Secretary Shalala. Thank you very much, Congressman. 

Mr. Houghton. Madam Secretary, you have been through a real 
wringer this morning. Do you have time for one more inquiry from 
Mr. McDermott? 

Secretary Shalala. I do indeed. 

Mr. Houghton. OK. Mr. McDermott. 
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Mr. McDermott. Thank you, Mr. Chairman. I just want to set 
the record straight, I think, for — the Secretary has talked about the 
need for the budget resolution and why it is there. The President 
produces a budget, and he has done that. He has presented it to 
us. Then the Congress, by law, is required by the April 15 to 
produce a budget. 

Now, last year the House passed the budget resolution on March 
11. The year before it was on March 18. On the year before, when 
Mr. Bush was President, he presented his budget, and then the 
House Democrats produced their budget resolution by March 5. 
That is almost a month-and-a-half, and then the year before that, 
it was April 17. 

Now, it is clear that when we go to make major cuts, we have 
had the budget resolution before us so that we know what we are 
doing, and when one reads the Speaker’s comments from yesterday 
where he was asked about the use of Medicare savings, he says, 
“I know nothing, go ask Tony Blankley.” 

Now, that simply suggests that you are in an impossible position 
to react to this, but I want to ask a question that really troubles 
me, and that is this: Senior citizens, 63 percent of them, live on — 
substantially on Social Security. That is the major source of their 
income. 

Now, this seems like really a hidden tax on them, and I wonder, 
where do the additional costs get picked up if you have already cut 
Medicaid? It seems to me that it is going to come out of the pockets 
of their children or there is going to be an increased debt in the 
system. Is that a fair analysis of what is going to happen if we do 
not pay at the Medicare level? 

Secretary Shalala. Well, I think that in real life for so many of 
our senior citizens who lived on fixed incomes it means less money 
available for food, to pay for housing and to pay for other things. 
Already they spend 21 percent of their income on average for 
health care, and passing on to them additional health care costs 
puts them clearly in a very difficult situation. We do not want to 
do that. 

Recognizing who the program serves is very important as we 
think through what can we do to make it better, to make it more 
efficient, to keep our promises at the same time, but simulta- 
neously to understand the impact that these large public expendi- 
tures have on the budget. 

Mr. McDermott. In the present situation, if they have addi- 
tional out-of-pocket costs and they are of low income, it is picked 
up by the Medicaid Program. 

Secretary Shalala. It is picked up by Medicaid from there. 

Mr. McDermott. Are you guaranteeing the Medicaid Program 
will still have the capacity to pick up this increased out-of-pocket 
costs? 

Secretary Shalala. I cannot do that because of the conversations 
that are going on about the Medicaid Program in this country and 
the discussions going on in terms of capping it or block granting 
it, so the States would struggle with more limited resources and 
would have great difficulty handling the shift of costs that would 
come from Medicare recipients. 
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Mr. McDermott. The States could choose in that block grant not 
to cover the out-of-pocket costs for senior citizens in their Medicaid; 
is that correct? 

Secretary Shalala. As I understand the kinds of recommenda- 
tions, talking about it would be up to the State unless Congress 
mandated they pick up those costs. 

Mr. McDermott. For my mother and father, my mother 85, my 
father 89, living on Social Security, if they have additional out-of- 
pocket costs, it either comes out of their Social Security check or 
they turn to my brothers and my sister and I to pay for it; is that 
the alternative? 

Secretary Shalala. That is essentially what happens in real life 
in the United States. 

Mr. McDermott. This will accelerate that process, in your view? 

Secretary SHALALA. It will accelerate that process. 

Mr. McDermott. Thank you very much. 

We appreciate your testimony today. You have done a very fine 
job. 

Mr. Thomas. Madam Secretary, we appreciate your testimony. 
Although we engage in debate, what may or may not happen in the 
interaction between Medicaid and Medicare is precisely what we 
were trying not to do, but rather deal with realities. 

Thank you very much for your generous time. 

Next, we will have June O’Neill, Director of the Congressional 
Budget Office. 

Director O’Neill, any written testimony you have will be made a 
part of the record, and you may proceed as you see fit to inform 
this Committee about this question from the Congressional Budget 
Office perspective. 

STATEMENT OF JUNE E. O’NEILL, DIRECTOR, 
CONGRESSIONAL BUDGET OFFICE 

Ms. O’Neill. Mr. Chairman and Members of the Committee, it 
is my pleasure to be here today to testify on the financial status 
of the Medicare Program. Unfortunately, the financial liability of 
Medicare is currently eroding, primarily because of continuing 
growth in the cost of providing coverage to each beneficiary. 

If left unchecked, this trend will create a problem of major pro- 
portions when the baby-boom generation begins to reach retirement 
age in 2010. 

The 1995 Annual Report of the Board of Trustees of the Federal 
Hospital Insurance Trust Fund, released last month, indicates that 
under intermediate assumptions, the Hospital Insurance Trust 
Fund, that is, the HI Program, will be depleted in 2002 unless 
changes in policy are made. 

Even under the trustees’ most optimistic assumption, the HI 
Trust Fund will be exhausted by 2006, which is just 11 years from 
now. 

CBO finds ample reason to agree with the broad conclusions of 
the trustees regarding the short-range adequacy of HI funding. 
These projections of HI insolvency address only part of Medicare’s 
overall financial outlook. It is well to keep in mind that the, SMI, 
supplemental medical insurance, which pays for physician and out- 
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patient services for Medicare beneficiaries, is also experiencing 
rapid growth in costs. 

The Medicare Program is absorbing a growing share of the Na- 
tion’s resources, and is expected to constitute 3.5 percent of the 
gross domestic product by 2005. Moreover, as the baby-boom gen- 
eration reaches retirement age, the number of workers available to 
support each HI enrollee is projected to drop. 

Currently, about four covered workers support each HI enrollee, 
but this ratio will decline rapidly after the turn of the centur}'. 
Only two covered workers will be available to support each enrollee 
by midcentury. That demographic change will cause a continuing 
deterioration in the financial situation confronting Medicare and 
the Social Security program. 

The evidence strongly supports the conclusion of the trustees 
that prompt effective and decisive action is necessary by the Con- 
gress to avert a financial crisis in the Medicare Program. 

CBO projects that under current law, Medicare expenditures in 
HI and SMI combined will increase from $181 billion in 1995 to 
$463 billion in 2005. That reflects an average rate of growth of 9.8 
percent a year. 

Consequently, under current law, outlays for Medicare’s share of 
Federal outlays will increase from 11 percent in 1995 to 16 percent 
in 2005. 

Most of the projected increase in Medicare spending over the 
next 10 years can be attributed to rising medical prices and in- 
creases in the use of services. Beneficiary growth, however, will be 
slow as the baby-bust generation retires. The elderly population is 
growing slowly now, much more slowly than that which will come 
later. 

The financial instability of the HI Trust Fund has been evident 
since 1992 when HI outlays first began to exceed income from the 
payroll tax. 

Hi outlays will begin to exceed all sources of income to the pro- 
gram in 1996. As a result of a continuing annual deficit in the HI 
account, the balance of the HI Trust Fund will erode each year, 
and by 2002 it will be depleted. In that fiscal year, according to 
CBO’s assumptions, total HI income would be $153 billion, and the 
total amount in the trust fund at the beginning of that year would 
be about $16 billion. But projected outlays for the full year equal 
$199 billion; that would leave a shortfall of $30 billion. 

Thus, without congressional action to provide additional financial 
resources the HI Program would be unable to pay for all the serv- 
ices that Medicare beneficiaries are expected to receive in 2002. 

The rate of growth in Medicare’s costs has caused concern almost 
from the program’s inception. The Congress has made repeated at- 
tempts to slow that growth, including developing a prospective pay- 
ment system for hospitals, changing the physician payment system, 
and allowing beneficiaries to enroll in HMOs. Those efforts have 
met with limited success. 

A key question is whether Medicare can take advantage of man- 
aged care savings. Since 1985, Medicare enrollment in risk-based 
HMOs has ^own steadily, although at 7 percent it is still very low 
compared with the privately insured population. 
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In 1992, almost 20 percent of people with private insurance were 
in HMOs. Currently, Medicare beneficiaries pay no more to enroll 
in fee-for-service Medicare than they do to enroll in a HMO. They 
often receive supplementary benefits, such as reduction in cost- 
sharing or prescription drug coverage if they enroll in a HMO. 

They would have to pay a substantial premium for Medigap cov- 
erage to receive these benefits in the fee-for-service sector. For 
some Medicare beneficiaries, the financial incentives appear to be 
outweighed by the desire to choose physicians outside the HMO 
network. Others may not enroll in managed care programs simply 
because they are unaware of all the options available to them. 

In the future, however, both stronger financial incentives to 
beneficiaries and better information will be necessary to encourage 
more Medicare enrollees to sign on for managed care programs. 

Despite apparent evidence that the overall cost of services used 
by Medicare beneficiaries falls when they move from the fee-for- 
service sector to a HMO, higher HMO enrollment does not reduce 
Medicare’s costs, and it may even increase them under Medicare’s 
current pajnnent system. 

This effect occurs — and it is complicated partly because HMOs 
are paid 95 percent of Medicare’s fee-for-service cost to provide care 
to a beneficiary, regardless of the actual resource cost of the serv- 
ices provided to the HMO. 

Many analysts attribute the recent slow down in the rate of 
growth of private health insurance spending to more aggressive 
price competition among health programs. Between 1990 and 1993, 
private health insurance spending grew at an average annual rate 
of 7.7 percent, compared with 11.2 percent for Medicare. 

As it is currently structured, the Medicare Program cannot take 
advantage of the recent competitive developments in the private 
health care market. If nothing is done and Medicare continues to 
grow at its current rate, the program will consume an increasing 
share of the Nation’s resources. In part, that outcome reflects im- 
provements in health services for the elderly, but it also raises con- 
cern about efficient resource allocation. 

If Medicare absorbed less of the Nation’s output, more could be 
spent on investment to improve the productivity of current and fu- 
ture workers. Moreover, a growing economy could be more depend- 
ably counted on to pay for the benefits of current and future 
retirees. 

Fixing Medicare’s financing problems will not be easy. As the re- 
ports of the trustees make clear, the problems begin in the short 
term and will only escalate in the long term as the baby boomers 
start to retire. 

Either taxes must be increased or expenditures reduced or both, 
and the orders of magnitude involved are large. The tax alternative 
taken in isolation would require an increase in the HI payroll tax 
of 1.3 percentage points. That is a more than 40-percent increase 
over the next 25 years to ensure that HI financing covers program 
costs. 

However, while an increase in the HI payroll tax would secure 
the HI portion of Medicare outlays, it would do nothing to secure 
the funding of SMI or to improve the overall efficiency of the 
Medicare Program. 
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There are two broad approaches for achieving slower growth of 
Medicare outlays, budgetary reductions and program restructuring. 
The two approaches are not mutually exclusive. With or without a 
tax increase, a combination would probably be needed to achieve 
immediate savings and longer term goals. 

Examples of budgetary reduction options are included in CBO’s 
1995 report, “Reducing the Deficit: Spending and Revenue Op- 
tions.” They represent a traditional approach to containing Medi- 
care costs. Such options which typically reduce payments for pro- 
viders or raise the amounts that beneficiaries must pay, can offer 
immediate short-term savings in the Medicare Program. They are 
not necessarily designed to improve the efficiency of the program 
or to address the underlying long-term structural problems of 
spending growth. 

Slowing the long-term rate of growth of Medicare spending and 
ensuring the solvency of the HI Trust Fund will probably require 
a major restructuring of Medicare. Three basic tenets underlie 
most redesigned proposals. One is that Medicare beneficiaries 
would have meaningful choices among a range of health plans, 
including fee-for-service options. 

Two, beneficiaries would also have financial incentives to select 
efficient health plans. 

Three, health plans would have strong incentives to compete for 
Medicare beneficiaries. 

Several possible models for structuring the Medicare Program 
along those lines have been proposed. Frequently, competitive mar- 
ket approaches offer participants more choices and clearer financial 
incentives to choose less costly options. 

A key feature of these approaches is the notion of Medicare mak- 
ing a defined contribution on behalf of each beneficiary. Partici- 
pants could then put those contributions toward the cost of a 
health plan of their choice. 

Beneficiary choice and limits on the government’s contribution, 
for example, are important elements of the design of the existing 
health insurance program for Federal employees. 

A competitive redesign of Medicare is a possible strategy for ad- 
dressing the fiscal problems of the program. Establishing a com- 
petitive system could be a major undertaking requiring time to de- 
velop. Moreover, full implementation all at one time could be dif- 
ficult, a phased-in approach starting with younger Medicare 
beneficiaries might be more feasible. 

For these reasons, a structural change could not be counted on 
to deliver substantial immediate savings, although considerable 
savings might well accrue as time goes on. 

One thing is certain, postponing decisions on Medicare’s financ- 
ing will only make the necessary policy actions in the future more 
severe. Without a tax increase, ensuring that the HI Trust Fund 
remains solid will require immediate spending cuts as well as re- 
ductions in the underlying rate of growth of spending. 

Any delay will require more dramatic cuts and program changes 
in the future. 

Thank you. 

I would be happy to take any questions you may have. 

[The prepared statement follows:] 
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STATEMENT OF JUNE E. O'NEILL, DIRECTOR 
CONGRESSIONAL BUDGET OFFICE 


Mr. Chairman and Members of the Conuninee, it is my pleasure to be here today to 
discuss the financial status of the Medicare program. Continuing growth in the cost 
of providing Medicare coverage to each beneficiary, coupled with a steady increase 
in the number of beneficiaries, is eroding the financial viability of the program. If 
left unchecked, those trends will create a problem of major proportions when the 
baby-boom generation begins to reach retirement age in the year 2010. Addressing 
the short-term and long-term financing problems of the Medicare program presents 
a serious challenge for the nation. 

The 1995 Annual Report of the Board of Trustees of the Federal Hospital 
Insurance Trust Fund, released last month, indicates that under intermediate 
assumptions, the Hospital Insurance (HI) Trust Fund will be depleted in 2002. In 
other words, unless changes in policy are made, the HI program will only be able to 
pay fully for services provided to beneficiaries for about the next seven years. 
Indeed, even under the trustees' most optimistic assumptions, the HI trust fund will 
be exhausted by 2006—1 1 years from now. 

Based on the Congressional Budget Office’s (CBO's) analysis of the trustees’ 
projections and our independent analysis of the Medicare program, we find ample 
reason to agree with the broad conclusions of the tnistees regarding the short-range 
adequacy of HI funding. But those projections of HI insolvency address only part 
of Medicare's overall financial outlook. The Supplementary Medical Insurance 
(SMI) program, which pays for physician and outpatient services for Medicare 
beneficiaries, is also experiencing rapid growth in costs. 

Moreover, the Medicare program is absorbing a growing share of the nation's 
resources. Combined spending for HI and SMI has increased from 0.8 percent of 
gross domestic product (GDP) in 1974 to 2.4 percent of GDP in 1994. It is expected 
to increase to about 3.5 percent of GDP by 2002. Program revenues, however, are 
not increasing nearly as rapidly. The evidence strongly supports the conclusion of 
the trustees that "prompt, effective, and decisive action is necessary" by the Congress 
to avert a financial crisis in the Medicare program. 

My statement today covers four topics: 

0 An overview of the Medicare program, 

0 Trends in program spending and in the trust fund balance, 

o Medicare's cost containment measures to date, and 

o Options for responding to the fiscal crisis in the Medicare program. 


OVERVIEW OF THE MEDICARE PROGRAM 


Medicare is the nation's major program providing medical services to the elderly and 
disabled populations. It offers two different types of insurance coverage, which are 
financed and administered separately. 

The Hospital Insurance program pays for inpatient hospital care and related 
care for people 65 and older and for the long-term disabled. Payroll taxes primarily 
finance the program, with the taxes being paid by current workers and their 
employers. Those lax receipts are mainly used to pay for benefits to current 
beneficiaries. Income not currently needed to pay for benefits and related expenses 
is credited to the HI trust fund. In 1994, the HI program covered about 32 million 
aged and about 4 million disabled enrollecs at a cost of $103 billion. 
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The Supplementary Medical Insurance program pays for physician and 
outpatient services. Although it is optional, most in^viduaJs eligible for Medicare 
enroll in SMI. Currently, premiums paid by enrollees finance about 3 1 percent of 
SMI program costs. But that share Is projected to decline significantly under current 
!aw-to 25 percent in 1996 and lower after 1998. General revenues finance the 
remaining costs. The SMI program is not intended to accumulate funds for the 
payment of fiiture benefits. In 1 9^, the SMI program covered about 3 1 million aged 
and about 4 million disabled enrollees at a total cost of $60 billion. 

Payroll tax rates for the HI program are set at 1.45 percent of taxable earnings 
each for workers and their employers. However, the consensus among economists 
is that most of the tax charged to employers is indirectly paid by workers, whose 
earnings are ultimately reduced by the amount of the employer's contribution. Self- 
employed workers pay 2.9 percent of taxable earnings. No cap is placed on lascable 
earnings subject to the HI payroll tax. In 1994. approximately 14! million workers 
(and their employers) paid $92 billion to the HI trust fund. 

As the baby-boom generation reaches retirement age. the number of workers 
available to support each HI enrollee is projected to drop. Currently about four 
covered workeis support each HI enrollee. The trustees project that this ratio will 
decline rapidly early in the next century, niey expect that only two covered workers 
will be available to support each enrollee by mid-century. 


TRENDS IN SPENDING AND THE TRUST FUND BALANCE 


In 1994, the Medicare program spent $162 billion, including both HI and SMI. 
Between 1985 and 1994, Medicare expenditures increased at an average annual rate 
of 9.6 percent. Under current law, CBO projects that Medicare spending will 
continue to grow at a similar rate, rising from $18 1 billion in 1995 to $463 billion in 
2005. That increase represents an average annual rate of growth of 9.8 percent. By 
contrast, cash benefits for Social Security recipients will increase at only about half 
that rate. 

Inflation in medical prices and increases in use of services account for most 
of the projected rapid increase in Medicare spending. Medicare enrollmenl of the 
elderly and disabled combined is projected to increase at an average annual rate of 
only slightly more than ! percent over the 1995-2005 period, 

CBO projects that Medicare will absorb a growing share of the federal budget 
over the next 10 years. In fact, undercurrent law, outlays for Medicare (net of SMI 
premiums) will increase from 1 1 percent of federal outlays in 1995 to 16 percent of 
outlays in 2005.^ Medicare and Medicaid are the fastest growing of the major 
entitlement programs, and as such, they are major contributors to the escalating 
budget deficits that face the country. 

The Medicare trustees report 75-year projections of the financial status of the 
HI trust fund. Projections made by the trustees of the adequacy of HI Funding to 
support program costs in the future are based on three alternative sets of assumptions 
about future economic and demographic trends: low-, intennediate-, and high-cost. 
Under their intermediate-cost assumptions, the HI triKt fund will be exhausted in 
2002 . 


According to the trustees, HI outlays began to exceed Income from the 
payroll tax in 1992. They project that HI outlays will begin to exceed all sources of 


These esiimaies assume that eliscmionar)' spending rises with inflalion alter 1998 
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income to the program (including interest on the trust fund balance) in 1 996. As a 
result of that annual deficit in the Hi account, the balance in the HI trust l\md will 
begin to erode, and by 2002 it will be depleted. 

CBO's projections of the HI trust fund balance only cover the 1995-2005 
period. Those projections support the trustees' estimates concerning the depletion of 
the HI trust fund in 2002. Moreover, CBO's analysis provides ample reason to agree 
with the broad conclusions of the trustees regarding the short-range adequacy of HI 
funding. 

It is useful to consider what trust fund depletion in 2002 means for the 
operation of the HI program. Under current-law assumptions, HI payroll taxes would 
continue to be collected from all covered workers (and their employers) throughout 
the year. According to CBO's assumptions, total HI income in fiscal year 2002 
would be S 1 53 billion. The total amount in the trust fund at the beginning of that 
fiscal year would be about S16 billion. Projected disbursements for the full year 
equal $199 billion. Consequently, the HI program would have a shortfall of $30 
billion in fiscal year 2002. Thus, without some Congressional action to provide it 
with additional financial resources, the HI program would be unable to pay for all of 
the services Medicare beneficiaries are expected to receive in that year. 


MEDICARE’S COST CONTAINMENT MEASURES TO DATE 


The rate of growth in Medicare's costs has caused concern almost from the program’s 
inception. The Congress has made repeated attempts to slow that growth, but with 
limited success. 

Early efforts, in the 1970s, relied on price controls and relatively weak 
utilization review programs. It became apparent, however, that much of the potential 
savings to Medicare from price controls was lost, offset by an increase in the volume 
or intensity of services provided despite utilization review. Subsequent cost control 
efforts sought to introduce mech^sms that focused not just on price but on 
spending-the product of service price and volume. 

The prospective payment system (PPS) for hospital services was established 
in 1 984 to replace retrospective cost-based reimbursement. Under the PPS, hospitals 
are paid a fixed amount for each inpatient case, based on the patient's diagnosis. 
Under that payment system, hospitals are given strong incentives to avoid 
unnecessary services during a patient's stay and to discharge patients as soon as 
possible, since extra services or days in the hospital would increase hospitals' costs 
but not their reimbursement from Medicare. By contrast, under the previous payment 
system, Medicare paid hospitals for the costs of whatever services they provided. 

Changes in the physician payment system were implemented in 1992 to 
replace charge-based reimbursement for physicians’ services. The new system 
includes an explicit fee schedule along with an updating mechanism intended to 
generate lower fee increases when growth in the volume of physicians' services is 
large. Unlike the earlier changes in the hospital payment system, these changes did 
little to alter incentives for physicians. The method of setting fees was changed, but 
it remains a fee-for-service system that rewanis physicians for providing more 
services. 

One can see some indication of the effects of those changes for hospital and 
physician payment in the fee-for-service sector by comparing the rates of growth in 
Medicare's spending by service category for different lime periods. Between 1 985 
and 1 990, the rate of growth in Medicare's total costs was nearly half the rale for the 
preceding decade— annual growth of 9.0 percent, down from 17.1 percent. That 
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slowdown was moslly the result of rfiarply lovi^r growth for hospital inpatient costs 
over the five-year period immedialely following implementation of the prospective 
payment system. The growth rale for hospital inpatient spending rose somewhat 
after 1990, 

By contrast, the freezes on and cute in physicians' fees that took place during 
the latter part of the 1980s had little efifea on the growth rate in spending for 
physici^s’ services because those measures were largely offset by an increase in the 
volume of services, .although Ihe rate of growth in physicians' costs was lower 
between 1990 and 1995 than it bad been before the fee schedule and its volume- 
based update system were introduced, the slowdown may reflect the low level at 
which the initiai rates under the fee schedule were set. Projections for the 1995-2000 
period assume a return to pre'1990 rates of growfti. 

Another significant change lo Medicare during the 1980s was development 
of a mechanism whereby health maintenance organizations (HMDs) could enroll 
Medicare beneficiaries on a risk basis—receiving a capitation payment from Medicare 
for each enrollee. Until then, HMOs were able to serve Medicare enrollees only on 
a cost basis— a payment system not consistent with the way HMOs operate. Since 
1985, Medicare enrollmenl in risk-based HMOs has grown steadily, increasing more 
rapidly than private- sector HMO enrollment has since 1989. Nevertheless, 
Medicare's risk-based HMO enrollment rate is still low-at 7 percent-compared with 
the privately insured population. In 1 992, almost 20 percent of people with private 
insurance were in HMOs. 

Currently, Medicare beneficiaries pay no more to enroll in fee-for-service 
Medicare than to enroll in an HMO. They often, however, receive supplementary 
benefits— such as prescription drug coverage and waiver of cost-sharing 
requirements-for little or no extra premium if they enroll in an HMO, whereas they 
pay a substantial premium for medigap coverage to receive those benefits in the fee- 
ibr-service sector. For some Medicare beneficiaries, those financial incentives 
appear to be outweighed by the desire to be able to choose physicians outside the 
HMD's network. Others may not enrol! in managed care plans simply because they 
are unaware of all the options that are available to them. In the future, both stronger 
financial incentives and better information would be necessarj' lo encourage more 
Medicare beneficiaries lo enroll in managed care plans. 

The most effective HMOs share the insurance risk for enrollees with their 
providers, thereby reversing or counteracting the incentive providers have lo provide 
unnecessary services that is characteristic of the fee-for-service sector. As a result, 
an HMO’s cost of caring for a given patient is generally lower than the costs incurred 
by an indemnity plan in the fee-for-service sector, 

Despite apparent evidence thai the overall resource cost of services used by 
Medicare beneficiaries falls when they move from the fee-for-service sector to an 
effective HMO, higher HMO enrollment may have the perverse effect of increasing 
Medicare's costs-not lowering them— under Medicare's current payment system. 
That effect occure for two reasons. First, risk-based HMOs are paid 95 percent of 
Medicare's fee-for-service cost to provide care to a beneficiary, as measured by the 
average adjusted per capita cost (AAPCC). That link to fee-for-service costs means 
that Medicare pays a fixed capitation amount for each Medicare beneficiary enrolled 
in an HMO, regardless of the actual resource cost of the services provided. Second, 
Medicare's capitation rates do not fully adjust for the generally healthier group of 
people who are likely to choose the HMO option compared with those who remain 
in fee-for-service, nor do they account for the greater efficiency of managed care. If 
the ^rvice costs are lo»«r than the Ct^)itaIion amount. Medicare does not recover any 
of the savings. The fee-for-service lirfc also means that Medicare payments to HMOs 
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would increase i f per capita costs in the fee-for-service sector rose, even i f HMO per 
capita costs fell. 

Medicare’s HMO enrollment could generate savings, however, if the method 
of setting capitation rates was changed. A number of possible alternatives exist. But 
significant savings would not be generated unless the payment link between fee-for- 
service and managed care was broken. One way to break the link would be to allow 
the capitation rates to be set by competitive bidding in areas with enough HMOs to 
make that approach viable. That maiket-based approach could encourage stronger 
price competition among Medicare risk-based HMOs in a market area. However, 
generating more savings for the Medicare program could reduce the additional 
benefits that HMOs currently offer to beneficiaries, blunting incentives to enroll in 
HMOs. 


Many analysts attribute the recent slowdown in the rate of growth of private 
health insurance spending to more aggressive price competition among health plans. 
Between 1 990 and 1 993, private health insurance spending grew at an average annual 
rate of 7.7 percent compared with 1 1.2 percent for Medicare. As it is currently 
structured, the Medicare program cannot take advantage of the recent competitive 
developments in the private health care market. 


OPTIONS FOR RESPONDING TO THE FISCAL CRISIS IN MEDICARE 


If nothing is done and Medicare continues to grow at its current rate, the program 
will consume an increasing share of the nation's resources. It will also continue to 
be a major cause of the rising federal budget deficit and the increasingly burdensome 
federal debt. Those outcomes raise concern about the efficient allocation of the 
nation's scarce resources and about the long-run prosperity of the nation. If Medicare 
absorbed less of the nation's ouq>ut, more could be spent on investment to improve 
the productivity of current and future workers. Moreover, a growing economy could 
be more dependably counted on to pay for the benefits of current and future retirees. 

Fixing Medicare's financing problems will not be easy. As the reports of the 
trustees make clear, those problems are of both a short-term and a long-term nature. 
Either taxes must be increased, expenditures reduced, or both, and the orders of 
magnitude involved are large. (A third approach that is sometimes suggested to 
address shortfalls in the HI trust fund would he to transfer funds to it from the Old- 
Age and Survivors Insurance (OASI) trust fund. Thai strategy, however, would 
merely postpone rather than address the funding shortfall and would hasten the 
depletion of the OASI trust fund.) 

The tax alternative, in isolation, would require an increase in the HI payroll 
tax of 1 .3 percentage points-more than 40 percent-over the next 25 years to ensure 
that HI financing covered program costs. Although such an increase in the HI 
payroll tax would secure the HI portion of Medicare outlays, it would do nothing to 
improve the overall efficiency of the Medicare program. 

Two broad approaches would achieve slower growth in Medicare outlays: 
budgetary reductions and program restructuring. Those approaches are not mutually 
exclusive. With or without a lax increase, a combination of them would probably 
be needed to address Medicare's immediate and longer-term financing problems. 

Budgetary reduciions-exemplified by the options included in CBO's 1995 
report Reducing the Deficit: Spending and Revenue Options— represenl the traditional 
approach to containing Medicare's costs. Such options, which typically lower 
payments for providers or raise the amounts that beneficiaries must pay, offer 
immediate short-term savings in the Medicare program. Although both types of 
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policies are likely to be part of a more thorough reform of Medicare, they are not 
necessarily designed to improve the efficiency of the program or to address the 
underlying long-term structural problems of spending growth. 

Slowing the long-term rate of growth of overall Medicare spending and 
ensuring the solvency of the HI trust fund would protebly require major restructuring 
of the Medicare program. Three basic tenets underlie most redesign proposals: 
Medicare beneficiaries would have meaningful choices among a range of health 
plans, including a fee-for-service option; beneficiaries would also have financial 
incentives to select efficient health plans; and health plans would have strong 
incentives to compete for Medicare beneficiaries. 

Several possible models for restructuring the Medicare program along those 
lines have been proposed. Frequently, such competitive market approaches offer 
beneficiaries more choices and clear financial incentives to choose less costly 
options. A key feature of those approaches is the notion of Medicare making a 
defined contribution on behalf of each beneficiary. Beneficiaries could then put 
those contributions toward the cost of the health plan of their choice. Beneficiary 
choice and limits on the government's contribution are important elements of the 
design of the health insurance program for federal employees. 

A competitive redesign of Medicare is a possible strategy for addressing the 
long-term fiscal problems of the program. Major restructuring, however, would take 
time to develop and could not therefore address the short-term financing issues. 
Establishing a competitive system could be a major undertaking. Moreover, full 
implementation, all at one lime would be difficult; a phased-in approach, starting with 
younger Medicare beneficiaries, might be more feasible. But potential savings would 
accrue more slowly under that approach. 

One thing is certain: postponing decisions about Medicare's financing will 
only make the necessary policy actions in the future more severe. Without a tax 
increase, ensuring that the HI trust fund remains solvent will almost certainly require 
immediate spending cuts as well as reductions in the underlying rate of growth of 
spending. Any delay will require more dramatic cuts and program changes in the 
future. 
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Mr. Thomas. Thank you very much. Director. 

Ms. O’Neill, we have heard testimony from people who have said 
we have been there before and do not worry about it, things will 
somehow work themselves out. 

In fact, in your testimony you indicated that at one time the out- 
lays exceeded income, in 1992, and once again will reach the tip 
point in 1996. 

I do not think anyone has really directly addressed the problem 
if we do nothing. 

If, in fact, the Congress and the President do not agree on what 
you have described as what I would call relatively far reaching and 
fundamental changes to Medicare, what would happen in 2002 and 
into 2003, if we do nothing and we play out this funding scenario, 
what would actually occur? 

Ms. O’Neill. If no legislative action was taken at all, in that 
year — according to our projections, and we agree substantially with 
the trustees — the trust fund would be depleted, which means that 
there would not be enough financing to cover what expenditures 
are likely to be in that year. 

Mr. Thomas. But what would happen? 

Ms. O’Neill. What would happen? I guess either some emer- 
gency infusions would have to be made at that point or spending 
would be cut off. Some type of rationing would have to occur at 
that point. 

Mr. Thomas. Since we have a relatively short lead time, and I 
guess in these areas actuaries would tell us a 6- or 7-year lead time 
is a relatively short lead time, decisions postponed really do have 
a significant impact on our options, isn’t that true? 

Ms. O’Neill. That is true. You know, as I mentioned, the longer 
we wait, the spending proceeds will increase at a much higher rate 
than one might wish, making the problem harder to deal with. The 
longer you wait, the deeper the cuts you all have to make when you 
get there. 

Mr. Thomas. All of us are aware that the baby boomers are com- 
ing into a retirement period. That is going to affect the Social Secu- 
rity, OASI, Old-Age and Survivors Insurance, Fund. It is going to 
clearly affect the Medicare Fund. My understanding is that the 
wave, that demographic structure really will not hit the HIF, Hos- 
pital Insurance Fund, in the timeframe that we have been discuss- 
ing. Is that accurate? 

Ms. O’Neill. We are talking about the easy years. The deficit in 
the trust fund account is growing and will, therefore, be depleting 
the trust fund. This is occurring during a slow period when the De- 
pression babies and World War II babies are coming to retirement 
age. The baby-bust cohort was a very small one. 

Mr. Thomas. We have several problems in front of us, not just 
a short-term funding problem but the long term problem of the de- 
mographic shift that we would have to deal with. Is it possible in 
terms of the models that you have been looking at to make adjust- 
ments in this short-term period that will also help us in that 
demographic longer term problem period? 

Ms. O’Neill. The kinds of budgetary changes that would lead to 
expenditure reductions in the programs outlined in our options 
book are things that could be done right away. Significant savings 
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could be obtained in the short run. One could think of that as 
something that you might use in a transition period. 

If the Congress and the Nation were to move toward a restruc- 
turing, many of those provisions would not be needed. They would 
be eclipsed by more systemic changes that would result in more ef- 
ficient behavior on the part of providers, as well as, individuals 
making choices about their own medical care. 

Mr. Thomas. A fundamental restructuring of Medicare, getting it 
more into what seems to be a model that is occurring in the private 
sector, will not only help us in the short run, but will help get us 
ready for that more significant funding problem in later years? 

Ms. O’Neill. I meant, that the fundamental restructuring would 
probably take time, but in the transition one could use some of 
these short-range changes and presumably the particular bundle of 
immediate cost savings that were selected would be ones that 
would be helpful in leading to a major restructuring. 

Mr. Thomas. In the past, most often adjustments have been in 
adjusting formulas for providers. If we continue to do that, would 
that offer us a solution to our current funding program problem? 

Ms. O’Neill. It really hasn’t worked very well in the past. Usu- 
ally past history gives you some idea of what you can expect in the 
future. 

In the past. Medicare problems seemed to be able to be resolved 
fairly easily. That was done in the context of a period when the re- 
tirement of the baby-boom population was not looming on the hori- 
zon, and it was started when the initial HI tax rates seemed very 
low. One could raise that and increase the tax base. We have gone 
those routes so that now there is no cap on the taxable earnings 
for HI program. 

Mr. Thomas. In fact, we have gone further than the Social 
Security Trust Fund payroll tax which has a cap on it. 

Ms. O’Neill. That is right. 

Mr. Thomas. You are saying we have gone to that well so fre- 
quently that we have removed all caps on income and it is simply 
then a factor of increasing the percentage of payroll tax. Do you 
have any estimates of what increase might be required of the 
payroll tax? 

Ms. O’Neill. The increase would be about 40 percent, somewhat 
more than a 40-percent increase in the HI tax rate. That is a 1.3 
percentage point increase. 

Mr. Thomas. Forty-percent increase would cover us for the fore- 
seeable future? 

Ms. O’Neill. No. I believe that is for the coming 25 years. 

Mr. Thomas. Thank you very much. 

Mr. English will inquire. 

Mr. English. Thank you, Ms. O’Neill. 

Following up on the last question, reviewing the report of the 
trustees, is it not true that without fundamental reform, payroll 
tax rates would have to triple to sustain the current Medicare Pro- 
gram long term. 

Ms. O’Neill. Through what period of time? 

Mr. English. This would be going out to the middle of the next 
century. 
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Ms. O’Neill. That could well be because the problem is explo- 
sive. I could supply that for the record, but more than a 40-percent 
increase is needed for the first 25-year period. It would be signifi- 
cantly greater later on when the rate of increase in the elderly pop- 
ulation is extraordinarily large. 

Mr. English. Thank you, Ms. O’Neill. 

Can the Medicare Program as it is currently structured take ad- 
vantage of managed care savings, and if not, why? 

Ms. O’Neill. 'The problem here stems from a number of factors 
that are quite complicated. 

From the beneficiary’s side, the incentive to go into a HMO is not 
exactly the same as it would be for private persons who face an 
array of costs and choose among the plans on the basis of the real 
costs of providing those resources. 

In Medicare, the cost to the beneficiary is the same. The main 
difference would come from provision of services that might be of- 
fered by a HMO. Presumably it costs the HMOs less to provide the 
care because the managed care system allows them to take advan- 
tage of factors that a fee-for-service plan cannot. Those cost savings 
can’t really be passed on. 

A big factor there is that HMOs are paid 95 percent of the cost 
of a fee-for-service plan. It is not based on the actual costs. Even 
if it were, that would not be revealed to the beneficiaries. 

You really do have an odd system. You can offer HMOs. More of 
the elderly have been moving into HMOs, possibly because many 
retirees have been in a HMO before and are used to the concept. 
Also, because HMOs do not compete in price, and their lower costs 
makes it possible to provide supplementary benefits, such as pre- 
scription drugs, no copayments, no deductibles, things of that sort. 

Mr. English. Ms. O’Neill, if we do not restructure the Medicare 
Program and we reduce spending growth through traditional budg- 
etary approaches, in your view, what will be the likely result? 

Ms. O’Neill. I am sorry, I didn’t 

Mr. English. If we do not restructure the program as it is now 
and we reduce spending growth through the traditional budgetary 
approaches like we did during the eighties, in your view, what will 
be the likely result? 

Ms. O’Neill. There are a couple of changes that may have pro- 
duced some reductions in the rate of growth, for example, the pro- 
spective payment system that is now used for the payment of inpa- 
tient services in hospitals. Of course, some of those may be shifted 
every time you try to control provider charges in some way. That 
is probably a better way because it doesn’t allow for inpatient serv- 
ices. If it were just charges — the daily charge that was controlled — 
there would always be the option of increasing services. That con- 
trols the whole bundle in a prospective way, and it does appear to 
be a slow down in patient services, but it led to more outpatient 
services which are not controlled, and increasing use of home 
health care and other services that may be covered. 

That is the reason we do not get very big savings; because most 
of the kinds of things that you can think of within the current sys- 
tem are forms of price controls. 



66 


Mr. English. Thank you, Ms. O’Neill. I find your testimony to 
be substantive and nonpartisan, and as such, an edifying contrast 
with our last witness. 

Mr. Thomas. Mr. Portman will inquire. 

Mr. Portman. Thank you, Mr. Chairman. 

Thank you Ms. O’Neill for your being here. 

Is this your first appearance before the Committee? 

Ms. O’Neill. Yes, and I am happy to be here. 

Mr. Portman. Welcome before the Committee. We are very 
pleased to have you at CBO, and be so knowledgeable about this 
program, which I said earlier is the budget buster because of the 
magnitude of it and escalating costs that you outlined so well in 
your statement. 

I have just a couple of questions, can you give us a sense as to 
the relationship between taxes paid and benefits received? 

Often in the debate on Social Security we get into this discussion 
with our constituents, at least I do, and I would like to get a sense 
of what current Medicare recipients have paid in, versus what they 
are projected to get out on an average basis, and if you could look 
down the road some period of time, if you have that information, 
10 years, 20 years. 

Ms. O’Neill. Well, in the HI Program 

Mr. Portman. I am talking about HI. 

Ms. O’Neill [continuing]. Essentially, taxes paid by current 
workers provide most of the funding for the program. 

Mr. Portman. Which is true with Social Security as well, but the 
beneficiaries have also paid in a certain amount over their working 
life and 

Ms. O’Neill. Yes. 

Mr. Portman [continuing]. Benefits, can you give us a sense of 
that? 

Ms. O’Neill. Payroll taxes right now bring in about $100 billion. 
There is also income from the taxation of benefits. Income from the 
trust fund accounts for less than one-third of the total that is need- 
ed to pay outlays. Outlays in 1995 run about $114 billion. So, it 
is mostly coming from payroll taixes of current workers. 

Mr. Portman. If you could provide, in writing, to the Committee, 
information as to current beneficiaries, that would be most helpful. 
In other words, the average beneficiary today given that person’s 
life expectancy, whether that person indeed will draw more in ben- 
efits, and if so, how much more as compared to how much that per- 
son would have paid in payroll taxes under the HI Program over 
that person’s working life. That would be very interesting for me 
and I think for other Committee Members. 

If you could do a comparison with Social Security, I think we 
have it from the Social Security Subcommittee, but that would be 
very interesting to see just to contrast those programs. 

[The following was subsequently received:] 

On average, people turning 65 this year will contribute about $32,000 {in present 
value terms) over their lifetime to the costs of their Medicare coverage through 
payroll taxes during their working years and supplementary medical insurance pre- 
miums. They will use about $95,00 in Medicare benefits. 

My second question would be what do you view as the larger 
problem, the impending bankruptcy of the HI Trust Fund? I know 
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you address this in your statement, of sort of the baby boomer 
crossing of the demographic lines, which does not occur before 
2002, but in fact would occur at some later point. Which of these 
two problems do you see as the most pressing? I ask that question 
because our approaches might be guided by that. 

Ms. O’Neill. I think the next 10 years is a pretty big problem, 
and if you do not resolve the problem now, one thing leads to an- 
other. 

I think the longer one waits, the harder it is to do anything 
about it. It is a problem now, but will be a worse problem in the 
future. 

Mr. PoRTMAN. Given the kinds of solutions that we have been 
talking about, even here today, some of which are longer term solu- 
tions, it seems to me we should get started now to address that de- 
mographic shift, where instead of four workers per retiree, where 
you indicated possibly two within 40 or 50 years. 

Ms. O’Neill. That is right, there is that. 

Mr. PORTMAN. Again, thank you very much for your statement 
again. We look forward to working with you on this and other 
issues. 

Mr. Thomas. Mr. Cardin will inquire. 

Mr. Cardin. Thank you, Mr. Chairman. 

Ms. O’Neill, let me also welcome you. CBO has had a rich bipar- 
tisan tradition with this Committee, and we look forward to you 
building on that tradition with CBO. 

If I might clarify a couple points that have been previously 
raised; if I understand your testimony based upon your projections, 
the HI Trust Fund would run into a shortfall in fiscal year 2002 
of $30 billion? 

Ms. O’Neill. That is right. 

Mr. Cardin. That is based upon no changes in the current fund- 
ing system relating to the revenues or expenditures. 

Ms. O’Neill. These estimates are made on the basis of current 
law, so that doesn’t assume any legislative change. 

Mr. Cardin. You have not put into these calculations the impact 
of the Contract With America on repealing the tax that went into 
the HI Fund on the part of the Social Security income? 

Ms. O’Neill. Only legislation that has passed, so it includes the 
current tax on Social Security recipients’ benefits. 

Mr. Cardin. Chairman Thomas asked Secretary Shalala when 
the trust fund would run into trouble if that particular change 
would have come into law. The information that we have, I believe 
from you — it could have been from Joint Tax — it was a $26 billion 
loss of revenue over 5 years. 

Ms. O’Neill. It accelerates the depletion of the trust fund by 1 
year. 

Mr. Cardin. One year. The statement is correct that there would 
be a 1 year difference in which the fund would go into depletion, 
2001 rather than 2002? 

Ms. O’Neill. That is correct. 

Mr. Cardin. Thank you for that clarification. 

Let me also clarify the point Mr. Collins raised earlier, because 
I think it should be clarified in the record. It is true the HI is a 
trust fund. The funds can only be expended for Medicare purposes. 
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If, in fact, we were to change the law so that HI produced sur- 
pluses and did not go into deficits, what impact would that have 
on the budget of the country as far as the deficit of the overall 
budget? 

Ms. O’Neill. It depends on how that was done. 

Mr. Cardin. If we were to just increase the revenues, or reduce 
the spending in Medicare so that the HI Fund ran surpluses, what 
impact would that have on the overall budget? 

Ms. O’Neill. Literally anything that you do to reduce expendi- 
tures in any program would contribute toward deficit reduction. 

Mr. Cardin. Even though the moneys can only be spent in 
Medicare, the fact we reduce Medicare spending reduces the overall 
deficit of the country? 

Ms. O’Neill. The way we figure the budget deficit is that, we fig- 
ure the net deficit, we do not count the surplus. 

Mr. Cardin. Unless there is an understanding that the Medicare 
savings will not be used for deficit reduction, the way the current 
bookkeeping of the Federal Treasury is managed, a Medicare sav- 
ings would be used for overall deficit reduction. 

Ms. O’Neill. To the extent that they are blended. The way it is 
currently figured, that would be true; what is called the net budget. 

Mr. Cardin. I say that for Mr. Collins’ benefit, because you can’t 
separate under our current way that we budget, the Medicare HI 
Trust Fund from the overall budget considerations unless there is 
some understanding as to how the Medicare cuts are being 
handled. 

I just wanted to underscore the point that on April 15, we were 
supposed to have the budget. Without having the budget before us, 
it is impossible to know how Medicare is being calculated within 
the overall budget situation by the Republican leadership. I just 
wanted to clarify this point for Mr. Collins, and maybe others. If 
we run surpluses in the trust fund, it impacts the deficit and could 
be used to help finance the tax cut. 

That is what concerns many of us on this side of the aisle. 

Thank you, Ms. O’Neill. 

Mr. Thomas. Thank you veiy much. 

Apparently, this is a debating point that obviously is going to go 
back and forth. 

When you said, “extend it by a year,” does that mean 12 months, 
since all of us know 12 months is 1 year. Frankly, if you look at 
the total dollar amounts we are dealing with, it couldn’t possibly 
extend it for 1 full year. It might tip it from one fiscal year into 
the next by several months, but my understanding, and the under- 
standing of most people watching, is that 1 year is 12 months. 

Are we prepared to say that the extension of this particular pro- 
gram, which you have estimated at $26 billion, which Joint Tax 
has estimated at $15.6 billion over a 5-year period, is really 1 year 
as was stated? 

Ms. O’Neill. No, it is not. It is probably not a full year. The tax, 
as you say, is small per year. It is raising something like three, 
four, maybe up to 

Mr. Cardin. Would the Chairman yield to clarify? 

Mr. Thomas. I would say that near the end of the Secretary’s tes- 
timony, the Secretary indicated it would shorten it by some 
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months. I believe the Secretary was accurate in her last statement 
in regard to this issue, that it would shorten it for some months. 

Mr. Cardin. Would the Chairman yield? 

Mr. Thomas. Certainly. 

Mr. Cardin. I appreciate that. 

The 5 years under CBO’s projections cost the HI Fund $26 bil- 
lion. If after 7 years we are going to be insolvent at $30 billion, it 
seems to me we could easily project that by the seventh year the 
loss in the HI Trust Fund revenues would exceed a full year’s defi- 
cit or at least fiscal year 2002’s deficit. Therefore, the $30 billion 
that you had projected in 2002, in fact, would not be there. 

Ms. O’Neill. I haven’t followed everything that you have said 
but 

Mr. Thomas. The point is that there is quite possibly some pro- 
jected capability to cross once again a fiscal year structure. It 
seems to me that this is exactly the thing that we shouldn’t be ar- 
guing, whether it is 6 months, whether it is 9 months, whether it 
is a year. That is no solution. 

The gentleman from Nevada. 

Mr. Ensign. No questions. 

Mr. Thomas. Does the gentlewoman from Connecticut wish to 
inquire? 

Mrs. Johnson. I am sorry I had to miss your testimony. I want- 
ed to welcome you here, and I appreciate your comments, which I 
did skim. 

I did want to inquire in a general sense, one of the things that 
has been a difficulty in the past has been that the reorganization 
of the delivery system in health care has been moving so rapidly 
that it is hard to get good numbers on which one can predict any 
reduction in costs; in other words, by the time you have numbers 
they are outdated in terms of the pace of change in today’s world. 

Are you going to be able to work with us on those issues, look 
at the pace of change and the pace of cost savings when a company 
has gone from nonmanaged care to managed care, where an area 
of the country has gone from nonmanaged care to managed care, 
to help us understand the impact of seniors moving into integrated 
care systems on Medicare costs? 

Ms. O’Neill. We certainly would be. What you say is quite true, 
that it is very difficult to get data, partly because the changes have 
really been happening very fast. For example, I do not think that 
we know for sure what proportion of people in private health plans 
are in HMOs. This year, 1995, we do not know that. 

We have some idea based on particular insurers who have pro- 
vided some information, but that is only partial, it doesn’t cover the 
whole United States. It takes a number of years. Our firmest data 
are actually for 1992. 

Mrs. Johnson. For instance, in California where now managed 
care is a larger proportion of the care structure than any other 
State, we are beginning to see evidence that the slowing of growth 
in the health care costs in the private sector has also affected 
health care cost growth in the public sector. 

While those figures are in a sense theoretical, nonetheless, they 
may indicate a trend. 
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We are going to have to look at some of those kinds of things. 
The fact that some of the most efficient providers in the State of 
California, like Kaiser, are seventh or eighth on the efficiency list, 
have to be looked at, and we have to look at what the implications 
will be for the future if we achieve that kind of thing. 

In other words, we may have to project out on the basis of a dif- 
ferent level of experience or different kind of experience rather 
than the data we have collected that are always 2 years old. 

Ms. O’Neill. There is considerable uncertainty because of these 
changes, in constructing our projections. We have worried about 
these issues and we feel that for both Medicare and Medicaid there 
probably is a larger degree of uncertainty about what will actually 
happen, in part because changes have been rapid. 

In the Medicare Program, the managed care situation is not real- 
ly the same as that which exists in the private sector. In the pri- 
vate sector you could safely assume that the reason that people are 
moving rapidly into managed care plans is that the plans cost less 
and people believe they are getting more for their money. 

How much that would translate into for an elderly population is 
truly not known. There is a presumption that that could be true, 
and there is some evidence that that is true, but we do not know 
for sure. 

One of the benefits of a private situation is that you do not have 
to guess what will be provided and what people will do, because 
you know that the situation really establishes itself People do 
what is to their best advantage. That is not the way the Medicare 
system is currently structured. That can’t really happen. 

Mrs. Johnson. It might be necessary to have a number of projec- 
tions, if that percentage moved, that would be the outcome, if this 
percentage moved, this would be the outcome, and if this percent- 
age made that choice, this would be the outcome. So that we at 
least understand a fiscal implication of various choices within the 
senior community in terms of choosing a more even integrated 
system of care. 

Ms. O’Neill. That is true. 

Mrs. Johnson. Thank you. 

Mr. Thomas. Mr. McCrery will inquire. 

Mr. McCrery. Thank you, Mr. Chairman. 

Mrs. O’Neill, I have some questions about the budget and how 
Medicare fits into the budget, kind of following up on Mr. Cardin’s 
questioning. 

Let’s skip to part B Medicare for a minute. As I understand it, 
part B Medicare is subsidized, if you will, by general revenues, to 
the tune of about 70 percent, 70 to 75 percent. 

Ms. O’Neill. Yes. 

Mr. McCrery. What is the mechanism by which we divert gen- 
eral revenues to make up the difference in part B, is that not an 
annual appropriation? 

Ms. O’Neill. The program is an entitlement so that there is a 
kind of trust fund — not exactly in the same sense as HI, since it 
is not a trust fund that accumulates. There is a trust fund and it 
also is a mandatory program so that spending is not appropriated. 
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Mr. McCrery. Not appropriated annually, we just by law say we 
will spend whatever it takes to make good the Medicare Part B 
Trust Fund. 

Ms. O’Neill. Premiums cover about 30 percent and the rest 
comes from general revenues. 

Mr. McCrery. What about part A? If we were to reach 2002 with 
no changes and suddenly the trust fund is insufficient to pay the 
dependents of part A, is there some automatic mechanism that 
would fall into place to mandate that general revenues be used to 
supplement the trust fund money to make good on part A? 

Ms. O’Neill. I do not believe there is. It would require legisla- 
tion. Of course, legislation could also put in an infusion from gen- 
eral revenues. ’That would require a change in the law. 

Mr. McCrery. Even though Medicare Part A is also an entitle- 
ment, there is nothing 

Ms. O’Neill. It has the complicated structure of an accumulating 
trust fund. I could check that further. Maybe I shouldn’t be so 
quick to speak. 

Mr. McCrery. I do not know either 

Ms. O’Neill. I do not believe there is any automatic authority to 
use general revenues to pay for the HI expenditures. 

Mr. McCrery. If that were the case, then at such time as we 
reached a negative balance in the trust fund and do not have to 
pay obligations under part A, that providers would go without pay- 
ment if no further action were taken by the Congress? 

Ms. O’Neill. Or services would be rationed in some fashion. It 
is hard to say. 

Mr. McCrery. OK. Right now, we have a positive balance in the 
trust fund; is that correct? 

Ms. O’Neill. Yes, that is true. 

Mr. McCrery. Isn’t that trust fund balance covered in the 
unified budget calculation? 

Ms. O’Neill. The trust fund balance is counted in the sense that 
it offsets. Not the trust fund accumulation. It is the incoming tax 
dollars that are earmarked for the trust fund that is in fact merged 
with other revenues when we calculate the net budget deficit. Not 
the funds in the trust fund. Those are really parenthetical to the 
budget calculation. 

Mr. McCrery. Any interest that the trust fund earns would be 
counted as income? 

Ms. O’Neill. It is counted as income. 

Mr. McCrery. OK. 

When you get right down to it, Mr. Cardin and the Majority last 
year, or 2 years ago, chose to shore up the, if you will, the Medicare 
Part A 'Trust Fund by increasing taxes on Social Security 
recipients; is that correct? 

Ms. O’Neill. That is correct. 

Mr. McCrery. We are saying there ought to be a better way to 
shore up that trust fund and make Medicare Part A pay for itself 
and that we choose not to raise taxes on Social Security recipients 
to do that. We choose some other way — which might be cutting 
spending in some other program or making programmatic changes 
in Medicare, but certainly, in our view, it was not a wise thing to 
do to raise taxes on Social Security recipients. Really, when you get 
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down to it, we are all searching for ways to make this trust fund 
viable past 2002. We just may disagree on which particular method 
to use to do that. 

Mr. Thomas. The gentleman’s time has expired. 

Mr. Levin will inquire. 

Mr. Levin. I hear you, and the challenge is to spell out a better 
way. 

Remember that you are digging the hole deeper if you repeal the 
tax on benefits — there have been savings from proposals spelled 
out by Ms. O’Neill that were initiatives from Republican adminis- 
trations, regulating both hospital and physician reimbursement. 

Anyway, Ms. O’Neill, welcome. I thought your testimony was 
really candid. 

As mentioned, you have a great tradition in which you follow. We 
have had your predecessors come here and they have rather suc- 
cessfully walked the line and not let partisanship twist their testi- 
mony. 'That is true of this testimony. I congratulate you on it. 

Could I ask in that regard a couple of questions about your 
comments on managed care? 

Before I do that, do you know offhand, if not, maybe you could 
supply us, what percentage of the projected increase in Medicare 
expenditures in the next years would come from increased numbers 
of beneficiaries, and which would come from projected increases in 
hospitaLphysician costs? 

Ms. O’Neill. About 80 percent of the increase comes from in- 
creases in expenditures per beneficiary, and about 20 percent from 
increases in the number of beneficiaries. It is approximately of 
those orders of magnitude. 

Mr. Levin. If you want to just — as you do recheck figures, and 
if there is any basic change in that, let us know? 

[The following was subsequently received:] 

CBO estimates that increases in caseload — that is, the number of beneficiaries — 
will increase Medicare spending by about 10 percent between 1995 and 2002. That 
estimate does not take into account possible changes in the demographic composi- 
tion or health status of the beneficiary population. 

Mr. Levin. Let me ask you about your testimony on managed 
care, because clearly there is increased discussion about there 
being more managed care in Medicare, and I think it is worthy of 
discussion as long as nobody thinks we are just finding an easy 
answer there. 

You talk about it in your prepared statement. You say in the fu- 
ture both stronger financial incentives and better information 
would be necessary to encourage more Medicare beneficiaries to en- 
roll in managed care plans. You go on to say that higher HMO en- 
rollment may have a perverse effect of increasing Medicare costs 
not lowering them under Medicare’s current payment system. 

Then you take that issue right on, and there you say, but signifi- 
cant savings would not be generated unless the payment link be- 
tween fee-for-service and managed care was broken. 

Give us a clue how we would break that? I know mechanically 
how we would do that, but how would we implement a breakage 
in that linkage? 
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Ms. O’Neill. It is very difficult under the current system be- 
cause it is not a market system. It is essentially a fee-for-service 
system. In terms of the beneficiaries the cost is the same. 

On the other hand, there must be some mechanism whereby the 
Federal Government could benefit from cost savings that HMOs 
actually incur. 

Mr. Levin. But how would we 

Ms. O’Neill. It has been suggested that one thing we could do 
would be to have competitive bidding on the part of HMOs. That 
is a change that could be implemented, instead of pegging it to 95 
percent of the cost of the fee-for-service plan. Operating regionally, 
HMOs could bid and presumably the ones that could provide the 
same quality service for less would be the ones that would be 
awarded the HMO contracts. 

Mr. Levin. I think you point out on page 12, there is a potential 
catch-22 in that. Because you say, however, generating more sav- 
ings, theoretically, the program could reduce the additional benefits 
that HMOs currently offer to beneficiaries, blunting incentives to 
enroll in HMOs. 

Ms. O’Neill. That is right. On one side, you have generated a 
way that the Federal Government Medicare Program could actually 
receive some of the savings. But you have not done anything on the 
other side, because there is no way for the beneficiary to benefit 
by going into the HMO. 

Now, although the dollar amount is the same, there are fewer 
costs attached to a HMO because it has room to add such features 
as not charging deductibles or providing free drugs. 

Mr. Levin. Thank you. 

Mrs. Johnson [presiding]. Thank you, Mr. Levin. 

Mr. Houghton, it is your opportunity. 

Mr. Houghton. Just a very quick question. 

Mrs. Johnson. I think we will be able to finish this very quickly. 

Mr. Houghton. Ms. O’Neill, good to see you, thanks very much. 

One specific thing the Secretary stressed over and over again 
this morning was that you cannot take Medicare in isolation from 
the other health plans of both the public and private sector. I want 
to sort of ask you how you feel about that, because if I remember 
correctly, during the seventies and eighties when there were all 
sorts of health care programs, DRGs and things like that, the gov- 
ernment really through Medicare moved way ahead of the private 
sector. The private sector really floundered. Then in the late 
eighties and early nineties, it sort of flipped. 

As I look at the figures here that came out of the Annual Report 
of the Federal Hospital Insurance Trust Fund, that — and compar- 
ing those to the private sector, really, the government expenditures 
after the growth rate is about two times what the private sector 
is. The whole thing changes. Since we are running out of money, 
this thing has happened. It is different from what happened to the 
last generation. 

I just wonder whether this isn’t something we have to fix now 
rather than worrying about the totality of the private and public 
health programs? 

Ms. O’Neill. I do not think there is any question that Medicare 
is posing a problem right now. It seems to us, technically, it really 
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does have to be fixed because something negative will happen if it 
is not. 

In the past few years it is true that private-sector spending has 
grown more slowly than Federal programs. 

Mr. Houghton. In effect, in terms of prioritizing this, you would 
fix Medicare and then at a later time go on to some of the other 
programs? 

Ms. O’Neill. I can’t really comment on that, you know. 

Mr. Houghton. All right, thanks very much. 

Mrs. Johnson. However, I would ask you to clarify your re- 
sponse. What I hear my colleague from New York saying is that 
in the early eighties, we made big changes in Medicare with hopes 
that it would ^ect the private sector, which to some extent it did. 
I mean, the DRGs came to cover reimbursements in the private 
sector as well as the public sector and initially that system did cut 
costs. 

That indicates that it is perfectly possible to reform Medicare 
without reforming all of health care and the private sector as well 
and have some good effect on the Medicare problem. Is it not so? 

Ms. O’Neill. I believe that is true. I haven’t fully followed or 
seen an argument that spelled out what that linkage is perceived 
to be, so it is hard for me to comment on it. 

Mrs. Johnson. I think it is relevant to this hearing that the link- 
age has never been clearly defined, and in fact, past practice has 
recognized that while there is a linkage, it still is possible to reform 
one section of the economy without reforming the whole economy, 
or one section of a sector without reforming every section of that 
sector. I think that the implications of my colleague’s comment was 
really in harmony with history, and I hear you not contradicting — 
not dissenting from that. 

Ms. O’Neill. As best I can tell, it looks as if it should be possible 
to do something to improve Medicare. 

Mrs. Johnson. We only have 5 minutes. We do have to adjourn 
to vote and the next panel will convene. I would just ask you all, 
so if you would get back to me in writing any work that CBO has 
done on analyzing the Medicare premium from the perspective of 
what portion of it pays for seniors’ health care costs, what portion 
of it pays for medical education in terms of percentage, and what 
portion goes to uncompensated care. 

The other piece is any analysis you have done on all the different 
components that support medical education in America, because I 
want to get a better handle on those things. 

Ms. O’Neill. We do have those numbers. I would be happy to 
provide them. 

[The following was subsequently received:] 

The SMI, supplementary medical insurance, premium pays for about 31 percent 
of average SMI costs for an elderly beneficiary in 1995. Those costs include only 
medical benefits (97 percent of SMI outlays) and administration (3 percent of SMI 
outlays). All of Medicare’s payments for medical education an uncompensated care 
are part of hospital insurance outlays. Direct and indirect medical education 
payments together account for about 5 percent of HI outlays, and disproportionate 
share payments account for about 3 percent of HI outlays. 

Mrs. Johnson. Thank you very much and thank you for your 
testimony. 

Ms. O’Neill. Nice to be here. 
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[Recess.] 

Mrs. Johnson [presiding]. If the panel will be seated, some 
Members have returned and others will be along shortly and we 
will proceed. 

Mr. Ross, senior partner, Arnold & Porter, and public trustee of 
the Federal Hospital Insurance Trust Fund, you are welcomed to 
be with us. We appreciate you being here and you will open. After 
you, David Walker, partner, worldwide managing director of com- 
pensation and benefits, Arthur Andersen, another public trustee of 
the Federal Hospital Insurance Trust Fund; and then Guy King, 
consulting actuary, Ernst & Young, chief actuary of the Health 
Care Financing Administration. 

We appreciate the opportunity to share your thoughts about a 
problem that really affects people of all ages, not just the seniors, 
but all of their families as well. 

Mr. Ross. 

STATEMENT OF STANFORD G. ROSS, SENIOR PARTNER, 

ARNOLD & PORTER, WASHINGTON, DC; AND PUBLIC 

TRUSTEE, FEDERAL HOSPITAL INSURANCE TRUST FUND 

Mr. Ross. Thank you. Madam Chairman, and Members of the 
Committee. We appreciate the opportunity to appear before you to 
testify on the 1995 trust fund reports. Mr. Walker and I have pro- 
vided you a statement as public trustees and in order to maximize 
the value of our limited time before the Committee, I would ask 
that you enter our statement into the record and then Mr. Walker 
and I would like to each make some remarks on our own behalf. 

Mrs. Johnson. Without objection. 

Mr. Ross. The public trustees are a part-time position and we act 
to represent the public interest in the preparation of these reports; 
and although I was appointed to the Democratic seat and Mr. 
Walker to the Republican seat by President Bush, we have oper- 
ated through both a Republican and Democratic administration on 
what we believe is a nonpartisan basis. 

We have made all of our statements jointly and we have had 
total accord in what we have reported over the 5 years, and my de- 
sire today is to emphasize some historical aspects of the long-term 
effort to adapt the Social Security and Medicare Programs to 
changing economic and social conditions, drawing particularly on 
my experience as Commissioner of Social Security in the late 
seventies and as a public trustee the last 5 years. 

When viewed in historical perspective, the long-term financing 
problems of these programs that are before us today are not recent 
occurrences and the solutions are likely to be complicated to 
conceive and difficult to enact. 

The Social Security Program was first enacted by the Congress 
in 1935 in a limited form. The program expanded slowly over the 
next 37 years and, in fact, did not reach full maturation until the 
amendments of 1972. 

The Medicare Program was enacted in 1965. Although a Federal 
health care program was considered in 1935, only after some 30 
years did such a program get enacted and then only for the elderly 
and disabled as a logical expansion of the Social Security system. 
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The extraordinary prosperity of the postwar period from 1945 to, 
roughly, 1972 allowed benefits to be expanded and the elderly to 
share in the economic success of the immediate post war period. 
The result of the matured Social Security Program and the Medi- 
care Program was to remove many elderly from poverty and gen- 
erally to enhance the security and well-being of workers who were 
disabled or retired. 

However, beginning shortly after 1972 with the oil shock, 
stagflations and the more unsettled circumstances of the seventies, 
the Social Security system reflected the economic and social 
stresses of the time. It became clear that changes were necessary 
to adapt the program to these changed circumstances and those 
projected for the future. Thus major retrenchments in the program 
came in the form of amendments in 1977 and 1983. On each occa- 
sion, the Congress on a bipartisan basis, in a complex package of 
structural changes, both raised payroll taxes and reduced benefits 
in the interest of providing long-term financial stability to the 
program. 

The Medicare Program was subject to a series of cost contain- 
ment enactments in the eighties and has repeatedly been the sub- 
ject of congressional concerns over the past decade. Many changes 
were enacted with the cooperation of Democratic Congresses and 
the Republican administrations of Presidents Reagan and Bush. 

I believe it is clear from even this briefly capsulized history that 
it is entirely possible, indeed absolutely necessary, to successfully 
adapt the Social Security and Medicare systems to changing cir- 
cumstances, and in particular, to the social and economic condi- 
tions that are anticipated to prevail in the next century. 

However, the key to accomplishing needed changes is to make 
programmatic changes, that is, changes in which the pro^ams are 
reformed on their own terms to provide long-term financial stabil- 
ity for them. History shows that changes proposed essentially to 
achieve deficit reduction or as part of any kind of a legislative pro- 
gram that is not perceived to preserve and maintain these pro- 
grams for the benefit of not just current beneficiaries, but workers 
who will become beneficiaries in the years ahead, do not fare well. 

In my judgment, deficit reduction and Social Security and Medi- 
care reforms, which are both vital priorities for the nation, can best 
be achieved when pursued independently of each other. Bipartisan- 
ship and developing a broad consensus for change is essential to 
successfully adapting the Social Security and Medicare systems. I 
firmly believe that the problems these programs presently face are 
serious and need to be addressed promptly. 

Perhaps the most important step we can take right now is to find 
ways for people of all persuasions to work together to bring these 
programs into long-term financial stability, for looking at history 
almost assuredly tells us that a complex package of structural 
changes will be needed that involves both benefit reductions and 
revenue increases, and construction of this package will require a 
great deal of goodwill and trust on the part of many people in our 
country. 

Finally, I would submit that despite the difficulties in the last 20 
years in achieving needed adaptations, our present Social Security 
and Medicare Programs have continued to serve the country well. 
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It is my strong belief that the Social Security and Medicare Pro- 
grams are fundamentally sound and it is vital to the welfare of the 
nation in the 21st century that they be adapted now in ways to 
keep them sound in changing circumstances. By making relatively 
small changes soon and gradually, more radical disruptive changes 
can be avoided. 

I will be happy to answer any questions you may have about ei- 
ther our statement submitted for the record or my personal testi- 
mony today. I thank you once again for the opportunity to appear 
before you and commend you for your sincere commitment in hold- 
ing these hearings and trying to provide leadership vital to 
achieving needed reforms. 

Mrs. Johnson. Mr. Walker, do you have a separate statement? 

Mr. Walker. That is correct. 

Mrs. Johnson. Thank you. 

STATEMENT OF DAVID M. WALKER, PARTNER, WORLDWIDE 

MANAGING DIRECTOR OF COMPENSATION AND BENEFITS, 

ARTHUR ANDERSEN LLP, ATLANTA, GEORGIA; AND PUBLIC 

TRUSTEE, FEDERAL HOSPITAL INSURANCE TRUST FUND 

Mr. Walker. Madam Chairwoman, Members of the Committee, 
I understand that each of the Committee Members have been pro- 
vided with a copy of our latest joint public trustees’ statement, 
therefore, I will focus my remarks on certain matters which, for the 
most part, go beyond our joint statement and present and 
represent my personal views. 

These remarks are my personal views as an informed and con- 
cerned private citizen who also happens to be a former public trust- 
ee of the Social Security and Medicare Trust Funds, a former As- 
sistant Secretary of Labor of Pension, Health and Welfare Pro- 
grams, and head of the Pension Benefit Guaranty Corporation 

In my opinion, when viewed on a combined basis, our current 
Medicare and Social Security Programs promise significantly more 
than this Nation can reasonably be expected to deliver in the next 
century, given known demographic trends, projected health care 
costs, the current national debt, projected fiscal budget deficits, the 
projected financial imbalances in the Social Security and Medicare 
Programs and other factors. 

At the same time, the nature, timing, and magnitude of the pro- 
jected financial imbalsmces facing the Social Security — namely the 
OASI and DI — and the Medicare, the HI and SMI Programs, are 
distinctly different. Clearly the projected financial balance in the 
HI Program is our most serious and immediate concern, since the 
projected cost rate for this program far exceeds the projected in- 
come rate, and the HI Trust Fund is projected to become exhausted 
in 2002. 

Furthermore, the HI Trust Fund will start to experience a nega- 
tive cash flow in 1996 and, in fact, already passed its peak of finan- 
cial ratios. In other words, the highest trust fund balance was 
achieved in 1992 and we have been going downhill since then. 

In addition, the projected escalation in health care costs for both 
the HI and SMI Programs is both alarming and unsustainable. 
These escalating costs were caused by a variety of factors, includ- 
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ing certain uncontrollable factors, such as the increasing depend- 
ency ratio and longer lifespans. 

As Mr. Ross and I have stated in our last several public trustee 
statements, in fact the last three, the Medicare Programs, in their 
present form, are clearly unsustainable. In my opinion, these pro- 
grams are in need of fundamental and dramatic reform. This in- 
cludes reviewing who is covered, what benefits are provided, how 
they are provided, and how the programs are financed. 

There is little question in my mind that the incremental and cost 
shifting approaches of the past have about been played out. In ad- 
dition, while additional long-term savings can and should be 
achieved by more aggressive use of managed care approaches and 
tougher enforcement, these initiatives may result in more cost than 
savings in the short term. In addition, these actions alone will not 
come close to solving the long-term financing problems of the cur- 
rent Medicare Programs. 

In my opinion, while the current Medicare Programs may have 
been appropriate and affordable in 1965, they clearly will not be in 
the next century. This opinion is based upon a variety of factors, 
such as known demographic trends, escalating health care costs, 
existing health care coverage gaps, the current tax treatment of 
health care benefits, the projected financial condition of Medicare 
Programs, the relative financial well-being of the elderly as com- 
pared to other cohort groups, the current national debt and fiscal 
budget deficits. 

As a result, the time has come to reengineer our Medicare Pro- 
grams in a manner that is fair, fiscally responsible, and economi- 
cally rational. We must also assure that the reengineered programs 
are financially sound and sustainable over the longer term. Even 
fundamental reexamination of the Medicare Programs should pref- 
erably — I underline the word “preferably” — be pursued within the 
context of more comprehensive health care reform. 

Practically, given the significance of the reforms that will be 
needed, we will have to pursue incremental reforms, conducting a 
major education public campaign and then pursue more com- 
prehensive and dramatic health care reform on a bipartisan basis. 
Any broader health care reform initiative should include reviewing 
and reconsidering appropriate roles of government, employers and 
individuals in the provision and financing of health care, including 
reconsidering all current health care tax preferences. 

This broader reform initiative should also focus on what individ- 
uals need and what our Nation can afford, rather than on what 
benefits are currently being provided and what additional benefits 
individuals want. After all, there is no free lunch, and to the extent 
that these programs are not self-sustaining or otherwise affordable, 
they will only serve to further mortgage our children’s future and 
increase existing expectation gaps. 

Importantly, a failure to effectively address escalating health 
care costs and the financial imbalance in the Medicare Programs 
in a timely, effective manner will have serious long-term economic 
and intergenerational consequences. We must have the courage, 
the vision, and the commitment to deal with the fundamental im- 
balance in the Medicare Programs and our other health care relat- 
ed challenges in a timely, comprehensive, and most importantly. 
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nonpartisan manner. Delay will only serve to increase the difficulty 
and the severity of any related changes. 

In addition, failure to effectively address the financial imbalance 
in the Medicare Programs will likely have long-term adverse impli- 
cations for the Social Security Program as well since Congress has 
had a history of redirecting funds from the better financed pro- 
grams in the short term to the less well financed programs. 

The most recent example is the transferring of the tax revenues 
achieved from increasing the amount of Social Security benefits 
subject to income inclusion from 50 percent to 85 percent from the 
OASI Trust Fund to the HI Trust Fund. This served to help the 
HI Trust Fund and hurt the OASI Trust Fund. In my opinion, that 
type of action is inappropriate. 

In summary, as an informed and concerned private citizen and 
a father of two, I am extremely concerned that this Nation faces 
a number of looming crises, including a retirement and 
intergenerational crisis. We must have the courage, the vision and 
the commitment to deal with these looming crises in a timely, effec- 
tive, and nonpartisan manner. Doing so is critical to the long-term 
competitive posture and economic security of this Nation, the eco- 
nomic security of our children and grandchildren, and the retire- 
ment security of American workers and retirees. As such, I stand 
ready to assist the Congress and any other interested parties to ad- 
dress this important challenge in a reasoned, responsible, and 
nonpartisan manner. 

Madam Chairwoman, that concludes my statement. I would be 
happy to answer any questions you might have. 

Mrs. Johnson. Thank you very much. 

[The prepared statement follows:] 
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STATEMENTS OF STANFORD G. ROSS 
AND DAVID M. WALKER, PUBLIC TRUSTEES, 
SOCIAL SECURITY AND MEDICARE BOARDS OF TRUSTEES 


MR. CHAIRMAN AND MEMBERS OF THE COMMITTEE: 

It is our privilege to testify regarding the financial status of the Medicare Hospital Insurance 
Trust Fund as shown in the 1995 Annual Report of the Board of Trustees of that fund. As 
you know, the Public Trustees are part-time officials appointed by the President and 
confirmed by the Senate to represent the public interest in this important process of public 
accountability. In our normal activities. Mr. Ross is a lawyer and consultant and Mr. Walker 
is a CPA and consultant, both with extensive public and private experience in tax, financial 
and retirement security maners. Pursuaru to law, our terms as Public Trustees ended with 
issuance of the 1995 Trustees Reports on April 3, 1995. Our joint statement reflects the 
positions we took in those reports. 


Role of the Public Trustees 


As Public Trustees, our primary activities were directed at assuring that the Annual Trust 
Fund Reports fully and fairly present the current and projected financial condition of the trust 
funds. During preparation of the Annual Reports over the last 5 years, we participated in the 
review of the proposed short-range and long-range economic and demographic assumptions 
and in the decisions made on those assumptions. We attempted to test assumptions, question 
methodologies and work with the Offices of the Actuary of the Social Security 
Administration and the Health Care Financing Administration and others in and out of 
government to seek improvements in the projections. Specifically, we sponsored roundtable 
discussions with expert panels on key assumptions, including the rate of change in fertility, 
mortality and real wages. We also sponsored a symposium and publication of papers on how 
methods and assumptions might be improved to better estimate the future income and health 
care needs of the elderly and disabled. The goal of these efforts was to assure the American 
public of the integrity of the process and credibility of the information in these reports. 

In addition to our efforts to ensure the integrity of the projections in the trust fund reports, 
we also worked to improve communications with the Congress and the public regarding these 
important programs. We arc particularly pleased to have provided leadership in returning to 
one set of intermediate projections, or "best estimates.” in the reports, and in conceiving and 
instituting the increasingly popular Summary of the Annual Reports, including an annual 
"Message From the Public Trustees," as an important part of the reporting process. We also 
testified before congressional committees and other governmental commissions, and gave 
speeches and briefings to congressional staffs and other interested parties. Our goal in these 
activities has been to enhance understanding of the current and projected financial condition 
of the Social Security and Medicare programs. 


A key point we have stressed is that projections ultimately are only estimates and must 
necessarily reflect the uncertainties of the future. Nevertheless, the projections in the 
Trtistees Reports are useful if understood as a guide to a plausible range of future results and 
if acted on in a timely and responsible manner. With this purpose in mind, we now turn to 
the projections in the 1995 report on the Hospital Insurance (HI) Trust Fund but will also 
mention the status of the Supplementary Medical Insurance (SMI) Trust Fund. 


Medicare Program 

The 1995 reports on both the HI Trust Fund and the SMI Trust Fund show alarming 
financial results. While the financial status of the HI program improved somewhat in 1994, 
the HI Trust Fund continues to be severely (Mit of financial balance and is projected to be 
exhausted in about 7 years. The SMI Trust Fund, while in balance on an annual basis, shows 
a rate of growth of costs which is clearly unsustainable. Moreover, this fund is projected to 
be 75 percent or more financed by general revenues, so that given the general budget deficit 
problem, it is a major contributor to the larger fiscal problems of the nation. 
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Currently about four covered workers support each HI enrollee. This ratio will begin to 
decline rapidly early in the next century. By the middle of the next century, only about two 
covered workers will support each enrollee. Not only are the anticipated reserves and 
financing of the HI program inadequate to offset this demographic change, but under all the 
sets of assumptions, the trust fund is projected to become exhausted even before the major 
demographic shift begins to occur. 

The Trustees note that some steps have been taken to reduce the rate of growth in payments 
to hospitals, including the implementation of the prospective payment system for most 
hospit^s. Experience to date suggests that this reimbursement mechanism, together with 
payment limitation provisions enacted by the Congress, has helped to constrain the growth in 
hospital payments and has improved the efficiency of the hospital industry. 

Extension of this payment system to other providers of HI services and further legislation to 
limit payment increases to all HI providers could postpone depletion of the HI trust fund for 
about another S to 10 years. Much more substantial steps would be required, however, to 
prevent trust fund depletion beyond 2010 as the baby boom generation begins to reach age 65. 

We continue to believe, as we also emphasized in our 1993 and 1994 Public Trustees 
Messages, that the Medicare program is clearly unsustainable in its present form. We had 
hoped for several years that comprehensive health care reform would include meaningful 
Medicare reforms and that comprehensive health reform would eventually reduce the rate of 
growth of health care costs aiKl thus the financing shortfall facing Medicare. However, with 
the results of the last Congress, it is now clear that Medicare reform needs to be addressed 
urgently as a distinct legislative initiative. We also believe strongly that Medicare reform 
should be included as an integral part of any broader health care reform initiative which may 
be considered in the future. 

There are basic questions with the scale, structure and administration of the Medicare 
program that need to be addressed. For example, is it appropriate to have a Part A (Hospital 
Insurance) and Pan B (Supplementary Medical Insurance) today, or should this legacy of the 
political process that enacted Medicare in the mid'1960s be revised to create a unified 
program? Is it appropriate to combine panicipants' social insurance tax contributions for Part 
A and premium payments for approximately one-quarter of Pan B with general revenues? If 
so, what should be the proper combination of beneficiary premiums, taxpayer social 
insurance contributions, and general revenues? How are each of these kinds of revenue 
sources to be Justified and what rights to benefits and responsibilities to pay benefits are 
thereby established? How can the program become more cost-effective? How can fraud, 
abuse and waste be better controlled? 

We believe that comprehensive Medicare reforms should be undertaken to make this program 
financially sound now and over the long term. The idea that reductions in Medicare 
expenditures should be available for other purposes, including even other health care 
purposes, is mistaken. The focus should be on making Medicare itself sustainable, making it 
compatible with Social Security, and making both Social Security and Medicare financially 
sound in the long term. While Social Securi^ is in far better financial health than Medicare 
and the changes that will be required in Social Security can be relatively small and gradual if 
they are begun in the near future, the magnitude of those changes grows each year that action 
is delayed. Thus, urgent attention to Medicare’s financing is critical, but it is important to 
keep in mind the financing needs of both Social Security and Medicare when making any 
changes because the resources that are devoted to one area will not be available to the other. 

We strongly recommend that the crisis presented by the financial condition of the Medicare 
Trust Funds be addressed on a comprehensive basis, including a review of the program’s 
financing methods, benefit provisions, and delivery mechanisms. Various groups should be 
consulted and reform plans developed that will not be disruptive to beneficiaries, will be fair 
to current taxpayers who will in the future become beneficiaries, and will be compatible with 
government finances overall. 

We have attached to our statement the four-page "Message From the Public Trustees" that is 
included in the Summary of the 1995 Annual Reports, as well as our biographical 
information. We thank you for the opporcunity to present our views and * . ill be pleased to 
answer any questions you may have. 
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The Public Trustees 


Six people serve on the Social Security and Medicare Boards of Trustees: the Secretary of the 
Treasury, the Secretary of Labor, the Secretary of Health and Human Services, the 
Commissioner of Social Security and two members (of different political parties) appointed by 
the President and confirmed by the Senate to represent the public. The Boards are required by 
law to report to the Congress each year on the operation of the four Social Security and 
Medicare trust funds and the projeaed financial status of these funds for future years. The 
Public Trustee positions were created by the Social Security Ameridments of 1983. Stanford G. 
Ross and David M. Walker began four-year terms as Public Trustees on October 2. 1990, and 
completed their terms with issuance of the 1995 reports on April 3. 1995. In addition to their 
duties overseeing the trust funds, they have worked to increase public understanding and public 
confidence regarding Social Security and Medicare. 


STANFORD G. ROSS 

Stanford G. Ross is a Senior Partner in the law firm of Arnold & Porter in Washington, D.C. 
Mr. Ross dealt extensively with public policy is^es while serving in the U.S. Treasury 
Department, on the White House domestic policy sta^, and as Commissioner of Social Security. 
He also served as Chair of an Advisory Council on Social Security. 

Mr. Ross has taught law at the Georgetown, Harvard, New York University and Virginia Law 
Schools, and has been a Visiting Fellow at the Hoover Institution. Stanford University. Mr. Ross 
has served as Chairman of the American Bar Association Tax Section Committee on Social 
Security and Payroll Tax Problems. He has provided technical assistance to various foreign 
countries on Social Security and tax issues under the auspices of the International Monetary 
Fund, the World Bank, and the U.S. Treasury Depanmem. Mr. Ross served as President of the 
National Academy of Social Insurance from January 1990‘April 1992, and is a founding member 
and a member of its Board of Directors. He received a J.D. degree from Harvard Law School 
and a B A. degree from Washington University (St. Louis). He is the author of many papers on 
federal taxation and income security and is a frequent participant in conferences on these 
subjects. 


DAVID M. WALKER 

David M. Walker is a partner and worldwide managing director of the compensation and 
benefits practice of Arthur Andersen LLP based in Atlanta, Georgia. Mr Walker has held a 
variety of executive and policymaking positions in the Federal government, including serving 
as head of two of the three Federal agencies that administer the Employee Retirement Income 
Security Act of 1974 (ERISA). His most recent full-time government position was Assistant 
Secretary of Labor for Pension and Welfare Bei^fit Programs at the U.S. Department of Labor. 
Mr. Walker served at the Pension Benefit GuaranO" Corporation (PBGC) before joining the 
Department of Labor. 

Mr. Walker is a Certified Public Accountant and received his B.S. in accounting from 
Jacksonville University. He holds a number of leadership positions, including serving as a 
director of the Association of Private Pension and Welfare Plans (APPWP), chairman of the 
American Institute of Certified Public Accountants’ (AICPAs) Employee Benefit Plans 
Committee, and vice-chairman of the Legislative Committee for the Southern Employee Benefits 
Conference. He is a member of a number of other organizations, including the National 
Academy of Social Insurance and the Editorial Advisory Board of Journal of Accountancy and 
Journal of Taxation of Employee Benefits. He is a frequent speaker, author and expert witness on a 
variety of conq>ensa(ion, benefits, investment, retirement and related issues. 
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A MESSAGE FROM THE PUBLIC TRUSTEES: 


This is the fifth set of Trust Fund Reports on which we have reported as Public 
Trustees. It is also, under the terms of our appointment, our last report, and we 
use this occasion to summarize our views on some major aspects of the Social 
Security and Medicare programs. As rqiresentatives of the public, our efforts 
have been to assure the American public of the integrity of the process and the 
credibility of the information in these reports. We feel privileged and honored to 
have been able to take part in this important exercise in public accountability, and 
want to provide our best advice on directions for change of these important 
programs in the years ahead. 


The Need For Action 

During the past 5 years there has been a trend of deterioration in the long-range 
financial condition of the Social Security and Medicare programs and an 
acceleration in Che projected dates of exhaustion in the related crust funds. To 
some extent, this has been predictable because when doing annual 75-year 
projections, an additional deficit year in the 2060s is being added with each new 
projection. But to some extent, the increasingly adverse projections have come 
from unforeseen events and fiom the absence of prompt action in response to 
clear warnings that changes are necessary . These adverse trends can be expected 
to continue and indicate the possibility of a fiitiue retirement crisis as the U.S. 
population begins to age rapidly. We urge that concerted action be taken promptly 
to address the critical public policy issues raised by the financing projections for 
these programs. 


Projections As A Guide To Action 

We believe it is important for the public and the Congress to understand more 
about what the projections in the Trust Fund Reports really mean and bow they 
are intended to be used. These projections rq>resent the best estimates the 
Trustees can make based on the best available information and methodologies. We 
have, during our period of service, attempted to test assumptions, question 
methodologies and work with the Offices of the Actuary of SSA and HCFA and 
others in and out of government to seek improvements in the projections. We 
have also stimulated thought through a symposium and publication of papers on 
bow methods and assumptions might be improved to better estimate the future 
income and health care n^s of the elderly and disabled. Action should be taken 
to continue and extend survey and other data development efforts and to improve 
modeling capability regarding the income and health circumstances of future 
retirees. Such information is critical to the legislative and regulatory activity that 
will be required for both public arKi private income security and health care 
programs in future years. 

However, with even the best data and models, projections ultimately are only 
estimates and must necessarily reflect the uncertainties of the future. They are 
useful if understood as a guide to a plausible range of future results and if acted 
on in a timely and responsible manner. They are not helpful if ignored, or if used 
improperly, or if distorted. We hope that more policymakers will come to grips 
with the strei^ths and limitations of projections such as those in the Trust Fund 
Reports and how those projections can be used most productively. 
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Social Security Program 

The Old-Age and Survivors Insurance Trust Fund shows a deficit of 1 .87 percent 
of payroll in the long run. It is by far the best financed of the trust funds, and we 
believe strongly that the OASI program can and should be maintained over the 
long term. Yet even here reforms should be undenaken sooner rather than later 
to ease the transition to providing financial stability in the next century. We note 
the recent work of the Bipartisan Entitlement Commission and the current work 
of the Advisory Council on Social Security regarding the long-term financing of 
the OASI program. We hope that this kind of work will continue and that this 
problem wilt be addressed in a timely fashion. 

The condition of the Disability Insurance Trust Fund is more troublesome. While 
the Congress acted this past year to restore its short-term financial balance, this 
necessary action should be viewed as only providing time and opportunity to 
design and implement substantive reforms that can lead to long-term financial 
stability. 'Die research undertaken at the request of the Board of Trustees, and 
particularly of the Public Trustees, shows that there are serious design and 
administrative problems with the DI program. Changes in our society, the 
workforce and our economy suggest that adjustments in the program are needed 
to control long-range program costs. Also, incentives should be changed and the 
disability decision process improved in the interests of beneficiaries and 
taxpayers. We hope that this research will be completed promptly, fully presented 
to Congress and the public, and that the Congress will take action over the next 
few years to make this program financially stable over the long term. 


The most critical issues, however, relate to the Medicare program. Both the 
Hospital Insurance Trust Fund and the Supplementary Medical Insurance Trust 
Fund show alarming financial results. While the financial status of the HI 
program improved somewhat in 1994, the HI Trust Fund continues to be severely 
out of financial balance and is projected to be exhausted in about 7 years. The 
SMI Trust Fund, while in balance on an annual basis, shows a rate of growth of 
costs which is clearly unsustainable. Moreover, this fund is projected to be 
75 percent or more financed by general revenues, so that given the general budget 
deficit problem, it is a major contributor to the larger fiscal problems of the 
nation. 


The Medicare program is clearly unsustainable in its present form. We had hoped 
for several years that comprehensive health care reform would include meaningful » 
Medicare reforms. However, with the results of the last Congress, it is now clear 
that Medicare reform needs to be addressed urgently as a distinct legislative 
initiative. We also believe strongly that Medicare reform should be included as 
an integral part of any broader health care reform initiative which may be 
considered in the future. 

There are basic questions with the scale, structure and administration of the 
Medicare program that need to be addressed. For example, is it appropriate to 
have a Part A and Part B today, or should this legacy of the political process that 
enacted Medicare in the mid-1960s be revised to create a unified program? Is it 
appropriate to combine participants' social insurance tax contributions for Part A 
and premium payments for approximately one-quarter of Part B with general 
revenues? If so, what should be the proper combination of beneficiary premiums, 
taxpayer social insurance contributions, and general revenues? How are each of 
these kinds of revenue sources to be justified and what rights to benefits and 
responsibilities to pay benefits are thereby established? How can the program 
become more cost-effective? How can fraud, abuse and waste be better 
controlled? 
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We feel strongly that comprehensive Medicare reforms should be undertaken to 
make this program financially sound now and over the long term. The idea chat 
reductions in Medicare expenditures should be available for other purposes, 
including even other health care purposes, is mistaken. The focus should be on 
making Medicare itself sustainable, making it compatible with OASDI, and 
making both Social Security and Medicare financially sound in the long term. 


We strongly recommend that the crisis presented hv the financial condition of the 

Medicare Trust Funds be urgently addressed on a comprehensive basis, including 

a review of the program’s financing methods, benefit provisions, and delivery 

mechanisms . Various groups should be con^lted and reform plans developed that 
will not be disruptive to beneficiaries, will be fair to current taxpayers who will 
in the future become beneficiaries, and will be compatible with government 
finances overall. 


Institutional Considerations 


We have as Public Trustees tried over the past S years to provide continuity and 
improve the institutional framework surrounding the Social Security and Medicare 
programs. We have bridged two Administrations (one Republican and one 
Democratic), two Advisory Councils (one appointed by a Republican 
Administration and one by a Democratic Administration), and many changes in 
the ex officio Trustees. We have consulted with each of the Advisory Councils, 
as well as the working group of the prior Public Trustees, the Bipartisan 
Entitlement Commission, the Notch Commission and many other government 
entities. We have testified before both die House Ways and Means Committee and 
the Senate Finance Committee and held regular briefmgs for Congressional staff 
on the Trust Fund Reports. We know that with the advent of the new Social 
Security Adoiinistratlon as an independent agency, many of the institutional 
relationships in these areas will change. We hope that the Public Trustees in the 
future will continue to make a contribution towards a coherent institutional 
structure that serves the interests of the public. 

Finally, we note that although the sutute provides that one of the Public Trustees 
must be from each of the major political parties, we have operated as independent 
professionals on a nonpartisan basis. Every statement we have made over 5 years 
has been joint and consensual, and without partisan content or political 
dissonance. We believe these programs are too important to be politicized and 
urge that a highly professional, nonpartisan approach continue to be followed in 
future reports to the Congress and the public. 


Stanford G. Ross 
Trustee 


David M. Walker 
Trustee 
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Mrs. Johnson. We will hear from Mr. King. 

STATEMENT OF ROLAND E. “GUY” KING, CONSULTING 

ACTUARY, ERNST & YOUNG, WASHINGTON, DC, FORMER 

CHIEF ACTUARY, HEALTH CARE FINANCE ADMINISTRATION 

Mr. King. Thank you, Madam Chairman. I have a statement for 
the record and I would like to make a brief statement summarizing 
that testimony with your permission. 

We have heard today, there seems to be general agreement that 
the Hospital Insurance Trust Fund is going to be depleted or bank- 
rupt in 2002, and there seems to be general agreement that the 
rate of growth after that period of time is going to be very high, 
high enough so that by 2025, the tax rate is going to double if noth- 
ing is done to control costs, and that by 2065, the tax rate will have 
had to have tripled in order to pay for the cost of the program. 

But of course, these tax rate increases are not the result of some 
extremely pessimistic assumptions about the rate of increase in 
health care costs because we have heard testimony regarding the 
impact of the baby boomers on the future costs, so the problem is 
very real, very predictable. The baby boomers are alive today and 
we have a very good idea what their mortality rates are and how 
long it is going to be before they retire. 

One of the things I would like to talk about is that the HI Pro- 
gram isn’t just a budget problem. Solving the HI problem is a prob- 
lem of solving the problem in a way that is fair to both current and 
future generations of beneficiaries. We can define generational eq- 
uity by calculating and comparing each generation’s contributions 
to the program with the benefits that they receive from the pro- 
gram. When we do that and then look at the cohort of beneficiaries 
retiring in 1994, 2014, and 2034, and then look at the timing and 
the way in which we solve the problem, we are led to two 
conclusions. 

First of all, it is more fair to take action earlier rather than later 
in order to solve the problem because the current generation of re- 
tirees is going to receive back over $5 in benefits for each dollar 
they pay into the program. Second, it is more fair to solve the prob- 
lem by reducing the rate of growth in the outlays of the HI Pro- 
gram than in taxing future generations to pay for current benefits 
today. 

While we are talking about the financial problems of the HI Pro- 
gram, let’s not forget about the SMI Program. It is not in imme- 
diate danger of becoming insolvent because of the way it is fi- 
nanced, but the rate of growth here is also unsustainable. The SMI 
Program as a percent of GDP in 1994 is 0.93 percent and that will 
triple as a percent of GDP by 2020, and then it will have quad- 
rupled by the middle of the next century. We can’t solve the prob- 
lems in the HI Program merely by shifting costs to the SMI Pro- 
gram. 

The outlays of both the HI and SMI programs are growing at ex- 
cessive rates today because of two primary factors. The first factor 
is third-party payments and the second factor is fee-for-service 
medicine. Removing either one of these factors which interact with 
each other in order to produce the rate of growth we are seeing 
today is a way of dealing with the problem. 
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Removing — dealing with the first factor, third-party payments, is 
addressed by increasing coinsurance and deductibles, and a way for 
dealing with the fee-for-service medicine factor is the managed care 
approach, so I would characterize those two approaches as being 
complementary and what I would define as true reform in the Med- 
icare Program as opposed to just reducing the payment rates to 
providers. 

If some adjustments had just been made in the Medicare Pro- 
gram many years ago, we wouldn’t be seeing the high rate of in- 
crease that we see today. For example, in the SMI Program, if the 
SMI deductible had just been indexed to inflation, then the SMI 
premium today could be only $4 a month, and yet the contributions 
of the government to the program could be $5 billion lower than 
they are today, and instead of — instead of the SMI premium being 
set at the rate of $46.10 per month that it is today, it could be 
reduced to the level of $4. 

I can see that my time is up, so I will be glad to answer any 
questions. 

[The prepared statement follows;] 
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TESTIMONY BY 
Guy King 

Former Chief Actuary for HCFA 
before the 

House Committee on Ways and Means 
May 2, 1995 

Mr. Chairman, my name is Guy King. I am a Consulting Actuary with 
the firm of Ernst & Young. I was the Chief Actuary for the Health 
Care Financing Administration from 1978 to 1994. During my time as 
Chief Actuary, the expenditures for both Che HI and SMI programs 
grew at rates Chat are unsustainable in the long run, and they 
continue to grow at those unsustainable rates today and into the 
foreseeable future. 

Hospital Insurance (HI) Trust Fund 

The expenditures of the Hospital Insurance Trust Fund (Part A of 
Medicare) increased from $17.7 billion in 1978 to $107.2 billion 
i.n 1994. This is an average rate of increase of about 12 percent 
per year. In 1978, the Annual Report of the Board of Trustees 
projected that the HI trust fund would be bankrupt by 1990. 
Because of some minor price reduction changes in the program which 
have been legislated over the years, the date of bankruptcy has 
been pushed back by a few years, so that the 1995 Trustees Report 
projects that the HI fund will be bankrupt by 2002. Thus, during 
my 15 years as Chief Actuary, virtually nothing was done as the 
problem grew and the HI program moved closer to the bankruptcy. 
The impending bankruptcy of the fund is just the tip of the 
iceberg, though. The hole is just going to continue to continue to 
get deeper for many years, and the pace of decline is going to 
accelerate. The tax rate necessary to support the current program 
will have tripled by the year 2065. Even by the year 2025 the tax 
rate necessary to support the cost of the program will have more 
than doubled. 

I know that some people view these projections as a red herring. 
I have often heard it suggested that we should just wait awhile to 
see if these problems really begin to materialize. That is 
apparently what lawmakers were thinking when they heard the same 
projections back in the mid-1970's. The financial problems of the 
HI program aren't just the result of some extremely pessimistic 
assumptions about the growth of health care costs. The assumptions 
regarding the rate of growth in health care costs and the growth in 
income to support the program are really very optimistic. These 
projections are being driven now by the coming demographic shift. 
The Baby Boomers who will retire and begin drawing benefits 
starting in 2010 are all alive today. As the Post World War II 
Baby Boom begins to reach age 65, the growth in the number of 
workers paying taxes is going to decline, and at the same time the 
growth in the number of people eligible for Medicare benefits is 
going to increase. Currently, about four taxpayers support each HI 
beneficiary. By the middle of the next century, when all of the 
baby boom will have retired, there will only be two covered workers 
supporting each HI beneficiary, so this problem is very real and 
very predictable. 

The problem is so large that there isn't any painless way at this 
point to solve the problem. To place income and expenditures in 
balance even over the next 25 years, which is the easy part, is 
going to require either an immediate 30 percent reduction in 
expenditures or an immediate 44 percent increase in the HI tax 
rate, or some combination of both. And even then, the financial 
problems beyond 25 years would still remain unsolved. 

Some have suggested that the apparent recent slowdown in the rate 
of growth in health care costs and the recent favorable experience 
in the Medicare program may be enough to save the government from 
having to make these decisions. That isn't going to happen. 
During my twenty years as a government actuary I observed that, 
when there was a threat of government action, health care costs 
always behaved very well. This occurred with the wage-price 
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controls of the early 1970' s, the threat of hospital cost 
containment legislation during the late 1970 's, and during the 
discussions of health care reform in 1993 and 1994. Once the 
perceived threat is past, the rate of increase in expenditures once 
again accelerates. 

In deciding how and when to take action to make the HI Program 
solvent, one of the difficult questions that needs to be addressed 
is the issue of generational equity. Generational equity can be 
measured by comparing each generations' contributions to the 
program with the benefits they receive from the program. We 
measured generational equity under four combinations of the 
following policy options: 1) act immediately or delay action and 
2) increase taxes or reduce benefits. Our studies show that the 
solutions resulting in the greatest generational equity involve 
taking immediate action rather than delaying action and reducing 
the growth in benefits rather than increasing taxes. The table 
below shows the impact of various policy options on generational 
equity for persons retiring in 1994, 2014, and 2034. 


Ratio of Benefits to Contributions 

Person Retiring in; 



Prooosed Chanae in Financina 

1994 

2014 

2034 

1 . 

Do nothing until trust fund 
depleted, then increase taxes. 

5.19 

2.93 

2.17 

2 , 

Do nothing until trust fund 
depleted, then reduce benefits. 

3.25 

1.31 

1.14 

3 . 

Reduce benefits immediately. 

2.10 

1.36 

1.54 

4 . 

Increase taxes immediately. 

5.19 

2 .20 

1.60 

5. 

Reduce benefits immediately. 

Chen index tax rates. 

2.10 

1 .61 

1 . 94 

6. 

No changes (hypothetical) 

5.19 

3.45 

3 . 90 


Supplementary Medical Insurance (SKI) Trust Fund 

Because of the way it is financed, through a combination of premium 
payments by individuals and debt financing by the Federal 
Government, the SMI program is not in immediate danger of 
insolvency. However, the growth rate in the cost of the program is 
so rapid that it is not sustainable in Che long run. During my 
time as Chief Actuary the outlays for Che Supplementary Medical 
Insurance Trust Fund (Part B of Medicare) increase from $7.8 
billion in 1978 to $61.8 billion in 1994. This is an average rate 
of increase of about 14 percent per year. During that same 16 year 
period, benefits paid by the SMI Trust Fund increased from .32 
percent of the U.S. Gross Domestic Product (GDP) to .93 percent of 
GDP. This occurred despite the fact that some of the costs of the 
program (such as for most home health benefits) were shifted to the 
HI program. Even during the last five years, which have been 
relatively favorable, expenditures by the program have increased 53 
percent in Che aggregate and 40 percent per enrollee. According to 
the 1995 SMI Trustees report, SMI expenditures will be 3.18 percent 
of GDP by 2020 when the Post World War II Baby Boom has begun to 
reach age 65 and will be 3.97 percent of GDP by the middle of the 
next century when the Baby Boom will have been fully retired. As 
with the HI Program, these projections are being driven now by the 
coming demographic shift and the Baby Boom rather than pessimistic 
health care cost projections. 
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If some adjustments had been made to the SMI program years ago, 
this problem would never have developed to the size it is today. 
For example, if the SMI deductible had been indexed to increases in 
per capita program coats, and steps had been taken to ensure that 
Medicare supplemental plans did not neutralize the cost-saving 
features of the SMI deductible, then the outlays of the SMI program 
would be more than 25 percent lower than they are today. This 
would have allowed maintaining the SMI premium at $4.00 instead of 
the $46.10 it is today. At the same time, the government 
contribution to the program could have been nearly $5 billion less 
than it is today. 

The outlays of the SMI program are excessive today due to two 
design features of the program which interact with each other to 
result in significant waste and abuse. These are the same two 
factors that are driving up health care costs for private sector 
health care plans. 

The first factor is third party payment. When patients and 
providers are spending other peoples money, they don't concern 
themselves with either the price or the quantity of services 
provided. Today, even the very modest cost sharing provisions of 
the original SMI Program have been eroded because they were not 
indexed to keep up with costs and because health care is, in 
effect, free for the 80 percent of SMI enrollees who buy Medicare 
supplemental policies or are eligible for Medicaid. Research 
conducted by HCFA's Office of the Actuary on the Medicare Current 
Beneficiary Survey found that, even when controlled for self- 
reported health status. Medicare beneficiaries who did not have 
Medigap plans, and who thus were subjected just to the (severely 
eroded) cost sharing provisions which exist in the Medicare program 
today, have significantly lower overall health expenditures. 
Moreover, an important research paper which will be published in 
Health Affairs , coauthored by Mark Freeland, Ph.D. and A1 Pedon, 
Ph.D., shows that the acceleration in the rate of growth in health 
care expenditures in the United States has been highly correlated 
with the shift toward third party payments. Their research shows 
roughly that every ten percentage point shift from out-of-pocket 
payments to third party payments results in an increase in the rate 
of growth of health care costs of about two percent, and this 
accelerated rate of growth persists for about ten years. In my 
opinion, this is the most important research conducted yet on 
health care costs because it explains the reason for the rapid 
growth in health care costs in the United States. 

The second factor contributing to rapid growth in health care costs 
is fee-for-eervice medicine. This factor interacts with third 
party payments to allow for unlimited increases in the volume and 
intensity of services provided to patients, without regard for the 
efficacy or cost effectiveness of those services. During the 
entire history of the SMI Program, most of the increase in per- 
capita costs have arisen from increases in the volume and intensity 
of services rather than price increases. During the ten year 
period ending in 1992, over three fourths of the increases in 
payments to physicians arose from volume and intensity increases. 

The cost of health care can theoretically be controlled by 

removing either of the two offending factors third party payments 

or fee-for-service medicine. Increasing coinsurance and 
deductibles is an example of dealing with the third party payment 
factor; introducing capitated services, as in the TEFRA Medicare 
Risk Program, is an example of dealing with the fee-for-service 
factor . 

The problem that I have observed with the second approach is that 
the TEFRA risk sharing program is structured in such a way that, 
even if there were no risk segmentation, and with a 10 percent 
capitated penetration rate the most that could have been saved 
would have been 1/2 of one percent. However, because of risk 
segmentation, the TEFRA risk program has increased expenditures of 
the Medicare Program rather chan reducing them. 
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If the costs of the Medicare Program were going to be controlled by 
using managed care, then the structure of the program would have to 
be changed so that savings accrue to Medicare. This would have to 
be done in a way that didn't discourage managed care plans from 
participation in the program. Because of the extreme difficulty of 
balancing these conflicting goals, managed care alone cannot be 
relied upon to control costs in the Medicare program. 

This concludes my formal remarks and I'll be pleased to answer any 
questions you may have. 
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Mrs. Johnson. Thank you for your testimony. I want to recog- 
nize the Chairman of the Subcommittee, Mr. Thomas. 

Mr. Thomas. Thank you very much, Madam Chairman. First of 
all, I want to thank the three of you, and Guy, you do not mind 
if I focus on Mr. Ross and Mr. Walker for a minute. 

I believe you sat through the entire hearing today, or certainly 
most of it. I was watching you sitting over there. First of all, on 
behalf of the American people, I want to thank you for the time 
that you put in serving as the public trustees. Second, I know that 
you have been involved with an attempt to create an environment 
for a solution to this problem for some time. 

I have in front of me a softback called “Proceedings: Conference 
on the Future Income and Health Care Needs and Resources for 
the Abled,” sponsored by the public trustees of the Social Security 
and Medicare Trust Fund. I believe it is a 1993 publication. This 
basically gives you the parameters by which you can begin to focus 
on solutions. 

You heard, perhaps, then the dialog between the Health and 
Human Services Secretary and Members of this Committee on both 
sides. 

The question I guess I would ask you is one that you can either 
choose to answer or at least ponder over. Mr. Walker, you repeated 
a number of times that the solution has to be bipartisan. I agree 
with you, since we have got a Republican Congress and a Democrat 
President, if it isn’t perceived at least as minimally bipartisan, it 
isn’t going to become law, and all of us should be ashamed if some- 
thing doesn’t become law, if not in this first session of the 104th 
Congress, certainly in the second. 

You folks have probably been as close to this issue as anyone. 
You have looked at a number of options. Have either of you, or 
both of you, discussed the role of service that you could perform for 
the American people, for the Congress and the President in terms 
of offering options, a set of solutions from your perspective 
presented as both a Democrat and Republican? 

It certainly hasn’t functioned that way on the public trustee role 
on these trust funds, and provide an agenda for discussion rather 
than this Gadsden-Alphonse business of who goes first. Have you 
thought about that? Have either of you thought about offering a se- 
ries of solutions? The old business of no pride of authorship, here 
are some things, and you should at least consider them and we 
would expect you to consider them. Either of you. 

Mr. Walker. I will go first, Mr. Chairman. There are two dimen- 
sions of the problem. One dimension is short term and what type 
of things can and should be done in the short term until we have 
had time to conduct the massive public education campaign to edu- 
cate the American people as to the nature and need for the 
dramatic reform. 

With regard to the more dramatic reforms, which is the second 
element, I think we need to do something similar to what was done 
in 1983. I think we need a Greenspan-type commission. 

With regard to the short-term issues, Stan and I probably both 
have personal views as to some things that should be considered 
and are more than willing to answer questions in that regard. We 
have not specifically talked about whether we should come up with 
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a package on our own for formal or informal submission to the Con- 
gress as a basis for the Congress to begin debate on this issue. I 
think it is critical that something be done and I will let Stan re- 
spond, and I am open-minded to anything that is reasonable, quite 
frankly, to get this thing moving. 

Mr. Ross. I would point out, first of all, that our role as public 
trustees is to oversee the integrity of the reports and to make sure 
they were timely and accurate; and this year was not only difficult, 
but there have been difficulties in the past over issues like the dis- 
ability program where our role was to require that studies be done 
before we would agree to recommend the reallocation that was 
done. 

We have very little staff resources. These are part-time jobs in 
which we have spent limited time — I have spent about 40 days a 
year the past 5 years. 

Frankly, these are political judgments that are involved and I 
think that unless a process can be set up, such as a 1983 Green- 
span-type commission, where political leaders themselves can be 
brought together with experts like Mr. Walker and I in a frame- 
work in which everybody is going to try to exercise their skills and 
best judgments, I do not see a way out of the impasse that is 
presented. 

I personally believe that it is more important to focus on the pro- 
cedural vehicle than trying to get particular substantive ideas, be- 
cause there are a lot of substantive ideas out there, but until you 
see how the public reacts to them, it is very hard to make the 
political judgments. 

How will ordinary beneficiaries, workers, doctors, hospitals, 
pharmaceutical manufacturers, medical device manufacturers 
react? There are just a whole range of interests as we know from 
the comprehensive health care reform debate, and in order to make 
the right political judgments, I think the public needs to see 
proposals out there. 

Something like a national commission might be the way to begin 
to let the public understand the dimensions of the problem; I think 
they will get some things out of this hearing, but not the difficulty 
of the solutions, it is necessary to begin to see which proposals 
seem to have some staying power and which ones would just be 
totally unacceptable. 

Like Mr. Walker, this job was my fourth stint in government and 
I would do anything I personally could within the limits of my time 
and capacities to try to help end this impasse which I think is real- 
ly not good for the program, not good for our political system, much 
less for the Nation. 

Mr. Thomas. Thank you very much. One of the more frustrating 
things that I have been engaged in is looking at the question of 
Medicare. Mr. Walker, you talked about educating the American 
people, especially seniors and others, including, to a certain extent. 
Members of Congress about just what this program is. There is a 
lot of confusion about it. 

One of the more frustrating things, as I have said, is to look at 
the dollar amounts expended in the HI Trust Fund and part B, the 
Supplemental Medical Insurance Trust Fund, and the government 
contribution along with the individual contribution. Examine what 
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is expended most often by an individual for the medigap insurance 
policy and look at the total dollars expended in this area. The re- 
sources being expended are not in the wisest fashion. 

From your perspective, in the relative short-term, is it something 
that we should look at in terms of a whole new approach rather 
than keeping it A, B with supplemental, or try to go to the drawing 
board with a clean sheet of paper. Or, is that really more of a long- 
term change? 

Mr. Walker. My personal opinion is, you need to make some in- 
cremental changes that can help with the short-term problem, and 
second, you need to put the process in place to be able to engage 
in more comprehensive and fundamental long-range reforms. It is 
more than Medicare. I do not think that we can just look at Medi- 
care standing alone. 

With regard to the broader range of reforms, we have to keep in 
mind that we have got some other social programs. Namely, Social 
Security, that is facing a long-range problem, and our health care 
arena, to be addressed as well. From a political standpoint, can- 
didly, You are going to have to address a number of those simulta- 
neously in order to come up with a more comprehensive long-term 
solution. 

Mr. Ross. I would say that it is important to get the process 
started as soon as possible. The problem is serious and it is going 
to get worse, not better. The things you can do short term will be 
incremental. There should be some kind of a Medicare reform pack- 
age that both does some things and also sets in process larger 
restructuring initiatives. 

We didn’t get into this problem overnight and we are not going 
to get out of it overnight. Unless we start to really work at it 
concertedly over a continuous period, the problems will not be 
sufficiently addressed. 

You need to focus on what you can do through a separate pack- 
age. I do not think you can do it all, but you can do some things, 
and determine what things you could only do through a broader, 
more complete package down the line and you shouldn’t lose sight 
of the second as you do the first and as you do the first, you should 
pave the way for the second. It may be a two-set process. 

Mr. Thomas. Mr. Ross, you said this was principally a political 
function. I have to tell you, I lived through the 1983 Social Security 
adjustments, and I agree with you, because ultimately it is all po- 
litical. There are just enormous temptations, especially because of 
the political volatility in dealing with this area that cries out for 
a rational, long-term discussion that produces a general consensus. 

For example, the discussion over moving the retirement age from 
65 to 67, which was long overdue at the time we began the discus- 
sion, was then prolonged for another 20 years into the 21st century 
so that it probably has virtually no significant impact in actually 
adjusting retirement benefits to retirement age given the way in 
which retirement age is going to continue to change, one small ex- 
ample that almost broke our political back in trying to achieve 
some kind of a compromise of solution. 

As we look at these options, it just seems to me that people such 
as yourselves who have spent some time reflecting on this, people 
who have no particular narrow interest to gain from one option or 
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another, need to help all of us, and a commission or an advisory 
group of some sort to — clearly blue ribbon, to present a solution 
which, if we are going to reject it, would require the unification of 
Democrats and Republicans for a positive alternative to reject it, 
which I guess is the best kind of rejection. Short of that, I frankly 
do not see us coming to either a short term, or depending upon 
what the future brings, a long term solution. 

I am very, very concerned about our ability to fundamentally re- 
adjust a piece of the Federal budget which, as the Kerry-Danforth 
Commission clearly laid out, is a long — an increased path which 
cannot be tolerated. Frankly, I see the HI Trust Fund as a warning 
flag that allows us to begin to make these fundamental adjust- 
ments sooner than we would otherwise. 

I would hope that you folks could think about what other kind 
of a structure that will help us in terms of a solution. 

Guy, you have any comments at all about where we are going? 
Do you think the commission route, some kind of a blue ribbon, 
third-party professional option is something that will work once 
again? 

Mr. King. Yes. It is something that could work. It is very good 
that you are getting started 7 years in advance of the projected 
date of bankruptcy, because the problems relating to the HI Pro- 
gram are really much more complicated than those that related to 
Social Security in 1983 and they require a longer lead time. 

Now, the other thing I might say is that, technically, it is not a 
difficult problem. I am a technician. I am not answerable to the 
voters, so I could probably think of 100 different ways to solve the 
problem, but it becomes much more difficult when you are trying 
to solve the problem and be answerable to the voters as well. 

Mr. Thomas. I do think though that there is perhaps some alter- 
natives or some hierarchy, structuring of alternatives, that provide 
a better solution for certain problems that do not make it a fun- 
damental political choice. Probably the ultimate mix in the package 
in terms of who gets impacted in the larger question is clearly a 
political one, but it seems to me that the changes, the fundamental 
restructuring in the system, those that give us more mileage for a 
given dollar do not necessarily have to be partisan. 

You said you had 100 of them. I believe that late at night you 
know that one is better than the other and you can prioritize them 
along a return on investment, societal investment, in what is given 
to us in terms of benefits and the rest. That is the kind of help we 
need to get started in making choices, because without something 
between us to discuss, as you saw today, we didn’t make a whole 
lot of progress, and that is very frustrating to me as someone who 
is charged with trying to solve what is a very real problem for a 
growing number of Americans, and I want to thank you for your 
past contributions and, hopefully, we can get some more mileage 
out of you. 

Thank you very much. 

Mrs. Johnson. Mr. McCrery. 

Mr. McCrery. I thank the Chairlady for recognizing me, and I 
really enjoyed your testimony, however vague it was. Let me just 
ask you a few questions and then get into some more general dis- 
cussion following Mr. Thomas. Let me begin by making a comment. 
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Mr. Walker, about making sure that what we do is actuarially 
sound and provides for an actuarially sound system. 

If I am not mistaken, when Medicare was created in 1965, they 
fully expected it to be actuarially sound with the mechanism that 
was in place, and what has happened is the assumptions they 
made in declaring that system to be actuarially sound just simply 
didn’t hold water. I am afraid any time the government creates a 
program or adjusts a program or comes up with a new approach 
that is actuarially sound, we have proven time and time again that 
it is almost impossible for us to come up with an actuarially sound 
program, particularly when it is something as open-ended as Medi- 
care. 

Social Security is another thing. We have defined benefits and 
we have a way to finance those. Medicare is not like Social Secu- 
rity. It is an open-ended benefit. I am not sure that although you 
are well intended, I am not sure we can create a Medicare system, 
a government health care system that is actuarially sound that will 
deliver open-ended benefits. 

I am going to give you a chance to respond because I liked most 
of what you said. In fact, you are using what I call the honest ap- 
proach, which is very seldom used in this place and is not being 
used now, in my opinion. 

You said — and I do not want to put words in your mouth, you 
correct me if I am wrong — but you said, we simply cannot afford 
as a society to provide the current set of benefits or level of benefits 
in the manner that we provide now, and that, to me, says it all. 
You are exactly right, that we ought to be, as policymakers from 
the Speaker to the President on down, honest with the American 
people, honest with the AARP, with the elderly, and say what we 
have, and what we cannot afford. We couldn’t afford it, I don’t 
think, in 1965, and we darn sure can’t afford it in 1995. Where do 
we go? What is our responsibility, as a public, to deliver to our el- 
derly citizens? 

If it is what we are delivering now. Lord help us. We are going 
to have to change our whole economy and our economic system. I 
appreciate your using the honest approach. We get further in this 
debate if we would start using that approach rather than, you 
know, trying to tiptoe around all these issues and placate the 
AARP and placate the Democratic Party and the Republican Party. 
I appreciate your testimony. 

Did I mischaracterize your comment? 

Mr. Walker. The only thing I would say is, we have to 
reengineer the program to make it financially sustainable, and 
clearly the current program is not. I do not think we can throw 
enough money at it. 

If you look at it in the broader context, we have to fundamentally 
restructure it, and we have to be candid with the American people 
and tell them that. In order to do it, we are going to have to ulti- 
mately do it within the broader context of more comprehensive re- 
form, more comprehensive health care reform, but we need to get 
on with it because it is a major job. 

Mr. McCrery. Well, I am intrigued by your two-step solution 
here, first do incremental reform and then do more broad-based re- 
forms. You are speaking in codes here and I wish we could get out 
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of the codes and start speaking in specifics. Perhaps you can supply 
this Committee with some specific suggestions for incremental re- 
forms, leading to more broad-based reforms and what those might 
be. 

Frankly, I do not think we have time for incremental reforms. 
We have been incrementaling this thing to death throughout the 
eighties, chipping away here and there and squeezing providers 
here and there, and I just think we are about out — you said it 
yourself, we have about exhausted those. I do not know what you 
mean by incremental if it is not more of the same, which you said 
we are out of. 

I wish you would get more specific and tell us what kind of incre- 
mental reforms you are talking about that could save — or that 
could buy us some more time to get these more broad-based re- 
forms, and then tell us what the broad-based reforms ought to be. 

In my opinion, Mr. King is closer to the solution than anybody 
else I have heard speak before this Committee. I do not know if you 
have had a chance to examine his testimony or listen. He did not 
get very far today in his oral presentation, but, you know, basically 
Mr. King says we offer something for nothing. Any time you do 
that, you are going to have a supply problem, and that is what we 
are doing with the Medicare system. 

Mr. Ross. Could I just add one point, though? One of the great 
complexities of dealing with this problem is that one of the things 
that has to be done, as the Congressional Budget Office witness, 
Ms. O’Neill, said, was to change the incentives, which by definition 
means that a lot of the public needs to understand what the 
changes are and how they are expected to react or not to react to 
a different set of incentives provided by the program. 

Therefore, somehow a process has to be started where no matter 
how technically accurate some of these solutions would be in terms 
of producing the savings, they have to be shown to the people so 
that people can understand them. 

I was on a panel with Mr. King at the AEI, American Enterprise 
Institute, recently and it was mainly experts in the field. They of- 
fered a great deal of information using phrases like, “risk adjusted 
vouchers.” As I sat there, I said to myself, half of this audience is 
having trouble understanding all these highly technical ideas. 
What about the general public that is going to be asked to respond 
to these changes? 

Somehow this process was not properly executed. You need some 
way of getting these proposed solutions, technical and nontechnical, 
more broadly exposed, so that people can understand the new re- 
gime that they will be asked to be a part of, and that process really 
needs to start just as soon as possible. 

Mr. Walker. It is important to note that the incentives have to 
be fundamentally changed, because you have got several things 
driving health care cost as relates to Medicare, not only the infla- 
tionary costs and the costs in excess of inflation; you have got utili- 
zation, utilization of procedures, intensity of care, the aging society, 
and longer lifespans. You have got a number of different factors 
and, frankly, right now most of the incentives in our system are to 
do more, in many cases where it is totally economically irrational, 
or not in the interest of the person receiving the care. 
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I mean, I can give you one example that is close to hotne. My 
grandfather had open heart surgery when he was 89, ^ believe it 
cost hundreds of thousands of dollars. The current incentives in the 
system were to say yes. Obviously, the family wanted to say yes. 
I mean, we love him and we obviously would like him to be with 
us for as long as he can. 

The doctors obviously are going to say yes because they are going 
to get paid. The health care facility, even though we are funding 
it, you know, wanted to say yes because they wanted to keep him 
around a little bit longer, OK? The Medicare construct incentive 
was to say yes, but yet that procedure did not extend his lifespan 
very much, did not improve his quality of life, and after it hap- 
pened, he wished it hadn’t happened. 

There are things we can do within the existing structure to be 
more economically rational and, frankly, more humane in some 
cases to the people involved. 

Mrs. Johnson. Mr. Christensen. 

Mr. Christensen. Thank you. Madam Chairwoman. 

I want to thank this panel. This panel has been worth waiting 
for. After this morning’s testimony by the Secretary, I want to tell 
you how appreciative I am of your attendance and really sharing 
with us some very important points. I would like to spend a lot of 
time asking some questions, but I just have one brief question I 
would like to ask you. 

We have heard from some of our friends on the other side of the 
aisle that there is not really a problem here, that why are we doing 
all this, why are we rushing to solutions, and I just want to know, 
if Congress fails to do an^hing to solve the Medicare situation, 
what will happen in 2002? 

Mr. Walker. You will not be able to pay benefits on a timely 
basis in 2002 because you can only, under the law, under present 
law, you have to use trust fund assets to pay benefits, and if you 
have a shortfall, you won’t be able to pay benefits in a timely basis. 
It gets much worse every year after that. 

One thing real quick if I may. Madam Chairwoman. See this 
chart? That is the roller coaster ride we are on. We started going 
downhill and it goes underground and it gets real deep real fast. 

Mr. Christensen. If payments are not rendered on timely action, 
what will happen in terms of the consumer? 

Mr. Walker. Coverage will have to be denied. Something will 
have to be done either — to put it in balance, either you will raise 
taxes, you cut benefits, or you do a combination thereof You fur- 
ther mortgage the children’s future. There are only so many 
options you have. 

Mr. Christensen. Mr. Ross, any further comments? 

Mr. Ross. Well, to me the great danger here is because that will 
not be allowed to happen. Just, for example, last year, the disabil- 
ity fund was reaching the point where if you did not take action, 
benefits couldn’t be paid. What happened? You reallocated funds 
from the Old Age and Survivors Fund into disability, which 
hastens the day which we will run out of money in that fund. 

These last minute sort of actions to sort of not allow Armageddon 
to happen simply deepen the long-term problems. That is why it is 
wise to begin now so that you are not faced with doing one of these 
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last-minute things in 2001 whenever you are looking over the prec- 
ipice, which do not really solve anything but just put it off for a 
little bit longer. 

The spirit of what I am hearing here today, which is that you 
want to get the process going to try to really address the problems, 
is absolutely the right thing. Obviously, in a country this size, and 
with millions and millions of beneficiaries, you are not simply going 
to say, we are going to stop paying benefits and people will have 
to start scurrying around with what resources they have. It just 
won’t happen. You will do something last minute that may rob 
Peter to pay Paul and get you through another couple years. 

Mr. Christensen. I agree 100 percent, and the testimony I 
heard this morning did nothing but produce a lot of bickering and 
presented no positive alternatives. I am looking forward to working 
with my colleagues to ti^ to come up with an answer. Congressman 
McCrery is right. We can’t tinker with this. We have to have a real 
long-term solution, and coming up with suggestions like Secretary 
Shalala suggested to help keep the system alive for two more years 
is the wrong approach. 

We need something that is going to secure the system for not 
only our senior citizens, but for those people who are going to be 
depending on the system in years to come, and I truly believe that 
the administration has abdicated responsibility and leadership in 
providing ideas. They do not have to lead if they do not want to, 
but they can produce some ideas so we can work together in a bi- 
partisan fashion, because this is an area where the American peo- 
ple want a solution, and we are going to go ahead and figure out 
what we can do. 

I am open for suggestions, Mr. Walker, Mr. Ross, and Mr. King. 
Send them our way, because I want to do the right thing, and if 
you can help, we would like to know what you think. Thank you 
very much for being here all day. 

Mrs. Johnson. Thank you. I would like to note, Mr. King, that 
in your testimony, you do make very clear that to reach balance in 
25 years — I mean, we are talking about trying to balance the Fed- 
eral Government’s budget in 7 years — to get this program balanced 
over 25 years, you would have to increase HI taxes 44 percent im- 
mediately or cut expenditures 30 percent immediately or some com- 
bination thereof; is that correct? 

Mr. King. Yes. That statement is contained in the Trustees’ 
Report. 

Mrs. Johnson. It just shows what a dramatic effort is needed. 
Every year we wait, those figures are going to go up. It will be a 
40-percent cut or a 50-percent increase in taxes. We are really talk- 
ing about decimating health care services for seniors or an extraor- 
dinary new burden on their grandchildren, and that is exactly 
where we are. 

I was pleased that at the end of your testimony, Mr. King, you 
mentioned that if the costs of the Medicare Program are to be con- 
trolled by using managed care, then the structure of the program 
has to be changed so that savings accrue to Medicare. 

Well, what we are really trying to do is just slow the growth of 
costs, and according to another study that was done, we are spend- 
ing about $3,500 per capita per year now, and over the next 7 
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years, we could afford to spend $5,000 per capita per year. That 
takes into account the new numbers, but also allows almost a 50- 
percent increase. We just can’t allow an increase to $6,000 per 
capita. 

We are really talking about allowing a rational increase, actually 
more than the increase of the past 7 years. This is not draconian 
if we do it now. It can be done responsibly now. It can allow an 
increase that is still 50 percent of what we are spending on every 
individual senior now and still bring us to balance. 

In this portion of your testimony, Mr. King, wouldn’t it be pos- 
sible if we were able to, for instance, dissect the amount of money 
that actually pays for senior care from both the hospital reimburse- 
ment and the physician portion. Medicare part B, and use that 
money to allow seniors to buy a plan in the private sector that 
would give them prescription drugs and other things if they chose 
that, if we did not allow that premium to grow nearly as rapidly 
as costs are growing now, couldn’t that achieve our goal of reducing 
costs but assuring seniors current services and also some oppor- 
tunity to get better coverage through managed care systems? 
Theoretically. 

Mr. King. Yes. There are different approaches to managed care. 
There is the approach where every Medicare beneficiary is given a 
voucher and then that certainly gives you the wherewithal to con- 
trol the rate of increase in per capita cost in the Medicare Program. 

The other approach, I am not — it could work also, the approach 
where Medicare beneficiaries are allowed to decide whether they 
want to go into a managed care program or stay in fee-for-service 
Medicare, has a difficult problem to overcome, and that is the prob- 
lem of favorable selection where the healthier beneficiaries are in- 
duced to enroll in an HMO and the HMO is given the average pay- 
ment for fee-for-service Medicare. Then we are paying too much. 

Mrs. Johnson. Of course it depends on how you set that 
capitated reimbursement rate, and under the Medicare risk pro- 
grams, that capitated rate has been set high because the companies 
have only been willing to participate in risk programs where the 
spread between cost and capitated rate is high. 

Mr. King. Yes, that is true. The capitated rate would have to be 
set lower in order to produce savings, and that produces a difficulty 
in the fact that the lower the payment rate to the capitated plans, 
then the less attractive those plans are, both to the beneficiaries 
and to the plans themselves, because the way it is right now with 
these generous payments, they are used to finance the extra bene- 
fits that are used as an inducement to the beneficiaries. 

Mrs. Johnson. Correct. But couldn’t you take, for instance, man- 
aged care plans in an area, because these will have to be geo- 
graphically variable, and take an average of those plans that pro- 
vide the general Medicare benefits and see what that premium is, 
and if that premium is affordable for Medicare, then that would be 
the choice of plans that the Medicare recipients would have. 

I am trying to think of some shorter way to this than actually 
factoring down what we spend in Medicare to kind of identify what 
is cost related, drawing the premium from that and then moving 
that premium into the private sector. I do not know whether there 
is a way of looking at what is the average managed care plan in 
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the private sector and giving seniors the access to that, if when it 
is multiplied out, it meets our cost test. 

In other words, I do not know quite how to get around the prob- 
lem of giving seniors choices of integrated systems of care without 
absolutely forcing them to take capitated payments, though not all 
managed care plans are capitated now, and the noncapitated ones 
seem to work as well as the capitated ones. In my opinion, capita- 
tion has some problems. I wouldn’t want to start from the position 
that we could only have capitated managed care plans participate, 
and in order to do that, you have to give seniors a premium value 
and a choice of managed care plans around them. 

Mr. King. Yes. The approach that you mentioned, which is more 
of a market-based competitive approach, could certainly result in 
savings for those people who choose to enroll in the plans, and the 
difficulty is in achieving a large enough penetration rate in order 
to produce significant savings for the entire Medicare Program. 

The problem — the financial problems of the HI program are so 
large now that we can’t just rely on the carrot approach with bene- 
ficiaries to induce them to enroll in managed care plans. It is going 
to require not only carrots but sticks as well. 

Mrs. Johnson. Interesting. 

Mr. Walker. 

Mr. Walker. With regard to the HMO or the managed care proc- 
ess we have now, competitive bidding clearly ought to be looked at 
as a way to try to get the market involved in determining what — 
you know, what they are willing to bid at. Right now they get 
reimbursed for 95 percent or whatever. 

Mr. King. Yes. 

Mr. Walker. Therefore, let the market determine what they 
would be willing to do. 

Mrs. Johnson. Certainly competitive bidding would be appro- 
priate if we followed the risk contract model. If we try to actually 
follow the model of opening up care options for seniors as the mar- 
ket opens them up for companies currently, employers now in the 
market, we wouldn’t need to manufacture the competition through 
bidding and we, frankly, would get a healthier situation because it 
wouldn’t be based on capitation. If you go into bidding, you are an 
entirely capitated system then with all the possible problems 
associated with mass capitation. 

Mr. Walker. Unfortunately, fee-for-service and capitation have 
both problems, but they are exactly the opposite. One of the prob- 
lems that we have right now, quite frankly, is that our fee-for- 
service system, among other things, encourages additional utiliza- 
tion, additional intensity 

Mrs. Johnson. I do not disagree with that. I am looking at the 
midway that many managed care plans are using more the man- 
agement controls volume that relies on a capitated payment 
structure. There is a midway there, at least. 

Mr. Collins. 

Mr. Collins. Thank you. Madam Chairman. I will be very brief. 

Noticing — listening to the conversation and the questioning be- 
tween you gentlemen and the Chairlady, it is very interesting and 
very different from the way this hearing started out earlier today. 
I assume that all three of you are from the private sector, and 



102 


based on the fact that other members of the trust, which I believe 
Mr. Ross and Mr. Walker are members of the Board of Trustees, 
but looking at the other members of the Board of Trustees for the 
Health Insurance Trust Fund, I see public officials or appointees of 
the President, no matter who the President is, whether it be Demo- 
crat or Republican, which puts politics right in the middle of the 
trust fund. 

This gets right to the heart of politics, especially having, I be- 
lieve, three members of the Cabinet serve on the Board of Trustees. 
My question to you, each of you, is this; Would you advise the Con- 
gress to look at changing the makeup of the board of trustees for 
this type of trust fund? 

Mr. Walker. You ought to consider an independent board. In 
1983, the Congress took part of the step and it created two inde- 
pendent public trustees, one Democrat and one Republican. At that 
time you had three ex-officio trustees, now you have four. This is 
no reflection on current or past ex-officio trustees let me make that 
very clear. The fact is, if you want to try to depoliticize this, if you 
want to try to get professional bipartisan opinion that is separate 
and distinct with a separate trustee fiduciary hat on rather than 
dual hats, that is one way to do it. 

Mr. Collins. Thank you, sir. 

Mr. Ross. When we testified before the Senate Finance Commit- 
tee, Senator Kerry came and made that suggestion. Senator Simp- 
son was chairing the Committee and they are working on a pro- 
posal for at least addressing the long-term problems of the Social 
Security system and perhaps the Medicare system too. I do not 
know. 

The Committee suggested they were considering that, and my re- 
sponse was that in part, when the Congress created these public 
trustee positions in 1983, they could look at it as an experiment to 
see whether there were values added by having two private citi- 
zens, and you could look especially at the last 5 years of the things 
Mr. Walker and I have done to see whether there has been real 
value added. 

We believe there has been and there is a track record that could 
be looked at to determine whether you would want to go to the 
next step and make it independent. You are thinking along the 
lines that I would be thinking, if I were in your position. 

Mr. Collins. Thank you, sir. Mr. King, do you have a comment? 

Mr. King. I can remember joking when the — when I was chief ac- 
tuary at HCFA and the positions of the two public trustees were 
created in 1983. They said that there was too much politics in- 
volved in the development of the trustees reports and they solved 
the problem by injecting two more politicians into their process, de- 
spite that, Mr. Walker and Mr. Ross have made significant con- 
tributions to getting rid of the politics in the report, but I do not 
think that an independently constituted Board of Trustees would 
go very far toward solving the financial problems in the Medicare 
Program without giving that Board of Tmstees considerably more 
power to solve the problems than the current Board of Trustees 
does. All the Board of Trustees can do now is report on the prob- 
lem. They have very little wherewithal in order to actually solve 
the problems of the program. 
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Mr. Collins. Well, that is very good. I appreciate each of you 
making those comments. There was quite a difference between the 
comments and responses you had when compared to those of Mrs. 
Shalala. We appreciate that very much and thank you, Madam 
Chairman. 

Mrs. Johnson. I thank the panel for your comments, and urge 
you to provide follow-on information as requested by the Commit- 
tee. 

Thank you for being with us and for your patience. 

[Whereupon, at 3:08 p.m., the hearing was adjourned.] 
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REPLACING THE FEDERAL INCOME TAX 


TUESDAY, JUNE 6, 1995 

House of Representatives, 
Committee on Ways and Means, 

Washington, D.C. 

The Committee met, pursuant to call, at 10 a.m., in room 1100, 
Longworth House Office Building, Hon. Bill Archer (Chairman of 
the Committee) presiding. 

[The advisory announcing the hearings follow:} 
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Archer Annonnces Hearing on 
Replacing the Federal Income Tai 


Congresanan Bill Archer (R-TX), Chairman of the Committee on Ways and Means, 
today announced that the Committee will hold three days of htarings on replacing the Federal 
income tax. The hcaringi will take place on Tnesday, June 6, Wednesday, June 7, and 
Thursday, June 8, 1995, in the main Committee hearing room, 1100 Longworth Houac 
Oflice Building, beginning at 10:00 a.m. each day. The Committee will receive 
testimony from invited witnesses. 

BACKGROUND : 

TheJirst. Federal income tax was enacted as part of the Revenue Act of 1862 to 

finance the Civil War. However, the modem income tax was enacted as part of the Revenue 
Act of 1913, following the ratification of the 16th Amendment The income tax had a 
maximum rate of 7% (for taxable incomes over SSOO.OOO). 

Since 1913. the Federal income tax has steadily expanded, as has public 
dissatisfaction with it. Major revisions to the Internal Revenue Code occurred in 1938, 1954, 
and 1 986. but significant revisions occur on nearly an »nnml basis, and minor amendments to 
the Internal Code are generally made several times a year. This torrent of tax legislation has 
been followed by a flood of tax regulations, tax forms, and tax litigation. 

The cost of complying with the Federal income tax has grown with the complexity of 
the tax. The cost of complying with Federal taxes is generally considered to be well in excess 
of SI 00 billion annually. This compliance burden is particularly brutal for small businesses. 

Frustration with the current Federal tax system is widespread. The current Federal 
income, estate, and gift taxes treat savings and investment too harshly. Many aspects of the 
current tax code place American workers and businesses at a competitive disadvantage. All 
the various rules in the tax code have not stopped widespread tax avoidance by the 
underground economy. 

In announcing the hearings. Chairman Archer stated, ”1 am committed to tearing the 
income tax out by its roots. If we don’t tear it out by the roots, 1 am afiaid it will grow back 
just as tangled as it is now. Therefore. I intend to have the Committee on Ways and Means 
carefully examine alternative tax systems that would replace completely the current income, 
estate, and gift tax system. However, alternative tax systems must not be measured simply 
against the current tax system. That’s too easy. Instead, all of the proposed tax systems 
considered by the Committee should be measured against four goals: (1) Is it easy to comply 
with and does it reduce the role of the Federal Government in our lives; (2) Does it encourage 
greater savings and investment; (3) Does it improve the international competitiveness of 
American workers and businesses; and (4) Does it pick up revenue fiom the underground 
economy and others who currently do not comply with the tax laws? I believe that a broad- 
based tax on consumption best meets these goals, and every proponent of a new tax system 
should be prepared to explain how that tax system meets thex four goals." 
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FOCUS : 

This hearing will review the problems with the current Fedenl income, estate, and gift 
taxes and examine various alternative tax systems, mcluding consumption taxes, a flat tax, and 
die Unlimited Savings Account tax proposal. 

mTAns FOR SUBMISSION of written COMMENTS : 

Any person or organization wishing to submit a written statement for the printed 
record of the heating should submit at least six (6) copies of their statement, with their 
address and date of hearing noted, by the close of buriness, Thursday, June 22, 1995, to 
Phillip D. Moseley, Chief of Staff, Committee on Ways and Means, U.S. House of 
Representatives, 1102 Longworth House Office Building, Washington, D.C. 20S1S. If diose 
filing written statements wish to have their statements distributed to the press and interested 
public at the hearing, they may deliver 200 additional copies for this purpose to the 
Committee office, room 1 102 Longworth House OfBce Building, at least two hours before the 
bearing begins. 


FORMATTING REQUIREMENTS ; 



Note: All Committee advisories and news releases are now available over the Internet at 
GOPHER.HOUSE.GOV, under ’HOUSE COMMITTEE INFORMATION’. 
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Chairman Archer. The Committee will come to order. 

We ask our guests and staff to take seats. 

I think most Americans would agree that today could be perhaps 
one of the most important hearing days in the history of this Com- 
mittee, because we are undertaking a very ambitious challenge, 
and that is to look at ways to replace the current Income Tax Code. 

Today begins the first of 3 days of hearings. Many of you know 
that I have spoken out very strongly about this and I have reached 
the conclusion that after many, many efforts to reform the current 
system, it is unfixable, if that is a correct English word; that it is 
certainly too broken to be fixed. And I believe we should look at 
options to replace it. 

It is clear to me as I talk to my colleagues who have returned 
from two major recesses in their districts that this is a major topic 
of interest on the parts of their constituents, and it is further clear 
to me that a large majority of the American people, regardless of 
party, are willing to support the complete and total elimination of 
the current Income Tax Code. In its place, I believe that we, the 
Members of Ways and Means, can design a new Code that will 
allow our Nation and our people to soar to unparalleled prosperity 
in the next century. 

Today’s hearing will focus on the problems that exist in our cur- 
rent complicated and counterproductive Income Tax Code. Tomor- 
row and Thursday we will hear testimony from various witnesses 
about their recommendations for replacements of the current Code. 

In my opinion, our challenge is to do no less than pull the cur- 
rent Income Tax Code out by its roots and throw it away so that 
it can never grow back. When we abolish the income tax from the 
books as an insurance policy, I would not mind seeing the repeal 
of the 16th amendment to make doubly sure that the income tax 
won’t rise from the dead and ever again haunt the American peo- 
ple. As for what replaces it, I believe the answer is a broad-based 
consumption tax designed to make America the economic jug- 
gernaut or behemoth of the 21st century in the world marketplace. 

The new tax would be based on two principles: Freedom and 
prosperity; freedom from the IRS, the total elimination of the IRS 
from the individual lives of every single American citizen; and pros- 
perity for all Americans. 

As we begin this important search for the best Tax Code for our 
Nation, we should be guided, I believe, by four objectives. One, the 
Code, as I said, must get the IRS completely out of our individual 
lives. The American people should never again have to keep records 
for the IRS to audit, proving to the government that they are in- 
deed honest people. The people should never again have to fill out 
a tax form. Withholding taxes from people’s paychecks should stop. 
The government should not have first dibs on the money that peo- 
ple earn. If you make it, you should be able to have the discretion 
to spend it, all of it, in the way that you see fit. 

Two, the new Code should encourage savings. Economists of all 
persuasions who have appeared before this Committee agree that 
we need to increase our savings rate in the United States. Our cur- 
rent system of taxing savings, interest, dividends, capital gains 
during life, and assets at death is harmful to long-term economic 
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CTowth. The new Code must encourage savings where savings are 
found. 

Three, the new Code must be able to stop the crimes of tax 
cheaters and avoiders in the underground economy. Honest Ameri- 
cans who play by the rules and faithfully pay their taxes are forced 
to pay between 10 and 15 percent more in taxes to make up for 
those who don’t and won’t report any of their income. Only a con- 
sumption tax can catch the drug dealers and the others who don’t 
report their incomes when they buy their cars and other expensive 
items. If the police can’t put all the bad guys behind bars, then at 
least the Tax Code should hit them in their wallets. 

Four, the new Code should be able to be waived at the border 
in a GA'TT-legal manner. That is, remove the cost of government, 
remove from the price of our products when they are exported, 
GA'TT-legal, and, to keep the playingfield level, it should be able 
to be imposed on foreign products when they enter this country so 
that they bear a fair share of the cost of our government, again, 
GA'TT-legal, without starting a very disastrous trade war around 
the world. 

I have no doubt that if we are able to fashion a new Code in a 
manner that meets these four criteria, the American people will be 
greeted by a period of unparalleled economic prosperity the likes of 
which we have not seen for a long, long time in this country. We 
will become the economic juggernaut of the world, a sponge for sav- 
ings, with a fair advantage for our products in competition with 
foreim products in the global marketplace. 

Before I turn to the distinguished Ranking Minority Member, 
Sam Gibbons, I would like to praise Sam for the bipartisan manner 
in which he joins this issue. I don’t think much of what I have said 
he will disagree with. 

Mr. Rangel. I assume that allows me to have some time, Mr. 
Chairman. 

Chairman Archer. Congressman Gibbons has been a powerful 
voice over the years in changing the current Code, and I believe 
that he shares my passion for this issue, and I am delighted to 
turn my attention to his thoughts. 

Sam. 

Mr. Gibbons. Thank you. Chairman Archer. 

First, I commend you for holding these hearings. They have been 
long needed, and I am glad we are on the road to correcting the 
current tax system. 

Second, you are correct; I do not disagree with what you have 
said. We have talked about this together on many occasions, and 
you and I are in very broad general agreement. 

Third, I want to hear the witnesses so I am not going to speak 
long, and I appreciate you giving me the opportunity to present 
what I think is a system that we can both perhaps embrace. 

I think we ought to define the objectives that should control our 
thought process. First of all, 1 hope this will not degenerate into 
a debate about the size or the cost of government. We are here to 
talk about a revenue collection system. 'There is a time and a place 
to talk about the size and the cost of government, but this is not 
the time, so I hope we can control our debate and look at the sys- 
tem. 
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Too, I think we have to practice in broad terms all the rules of 
fairness and equity that we have cherished so much. If you look at 
individual tax distribution burdens over a long period of time, they 
have been fairly well fixed. I don’t think that we want to open a 
big debate about changing the tax burden here. I think our objec- 
tive should be that. 

Obviously, as you pointed out, we need a system '•'at is a great 
deal simpler than the present very complex system that requires 
so many hours of personal attention to just paying the correct 
taxes. So simplicity both from the individual’s point of view and 
from the business point of view is important. 

I believe, like you do, that the current tax system is a heavy im- 
pediment upon economy and efficiency in our government and in 
our whole economic system. We are spending perhaps as little as 
$300 billion, maybe as much as $600 billion just in administering 
the current tax system, and that we must get away from. 

As you pointed, out, we must have a system that suits the inter- 
national business climate, the business practices that we must 
comply with, including the World Trade Organization agreements. 
In 1947, we generally defined what the GATT rules were as far as 
taxation was concerned, but the United States has not, like the rest 
of the world, taken advantage of the fact that other nations adjust 
their taxes at the border and we do not. And this has made us 
quite a bit uncompetitive in the international economic and trade 
situation. 

So let’s try to keep the debate on those subjects short, look for 
a better and a simpler system, and I commend you for holding 
these hearings and look forward to participating in them with you. 

Chairman Archer. Thank you, Mr. Chairman — Mr. Gibbons. 

Mr. Rangel. Mr. Chairman, may I be heard briefly? 

Chairman Archer. If the gentleman from Florida would like to 
yield to you. Otherwise, all Members will, by unanimous consent, 
without objection, have the opportunity to insert any statements in 
the record. 

Mr. Gibbons. I will be happy to yield. 

Mr. Rangel. Mr. Chairman, first let me thank you for so clearly 
defining the issues and I don’t think that we have to be partisan 
to state a different philosophy in how we perceive our government 
should be. Clearly, the voters thought it should be different than 
it is now and I don’t take issue with that. 

As we move forward to determine what type of tax system we 
have, I think that you and the House leadership have truly been 
consistent with their Contract With America, and it relates to serv- 
ices and soon we will see as relates to taxes. And the reason I 
thank you is because you are clearly defining the differences and 
that is what America is all about. That is what elections are all 
about, and you are not moving to any great area in order to see 
what one party stands for and what the other stands for. 

So far, this Committee, joining with other House Committees, 
have made it abundantly clear that the Federal Government 
should not be involved in what has been called entitlements. I 
think the leadership has said being poor, being old, being sick, does 
not entitle you on the Federal level, and local and State govern- 
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ments, of course, being closer to the problem, should be able to find 
better answers to these problems. 

For those reasons, entitlements are over and now we have shift- 
ed that responsibility to local and State governments with the un- 
derstanding that even if they cannot properly deal with the prob- 
lem, the problem should be dealt with by charitable organizations, 
churches, synagogues, mosques, and those people who have taken 
different types of oaths to deal with the sick and the poor. 

Having said that, we see ourselves facing whether or not they 
should enjoy tax exemption, but that is further down along the 
line. What makes this day important is to see whether or not, after 
we have shifted the responsibilities, there is no need for us to con- 
tinue to take this much money from the taxpayers. And so we have 
a tax bill that would dramatically reduce the revenues. 

By reducing the revenues, it makes it clear, driven toward a bal- 
anced budget, that we won’t be able to revisit these programs, so 
once they are gone, they are gone. This is the last, not nail in the 
coffin, but I would say this is the last thing we have to do to tight- 
en up that difference of opinion. We are saying now that income 
is not a factor, that we just want a broad-based tax. That if we 
want to throw in progressive lumps in the tax system with deduc- 
tions, taking into consideration poverty and ability to pay, that we 
are getting right back involved in a complicated tax system which 
we don’t want. 

What we are saying is, rich and poor, working and nonworking, 
everyone find his common level and do the best we can because, 
after all, our government would only be to protect the national in- 
terest and only to collect enough taxes to do that. 

So, Mr. Chairman, let me tnank you. No one should have to go 
back home on any of these issues and be asked. Which side are you 
on? The way these hearings are going we will never have to worry 
about the Roosevelts, the Kennedys, and the Johnsons; their time 
is gone, and I think the voters will have to soon decide whether 
they want them to return. 

Thank you, Mr. Chairman. 

Mr. Gibbons. I didn’t realize that we were all going to make long 
opening statements. I hope we can get to the witnesses. 

Mr. Rangel, I hope you will be here tomorrow to hear my presen- 
tation because Mr. Archer and I generally agree, and I don’t see 
that this should be a big partisan issue. Maybe I am wrong, but 
we need a better tax system. That is not a debate about the size 
of government or the role of government as far as I am concerned. 
This is simply a debate about which is the best way for the Amer- 
ican people to pay the dues that they have to pay and I hope we 
can focus the debate on that. 

There is an appropriate and proper time for us to debate the size 
of government and the role of government, but this debate is just 
about the way you finance the government. We want to stress fair- 
ness and similar issues in all of this. 

So, Mr. Chairman, I yield back the balance of my time. 

Mr. Rangel. Since you referred to me, could I briefly respond? 

I had always thought, Mr. Gibbons, that when the Chair allowed 
the Minority to speak that somehow it would be interpreted as rep- 
resenting “the Minority,” and since you made it abundantly clear 
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that these are your personal views, I am soriy that I went into this 
lone exchange. 

Mr. Gibbons. That is all right, Charlie. We know each other and 
will get along fine. 

Chairman Archer. Without objection, any opening statements 
may be submitted in writing in the record. 

[The opening statements follow;] 
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Mr. Chainun, thaaa hearings could nark the beginning of an 
historic effort to bring genuine and coaprehensive refom to the 
way the federal govemnent raises revenues. 

Most of our tar debates in this conaittee skirt the fringes 
of tax policy. He concentrate on narrow aspects of the tax code, 
seeking to encourage soae activities and discourage others, 
responding to concerns raised by various segaents of the economy. 
Or we debate fiscal policy, trying to determine the aacroaconomic 
effects of the different levels of federal taxation. 

The hearings you have scheduled this week, which, Z trust, 
will be only the first round of irtsat will be an extended and 
ambitious project, go to a more basic question. For eight 
decades now, we have built a federal tax system on the premise 
that a progressive tax on personal and corporate incomes, mixed 
with an evolving number of tax preference items, is the best 
means of raising the revenues needed to fund the essential 
services of government. 
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Today we begin a reexamination of that basic premise. We 
will start, appropriately, with consideration of the degree to 
which the current system meets our expectations. The unfortunate 
fact is that repeated, strenuous efforts to simplify and reform 
the Internal Revenue Code have failed. Small businesses, 
pension plan sponsors, partnerships, issuers of tax exempt bonds, 
and investors in real estate are only a few of the categories of 
taxpayers for whom the Code remains a labyrinth to enter only at 
their own risk and considerable expense. 

The debate has already begun on the question of alternatives 
to our current tax system. Most of the attention thus far has 
focused on two proposals — a flat rate tax, or a broad based 
consumption tax, such as a value added tax. 

I begin this process with a favorable view of value added 
taxes. Most of our international competitors collect most of 
their revenues through a value added tax. By implementing a VAT 
here, we can avail ourselves of some of the advantages it offers. 

In addition to broadening the base of economic activity 
covered by the tax system, a VAT will help achieve three major 
objectives. By taxing consumption instead of income, it will 
help spur savings. All of us who are concerned about the 
dramatic difference between savings rates here and in Asia and 
Europe must give careful thought to developing a tax regime that 
rewards savings. 

Another advantage of a value added tax is that it will help 
U.S. exporters. A border-adjustable VAT will put U.S. companies 
on an even playing field with their international competitors. A 
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value added tax would certainly be far more simple to administer 
and enforce than our current foreign income tax structure. 

As we consider these issues, we must consider a number of 
caveats that arise. State governments, which depend heavily on 
revenues from sales taxes, have always viewed the imposition of a 
broad-based federal consumption tax with great concern. 

It is the same taxpayer who pays all levels of taxes. We 
should look to better coordinating federal and state taxes and 
expenditures. For example, to avoid a needless and 
counterproductive competition between states and the federal 
government over consumption-based revenues, the committee should 
look for appropriate trade-offs. 

One such trade-off could be based on the states willingness 
to repeal their sales taxes, in exchange for having the federal 
government assume complete responsibility for Medicaid. While 
sales tax revenues currently exceed state Medicaid expenditures, 
the gap has recently narrowed as health care costs have risen 
much more rapidly than sales tax revenues. Before acting on any 
such proposal, we must have full and open public hearings, 
including close consultation with our nation's governors. 

The other significant objection to a value added tax has 
been concern about its regressive nature. Since low- and 
middle-income families must devote a much higher percentage of 
their incomes to consumption than upper-income families, a 
consumption tax, like a sales tax, can make the tax system 
regressive. These effects can be neutralized through a number of 
means, such as a low and moderate income credit, and/or retaining 
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income-based taxes for high income taxpayers. 

Thus far, this debate has been characterized as pitting flat 
tax proponents against those who favor a VAT. We may find that 
the effort to ease any potential regressive effect of a VAT would 
be to marry the two notions. By joining a VAT with a flat 
individual income tax that applied only to relatively high income 
Americans, we could achieve the goals of revenue neutrality and 
distributional progressivity that, in my view, must be part of 
comprehensive tax reform. 

I believe a well-structured VAT will make our federal tax 
system more fair, more simple, and more sensible, and I look 
forward to working with the chairman and the members of the 
committee in this historic effort. 
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Enough is enough. 

Today we begin the ingnetaot ladt of reeummisg Ibe wisdom of our current tax qnreiiL 
We will cKamine in c o m p hatiiy and in effi cieocy. Wewillexaniiiie wqrstoaddieatheae 
ine fli ciei i cs a and ooM p l Ritit i a MThMUnga 


pure flattax, mo di fied flat tax, national sates tax and vaiu f add ed tax. I look forward to rolling up 
nqr steeva and working with niy ooUeagua a to that we m^r get 10 a federal tax lyMem ihm k 
ctear.t 

them who plaB far the future. 


Thank you. 
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STAmmiT OF cairasz3SHMi jzk mcDinioTT 
8DBKITTB) FOB IBI SBCOU) 

COHMITIXS OH MATS MD MBJkHS 
JOSl 6. 1995 

Today's hearing will no doubt be the first of many hearings 
that the Committee will hold to review our current tax system and 
lay the groundwork for poaelble reform of the teuc code. I think 
that it is vitally important that this Committee does not rush to 
eliminate our current tax code for short-term political gain and 
create long-term economic chaos. 

I agree that our tax coda is coo^l leaned. But when we 
legislate there is always a trade off between simplicity, 
fairness and conplexity. All of the reform proposals the 
Comnittee will be hearing about this week are appealing on a 
superficial level - who wouldn't want Co fill out a postcard 
length tax form? However, appearances can be deceiving and 
simplicity should not be a trade-off for fairness and 
progress Ivlty in our tax coda. 

If this Committee is eerious about tax reform, any new tax 
system must Include (1) distributional equity, and (2) revenue 
neutrality when compared with our current tax system. In the Tax 
Reform Act of 1985, this Committee in a bipartisan manner 
eliminated most of the major corporate and individual tax 
loopholes, and in exchange lowered tax rates. Furthermore, I 
find it hypocritical that this Conntittee is holding hearings on 
tax reform when the tax cut package which was part of the 
Contract with America contains numerous, conpllcated tax 
proposals that are perfect examples of Che types of complexity 
tax reform is meant to alinlnaCe. 

Instead of expanding tax entltlemente tor corporations and 
well-off individuals and lowering their rates, this CommiCCee 
should seek real tax reform. In my opinion, chat would Include 
curtailing existing loopholes, slnpllfylng tax laws and 
maintaining graduated rates, distributional equality and revenue 
neutrality. 1 have a list of existing corporate subsidies that I 
would like to see curtailed, and I would like to work with 
Chairman Archer and this Connittee on real tax reform. p 
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Chairman Archer. The Chair is ready to recognize the witnesses 
before us today. First I would like to recomize Sharon Beard, 
president of Hurricane Fence Co., Springfield, 111., and a delegate 
to the White House Conference on Small Business. 

Ms. Beard, you may proceed. We would like to ask all of you to 
limit your statements to 5 minutes. If your written statement is 
longer, without objection, it will be in its entirety inserted in the 
record. 

STATEMENT OF SHARON R. BEARD, PRESIDENT, HURRICANE 

FENCE CO., AND ELECTED DELEGATE, NATIONAL WHITE 

HOUSE CONFERENCE ON SMALL BUSINESS 

Ms. Beard. I would like to thank you for holding these hearings 
today and taking on this issue. One thing I have learned since I 
have been in the process for the White House Conference on Small 
Business is that taxation is a big issue. There has been a lot of de- 
bate, and a lot of discussion. I hope your schedule gives you an op- 
portunity to listen to it during the conference. 

An accountant in Springfield recently completed a study of a 
small business client and when I told him I was coming here today, 
he said, I have interesting figures for you I just figured up last 
week. When asked to rank their most important concerns from one 
to five, with one being the most important 

Chairman ARCHER. Would you mind shifting the mike a little bit 
so that you are speaking right into it? 

Ms. Beard [continuing]. Almost 44 percent rank taxation as 
their number one key issue and almost 19 percent ranked it num- 
ber two. So that is a big concern for small business. 

I don’t want my title of president of Hurricane Fence Co. to fool 
you; we are a very small business. I handle a wide variety of tasks 
as president, including the various administrative advertising, 
quotations and sales, and also dusting, cleaning the office, and oc- 
casionally cutting pipe. 

We did not purchase the fence company because we were finan- 
cially secure and wanted to own a business. In all honesty, we 
traded our unemployment checks for a mountain of debt and a 
dream. 

As complicated as our current tax system is, it seems that the 
corrections that have been taking place over the years add more 
complexity to the reporting requirements. When I look at my busi- 
ness tax return, I get lost in all the various schedules and sections. 
Like many small business owners, we sign our return hoping that 
our tax preparer did everything right because it is beyond our com- 
prehension. 

Our current income tax system, in my view — and I have worked 
a lot on the health care debate over the last year — has led to the 
problems that we have faced with health care. It treats big busi- 
nesses so much better than small businesses and individuals with 
the way that it has been handled. Many of us feel that as you 
make changes in the tax system, the health care crisis could be 
drastically improved. 

In my written testimony, I have a specific point regarding an em- 
ployee who is only paying $8.33 a week for his health care cov- 
erage. He didn’t want to pay that anymore. Within a matter of 1 
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month, he is off work with a major chronic disease, facing surgery, 
and it is going to be probably paid for by taxpayer dollars. 

Our tax policy used to permit deductions and such for personal 
interest, but yet we have always treated health care differently. It 
has to reach 7.5 percent of your ctoss income. Frankly, there are 
a lot of people that will pay more for interest on a credit card than 
what they are willing to pay for health care and that has been 
largely created by past tax policy; the spending habits still exist. 
Look at home mortgage rates, ana the interest paid by the average 
person. I think it is a tremendous irony there. 

Current tax law makes benefits deductible by many businesses 
as it relates to doing business but S corporations and self-employed 
don’t get the same breaks, resulting in tax inequities. I hope that 
you will consider some major changes in this area and feel that ex- 
penses are expenses; benefits are benefits. We are dealing with hid- 
den taxes any time business incurs taxes as a cost of doing busi- 
ness, the costs are included in the calculation of the cost of goods 
sold, and are part of the basis used for markup and profit margins. 

Through the White House conference we have had a lot of people 
discuss the collection of taxes. They were upset with having to do 
the collection as servitude when we are handling various 
withholdings and filling out the forms, if it is wrong, you get penal- 
ized, you get fined if it is late; vet time is money and it is costing 
us to do that. I don’t have the funds to hire a tax attorney, tax ac- 
countant, and all these special people just to handle my taxes, and 
it is quite complex. 

One thing that really bothered us was the way that purchase on 
real estate for commercial and banking, what it did was we looked 
at buying a building. Purchased at $110,000 we would pay it in 5 
years. Then we would have to carry the depreciation 39 years, 
which would cause a negative cash flow under the current system. 

I have got quite a bit more here in my written testimony. I hope 
you review it. I think there are some real changes that would help 
generate the economy and if you allow to where proceeds can be 
used without taxing, some of the recommendations that, our var- 
ious ones, don’t tax what is being used for capital improvements. 
You can get that money turning. 

There are some concerns about some of the proposals even that 
you have proposed. The consumption tax — I am sure there would 
be exemptions that would be allowed. But there is a major concern 
for paperwork. 

And in closing, we always hear if it is not broke, don’t fix it; if 
it is beyond repair, get rid of it. I think it is safe to say our current 
system is broken and beyond repair so we are counting on you to 
apply the KISS — keep it simple, stupid — principle to whatever you 
do. 

[The prepared statement follows:] 
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Testimony by Sharon R. Beard 
Hurricane Fence Company 
Before House Committee on Ways and Means 

First I would like to thank Chairman Bill Archer and the Ways and Means Committee for 
inviting me to come and speak today. 1 find this to be a particular honor because later this week 
I will also be representing Small Business as an elected Delegate to the National White House 
Conference on small business. Tax Reform and Tax Simplitication will be the topic of much 
debate, as it has been throughout the conference juocess. As you begin looking at alternatives 
please consider the broad impact of your options. Sometimes initial impressions and views don’t 
take the total ripple effect of the solution into account Unfortunately those ripple effects can 
have consequences worse than any of the benefits realized. 

White House Conference on Snull Business 
I hope you are capable of taking some time from your busy schedule and sit in on some 
of the debate that will take place in the taxation issue area. The taxation issue area is one of the 
largest issue areas at the conference. There are also tax related issues in other areas such as 
capital formation, community development, human capital, technology, and the open forum. The 
timeliness of your hearings in conjunction with the conference should be helpful to you. 
Throughout the process there has been a strong cry for tax simplification and major changes in 
what is considered TAXABLE income. Tax simplification is a major issue for most if not all 
small business groups represented at the conference. 1 hope you will also help simplify the 
taxing Independent Contractor issue. The problems are based on tax issues. An accountant in 
Springfield recently completed a study of his small business clients. When asked to rank their 
concerns from 1-3 with 1 being most important 43.73 percent ranked taxes as #1 and 18.73 
percent ranked it #2. 


My Background 

Don't let my title of "President" fool you. Like most small business owners, my job 
description covers a wide array of tasks and functions within the company. I handle the wide 
assortment of administrative tasks, answer phones, prepare sales quotas, deal with inventory, 
purchasing, advertising, and many other functions including dusting and cleaning the office. 
Hardly the typical CEO who testifies before you. We did not purchase a fence company because 
we were financially secure and wanted to own a business. We traded our unemployment checks 
for a mountain of debt and a dream. Like a growing number of small business owners we did 
it for survival and because we didn’t have many other options. 

We fit the typical educational background of many small business owners who have 
completed high school and possibly some college. Owning our small business however, is a 
never ending educational experience. 


Simplification 

As complicated as our cunent system is, it seems that some corrections of apparent 
deficiencies can add more complexity to the repotting requitements. When 1 look at my business 
tax return, I get lost with all the various schedules and sections. Like many business owners I 
sign a return my accountant has prepared and pray that he didn’t goof it up. All the schedules 
are beyond my comprehension. 

Current Tax Policy & Health Care 

Our current income lax system is also responsible for much of our present health care 
problems. It treats big business so much better than small business and individuals that many 
including myself feel that a fix here could be a major step forward in dealing with the health care 
problems of our nation. 

Case and point 1 have an employee who was only paying $8.33 per week for his medical 
coverage, while the total cost of his health care was approximately $192.00 per month. In April 
he canceled his insurance because he no longer wanted to pay the $8.33 per week. His coverage 
ended on May 1st. Currently he is off work and facing surgery for a medical condition called 
Diverticulitis. He has applied for medical assistance, and Medicaid will likely cover the costs. 
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When our tax policy permitted individual deductions fw interest payments, individuals 
were willing to pay far more in interest on tbeir plastic than the average worker would ever 
consider spending for health care related expenses. I see a tremendous irony when you look at 
the returns on investment and our health care crises. 

Current Inequities 

Current tax laws make benefits deductibie by the business as it relates to doing business. 
S-Cotporations and the self-employed can only dedun a small portion of what they pay for their 
benefits as a business expense (even though the insuraitce is the same), and employees can’t 
deduct anything. I hope you would consider a major change in this area and make all employee 
benefits deductible by the employer and the self-employed and taxable for the recipient, just the 
same as wages are treated widi rMuctions allowed for their out of pocket insurance and medical 
costs. In doing so, employees would have a financial interest in containing cost and would have 
a financial interest in coriducting a costAralue review of their health cate packages and other 
benefits. Benefits are an extension of wages and a benefit to the worker, therefore, paying 
income taxes on benefits at a lower rale is far better than not having the benefits at all. 

UDCoinpciiaatcd Colleclions 

Another complaint with the current tax structure is that the average person likely can’t 
tell you their total tax bill fm last year. They plan their weekly living around their net pay, and 
they can likely tell you what they either had refimded or what they paid on April ISth. Small 
business has the responsibility for withholding, deducting the pnqter amount, dealing with earned 
income credits, and making the deposits. Businesses large and small have pqierwork burdens 
related to the collection of taxes for our government. This is more of a problem for small 
businesses like myself who lack the designated personnel to deal with that as their only task, 
unlike large corporations who employ payroll clerks and compuoUers. Many of us stW lack 
technology. All this takes time and in the business world, time is money. I have heard some 
small business owners refer to it as servitude and ate adamantly opposed to the collection of 
taxes and performance of government tasks without some form of conqiensalion. This is 
especially true when you consider the penalties and fines that businesses are assessed if the 
deposit and returns are late or incotrecL 

I. like many other small business owners I know, cannot afford a tax accountant or a tax 
attorney or a bookkeeper to solve my government paperwork problems. Complications, problems 
and current inequities threaten our very existence. 

Current Tax Policy Creates Negative Cash Flow 

Our current policy has forced undercapitalized and capitol intensive businesses to borrow. 
Over the past several yean, with the disappearance of community banks, replaced by large 
national banking chains, and the tightening of the money supply to discourage inflation, we are 
seeing small businesses afiaid of debt Many like myself have made decisions to operate leaner 
or to do away with interest expenses being paid to others. We are attempting to get ourselves 
into a better cash position. 

When we purchased our business we leased the property with an option to purchase it 
later. I sat down and worked with a few numbers. I found that the current tax system adversely 
affects the ability of small business owners to purchase property. This is especially true with 
existing property in need of capital improvements. The property I leased was available for me 
to purchase for $1 10,000 and the average inrerest rate over the year in question tan approximately 
2-3 percent above prime or 10-11 percent I would be required to deduct the building and the 
capital improvements over a 39 year period, even though it was a metal building well into the 
second half of it's economic life. Bankers explained to me they really prefer five years on 
commercial property loans but could go as long as ten. Can you imagine the negative cash flow 
while principle is being paid off so much faster? We would be getting taxed on the principle 
which cannot be deducted as an expense for another 28 years or so. I decided that current 
depreciation and tax laws with regard to teal estate are terribly unfair to small businesses. 

This is a major factor for many small homebased businesses. I moved our offices into 
our home. Other businesses are coming to the same realization, and avoiding borrowing at all 
costs. 
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Net RcmiM op M«ne; S«p|ilj ind Inflatioa 

Going igainst the mditianal bofiowing practices and using profits for capital purchases 
as opposed to debt is drawing attention. Williun Dunkelbeig of Tempel Univessity bas stated 
that much of the current recovery in sirudl business is a direct result of projects being funded by 
profils lather tban in c r eased debt. Helping small business fond improvements with before tax 
profits would drastically improve the longevity of recovery without the infladonaiy pressures 
caused bom interest rales. 

Increasing the abilily for businesses to use pre-tax dollars for expansions and capital 
improvements would in effect create wealth by increasing the velocity at which money flows 
through the economy. This would create jobs and increase wealth. 

Regarding Consumptian Taxes 

While a nanonal sales tax will be debated, myself and others share a concern that it could 
create even mote paperwork for us. Addidonaily, it would have an effect on the consumer which 
could jeopardize our busioesses. A customer who pays let's say 20 percent sales tax on an 
instalM fence job would be far more likely to do it himself on a weekend. There are also some 
fears that the complicatioas experienced with current sales taxes regarding tax exempt entities, 
agencies, and programs would become far more complex under a national system. 

Another concern is that it would have the capability of mirung into a value added tax and 
become a papeiwork/regulatoiy nightmare. Various services which are not currently taxed in 
many stales would become taxable, and an underground economy in these service industries 
would likely result 

I would also be concerned about the impact on lower wage earners who spend a larger 
percentage of their income and lack the reserves to save any substantial amounts. A National 
Sales Tax could have a regressive tax effect when you figure that those who make more have 
the ability to save more, so the percentage of their total earnings paid in taxes could be less. 

Regarding Flat Tax 

The flat lax being proposed raises concerns as well. I have heard opponents say they 
want a progressive tax. The notion that flat tax proposals ate not progressive is not entiiely true, 
however, because many such proposals retain exemptions and allowances. The allowances and 
exemptions allowed on a family of four with an income of $43,000 per year, for example, would 
be far less than the 17-20 peroent of total income, and someone who naakes $300,000 would pay 
far closer to the foil percentage. 

EKminalian and Simptification of Paperwork 

While opponents nuiy oppose the reduction of the ability to lake deductions, others may 
find that by elin^ating a large percentage of the paperwork, rrujor simplification would allow 
them to complete the return far easier, there would be less chance for error or baud and we 
might be able to folly understand the lax documents which we sign. Some concern must be 
given to the transition process for whatever changes are adopted. A change to a national 
consumption lax would mean a whole new way of doing business. All new forms and a whole 
slefr of new regulations. Increased consumption taxes paid by businesses in the course of doing 
business will need to be reflected in prices and costs, and passed onto the consumer. Some 
business operations will likely become less profitable while others may become unprofitable 
because of hidden taxes. 


Regressive Vs. Progressive Taxes 

State sales taxes have been criticized as being regressive because those on the lower 
portion of the wage scale typically consume a higher percentage of their pay. Those individuals 
who are more wealthy have the abiliQr to invest and save a larger portion of their earnings. 
Under a regressive system it is the rich who bcnefiL 

Progressive taxes benefit the lower and middle income. The flat tax could have this 
progressive effect because of increased exemptions. 


FAILURE TO APPLY THE K.LS.S. PRINCIPLE 
COULD RESULT IN A DISASTER FOR SMALL BUSINESS AND THE ECONOMY! 
we are counting on you... 
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Chairman Archer. Thank you, Ms. Beard. 

Our next witness is Ray Tyler, a small business man in Wash- 
ington. 

STATEMENT OF RAY TYLER, OWNER, TYLER BUSINESS 

SERV ICES, INC^ AND MEMBER, SMALL BUSINESS SURVIVAL 

COMMITTEE 

Mr. Tyler. Good morning, Mr. Chairman and Members of the 
Committee. My name is Ray Tyler, owner of Tyler Business Serv- 
ices, Inc., located in Washington, D.C. I am also a member of the 
Small Business Survival Committee, a nationwide, nonprofit, non- 
partisan, small business advocacy organization that fights against 
the growing burden of taxes and regulations on our Nation’s small 
businesses and entrepreneurs. 

lyier Business Service is a full-service printing shop which has 
been operating in the Nation’s capital for 35 years. 

First, let me thank you. Chairman Archer, for inviting me to 
speak before the Committee today. 

Second, I congratulate you for holding these hearings to address 
the important issues of overhauling our Nation’s tax system. Your 
leadersnip in this area is critical to not only today’s small busi- 
nesses and entrepreneurs, but also the well-bein|' of future small 
business owners who indeed will need this Committee’s help to in- 
crease their chance of success and survival. 

Of course, my time must be factored into these overall costs as 
well, which takes away from my productive time actually running 
the business. Let me add that ttiese are just compliance costs, not 
actual taxes. Today’s small business persons almost always have to 
pay professionals to navigate them throu^ the complicated tax 
compliance maze. This is a never-ending, cnanging maze, I mig^t 
add. 

According to the Tax Foundation, over the past 40 years since 
the passage of the Internal Revenue Act of 1954, which puts the 
income tax at the center of the Federal tax system, 31 notable tax 
changes have taken place, on average a miyor change to the Fed- 
eral Tax Code every 1.3 years. Not surprisingly, the increase of ^e 
size and complexity of the Tax Code has caused an increase in my 
tax compliance cost. 

The uncertainty and instability of the tax system, the number of 
taxes that I must pay combined with my total tax bill and compli- 
ance cost is enough to drive anyone out of business. I am not sure 
how a person starting his or her own business can quite make it 
these days. Fortunately, my business has grown and with it I have 
been able to factor in the cost of taxes and taxing plans in my over- 
all business cost. 

I am almost sure that many business failures are the direct re- 
sult of our Nation’s excessive and burdensome tax system. The cur- 
rent system creates disincentives to save, invest and pursue risk- 
taking entrepreneurial activities. Many, many times in my busi- 
ness I tried to do the right thing for my employees by creating in- 
centives for them to stay with the business and, while with us, to 
be more productive employees. 

When I first created a pension plan for the business, I used to 
manage it, but because of the complexity of the tax laws I had to 



21 


turn it over to the bankers and our lawyers. Now I just sign reams 
of paperwork for the bank. At the end of each month, if the busi- 
ness turns a profit, I give bonuses to my employees. The govern- 
ment makes even this difficult because I have to renegotiate sala- 
ries to comply with the misguided regulations. 

The bottom line to the costly and burdensome tax system is that 
my employees are hurt through lower wages and my customers are 
hurt through higher prices. My business is only one example of 
how the government is depressing our Nation’s standards. 

Is the time up? 

Chairman ARCHER. One minute. 

Mr. Tyler. I would say one good thing about all these taxes and 
all these regulations. Let me say one good thing about it from my 
standpoint. One good thing from my standpoint, a person who has 
been in business 35 years, is that it is keeping other people from 
going into business. It is also keeping other competitors who don’t 
run as well as I do out of business. 

So today in the District of Columbia, where practically no print- 
ers are left, only small copysetters, I have a wonderful business 
partially because of what the government has done to my competi- 
tors. 

Thank you. 

[The prepared statement follows:] 
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TESTIMONY OF RAY TYLER 
SMALL BUSINESS SURVIVAL COMMITTEE 


Good morning Chainnan Archer and monbers of the committee. My name is Ray Tyler, 
owner of Tyler Business Services located in Washington, D.C. I am also a member of the Small 
Business Survival Committee, a nationwide, nonprofit, nonpartisan small business advocacy 
organization that fights against the growing burden of taxes and regulations on our nation's smalt 
businesses and entrepreneurs. Tyler Business Services is a full-service printing shop which has 
been operating in the nation's capital for 35 years. 

First, let me thank you Chairman Archer for inviting me to speak before the Ways and 
Means Committee today. Secondly, I congratulate you for holding these bearings to address the 
important issue of overhauling our nation's tax system. Your leadership in this area is critical to 
not only today's small businesses and entrepreneurs, but also to the well-being of future small 
business owners who indeed will need this committee's help to increase their chance of success 
and survival. 

I say this Chainnan Archer, because I have been a small business owner for over 35 years 
and have seen the increased tax and regulatory burden placed on my own business. The only 
way that I have been able to keep the doors of my business open has been through the paid 
assistance of professionals who specialize in the tax compliance area - namely a 
Certified Public Accountant (CPA), a full-time bookkeeper, an attorney and bankers. 

Last year my CPA cost the business over $9,000. At least 10 percent of my 
staff bookkeeper's salary - about $4,500 — is dedicated to dealing with lawyers, bankers and 
IRS issues. The company pension fund, which I used to manage myself as well as pay 
someone $ 1 ,000 to do actuarial work ten years ago, cost me $26,000 last year because of changes 
in the way the IRS administers the tax fund. My billing department also incurs hefty tax code 
compliance costs. And, of course, my time must be factored into these overall costs as well 
which take away from my productive time actually running the business. Let me again add that 
these are just compliance costs ~ not the actual taxes! 

Today's small businessperson almost always has to pay professionals to navigate 
them through the complicated tax compliance maze. And, this is a never-ending changing 
maze I might add. According to the Tax Foundation, over the past forty years (since the passage 
of the Internal Revenue Act of 1954 which put the income tax at the center of the federal tax 
system) thirty-one notable tax changes have taken place — on average, a major change to the 
federal lax code every 1 .3 years. Not surprisingly, the increase of the size and complexity of the 
tax code has caused an increase in my tax compliance costs. 

The uncertainty and instability of the tax system, the number of taxes that I must pay, 
combined with my total tax bill, and compliance costs is enough to drive anyone out of business. 
I'm not quite sure how a person starting his or her own business can quite make it these days. 
Fortunately my business has grown, and with it have been able to factor in the cost of taxes and 
tax compliance into my overall business costs. I am almost sure that many business failures are 
the direct result of our nation's excessive and burdensome tax system. The current system creates 
disincentives to save, invest and pursue risk-taking, entrepreneurial activity. 

Many, many times in my business I try to do the right thing for my employees by creating 
incentives for them to stay with the business, and while they arc with us be more productive 
employees. When I first created a pension plan for the business (as mentioned above) I used to 
manage it, but because of the complexity of the tax laws I had to turn it over to the bankers and 
the lawyers. Now I just sign the reams of paperwork from the bank, and pay a lot to do simply 
that. 


At the end of each month if the business turns a profit, 2 also give bonuses to my 
employees. The government even makes this difficult because I have to "renegotiate" salaries to 
comply with misguided regulations. 

The bottom-line to the costly and burdensome tax system is that my employees are hurt 
through lower wages, and my customers are hurt through higher prices. And my business is only 
one example of how the government is depressing our nation's standard of living and hurting 
economic growth and job creation. 
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I, like many other small business owners, agree that something must be done to make our 
tax system less-costly, less-burdensome and more efficient. That is why Chairman Archer you, 
and other leaders in the Congress who are advocating far-reaching proposals to overhaul the tax 
system have certainly won the hearts of many small business owners. And, although you may 
have won our hearts, lawmakers have not yet won our minds. Because many small business 
owners believe that the federal government is incapable of making a tax system fair and less- 
burdensome. This is only an honest assessment of how many s mall business owners feel. 

However. I remain confident that perhaps this will occur in mv lifetime. Bv the wav. I 

am 75 vears-old and would appreciate it if vou put these tax overhaul efforts on the fast-track. 

While at this point in time 1 do not advocate one tax system over another, I agree with 
some basic principles which have been well presented by the Small Business Survival 
Foundation. Two leading proposals which "score” high against these principles are a flat tax and 
a consumption tax — or the national sales tax. The basics of a sound tax system developed by the 
Small Business Survival Foundation, and based on Adam Smith's maxims of a taxation in 1776, 
include; 

□ Low Flat Tax Rate to Promote Economic Growth 

□ No Taxation of Capital 

□ Inflation Factor 

□ Clarity 

□ Simplicity 

□ Limited Bureaucracy and Intrusiveness 

O Minimum Incentives for Tax Avoidance 

□ No Additional Boost to Government Spending 

I'd like to leave with you Chairman Archer, and I am sure that the Small Business 
Survival Foundation would make this available to all members of the committee, a copy of a 
Preliminary Report prepared by the organization's chief economist called '77ie Great Tax 
Debate: Making Sense of Competing Tax Plans, " This report details each of the above 
principles in greater detail, and how leading proposals score against the basics of a sound tax 
system. 


Once again Chairman Archer I thank you for inviting me to be a part of these important 
hearings today. While typical Washington observers will say that overhauling the nation's tax 
system is an impossible task that will never luq^pen, I am just thrilled that we have entered a 
political environment where this debate is actually occurring. 

Most hard-working taxpayers agree that something must be done to make the U.S. tax 
code more fair, less-costly and less-burdensome. For our nation's small business owners, the 
current tax code is a mess and totally out-of-control. I am so pleased that you are taking a lead to 
help reward our nation's risk-takers and job creators which will lead to greater economic 
opportunity and security for all Americans. I would be more than happy to answer any questions 
you or committee members may have. 
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Chairman Archer. Thank you, Mr. "^ler. 

Our next witness is Constance Skidmore from San Francisco. 
You are recognized. You may proceed. 

STATEMENT OF CONSTANCE E. SKIDMORE, PARTNER, 
COOPERS & LYBRAND, L.L.P. 

Ms. Skidmore. Mr. Chairman and Members of the Committee, I 
am Connie Skidmore, a partner of Coopers & Lybrand, L.L.P., and 
partner in charge of our firm’s tax compliance practice. Coopers & 
Lybrand, L.L.P., is one of the world’s largest accounting and busi- 
ness advisory firms and provides indepth expertise to individuals 
and business enterprises. In our practice we resolve business tax 
problems in a wide variety of industries and for individuals of all 
levels of income categories. 

We have been asked today to address the need for reform of our 
current income tax system, not to address any particular alter- 
natives. I would like to share our perception of the frustrations fac- 
ing individuals and businesses based on today’s system. I will 
share some examples of both inconsistency that we believe exists 
in the system as well as the high levels of complexity. 

During an individual’s life cycle there are many natural changes 
that cause people to question the fairness and simplicity of the sys- 
tem. For example, our complex rules require that when a child 
reaches the age of 1 year, he or she must have a Social Security 
number and if that number is not placed on the tax return, the re- 
fund could be delayed and the parents could be assessed a $50 pen- 
alty. You can imagine that for a couple that has just had a child, 
they probably don’t have the time to figure out the rules for filing 
for a Social Security number. To obtain a child care credit the par- 
ent must also understand the multiple levels of complexity, defin- 
ing who is a qualifying person, what are dependent care benefits 
and what are qualified expenses. Even when one determines the 
foregoing, there is a six-point test that must be met. 

As a child gets his first job he or she is likely to come home and 
ask, “How many exemptions should I be claiming?,” and the correct 
answer to that question is even a different answer than the rule 
for a dependent. Finally, the child contemplates marriage and faces 
the choices of filing jointly, filing separately, or single, or head of 
household. 

As my written testimony explains, life goes on and so does the 
complexity of interfacing with the tax system. As a person has chil- 
dren, moves, buys and sells a house or other assets, and maybe 
even gets divorced, the rules must be adhered to. Upon retirement, 
major decisions must be dealt with concerning taxation of retire- 
ment pay, when, how much to receive, how long a period of time 
to receive it over, whether in lump sum, as a rollover, or as an an- 
nuity, and what the contribution recovery rate should be. 

As one faces receiving Social Security, an individual has a com- 
plicated formula to determine annually how much, if any, is subject 
to taxation. 'The calculations are so convoluted as to greatly aid in 
the misunderstanding of the scope of the provision; and finally, 
death brings many tax complexities. 

The kinds of basic and normal changes in an individual’s life also 
exist in the normal evolution of a business enterprise. I will just 
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mention three issues. As a business starts up and becomes incor- 
porated, little thought is mven to the tax consequences either be- 
cause of lack of knowledge or advice regarding these complex 
choices. Every week businessowners show up in our offices owing 
a double level of tax because they have sold a company and have 
chosen the wrong form of business. The business should have been 
organized as a passthrough entity, but there is nothing we can do 
to retrieve the prior taxes that have been paid unnecessarily. We 
generally solve this problem going forward by suggesting an S cor- 
poration be elected. 

Now, there are new rules that have been instigated in certain 
States allowing limited liability companies, and these same compa- 
nies are facing the question, “What choice do we make in choosing 
our business entity”? As a company moves through its operating 
lifetime, it may also encounter as many as a hair a dozen defini- 
tions of a given term. For example, the term gross receipts has 
many different definitions in the tax law. 

As a company winds down and comes to the end of its life cycle, 
we can give a good example of how overly complex the rules are 
that create conffision by looking at a bankrupt company for which 
we filed returns. 

The company’s actual losses were so significant there was prob- 
ably no possibility it would ever pay taxes under the regular tax 
system and it was destined for liquidation. Yet, because of the al- 
ternative minimum tax system, which is a system that imposes a 
minimum level of taxes in spite of allowable deductions, the coinpa- 
ny’s alternative minimum tax liability took preference in liquida- 
tion over the debts to unsecured creditors. In other words, even 
though there was no benefit or income for those allowable deduc- 
tions, the government was paid an income tax while the business’ 
suppliers and other creditors of the business got nothing. The 
stakeholders obviously were baffled by this complex set of rules. 

I hope this perspective of normal everyday events both on the in- 
dividual and business side gives you a feel for the frustration that 
taxpayers face. We propose that in your deliberations regarding tax 
reform that you consider the underlying principles of both simplic- 
ity and consistent policymaking. 

Thank you for giving me the opportunity to testify. I welcome 
any questions you may nave. 

[The prepared statement follows:] 
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Mr. Chainnan and members of the Committee, I am Connie Skidmore, a partner at 
Coopers & Lybrand, L.L.P., and partner-in-cbarge of our Firm's Tax Compliance 
practice. 

Coopers & Lybrand, L.L.P., provides expertise in Business Assurance, Tax, Consulting, 
Human Resources Advisory and Process Management for individuals and business 
enterprises. We have over 66,000 parmers and staff worldwide, with more than 740' 
offices in 126 countries. Our tax practice serves a wide variety of clients and assists them 
in complying with U.S. tax laws in a cost effective maimer. Since 1898 we have been 
assisting clients with tax consulting and tax compliance. 

A general overview of my 22-year career in taxation includes over three years as an IRS 
tax auditor, two years practicing estate and trust taxation, and many years in the fields of 
real estate, individual and general corporate taxation, tax shelter consulting, and high 
technology and venture capital taxation among others. My experience has exposed me to 
the difficult and frustrating problems encountered by taxpayers when complying with our 
current tax laws. 

In our practice, we see complexity problems on the coiporate side, as well as problems 
associated with lower and middle income returns of individuals. We do tens of thousands 
of individual tax returns of business employees as part of our expatriate practice, as well 
as thousands of returns for our client's children. 

We have been asked to address the need for reform of our current income tax, not to 
address any particular alternatives. 1 would like to share with you our perception of the 
real world problems facing individuals and businesses that try to comply with tax rules 
and provide some examples that demonstrate the importance of the reform effort that this 
committee is undertaking today. 

Income Tax Complexity and Fairness 

The extreme complexity of our current system is a source of finstration that becomes 
particularly acute for taxpayers when they feel that the complexity has not produced the 
best result for those in their circumstances. 

Our current income tax has many sources of complexity. Some complexity is inherent in 
the structural components of the tax system. For example, any tax that adjusts for family 
status or family size must define "married", "head of household", and "dependent". 
These distinctions are not easy ones and are the source of complexity and hardship for 
many average taxpayers. Similarly, once adjustments are permitted which attempt to 
address the tax burden for different family circumstances, additional definitions are 
required and judgments can be made about when other events imperil the individual's 
ability to pay. Examples include the definition of "medical" expense, "casualty loss", and 
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the different AGI tests included in the Code today to determine when these costs are 
deductible. Additional complexity is added by provisions intended to influence behavior, 
such as those permitting favorable tax treatment for savings, an itemized deduction for 
mortgage interest and charitable contributions, and so forth. 

Individual — Life Cycle Complexity and Fairness 

For many individual taxpayers, the income tax is relatively straightforward and the form 
1040 A or 1040 EZ relatively simple, as long as they have mostly wage income and do 
not have to dwell on their filing status or the dependency tests. Unfortunately there are 
significant elements of the population who each year face some sort of complexity. Our 
normal basic changes in life which give us pleasure or perhaps tension are compounded 
by tax complexity. Let me give you a few examples that arise with our life cycles: 

• When a child reaches the age of I year, he or she must have a social security 
number. If that number is not placed on the parent's 1040 tax return, their 
potential refund could be delayed and they may be assessed a SSO penalty. 

• On special occasions, the child receives gifts. Even when these amounts are 
relatively small, we as tax practitioners are asked if these gifts are taxable income. 
Few people understand the delineation between the gift tax and the income tax. 

• When the child is growing up, the parents may incur child care expenses. To 
receive a child care credit, one must understand who is a qualifying person, what 
are dependent care benefits and what are qualified expenses. Even when one 
determines the foregoing, a six point test must be met. 

• Then the child gets his or her first job. How many of you have had a son or 
daughter come home or call asking how many dependents they should claim for 
withholding? 

• Finally the child is contemplating marriage but faces the choice of filing jointly, 
married filing single, single or head of household. We have a secretary in my 
office who asked her boss to review her 1040 since she incurred an inordinate 
amount of medical expenses Her boss looked over the return and mentioned that 
he did not realize she had been married or had children to claim the head of 
household filing status. Her honest reply was that "she owned her own home so 
surely she was head of a household". 

• When the married couple have children they now have dependents which may or 
may not give them an exemption deduction. Clients often ask us whether someone 
is a dependent. As simple as this question sounds, I must respond with a series of 
questions to determine 1) relationship, 2) marital status, 3) citizenship, 4) 
residency, S) income, and 6) support. These questions take on a whole new 
complexity if the child was of divorced parents. 

• What if a spouse loses a job. What is the tax status of any unemployment benefits. 
Moreover, in these low income years, there is the possibility of qualifying for the 
earned income tax credit. We observe, however, that this credit is far too complex 
for the population it targets. 

• Later in life the married couple moves. It's bad enough that the couple must file 
split year state returns, but they must also face two additional complications on the 
federal return. The first one is the moving expense deduction. To calculate this 
deduction, there is a distance and a time test and of course exceptions thereto. 
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Then all expenses must be broken down into categories to determine whether 
some, all or none are deductible. The second is reporting the gain on the sale of 
the personal residence and the replacement property. This calls for the 
compilations of all the records relating to expenditures of the sold residences. 
Fortunately, once a person has gone through this exercise, they generally keep 
better track of their house expenditures thereafter. Still, one of the most fi'equently 
asked questions is "How long and what records do I need to keep for income tax 
purposes?" 

Unfortunately our theoretical couple become separated or divorced which creates a 
series of difficult and theoretically complex issues such as: gain recognized; sale 
of residence and reinvestment; alimony; what constitutes child care expenses; who 
gets the deduction for the children, etc. 

When our theoretical taxpayers become elderly, the tax complications compound 
along with the normal complications of aging. Upon retirement, major decisions 
must be made concerning the taxation of retirement pay: when, how much, how 
long, lump-sum, roll over, aimuity, contribution recovery etc. Upon receiving 
social security, a complicated formula needs to be done aimually to determine how 
much, if any, is subject to tax. The calculations needed to determine the taxable 
portion of social security benefits are so convoluted as to greatly aid in the 
misunderstanding of the scope of the provision. 

For the elderly a credit is possible if one meets an age test, a filing test and an 
income test which takes into account nontaxable income. 

And finally, death brings upon several tax complexities, especially in the estate tax 
area. Practically no one in the United States really knows how to prepare someone 
for our estate tax law other than those who practice in this area. 


"Main Street" Business Issues — Life Cycle of a Business 

The kinds of basic and normal changes in an individual's life, also exist in the normal 
changes during the life of a business fi'ora its birth (choice of entity) to its death 
(bankruptcy or liquidation). The current system, which generally requires the taxpayer to 
understand and to fully comply with tax rules, has procedural and definitional difficulties 
that many taxpayers must learn by experience - sometimes too late. 

• Choice of Entity - startine the business 

Basic Business Forms. 


All taxpayers are experiencing an undue burden with respect to tax 
filing requirements. These onerous requirements begin the moment 
a business starts operations. Choosing the proper business entity 
fi'om a tax viewpoint can perplex even the most sophisticated 
entrepreneur. Most decisions are made with little or no knowledge 
of compliance requirements. And typically, no financial or tax 
advisors are consulted at the time the decision is made. 

Many startup businesses are incorporated with little thought about 
the tax consequences. Every week, business owners show up in one 
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of our offices owing two levels of tax as a C corporation when the 
business should have been organized as an S corporation. The 
businesses have effectively overpaid (sometimes hundreds of 
thousands of dollars) because they were not focused on the tax 
consequences and did not have adequate tax advice from the start. 
These are resources that could have been reinvested in the company; 
yet there is nothing we can do to get back the prior tax liability 
already paid. We can only solve the problem going forward by 
advising the company to elect S corporation status. 

Now that states are adopting new legal entity rules to peimit a new 
kind of pass-through entity, limited liability companies (LLC), some 
of the same companies are again having difficulty with the federal 
tax rules. These new entities have all kinds of competitive 
advantages in the marketplace (e g., the types of employee fringe 
benefits and investors that the federal tax law will allow them to 
have), yet S corporations can generally only convert to this LLC 
stams by paying a very significant federal income tax toll charge. 

SelecUnv A Tax Year 

The change made in the law to require a December 3 1 year end for 
businesses that operate as pass-through entities is an example of how 
a tax procedural rule can run completely afoul of business interests. 
A retailer who has a huge Christmas season and January clearance 
sales will use a January 31 year end for solid business reasons, but 
for tax purposes a December 31 year end must be used (or a complex 
alternative under Section 444). This has not worn well in practice. 
It causes difSculty for the taxpayer as well as workload compression 
for tax practitioners which translates into workload compression for 
the IRS. 

Eleclions Generally: do they communicate fairness to the taxpayer^ 

Our current tax code and regulations are filled with complicated 
elections that must be made with the first return filed to which the 
election could apply. This causes tax directors of major companies 
many sleepless nights. They worry that they have missed a possible 
election that would benefit their company They worry that they 
made the wrong election because they had so little time to make it 
that they had to guess. It gives tax professionals an uncomfortable 
feeling that the tax code has a Las Vegas mentality - heads I win, 
tails you lose. This sort of burden is hard to quantify but adds much 
angst to the system. Why couldn't an election be made or changed 
anytime before the statute of limitations has tolled? Is it really in the 
government's interest to make taxpayers feel tricked when they are 
trying to comply while paying the least amount of tax legally owed? 

Net Overatine Losses — eartv year operations 

A usual scenario for the entrepreneurial company includes operating losses in the 
early years. When the entrepreneurial venture shows some signs of real success, 
the company frequently needs an infusion of additional investors to compete 
successfully enough to assure that the any of those benefits will materialize. 
Enough new investors can mean triggering the change of ownership rules in Sec. 
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382. The lengthy and complex rules requiring reporting under Sec. 382 (even for 
years prior to utilization of the net operating losses), assume the 
resource-constrained young company can accumulate and analyze the appropriate 
records to comply. We hear many justified complaints from taxpayers about the 
wasted resources spent on Sec. 382. In many cases, companies with limited 
resources will not pay to have a proper analysis performed, or provide data for 
adequate information reporting, and noncompliance may result. 

Depreciation and AMT — buildine a manufacturine business 

Dining the growth cycles of companies, they quickly are confronted with 
significant compliance for fixed asset reporting. These same problems affect 
mature companies that are capital intensive. For my California clients, they must 
sometimes track 7 depreciation methods, one for financial statement purposes and 
6 under federal and state tax law. This usually creates such a burden that to 
comply with the tax law requires a full-time employee just to work on fixed assets. 
Maintaining ongoing records for assets owned when each depreciation change is 
made in the law is an undue burden. Bottom line — having one set of rules for 
depreciation for regular tax purposes and another set of rules if you are not 
profitable enough to pay the regular tax is a compliance nightmare. 

The best real world example of how badly the current AMT works involves a 
bankrupt company for which we filed tax returns . The company's actual losses 
were so significant that there was no possibiUty that it would ever pay taxes under 
the regular income tax system, and it was clear that the company was destined for 
liquidation. Yet, because of AMT preferences, the company owed alternative 
minimum taxes. The AMT tax liability took preference in liquidation over the 
debts to unsecured creditors. There was no income and no benefit from the so 
called "tax preferences", yet the IRS got paid an "income tax" while the business 
suppliers and other creditors of the business got almost nothing. 

As soon as the company becomes profitable, the myriad of estimated tax payment 
rules must be dealt with. It is not out of the ordinary that these rules require the 
financial books be "closed" within a matter of days in order to make the 
calculations (usually more than one calculation including AMT analyses) and 
arrange for payment by the 15th day of the following month. This assumes the 
availability of accounting persoimel as well as hardware and sophisticated 
accounting software. 

Employee Benefits — addine and attractine employees as the business prows. 

There are a myriad of reasons why the addition of employees to any business 
increases the compliance burden and potential problems with the IRS. We carmot 
hope to do justice to the entire topic today. This Committee is well aware of the 
problems of classification of workers as independent contractors or employees. It 
is one of long standing and difficult to resolve. It will persist in any tax system 
that involves distinctions between these classes in terms of deductibility of 
compensation paid or in the treatment of benefits provided. However, and more 
importantly, the so-called "qualified plan rules" in the federal tax code have 
changed an inordinate amount since 1981, causing many to "give up the ghost" and 
eliminate their retirement plans altogether. The small businessperson today has 
little other choice given the very complex set of tax criteria faced in setting up a 
plan and even in determining which employees can participate in a plan. These 
complexities can extend to other sorts of employee fringe benefits as well. 
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An employer that offers married employees a choice of benefits can find that 
instead of improving the lot of their workers as intended, they have created a 
nightmare. According to the IRS, if an employer gives a married employee a 
choice between health insurance and improved retirement pay, so that employees 
who have superior coverage through their spouses can benefit in another way, the 
company has inadvertently caused the employee who chooses to stick with the 
health plan to be taxed on that benefit which is a totally counter intuitive result. 

Oneoine Complexity — durine a company 's operatine lifetime. 

The federal tax code is full of rules for which the balance between complexity 
imposed on the taxpayer and federal revenue benefit is highly questionable. We 
have a trillion dollar plus per year tax system, with parts of it adding complexity 
for U S. business enterprises that are an anathema to the rest of the world. 

Uniform CaDilalizalion Rules . 

IRC Sec. 263A requires taxpayers that carry inventory, such as 
manufacturers and retailers, to capitalize a portion of their indirect 
costs. If you have an off-site storage facility, the costs of that 
warehouse must be capitalized into inventory. Sirtrilarly, the salaries 
and payroll taxes of the person purchasing the inventory must be 
capitalized. The inventory accounting system for tax purposes is 
generally not acceptable under accounting principles, so that 
taxpayer generally does not even have the option of conforming 
book accounting to the tax accounting system. Therefore, the 
taxpayer must maintain both systems. This discrepancy causes 
major difficulties for small businesses and entrepreneurs. 

The best example of this problem is the company that paid their 
accounting firm t200.000 to perform an analysis of their inventory 
accounting system which concluded that the uniform capitalization 
rules required the taxpayer to make an additional one time payment 
of $50.000. What this means for a company with a constant level of 
inventory is that the federal government gets a one time revenue 
pickup and the taxpayer gets an additional accounting system for tax 
purposes that, legally, must be maintained in perpetuity. 
Furthermore, the company may have taken a business deduction for 
the $200,000, in effect costing the government rev, e. 

Larger and more sophisticated businesses can reach an acceptable 
compli.ance level after working with complex rules for a number of 
years, as long as those rules do not change. But new businesses and 
large existing companies that must face complicated new rules 
struggle and spend inordinate amounts of time and money to 
implement such rules. A timely example is the interest capitalization 
component of the Sec 263A rules that are newly effective 1/1/95. 
The IRS, eight years later after enactment of the provision, has 
finalized rules for capitalizing interest that depart dramatically fi-om 
current practice and will require much adjustment by many taxpayers 
in different industries. Real estate developers will be required to 
keep detailed records of construction costs incurred as of certain 
"measurement dates” in order to decide how much interest must be 
capitalized. This data would not be kept for any other purposes. 
Additionally, in some cases, entities without construction activities 
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must capitalize interest because of construction activities of related 
companies. 

Basic Definitional Issues . 

Whenever defmitions are a key component of a tax rule, problems 
and complexity result and sometimes these are out of balance with 
the benefits to the system. A recent example is the excessive 
difficulty, time and money taxpayers have spent to determine their 
non-deductible "lobbying" expenses and to allocate the proper costs 
thereto. Definitional issues arise in many parts of the Code. Today 
we see problems even in the definition of those activities that 
everyone agrees should be most promoted, such as basic and 
experimental research. 

A recent meeting 1 had with a seasoned, highly Qualified CEO of a 
high technology firm which is develonine state-of-the-art technology 
in a field historically dominated bv Japanese comnanies. is 
illustrative of this problem . In order for him to be comfortable with 
our tax advice on the company's research and development, he spent 
20 hours understanding the tax regulations on the issue. He was 
most disconcerted that our tax system is so complex that he must 
re-allocate his time to this effort instead of adding real value in his 
field of engineering. Not only was his time not well spent, but he 
also lost the training and coaching time he would have spent with 
either his engineering or marketing teams. 

"Passive Activity. " 


These rules are complex, some would say unpenetrable. And the 
rules affect anyone who has a piece of rental real estate or a limited 
partnership interest, no matter how small. It is virtually impossible 
to calculate without a computer program. This source of complexity 
affects all types of taxpayers. A great many tttiddle and lower 
income retirees, in an effort to maxirrrize the rate of return on their 
savings, have brokers and investment advisors that have invested 
them in a small interest in a limited parmership, typically $3-10,000. 
An experienced tax advisor can easily spend 20 hours performing the 
calculations that can have little impact on ultimate tax liability. We 
tun the calculations on powerful computers, and even then the time it 
takes to input the data seems ridiculous. This breeds 
non-compliance often involuntarily. 

Fundamental procedural complexity . 

Procedural rules should be measured against a common sense 
standard. The best example of a procedural rule that cotrtmunicates 
the wrong message to a taxpayer when discovered is perhaps the rule 
for the due date of tax deposits. Taxpayers who must make multiple 
deposits of taxes during the rtronth frequently send a messenger to 
the barrk to make sure the payment is there on time. Few taxpayers 
understand that the payment is treated as if made at a batik and 
recorded when the barrk closes its books, not when it closes its 
doors. 
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For example, the company that dutifully sends a messenger to the 
local hank before it closes at 3:00 PM is one day late if the bank has 
closed its books at 2:00 PM . Worse yet, if the company sends its 
payment directly to a Federal Reserve bank at 2:00 PM and the 
Federal Reserve bank closes its books at noon, the taxpayer is one 
day late even though its check is in the system faster than if the 
company deposited on time in the local branch office. Imagine the 
reaction of extremely compliant taxpayers when the IRS assesses 
large penalties and interest on all tbe taxpayers' past tax deposits due 
to the taxpayers' misunderstanding of the system. 

Multinational Businesses — erowine into foreien markets. 

The income tax system is currently inordinately complex and burdensome for U.S. 
companies trying to do business abroad and we urge the Congress to assess the 
nonproductive costs it is placing on these companies. Even within the constraint 
of our current system, significant improvement can be made to the workability of 
the rules, reducing the areas of uncertainty and excess burden. 

For U.S. multinationals, the present rules make it very hard to get foreign earned 
dollars back to the US efficiently. Frequently, rather than repatriating cash earned 
by foreign operating subsidiaries, and thus making this cash available for U.S. 
investment and Job creation, companies are investing this cash abroad in active 
businesses so as to avoid other tax costs that would be incurred if the cash were 
repatriated. 

For example: Many U.S. parent companies experiencing U.S. net operating losses 
often choose to let their foreign operating subsidiaries invest their earnings 
offshore rather Oian paying dividends into the U.S. Payment of a dividend very 
likely would resiilt in the permanent forfeiture of the ability to utilize foreign tax 
credits propefly associated with the dividends. Repatriating the earnings to the 
U.S. woi^d result in double taxation and a significant waste of the companies' 
investm^pare^ources. 

In a number of ways, the current system presents obstacles to US companies trying 
to penetrate foreign markets. First, the foreign tax credit rules require companies 
to deal with the tax implications of any international investment and the result is 
that many inveidments can not meet the company's so-called "hurdle" rate of return 
because of'^ tax costs involved. In this regard, the rules for allocating expenses, 
includin^SRE^ to foreign source income tend to overallocate these expenses to 
such income. This has the effect of unfairly and inappropriately reducing foreign 
source income to the point where foreign tax credits associated with this income 
are rendered unusable. The expense allocation and other FTC rules do not have to 
be as complicated or harsh to serve the tax policy purpose for which they were 
conceived. 

International joint ventures in particular are frequently further discouraged 
because of the effect of the rules under the Code's "toll charge" rules. All too 
frequently, the transfer of technology to an international joint venture catmot be 
done without incurring "deal breaking" tax costs. In essence the global 
exploitation of US created technology is greatly undermined because of our tax 
rules. These rules simply have not kept up with the developments in the world and 
the need to enhance the position of US companies, products, and technologies 
abroad. 
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Summary 

The current tax system has grown over the years with layers of sometimes conflicting 
policy, most of which were designed to raise revenue within the constraints of whatever 
political compromise could be reached at the time. That layering of policy creates a 
compliance nightmare and breeds both voluntary and involuntary non-compliance. The 
additional burden affects U.S. taxpayers on at least two fronts: unnecessary compliance 
burdens drain business and family resources from more productive endeavors; taxpayers 
often must compete on price with someone whose tax situation is less complex, or who is 
less compliant, or in the case of multinational companies, with a foreign firm which bears 
less tax burden. 

We suggest that your Committee adhere to two principles regardless of whether you 
decide to replace the current system or merely refonn it: 

• Make clear consistent policy choices - conflicting policy goals create complexity 
and unnecessary burden. 

• Strive for simplicity in every aspect of your policy decisions. Tax complexity, 
when it competes with the time individuals have for work and family or the time 
that business executives and others have to compete in an ever more complex 
global economy, reduces GNP and breeds significant voluntary and involuntary 
non-compliance. 

It is with great respect for the process ahead of you that I must observe that completely 
replacftig-the cunent tax system is a legislative initiative that no Congress has attempted. 
It will require the best economic and policy analysis plus your base of experience with 
constituents. Fundamentally, it will require you to shape a tax system that comports well 
with the American ethos. 

Thank you for the opportunity to testify and I would be pleased to respond to any 
questions 
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Chairman Archer. Thank you. 

Our next witness is William Dakin, senior tax counsel for Mobil, 
Fairfax, Va. 

You may proceed. 

STATEMENT OF WILLIAM G. DAKIN, SENIOR TAX COUNSEL, 

MOBIL CORP. 

Mr. Dakin. Mr. Chairman, distinguished Members, it takes 57 
man-years at a cost of $10 million to prepare Mobil’s Federal in- 
come tax return. 

Each year we study the changes that Congress has made to the 
Internal Revenue Code — ^five major tax bills since 1986 — the new 
regulations and rulings published by Treasup^ and the IRS, and 
the court decisions. At yearend, we send revised instructions and 
forms to 260 U.S. incorporated companies and 475 foreign incor- 
porated companies. It takes 250 pages of instructions and forms 
just to collect the information we need to prepare the return from 
each of our U.S. incorporated companies doing business in the 
United States. It takes 330 pages of instructions and forms to col- 
lect the information we need from our U.S. incorporated companies 
operating outside the United States because the foreign provisions 
of the Code are so complex. And it takes 200 pages of different in- 
structions and forms to collect the information we need to file on 
behalf of each of our controlled foreign corporations. 

We keep our books according to generally accepted accounting 
principles. As soon as our books are closed in March, accountants 
throughout the world spend the next 2 to 3 months adjusting our 
financial accounting to the special accounting that the tax law re- 
quires and sending the results to our tax group in Dallas. This tax 
aata is collected, analyzed and reported solely for the IRS. It is of 
no use to our creditors, our investors, any foreign government or 
the people who run our business. 

From May through September, 40 tax return preparers — ^they are 
over there in that photograph — verify the data received from the 
field locations and do the tax calculations. Each of our companies’ 
taxes has to be calculated twice, once for the regular tax and again 
for the alternative minimum tax. 

[The following was subsequently received:] 
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On September 15, 1994, the tax return for 1993 that you see be- 
fore you was delivered to the IRS offices in Dallas and Austin. It 
consists of 9 volumes; it totals 6,300 pages and it weighs 76 
pounds. That is this, also in the picture. 

The return itself, however, is just the tip of the iceberg. It could 
not be prepared without doing the work to connect it to Mobil’s 
books and records. This stack consists of the workpapers for just 
1 of our 745 companies. The total workpapers for the 1993 return 
consists of 146,000 documents. This is a 27-percent increase over 

1986, the last year before the Tax Reform Act of 1986 took effect. 
I might say that our return was two-thirds of this size prior to 

1987. 

However, to the costs of filing the return must be added the costs 
of conducting the audit. Mobil maintains 16 full-time employees in 
Dallas, assisted by 17 full-time equivalents in other locations to 
work on the audit. Our total costs of conducting the audits run 
about $5 million per year, and this figure does not include litiga- 
tion costs or outside counsel fees. 

Due to the complexity of the tax rules in our last audit cycle, 
1987 through 1988, we received requests for information on 8,000 
different items. Each request required Mobil to produce one or 
more documents from various locations around the world and to 
prepare written responses to the questions asked. 

In our current audit cycle, 1989 through 1991, requests are run- 
ning about 30 percent ahead of where we were at this point in the 
last cycle, which would give us something over 10,000 items being 
looked at. 

We are currently working with the IRS to finalize unresolved is- 
sues which date to 1974. 

Mr. Chairman, Mobil’s experience in complying with the tax law 
since 1986 is that it has become far more complex than it needs 
to be to protect the revenue. This complexity creates serious prob- 
lems for both taxpayers and the IRS. 

We look forward to working with you and your Committee in 
making the tax law less complex and reducing the heavy compli- 
ance costs that U.S. taxpayers now bear. 

Chairman Archer. Mr. Dakin, thank you for your presentation. 

Our final witness will be introduced by our colleague. Congress- 
man Nethercutt. 

Mr. Nethercutt. Thank you, Mr. Chairman and Members of the 
Committee. 

It is my pleasure today to have the opportunity to introduce to 
you and the Committee, Wayne Williams of Liberty Lake, Wash. 
Mr. Williams is here to testify about the economic impact of Fed- 
eral estate taxes on closely held family businesses. 

Mr. Williams is not only an inventor and an entrepreneur and 
a community leader, but he is also the president of a company 
called Telect, which is a company very heavily involved in the tele- 
communications industry, and he is uniquely qualified, I believe, to 
testify about the effect of Federal and State taxes on family held 
businesses. It is my honor and pleasure to introduce Wayne Wil- 
liams today. 

Chairman Archer. Mr. Williams, you may proceed. 
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STATEMENT OF WAYNE E. WILLIAMS, PRESIDENT, TELECT 
CO., LIBERTY LAKE, WASH. 

Mr. Williams. Thank you, Mr. Nethercutt. 

I commend Chairman Archer for initiating this hearing. I come 
before the Committee today representing my family and the nearly 
13.5 million other family businesses in tne United States. I am also 
here on behalf of my employees, who represent a few of the nearly 
20 million family business private-sector jobs that were created 
during the eighties. Telect is a closely held S corporation. With the 
exception of one outside family memner, all of the members of the 
corporation are family. We have grown from 3 employees 12 V 2 
years ago to nearly 600 employees today. We compete on a national 
and international basis. Our 1994 sales were over $41 million. We 
are a company that offers good jobs and good benefits. This has 
happened solely with the dedication, planning, and efforts by my 
parents and me as well as the efforts of our number one asset; Our 
employees. We may appear to be a large business to some, but we 
are a mere tadpole amongst killer whales in the emerging tele- 
communications and videocommunications industry. 

When my father decided to start Telect in 1982, he was con- 
cerned about where his kids would work and what opportunities 
would be available to them. On September 13, 1982, he started a 
family business. My mom, a housewife of 20 years, entered the 
workplace and collected no salary for nearly 2 years. I was directly 
out of high school and went to work on the first day. 

Our philosophy has been to reinvest our profits into new prod- 
ucts, employees, and our expanding international opportunities. We 
pay millions of dollars in taxes every year. The government looks 
at rny family’s tax returns and sees millionnaires. We look at our 
family’s tax returns and see over 600 families living productive 
lives. 

In 1986, we began the onerous task of planning the succession 
in our company. This included leadership and ownership of our 
family business. The leadership is the part of business that every 
business should be concerned with. 'The ownership and death plan- 
ning efforts of the business are areas that should not have to take 
up time and money. It has been estimated that compliance costs of 
the transfer system, including compensation to attorneys and ac- 
countants, amount to approximately 65 percent of the revenues re- 
ceived [Payne, Unhappy Returns, 91 TNT 264-57, at 4 (1991)]. We 
are proud of what our family has accomplished during the last 12^2 
years. The opportunity for the family business is thriving, but the 
perpetuation of the business into the future is at jeopardy due to 
the costly effects of our silent partner. Uncle Sam, waiting to cash 
out upon the death of my parents. 

I am sure that each of you are already aware that with a pri- 
vately held family business, the majority of family net worth is tied 
up in the family business. The business offers little, if any, liquid- 
ity. Uncle Sam has really done nothing to help our business and 
has already been for that contribution paid. 

I chuckle when the issue of estate taxes comes up and our gov- 
ernment says that we have allowed you to pay estate taxes for over 
15 years. That doesn’t mesh with our philosophy of trying to reduce 
our debt, rather than to increase it. It appears Uncle Sam wants 
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business to go into debt rather than to reinvest into economic en- 
hancing and asset building opportunities. 

I understand that two countries that the United States competes 
with on an international scale, Germany and Japan, have made it 
much easier for their family businesses to thrive from generation 
to generation. We have madie an effort to maximize gifting and are 
much further along in estate planning than most other family busi- 
nesses. 

My parents have used their maximum life exclusion of $600,000 
each which is basically the value inside the business and are using 
gifting allowances on an annual basis in order to mitigate the es- 
tate taxes that would be levied upon their death. In addition, a life 
insurance trust, costing our company and the employees nearly 
$250,000 annually, has been set up to allow the heirs to cover po- 
tential taxes. The trouble is that as the company grows, soon it will 
be impossible to buy enough insurance to cover the death tax obli- 
gations. At the same time we pay enormous amounts of income tax 
yearly on the profits of the company and still face a threat to the 
longevity of the company because of estate taxes. 

If you kill the company at the time the owners die, you are losing 
the golden egg of future taxes that the company would generate 
plus income taxes of employees. This ultimately affects the govern- 
ment because it is short-term gain but long-term pain by eliminat- 
ing the company, the jobs, and the annual taxes. 

If my parents died today while I am testifying before you, I 
would have to go back home and prepare a check to Uncle Sam for 
approximately $6,793,000. That seems ridiculous considering the 
fact that their estate is mostly made up of nonliquid assets in a 
business that is thriving. Not only does it seem unreasonable to tax 
someone for their estate based on business interest, death is the 
worst time to be trying to pay such exorbitant taxes. 

Please eliminate this tax from the estates of closely held family 
businesses. If the competitiveness of the United States is to in- 
crease, please quit thinking that this is taxing the wealthy and re- 
alize that it is affecting millions of jobs. And please realize that 
closely held family businesses are managed not against quarterly 
results, and many times not for the financial return to the share- 
holder, but are managed for the greater good of people and prod- 
ucts. 

Thank you for allowing me this opportunity to speak for family 
businesses. I realized one thing as I prepared this testimony. I am 
going back to Spokane, Wash., to work on a new product, a product 
that would let the founder and family members of closely held fam- 
ily businesses live forever, because if this product was developed, 
we would never have to worry about this tax. 

Chairman Archer. Thank you, Mr. Williams. 

Mr. Crane will inquire. 

Mr. Crane. Thank you, Mr. Chairman. 

I want to salute our witnesses today and express appreciation for 
their testimony. I was brought up, I think, the way every one of 
you was as a kid, and I tried to indoctrinate my kids in the same 
manner: Namely, don’t squander the paycheck at the end of the 
week on instant gratification but put something away for the pro- 
verbial rainy day. 
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I remember when my son was a teenager and he got his first 
check, and I am counseling him thus, and he said, “That is nuts, 
daddy.” I said, “What do you mean, that is nuts, George?” He said, 
“If I blow it at the end of the week on instant gratification, they 
only get at it once.” I reflected on that, and then came to the real- 
ization that if he invested, say, in Motorola or Mobil when they 
make a profit, it gets hit a second time, dividend distribution it 
gets hit a third time, sell your stock, enjoy a capital gain a fourth 
time, and the ultimate obscenity in the Code is when you have the 
audacity to die and leave them, they come in and bash your be- 
reaved spouse and loved ones. 

Our Tax Code does profound violence to all the values we believe 
in in this system. And for that reason I am grateful for these hear- 
ings. I have promoted a flat tax bill for 25 years and I called it a 
titne tax. It was only a 10 percent hit and admittedly that wouldn’t 
have covered revenue losses, but my ar^ment was we are brought 
up to believe we had an obligation to tithe because the Bible taught 
us so and that if God asked for only 10 percent Caesar should ask 
for no more. 

But I am willing to listen to the variety of options. And I salute 
especially our Chairman. I know his reservatiori about the flat tax 
concept is you have left the roots in the ground and some future 
Congress might come back and try to recreate the complexities of 
our current Code. 

So I will happily listen to the input on other proposals such as 
Sam’s proposal for a value-added tax. All of this is, to me, designed 
to address pulling the IRS out by the roots and the whole crowd 
cheers as the Chairman was saying. 

People have had it up to here with this stupid Tax Code we have. 
Simplification is part of it. I agree equity is a part of it. But I 
would argue on the flat tax, if you were only taxing above the pov- 
erty line and the poverty line was $10,000, you make $20,000, and 
under my tithe tax you pay 10 percent, you would owe $1,000. If 
you made $100,000, you pay $9,000. You are not buying anything 
more from government by making $100,000 than making $20,000. 
So there is a distinction made based upon your income level. But 
on the question of pulling the roots out, I am intrigued by our 
Chairman’s line of ar^mentation there. 

One final question I would like to raise, and I have heard Milton 
Friedman say it many times, is it not accurate that only individ- 
uals pay all of our taxes? Businesses, in my flat tax bill, are not 
taxed because they don’t pay taxes. 'That is a cost of doing busi- 
ness. You’ve got to figure out how to pass that load through and 

§ et a fair return on investment or you are out of business. That 
eing the case, people need to open their eyes up to the fact that 
you are either paying for it with your tax hat on or paying for it 
with your consumer hat on. People also need to focus on the total 
magnitude of the burden and that is the burden of the wa:ste in- 
volved in all the paperwork and all the man-hours invested by a 
business to be in compliance. 

Is there anyone that would find fault with that argument, espe- 
cially Mr. Dakin? 

Mr. Dakln. Mr. Crane, I think my purpose this morning was to 
provide the Committee with facts and figures and statistics to con- 
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vey what the magnitude of the corporate tax compliance burden is 
on filing returns and conducting audits, particularly for those com- 
panies that conduct business overseas. I think I will have to limit 
my answers to questions along those lines, sir. 

Mr. Crane. Well, let me add one further question. I have heard 
that two-thirds of the revenues paid by business, two-thirds of that 
amount above and beyond what is paid in taxes, is the cost of being 
in compliance with our Code. 

Mr. Dakin. The figures that were in my testimony today were 
the actual costs of filing our returns and conducting our audits on 
an annual basis. And I was really focusing on the system by which 
we collect the revenue and not talking about the — of course, the 
taxes we pay are much greater than that. 

Mr. Crane. Well, my time has expired, but again, I thank you 
all for participating today. 

And, Mr. Williams, did you have a comment? 

Mr. Williams. Yes, I would like to respond to that. I think that 
is a competitive issue, even from an international standpoint, that 
just OBRA 1993, the retroactive tax portion, cost our company an 
additional $300,000 during that year. That is something that we 
had not planned for. That was — with the new tax based on — at the 
individual income level, because we are a sub S corporation — was 
about a $112,000 increase anyway; but being retroactive, that is 
nearly — that is a product line for us. 

We will spend $200,000 to $300,000, typically, in development of 
passive product lines. And today, like in 1990, we did that with one 
particular product. We have about 90 jobs dedicated to that one 
product line today. So when you take the $300,000 just in the ret- 
roactive portion out of it, we had to push off research and develop- 
ment on some products, and it ended up affecting the jobs of 90 
people. 

Mr. Crane. Well, what you are suggesting then is there is a po- 
tential for big job expansion and all of the people who are tax law- 
yers and CPAs can find more productive work. Thank you. 

Chairman Archer. Very briefly, Mr. Dakin, just to be sure the 
Committee understands. Are the documents, the papers that you 
have in front of you there, 1 year’s tax return for your company? 

Mr. Dakin. These four piles are our tax return. 

Chairman Archer. Is it possible, without falling, for you to stack 
them all on top of one another? 

Let me be precise in my question: That is the return, that is 
none of the workpapers and everything else that went into develop- 
ing the return. That is simply the tax return itself. Is that correct? 

Mr. Dakin. Yes, sir. It is 76 pounds of return. It is nine volumes, 
each of which is about 5 inches thick. And this is simply the return 
per se for 1 year. Obviously, we may — it does not include anything 
else. This is simply the return, strictly defined. 

Chairman Archer. Well, once, when we were in tax reform hear- 
ings back in 1986, our colleague, Andy Jacobs, when they began to 
talk about all the workpapers that had to be filled out before you 
could get to filling out your return, commented that by the time 
you get to the point of filling out your return, it is “Miller time.” 
And I just wonder, the workpapers and everything behind getting 
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to this point of having this return must be far more voluminous 
than the return itself. 

Mr. Dakin. Indeed they are. Let me just stop this constant bal- 
ancing act which I always 

Chairman Archer. Yes, sir, I don’t want to jeopardize your phys- 
ical well-being there. 

Mr. Dakin. Mr. Chairman, these are the workpapers for one com- 
pany, for 1 year. The company is Mobil North Sea, Ltd., which pro- 
duces crude oil in the UK sector of the North Sea. This is one com- 
pany for 1 year. We have about 745 companies for which we have 
to prepare returns. The return — the workpapers are very volumi- 
nous. 

Chairman Archer, Thank you for physically demonstrating the 
cost of compliance with the current Income Tax Code. 

Mr. Gibbons will inquire. 

Mr. Gibbons. Mr. Chairman, I don’t have any questions of this 
panel. I thank them for coming and for the information they have 
imparted. 

Chairman Archer. Mrs. Johnson will inquire. 

Mrs. Johnson of Connecticut. I appreciate your testimony; it 
has been very, very vivid and very helpful, and certainly we are 
keenly aware of the need for simplification. But as we move in this 
direction — and you don’t have to answer this now, but if you will 
get back to us — what will be the impact of eliminating, for in- 
stance, research and development tax credits; and should we really 
try to wipe out everything, such as the deductibility for health in- 
surance premiums? 

Where do we draw the line? What really does affect economic ac- 
tivity? Where is the line between an absolutely simple flat tax, 
what Mr. Dakin has showed us, and a Tax Code that fosters eco- 
nomic activity, personal security, and strong families? Anyone who 
wants to respond — Ms. Beard. 

Ms. Beard. We get into all these schedules like when you de- 
velop or purchase a capital item, or something, you get these cred- 
its, then you have to depreciate your expenses over the income pe- 
riod. If you could take those expenses as the money leaves, because 
you no longer have the cash, and do it as cash, or on an as you 
go basis. Get rid of the schedules. I mean research, capital equip- 
ment, employee benefits are a cost of doing business — and should 
be treated as such. 

When I buy a vehicle or when I make a capital improvement, the 
money is gone. We don’t have that money, but yet we are paying 
income tax on that money and we are depreciating, taking it for- 
ward and getting benefits years later. Business is on a day-to-day, 
month-by-month basis, and I think we need to drop the complexity 
and allow our taxes to reflect that. 

Mrs. Johnson of Connecticut. Thank you. 

Mr. Williams. -f 

Mr. Williams. I think in — if the whole Tax Code is completely 
revitalized and just, as Chairman Archer has brought up, torn out 
by the roots, I think there are issues that we could deal with, even 
on research and development tax credits and health insurance 
credits. 
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I know it is basically — I think everybody in the United States is 
so fed up with the system right now that we are willing to look at 
anything. Our — it is interesting the impact, even at a personal 
level, because I have got like one of my sisters, she made — she is 
not with the company right now. She made about $15,000 a year, 
and just the income from the company that got put on her tax re- 
turn prevented any charitable deductions for her, prevented any of 
the normal expenses that somebody else would get at $15,000, be- 
cause of the income of the compaw. And she never saw that. 

You know, no one sees that. That is the way — so there are so 
many things that are still impacting us besides this Federal Code, 
in that we still deal with the State reflation, the State taxes. 

In Washington State we have a nusiness and occupation tax 
which is just crazy. I think that we are willing to look at about 
anything at this point, and offer any suggestions, too. 

Mrs. Johnson of Connecticut. Thank you. We will look for- 
ward to your input. 

Mr. Crane [presiding], Mr. Sunning. 

Mr. Sunning. Thank you, Mr. Chairman. 

This is a question for anyone on the panel who wishes to answer. 
If we just took the Tax Code, both the corporate and the individual 
Tax Code, and started from scratch — and that is what I think that 
the Chairman has in mind — what would be the first thing that you 
would suggest? 

Ms. Seard. To keep it simple. 

Mr. Sunning. Right. Well, flat tax does that very well, but 
whether it is fair or not is a question for individuals. I am not sure 
how we handle the corporation end of it. 

Ms. Seard. There has not been a whole lot of detailed informa- 
tion on the flat tax. When I was at the airport, I started picking 
up magazines and getting more information on the way here. There 
is a lot more information coming out this week, regarding both na- 
tional sales and flat tax proposals. Sut I think that as I look at the 
national sales tax, we have a State sales tax in Illinois on retail. 
It is not all that simple. You have all these different CTOups that 
are tax exempt. So as I do business, if I put in a fence for a school 
district, church. State or city government, they are tax exempt. 
When I buy a product, I don’t say, oh, this is going for a tax-exempt 
job or this isn’t. I usually order all materials into stock with tax 
paid at source, because we are in construction. 

Mr. Running. That includes your local and State taxes also? 

Ms. Beard. Yes. 

Mr. Running. So there would have to be some kind of coordina- 
tion? 

Ms. Beard. But then trying to get the deduction back or get the 
credits back once it is paid. It would have to be simple and timely. 
For example: On a $20,000 project, a 17 percent sales tax would 
be $3,400 that I would lose use of and for small business this could 
create big problems. 

Mr. Running. It takes longer to get it back than to pay it. 

Ms. Beard. We don’t get it back from them. I mean, it is a com- 
plex hassle. 

Mr. Running. Mr. Dakin, in the tax bill that we recently passed, 
we phased out the alternative minimum tax over a period of time. 
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How much would that phaseout of the AMT affect your corpora- 
tion? 

Mr. Dakin. The AMT is one of the two major sources of complex- 
ity in the Code, the other being the foreign provisions of the Code. 
So that phasing out the AMT and eliminating the need to calculate 
each tax twice would be a major reduction in workload. 

Let me ask — let me ask my prompter here if I can get a better 
estimate for you. 

Mr. Bunning. Certainly. 

Mr. Dakin. It should cut our workload by about 30 percent. 

Mr. Bunning. Thirty percent? 

Ms. Skidmore, in the alternatives that we have been discussing 
back and forth, like flat tax, consumption tax, VAT tax and other 
things, is there one that would make life simpler for the accounting 
group and/or tax lawyers and/or anyone else that has to worry 
about compliance — correct compliance, anyway? 

Ms. Skidmore. As all these alternatives are in the formative 
stage, we are analyzing details of each one. And certainly the pecu- 
liarities of these systems will be analyzed for our clients. At that 
point, we will be able to determine if one provision under one sys- 
tem versus another will have a dramatic impact on complexity and 
what the economic impact would be on certain of our clients’ indus- 
tries. 

Mr. Bunning. Let me ask the whole panel, what percentage of 
your employees pay more in FICA tax than they do in Federal in- 
come tax? 

Ms. Beard. All of them, including my husband and myself. 

Mr. Bunning. What about you, Mr. Williams? 

Mr. Williams. I would say it is a significant amount in our case. 
The same, I don’t have the exact figures on that, but that would 
be an interesting 

Mr. Bunning. The reason I ask that is that when we get into 
looking at the overall tax burden of an individual across this coun- 
try, we find that more people pay more money in FICA tax than 
they do in income tax. And I just wondered how it was with the 
businesses that you are involved with. 

Mr. Dakin. If you are referring to the employee share of FICA, 
we would estimate that few of our employees would pay more FICA 
than 

Mr. Bunning. I am looking at both ends, the employee and the 
employer, since you match. 

Mr. Williams. That is right. 

Mr. Dakin. If you combine the two, the number would be even 
smaller. Not many. 

Mr. Bunning. Ms. Skidmore, since you do the taxes, how do you 
find that? Are more of your clients paying more in Federal income 
tax than they do in FICA? 

Ms. Skidmore. I don’t have any of those statistics available, un- 
fortunately. 

Mr. Bunning. I thank the panel for their input. 

Mr. Crane. Thank you. 

Mr. Rangel. 
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Mr. Rangel. Thank you, Mr. Chairman. I assume that if we 
were able to pull this system out by the roots, we would have to 
get back to some type of system. 

I will assume that all of you would support a system that will 
remove the investments that you are making in the business and 
the salaries you pay for employees and that tnat should be allowed 
to be deducted as relates to the income. There are no objections to 
that, all right? 

And furtner, if indeed we are trying to discourage consumption 
and encourage savings and investment in plant and equipment, 
that if we manipulate the Code so that it would cost you less in 
taxes to do it, no one would object to that, since the whole idea is 
investment. My question then would be to Mr. Dakin and anyone 
else, if you take advantage of all of the things that we would try 
to do in order to encourage investment, at some point you would 
have no tax liability, it is possible, under many of the scenarios we 
have today; and that is the reason why we say that, well, there 
should be at least a minimum tax, because if a business takes ad- 
vantage of all the incentives, you know, it could be the government 
owes them money. 

Would you consider having an alternative minimum tax under 
those scenarios? 

Mr. Dakin. I would suggest, sir, with respect, that it might — ^it 
might be better to try to get it right the first time in the regular 
tax so that you don’t need a minimum tax. If you 

Mr. Rangel. But what I am saying is, one way to do that is not 
to give the deductions for certain of the expenses or investments 
that we do now. Would you suggest that we look at that and per- 
haps avoid a particular taxpayer from having no liability at all? 

Mr. Dakin. I think you have to take a lomt at the totality of the 
special provisions which Congress has written into the Code over 
the years. 

Mr. Rangel. Forget that, because we are pulling that up by the 
roots. So it won’t be there. 

Let me just ask this question: When we pull the darned thing up, 
what sounds closer to you as being the most fair way to go, rec- 
ognizing that any system is going to have its problems, but if the 
options were flat tax, sales tax, consumption tM, value-added tax? 
And since I know that you have given some thought to the replace- 
ment, could each of you just say what comes the closest, assuming 
we still would have to make adjustment as to what the replace- 
ment would be for the existing system? 

Ms. Beard. 

Ms. Beard. I think — a flat tax is what I see, and part of my rea- 
son for that is, if you keep it simple enough, those that are not 
high-wage earners, your middle-income, family households and 
such would not have the ability to reduce taxes through savings. 
They don’t have the money that they can save at such a high per- 
centage. 

People who make the most would have the ability to save the 
most, therefore reducing their tax burden the most. 

Mr. Rangel. With this flat tax, would it take into consideration 
the number of employees, wage earners in a family? Or the size of 
the family, would you want that to be considered? 
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Ms. Beard. You would take the family income and then allow ex- 
emption, you know, for head of household, single, married and so 
forth, and dependents. 

Mr. Rangel. You would have exemptions. Would you have de- 
ductions? 

Ms. Beard. There would be the deduction for so many people, 
and then what remained in excess would be taxed at a flat rate. 

Mr. Rangel. How about when you get a new home, first home, 
young and just getting married, do you think the interest for that 
home should be deducted? 

Ms. Beard. Well, what you pay for rent is not deducted at all. 
When you buy a home, you have something in the end to — where 
you won’t be paying rent forever. I mean, there is a decision that 
is made 

Mr. Rangel. No, I just asked — so the answer is no? 

Ms. Beard. Personally, I am not opposed to doing away with the 
mortgage. I know a lot of people would be. There would be a dra- 
matic impact on the housing, real estate, and banking industry if 
abolished. 

Mr. Rangel. How about the Social Security deduction, should we 
continue that? 

Ms. Beard. I think Social Security should go through a major 
transformation. 

Mr. Rangel. How about the health care for the aged that is de- 
ducted, should that be eliminated? 

Ms. Beard. I think health care deductions are for the benefit of 
all. With the crisis that it is, we need to encourage individual re- 
sponsibility. If health care is not deducted, it is too often going to 
be paid for by someone else, including tax -financed programs. 

Mr. Rangel. And regardless of the income, you believe that even 
though wealthy people have more disposable income and spend a 
lesser percentage actually on things like food and clothing, that it 
should be just one rate fits all incomes? 

Ms. Beard. On consumption, in Illinois, sales tax has been 
viewed as a regressive tax, because an extremely low-income family 
would pay more for clothing and different essentials that they 
need, while not having any ability to save. 

Mr. Rangel. You would make adjustments based on 

Ms. Beard. Well, if you start making adjustments, “in fairness,” 
you are going to complicate the system to where, as a storeowner, 
it would become a bookkeeping, administrative nightmare. You say, 
this guy only makes so much money, therefore I can only charge 
him X amount of sales tax. Then the documentation in reporting 
could prove to be far worse than our current system. 

Mr. Rangel. Would you not want to make adjustments based on 
fairness? 

Ms. Beard. Well, then you get a paperwork nightmare for the 
small business owner and the shopowner that has got to say 

Mr. Rangel. You want to avoid the nightmare and still be fair? 

Ms. Beard. Yes. 

Mr. Rangel. You would like to be fair? 

Ms. Beard. I think it ought to be fair. 

Mr. Rangel. Eveiyone believes the tax system should be fair? I 
mean, there is no objection to being fair and equitable? 
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Mr. Williams. Mr. Rangel, I would like to comment, too. 

I think, in place — in talking about the wealthy Americans, in a 
subchapter S corporation, because of that, I think it gets — it is a 
picture that is not true with the income tax on the corporation. 

I think, in proposing something like the flat tax, I think we need 
to get to the point where the States collect the taxes, and we give 
this body here a proportionate share of the services that we are 
gaining from the Federal Government; and that we have to look 
at — the businesses and individuals need to be looked at separately, 
but they are both benefiting, the jobs. And I mean, we are looking 
at this with the advent of GATT, with the World Trade Organiza- 
tion, with lots of discussion going on. 

We have to look at our corporate competitiveness. I even question 
why Mobil has 750 corporations and, in many cases, why all these 
companies have to be set up because of the Tax Code to do that. 

Mr. Rangel. What function do you believe the Federal Govern- 
ment should actually 

Chairman Archer. The gentleman’s time is about to expire. 

Mr. Rangel. Son of a gun. I will get another chance, I think. 

Thank you, Mr. Williams. I thought you were thinking the same 
w^ I was. 

Chairman ARCHER. Mr. Hancock will inquire. 

Mr. Hancock. Thank you, Mr. Chairman. 

Mr. Dakin, you are aware of the fact that you are not under oath 
in this hearing. If you were under oath, would you be willing to 
swear that that tax return is absolutely 100 percent in compliance 
with all the tax laws? 

Mr. Dakin. I am delighted that you asked that question, because 
the person who signed that return is sitting right behind me, Mr. 
Book, of our Dallas accounting office. And I am — I am happy to say 
that it is Mr. Book who signs the return, rather than me. 

We do the very best we can. We comply to the limits of our abil- 
ity. Is there a number wrong in these 6,300 pages? No doubt there 
is. 

Mr. Hancock. You think maybe the depreciation schedule might 
be off just a little bit, you missed a month or two someplace? 

Mr. Dakin. But we do take the obligation to comply very, very 
seriously, and Mr. Book particularly, because he is the one who 
signs it under oath. 

Mr. Hancock. Ms. Skidmore, do you think it is even possible to 
fill out or to complete an income tax return that is, you know, just 
a little small one like 85 or 90 pages; do you think it is possible 
to complete that and absolutely say, this is 100 percent in compli- 
ance with the law? 

Ms. Skidmore. At this point, the complexity of interpretations of 
the law are such that one person’s idea of what one interpretation 
is versus another is not clear. 

Mr. Hancock. Well, has anybody on the panel ever just gotten 
a notice from Internal Revenue saying the penalty for noncompli- 
ance, $4,500 or what have you, you don’t have the vaguest idea 
what they are talking about? 

Ms. Beard. My accountant, when he gave me those figures from 
his survey, one problem that he has run across is a lot of times 
when they send out those penalties or those notices, they are incor- 
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rect. But when you send back your reply, it is difficult to get a 
timely response. Currently, what has been happening, is they nave 
really sped up collection. Instead of five notices before they start 
nailing you, they have dropped to three. And you cannot get a re- 
sponse back from the IRS in that timeframe. 

Mr. Hancock. I have a background in small business. I have 
been in Congress a little over 6 years. And frankly, Mr. Chairman, 
I have been looking at this thing since I got into business. I never 
dreamed in my lifetime there would ever oe a hearing like this in 
the Ways and Means Committee in the U.S. Congress; and I 
think — I hope the public realizes the historical impact of what is 
happening here. 

A few years ago, 15, about 25 years ago, I started a small leasing 
company. You are in the telephone business, and anybody that is 
in business understands that when you are leasing, it is capital in- 
tensive. Normally it takes 5 years before you get your volume up 
to where you could even possibly have profits. 

I wonder how many tax returns are completed, thousands of dol- 
lars spent, to prove to the government you don’t owe them any 
money. 

I tried to make a deal with Internal Revenue. I said, look, you 
know, rather than me filling out all these reports, it costs me 
$20,000 a year to tell you I don’t owe you any money. Why don’t 
we split it, you take $10,000 and I will take $10,000; everybody is 
happy. They wouldn’t do that. So for 5 years, I spent $20,000 a 
year to tell them I don’t owe them any money. 

How many thousands of dollars are spent each year with our Tax 
Code in that area? Would anybody want to just — Mr. Williams, I 
am sure when you all got started, for several years that is what 
you did. 

Mr. Williams. We were actually pretty fortunate that we were 
profitable within the fifth month of business. And since 1982 and 
in our marketplace, we have owed — we have — we have owed taxes. 
But I think the — ^you know, there are two things that we have that 
are in life and that is life and death, and we are taxed to death 
while we are here and then we are going to be taxed half again 
when we die; and the — that is the issue right now. 

We are talking about substantial costs. And I think I measured 
over $6 million if my parents were to die today, that I would have 
to go back and if we did not have any estate planning going on 
right now, we would have to write a check and we could not afford 
to do that. I don’t know many businesses out there that, as their 
value continues to increase, they could afford to do that. 

Mr. Hancock. One final question: You talk about the million- 
aires and the fact that you are saying, yes, we have been success- 
ful, we worked hard, but we look at it as 600 employees. How many 
times — and I am just guessing here — on April 15 have you paid 
taxes on the previous year’s profits without having taken from the 
business enough cash money to even pay the taxes on it? 

Mr. Williams. Oh, I think that in the last 4 years that has been 
the case. In fact, this last year we got hit pretty hard. 

And I might add, in talking about from a millionaire status, 
based on the value of this company, we have got a 401(k) contribu- 
tion that gives 54 percent return to every dollar that the employees 
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put in. We pay quarterly profit-sharing bonuses to the employees. 
We changed the 401(k) contribution, instead of taking people at 21, 
we put it to 18, so we can encourage savings. 

We have got over an 80 percent contribution right now in these 
employees investing for the future. We have got excellent medical 
benefits. They take — they understand this; they see it. And when 
you take and look and have to pay nearly $1 million, like we did 
this last April 15, in income tax and have to borrow to do it — I 
mean, we operate off — all the profits in the company are rolled 
back into the company, and we operate off a line of credit like most 
businesses do. And when you have to borrow to pay the income tax, 
I mean it significantly hits your company, because there is nothing 
that is benefiting out of that. 

Especially, I might add, we are not publicly held. And when you 
operate that way, you take that money right out of a company 
that — that is their cash flow. You are operating off cash flows all 
the time. That is the future business and the growth. 

This year we are projecting 35-percent growth, and we could be 
hindered because of not having the cash necessary to maintain a 
sustainable growth rate in the business. 

And all these things, you know — the employees, they are benefit- 
ing; I would rather see them benefit, the employees benefit, have 
the money go back into their pockets than I would to have the sub- 
stantial amount of cash being outflowed to the Federal Government 
at this point. 

Chairman Archer. The gentleman’s time has expired. 

Mr. Johnson may inquire. 

Mr. Johnson of Texas. Thank you, Mr. Chairman. 

I would be interested to know, Ms. Skidmore, why you favor this 
with the ultimate result of possibly downsizing your business. Can 
you tell me about it? 

Mr. Tyler. Who are you talking to? 

Ms. Skidmore. To me. 

Mr. Johnson of Texas. The young lady next to you, sir. 

Ms. Skidmore. In our advisory capacity for our clients, we antici- 
pate that we want our clients’ businesses to grow and prosper. And 
with the level of undue complexity that we have today in this cur- 
rent system, it is very counterproductive for our clients. That is 
really why we propose that the Committee look at both consistent 
policymaking as well as simplicity in its deliberations. 

Mr. Johnson of Texas. Well, do you anticipate talk that ac- 
countants are going to go out of business? I don’t think that is true 
at all. But can you talk to that question? 

Ms. Skidmore. As each of the alternative systems is looked at, 
it depends on what details will be components of each system. And 
only then can we really ascertain just what level of compliance is 
going to be required at the basic level or beyond. 

Mr. Johnson of Texas. Even in a sales tax situation, you would 
still be required to help companies put their tax systems together, 
right? 

Ms. Skidmore. Very likely, if there are any such details that re- 
quire definitional interpretations or other interpretations. 

Mr. Johnson of Texas. Yes, OK. Thank you. 
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In the case of Mobil, I like the question that has been asked 
about how can you verify the authenticity of all that information. 
And, you know, from an individual standpoint, I know filing an in- 
come tax return is difficult at best. I mean, just from a personal 
standpoint, you have got a whole pile of papers, so you are relying 
on your employees. All those employees in that picture, I presume 
are full-time employees, year-round? 

Mr. Dakin. All of the employees in the picture are full-time em- 
ployees, but not all of our full-time employees are in that picture. 
That is just all the folks that were in the shop on the date that 
the picture was taken. 

Mr. Johnson of Texas. So they are not all there? 

Mr. Dakin. No, sir. And it does not include those people who are 
not located in Dallas. We have people in Fairfax and we have peo- 
ple all around the world that contribute to this. 

Mr. Johnson of Texas. I kind of like Dallas. Why don’t you 
move them all down there? You don’t want to answer that, do you? 

Listen, I appreciate your input, because I think you have given 
us a vivid demonstration of what is wrong with the system. And 
I hope that you all can help us put it together. And I thank the 
Chairman for doing these hearings and for your approach to the 
process. Thank you, sir. 

Chairman Archer. Mr. Levin will inquire. 

Mr. Levin. Thank you, Mr. Chairman. 1 am glad we are holding 
these hearings. I very much believe we have to look at our present 
Code to strive to do better and, if possible, much better. I think one 
of the goals should be simplification. I hope we don’t get too sim- 
plistic as we seek simplification. 

So, Mr. Dakin, let me ask you a few questions. This is a panel 
that mixes small and perhaps medium and big business; and I 
guess you represent big business here. Do you file returns in other 
countries? 

Mr. Dakin. Yes, sir, we file tax returns in more than 100 coun- 
tries outside the United States. 

Mr. Levin. Is there any other country where the system is a bit 
complex? 

Mr. Dakin. There are some countries that have systems that are 
a bit complex, but the majority — ^there are no countries that have 
systems anywhere near like ours. 

Mr. Levin. So you think, for you, ours is the most complex? 

Mr. Dakin. Very much so. 

Mr. Levin. You mentioned the cost of $10 million. I think this 
is public, not proprietary infonnation. If it is proprietary, don’t in- 
dicate it. 

How much did you pay in income taxes last year to the U.S. Gov- 
ernment? 

Mr. Dakin. I have the information on how much we paid in taxes 
for a series of years, back at my office, and I would be happy to 
send it to you. 

Mr. Levin. Give me an estimate. 

Mr. Dakin. It comes to hundreds of millions of dollars a year. 

Mr. Levin. And the cost you say here was $10 million? 

Mr. Dakin. Yes, sir. 
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Mr. Levin. Is it possible your tax liabilities were over $1 billion 
last year? 

Mr. Dakin. I do not have with me the exact figures on what our 
tax liabilities were, Mr. Levin, but I will be happy to send that to 
you this afternoon. 

Mr. Levin. How about the gentleman, Mr. Book, do you have any 
idea what you paid in taxes? I am just trying to get some idea of 
what percentage of your taxes is represented by the $10 million. 

Mr. Dakin. If you would give me a moment, I will see if I can 
look it up for you. 

Mr. Levin. While you are doing that, let me ask Mrs., or Ms. 
Skidmore, you mentioned the principles, two principles, consistent 
policy choices, and simplicity. How about equity? 

Ms. Skidmore. Equity is a principle that I hope this Committee 
will ponder as it makes the choices and as it looks at both simplic- 
ity and consistent policymaking. 

Mr. Levin. Well, would you raise that to the level of clear, con- 
sistent choices, and simplicity? 

Ms. Skidmore. Without looking at each alternative system and 
understanding the details, it is difficult to 

Mr. Levin. No, no, but should the — should the system be equi- 
table? Do your clients care about 

Ms. Skidmore. We are going to be studying for our clients, on 
our clients’ behalf, what each of our clients ask us to look at in 
each system with regard to what they perceive as being fair, based 
on each detail of the systems. But at this point 

Mr. Levin. I am not asking you which system is more fair than 
another. I am asking you, don’t the American people want a system 
that is fair as well as consistent and simple? 

Ms. Skidmore. I hope that is a decision that this Committee will 
make with care — ^you will make the decision as to what is equitable 
or not. 

Mr. Levin. You think that is an issue, whether it should be equi- 
table? 

Ms. Skidmore. I think that what is equitable is a decision for the 
Committee. 

Mr. Levin. But should it be a guiding principle? 

Ms. Skidmore. That is a decision for the Committee, Mr. Levin. 
Thank you. 

Mr. Levin. All right. 

Let me go back to Mobil, if I — ^my time is running out. Do you 
know? 

Mr. Dakin. The total income taxes that we paid, according to our 
annual report for 1994, were somewhat in excess of $2 billion. That 
is worldwide taxes on worldwide income. 

Mr. Levin. And it costs you $10 million-plus, I don’t mean to 
minimize that; I just think we want some perspective here. 

Let me finish by asking you, some of this complexity is the rela- 
tionship of the taxes you pay here to your foreign operations, right? 

Mr. Dakin. Yes. The 

Mr. Levin. You want some deduction for what you pay in other 
countries, for example? 

Mr. Dakin. Yes. We do not wish to be taxed twice on the same 
item of income. 
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Mr. Levin. And so any system that we impose, new system, 
would have to have enough complexity so you don’t pay twice, 
right? 

Mr. Dakin. It can be handled two ways. If you wish to have a 
system by which the United States taxes all of the income of its 
residents, wherever that income is earned, then you must have a 
foreign tM credit system so that if the country in which the income 
was earned, where the economic activity took place, exercises its 
prior claim to tax that income, you don’t tax it a second time in 
the United States. 

Other countries have gone to a territorial-based system where 
they have elected to tax only the income which is derived from the 
economic activities carried on within their borders. 

Mr. Levin. And to just finish, do you think your company should 
pay any tax, any income taxes to the U.S. Government? 

Mr. Dakin. Do I think we should pay any 

Mr. Levin. Do you favor a system under which you would pay 
any income taxes or should the shift be entirely away from any tax- 
ation to the corporation? 

Mr. Dakin. We do not have an official company position on the 
alternatives that have been put forward. Our focus this morning is 
really on compliance rather than on the alternative systems. But 
to the extent that we earn income in the United States, we are per- 
fectly happy to pay tax on it. The problem is that fi^ring out now 
much tax we pay is more expensive than it ought to be. 

Mr. Levin. OK 

Chairman Archer. The gentleman’s time has expired. 

Ms. Dunn. 

Ms. Dunn. Thank you very much, Mr. Chairman. And I too want 
to thank and congratulate the Chairman of our Ways and Means 
Committee for giving us the opportunity to hold these hearings, 
and I thank all of you for coming back for them. We are going to 
spend the next 3 days trying to figure out the pluses and minuses 
of all the different tax systems, and there is nobody better in this 
room today to help us understand these pluses and minuses than 
you, members of the panel. 

In the last 2 months, I have held about 13 townhall meetings in 
my district in Washington State, and there has been consistent 
support for the simplicity and the clarity of a flat tax system. There 
are points that have come up on behalf of all the systems that we 
are looking at in these — ^beginning with these hearings, during the 
next 3 days, but there are some important negatives to each of the 
systems that I think we have the responsibility of investigating. 

For example, when you come to a consumption-based tax, senior 
citizens have gone through their income-producing years and they 
have paid income taxes and they planned ahead for their future in- 
comes and they are living on a set income; and that would be seri- 
ously invaded by a consumption-based tax. But I am very, very in- 
terested in learning the pluses of that system but naturally would 
like to investigate it from all points of view. 

I have heard your testimony that the flat tax — that any kind of 
tax system that replaces the income tax system should be simple 
and should be fair, and my constituents would agree with you. You 
have brought up an additional factor that is very important to our 
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considerations, and that is the compliance costs as you try to com- 
ply with the requirements of the IRS and this strange and con- 
voluted tax system that we have right now. 

I wonder if those of you who are representatives of companies 
have had your companies examine the costs of the various systems 
we will be considering and looking at — the value-added tax, the na- 
tional sales tax, the consumption tax and the flat tax — and you 
have calculated how your costs would be affected by our replacing 
the current income tax system with any of those other alternatives. 

Mr. Williams, since you are from my State, maybe you could talk 
to me first about this. 

Mr. Williams. This was measurement on the three different 
types of taxes and what the costs would be? It is interesting, be- 
cause hearing different comments from each of the representatives, 
we haven’t done that evaluation, but it seems like — that no matter 
what, there are still the comments leading back toward, well, do 
we leave this in or take this out. And so it would be really difficult, 
without seeing true proposals for each of the three, to do the meas- 
urement on what our compliance costs would be. That is why we 
are interested in almost seeing something come out if there is a 
true proposal on what the consumption tax would be and seeing all 
those, to measure those up. 

Because I have heard comments, well, should businesses be ex- 
empt from any income tax at all or should they not be, and so 
which one of these, is this from a flat tax, I didn’t have to ask the 
question, are businesses going to be charged with one flat tax and 
people going to be charged with another flat tax, or everybody 
charged with the same, and we haven’t had a chance to measure 
those. 

Ms. Beard. I did find the question earlier, it relates to yours, 
there is an excellent article that is in the new Fortune magazine 
that I picked up at the airport, and an economist, James Payne of 
Standpoint, Idaho, estimates total costs for the Nation to prepare 
our Nation’s tax bill that we send as we write our checks and pay 
our taxes, an astonishing $593 billion a year. That is a lot. 

But I have to agree that we do need to see what exactly is in 
the proposals. I do think if we could do something like a flat tax 
on a cash basis for a business and get rid of a lot of these schedules 
and the complications that go into it. This would also help spur the 
economy and would also create additional jobs. 

Ms. Dunn. Mr. Tyler. 

Mr. Tyler. Yes. 

Ms. Dunn. Do you have any — ^has your company taken a look at 
which of the alternative tax systems would be less expensive for 
you as far as compliance goes? 

Mr. Tyler. Well, you know, when you are in small business, it 
is a little different than being — with our friend here, these other, 
there is an angle to everything. Now, in my case, I don’t care what 
you do; I am going to figure how to make some money. 

However, it is obvious if I didn’t have to spend so much money 
on other things dealing with the government — to my accountant 
and lawyers — not only my lawyer for taxes, but if I get in trouble 
with the National Labor Relations Board or any of these other peo- 
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pie, it is costing money. That money does not go to my employees, 
it doesn’t go into my pension fund. 

I have a pension fund I give 3 percent a year to. I pay full hos- 
pitalization for one person. Now, I also have profit sharing. One 
year I had a very successful year; I put 14 percent into the profit 
sharing and 3 percent into the pension, which are both — are fed 
into the same thing. 

Now, I could — these people would have a lot more money for re- 
tirement if I didn’t have to spend all this money on compliance. 

I don’t really spend that much money for taxes. 'This year, I 
spent $20,000 Federal and $4,000 District franchise tax. So it isn’t 
a big deal with me, except that all this money I am spending in 
compliance on these things would go to the employees. If you are 
smart, take care of your employees. 

One thing I think this Committee should think about has noth- 
ing to do with actual taxes, which I don’t like to bring up. There 
is a tremendous — there is a tremendous backlash at the govern- 
ment today. Now, one reason for this is fear. Fear. Every time I 
have a thing go across my desk, it says Bureau of Internal Reve- 
nue — I have no trouble with the Bureau of Internal Revenue — a 
fear sets in. I have got to open that envelope right away. 

If I have any envelope that comes from OSHA, whatever you call 
it, the fear sets in there. If it is anything that comes from the De- 
partment of Labor, fear sets in there. And a lot of it is because it 
is so complicated. 

I have had two cut fingers in my — in 35 years, and I still was 
fined by OSHA this year when they came in, which — it is another 
compliance, it is cost. So I think this Congress should start think- 
ing a little bit about the Internal Revenue striking fear into the 
hearts of people. 

The first thing that happens when you are afraid, if you have 
ever been in combat, your first thing is fear, you are frightened. 
The second thing is embarrassment. The third thing is resentment, 
and there is a lot of resentment in this country toward this govern- 
ment. So that is another tax factor. 

Chairman Archer. The gentlelady’s time has expired. 

Mr. Thomas. 

Mr. Thomas. Thank you very much, Mr. Chairman. I have been 
visiting for the last few minutes with some friends to this country, 
and if I might I would like to ask the visitors from Russia and the 
Ukraine and the other republics to stand up briefly, please, in the 
back of the room. We have a dozen young leaders from the former 
Soviet Union. 

In listening to Mr. Tyler in terms of fear of government, what I 
have been learning over the last few minutes is basically what not 
to do to make sure that we avoid the mistakes of others. Mr. Chair- 
man, I am just absolutely pleased that these hearings are under- 
way. I thought over the years as we talked about our desire to ex- 
amine the tax structure, that it would probably take a change in 
the Majority in the House of Representatives to actually have this 
occur. And guess what? It did. 

Thank you, Mr. Chairman. 

ChaiiTnan Archer. Mr. Cardin. 
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Mr. Cardin. Thank you, Mr. Chairman. I also want to offer my 
thanks for your leadership in holding these hearings. I come to 
these hearings committed to looking at significant radical change 
in our tax structure, because our tax structure is too complicated. 
My constituents don’t understand it, and they feel that people in 
similar economic positions are treated differently and they don’t 
like it. The system adds to a lack of confidence in our tax structure. 

I applaud your leadership on broad-based consumption taxes. I 
think that is a better way to go than our income tax base. I think 
we can take care of some of the regressivity problems associated 
with consumption taxes through tax credits which are not very 
complicated or difficult to enforce. I think these hearings are ex- 
tremely important because we must understand the impact of 
changing from our current tax structure. 

I think Mrs. Johnson’s point as to what impact it will have on 
business decisions related to either health insurance or pension 
benefits are important questions on which we need to get expert in- 
formation before we act. I must tell you I am also concerned as to 
what impact the change will have on our State and local govern- 
ments, and we need to take a look at the impact of tax changes in 
that regard. 

With the panel before us, though, I would like to concentrate on 
the small business decisions. I have heard from many small busi- 
nesses in my district about the concern that so much of the small 
business entrepreneur’s time is spent in dealing with government 
that it drains their ability to deal with their business. But I must 
tell you, I have heard about that in many contexts, whether it be 
in tax compliance or dealing with environmental regulations or 
dealing with Workman’s Comp, issues or dealing with tort liability 
concerns. It seems to me that the leaders of small business spend 
an exorbitant amount of time in dealing with these issues. So I 
would like to at least get some sense from our panelists on the rel- 
ative importance of the tax issues to the other concerns that you 
must deal with as small business individuals. 

Understanding Mr. Gibbons’ caution, we are not talking about 
the level of taxes, how much taxes we are going to collect, but the 
compliance costs, how much time you must spend in dealing with 
our tax structure, how the current tax structure lines up in rela- 
tionship to some of the other concerns that small businesses have 
about simplifying the way in which government interferes with 
your lives. Perhaps — I have 1 minute left on my time, but perhaps 
the panelists who represent small businesses could give me some 
help in that regard. 

Ms. Beard. Earlier, I provided you with actual numbers from the 
survey completed by an accountant in Springfield, 111. 

Mr. Cardin. I heard your percentages, but I am concerned that 
that may be coupled with 

Ms. Beard. But that is actual 

Mr. Cardin. Yes, that may be coupled with the tax burden. Peo- 
ple don’t like to pay taxes. 

Ms. Beard. No, that was primarily, where do you need help; as 
far as when they pick, they had different services and different 
areas of concern for small business, which included increasing 
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sales, payroll, inventory, cash flow, bank loans, capital, various 
things to choose from. 

Mr. Cardin. Mr. Tyler, could you help me in this issue as far as 
small business concerns? 

Mr. Tyler. Well, all I can say is this. I think you have got too 
many people running around this Congress with a doctor’s degree 
from Harvard’s Economic — School of Business. 

If I agree to pay my employees, I agree with the government to 
pay my employees 3 percent a year taxes on their — I mean, retire- 
ment on their salaries, I also have a vent there for extra profits of 
a profit sharing where I can pay — 1 year I paid 14 percent, as I 
have told you, on the profit sharing, which builds up a nice little 
tax-deferred thing. 

I don’t see why everything has got to be so complicated. I have 
a degree from George Washington University. I have night schools 
of another year and a half credits. And I have to take a thing this 
thick from my bank to pay 3 percent a year on the retirement? 

Let’s get with it. What in the world is all this about? I mean, 
what are they trying to — am I trying to prove that I am honest? 
I mean, what is this all about? I mean 

Mr. Cardin. How much of your time is spent on this? 

Mr. 'Tyler. It used to be more than it is now. I will tell you why. 
I used to do the pension plan myself and pay an actuarial lawyer 
$1,000 a year to figure it out. All right. So I took the time. I used 
to pay my taxes; this is 30 years ago, I used to pay my own taxes, 
and this took a little time. But now, I don’t do this anymore. I paid 
the bank $26,000 last year to take care of the pension fund, be- 
cause I wouldn’t dare do it. 

I pay another accountant $9,000 a year to advise me and do my 
taxes. I pay a lawyer, another lawyer, if I need anything else. A 
couple years ago I paid $40,000 to a labor lawyer to get me out of 
a mess which I shouldn’t have been in in the first place. I fired a 
man and — ^very justifiable, and people even testified. I tell you, the 
cost of all those complications you have got going on around 
here 

Mr. Bunndmg [presiding]. The gentleman’s time has expired. 

Mr. English will inquire. 

Mr. English. Thank you, Mr. Chairman. And I appreciate all of 
the panelists participating today in the opening of what I think is 
going to be a series of historical hearings on our tax system, which 
will ultimately lead the way for Congress to fundamentally over- 
haul our Federal tax system. 

I wanted to particularly discuss with this panel some of the prob- 
lems of excess burden, that is, the extent to which the tax system 
distorts decisions in a way that may lead to an unproductive alloca- 
tion of resources. I wonder if each of you would, from your own ex- 
perience, offer some examples of how the current tax system, be- 
yond what you already have, in your testimony — of how the current 
tax system distorts decisions, allocates resources into lower priority 
areas and leads to an inefficiency in your productive enterprise — 
starting with Mr. Williams. 

Mr. Williams. I would say that probably for the owners and our 
board, which consists of my parents and I and our vice president/ 
general manager, we probably spend 20 percent of our time dealing 
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with the issues that are related to — 25 percent of the time related 
to the “future planning for the estate” issue. It has caused us in 
the last 8 years to start a couple of corporations, make sure that 
the value inside those corporations are selling a lot of the products, 
merge the corporations in so that we can ^an for the future, to 
work in all different areas, figuring out how much money we are 
going to have to spend this year and what the income tax burden 
is going to be. We have to plan for that ahead of time, you know, 
and almost be paying quarterly amounts that are going to be for 
next year’s liability. 

And so it takes up quite a bit of our time, while the rest of the 
employees are hopefully running the business the way that you 
want to, and in our case they are. But it is significant. 

Mr. English. Ms. Beard. 

Ms. Beard. Well, I know we have — and as I said, I am a real 
small business, with only six employees and two crews that go out 
and put up fence. I know at one point we had a 401(k) program, 
and actually what we discovered is it was costing us more to keep 
it in place than what any of the workers were willing to put into 
it. With a tax system as complicated as ours, it makes compliance 
even more costly and burdensome. Even with the “tax incentives” 
available — ^the administrative compliance is more of a disincentive. 
I hate dealing with them. 

Mr. English. Mr. Tyler, have you had this experience in your 
company? 

Mr. TVler. Well, let’s get back to the time I have been in busi- 
ness. I have been in this business 35 years. Prior to that, I worked 
for — I was a secretary to one of the heads of Anaconda Wire & 
Cable Co. I got a lot of information from them. And prior to that, 
I worked for a Senator as a secretary. So I got around a lot of big 
people. So I got — I am going to repeat, there is an angle to every- 
thing. 

Now, when you pay pensions for people, you have got an angle; 
there, you are trying to help those people become better workers. 
When you pay bonuses, you are trying to help them be happier and 
make more money and so forth. When you pay overtime, quite 
often this is the case there, too. 

Now, one thing that should interest you is — a very simple thing, 
is the — I just purchased — now, let’s see, this year I purchased a 
$55,000 press. I am in the small press business. I put $30,000 in 
the typesetting. I put — I bought another inserter for $35,000. 

Now, I have to pay taxes on all this cash, and then I write it off 
in 7 years. Well, now that meant that I had to pay taxes of $20,000 
corporation tax, and $4,000. If I could just take this cash that I 
have made and just pay for this stuff and then not have to worry 
about all these taxes, it would be a lot better, I would buy more 
equipment, or a lot of people would. 

Mr. English. Thank you, Mr. Tyler. 

Mr. Dakin, with regard to the alternative minimum tax which I 
know has an enormous impact on many capital-intensive compa- 
nies like yours, what is the cost of having to maintain an extra set 
of books and what impact has the AMT had in general terms on 
your investment decisions? 
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I know it is always touchy to ask any enterprise how, specifically, 
they make investment decisions, but in broad terms can you en- 
lighten us on how AMT and other provisions in the Tax Code have 
distorted your behavior and pushed you into less productive activi- 
ties? 

Mr. Dakin. To answer your first question, the AMT is about 30 
percent of our compliance burden, so without the AMT, we would 
cut the cost of preparing our return by about $3 million per year. 

To answer your second question, our management has no dif- 
ficulty in making it clear to the tax department that the tax tail 
will not wag the business dog, so our management makes its in- 
vestment decisions based upon their view of the long-term strategic 
goals of the company; and if it winds up that by making that in- 
vestment, we owe minimum tax, then paying minimum tax is just 
one of the costs we bear in making that investment. It is a cash 
flow deterrent, but I could not honestly say that our management 
has been deterred from making an important investment for the 
long-time viability of the company for tax considerations. 

Mr. Running. Thank you, Mr. English. 

Mr. Ensign. 

Mr. Ensign. Thank you, Mr. Chairman. I come to these hearings 
excited because, as a small business person that had never been in- 
volved with politics — I am a veterinarian and own my own animal 
hospital; as you go through different processes and you learn, as 
a small business person, you are trying to run your business, you 
are trying to be a success, you are tiwing to see what the customer 
wants, especially when you are brandnew in business. 

All of a sudden you get a notice from the IRS, you think, oh, no, 
have I done something wrong? A lot of times you have done some- 
thing wrong and you had no idea there was a law that even con- 
cerned that. 

Now you have to pay a penalty, pay the fine because you had so 
many employees, now you have to report more often; and the com- 
plexities — I can relate to what you are saying because I experi- 
enced all of those complexities, not only to do with IRS, but OSHA. 

My family has a closely held corporation that they recently sold 
to a public company that had a lot to do with the estate laws, be- 
cause it was not liquid; and the chances, we felt, of holding on to 
that were very little without the market to be able to sell in. When 
you are in a public market you are in a liquid market and can do 
that to handle the tax burden. 

I think we are pointing out a lot of problems at all levels. Wheth- 
er you are talking about the size of a company like Mobil or six 
employees, we are talking about an incredibly burdensome tax sys- 
tem that hurts productivity. 

In my own company, if we are looking at buying maybe a piece 
of equipment that would allow us to practice a higher quality medi- 
cine and, instead, we are looking at how much we have to pay the 
accountant each month and how much we have to pay to comply 
with these tax laws, that may be something we don’t buy that year, 
or for 2 or 3 years, simply because of those costs involved. 

We had a profit-sharing plan and we had the same kind of expe- 
rience, where I stopped the profit-sharing plan. I was contributing 
15 percent a year to employees, but the costs got to be so great for 
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administering it and the incentives were taken off because it is ei- 
ther pay the tax now or pay the tax later; it looked like taxes were 
going to go up over the years, and I decided to pay the tax now. 
So my experience has been virtually the same. 

I want to champion this cause as far as doing away with the cur- 
rent tax system. Whether that is a national smes tax or a flat tax, 
to me either is better than the current system as long as we look 
at issues that deal with fairness. 

On the issue of fairness, I have not heard anybody address deal- 
ing with flat tax, whether it is 10 or 20 percent or whatever it is. 
If the same percent isn’t fair for all income levels, then what per- 
cent is? Should rich people pay 30 percent, 40 percent, 50 percent, 
90 percent, 100 percent? How can you define “fairness” by putting 
a percentage that is different for different income levels? I have 
never heard that issue addressed from a “fairness” standpoint. 

Ms. Beard. There was an older version of a flat tax, although 
people just are hearing about it; within the last couple of years, 
there has been more and more talk about a flat tax. There was a 
flat tax back in 1982 that was talked about. What they did with 
that was, from the gross income they deducted an amount and then 
charged a flat tax on everything above that amount. So, yes, it was 
a flat tax as far as there was one consistent rate on income over 
a certain amount, beyond that deduction; but in effect what hap- 
pened, those who have been on the lower edge of the wage scale 
were paying a reduced tax and it was still progressive, out not 
nearly to the dejCTee as what we have seen today. 

Mr. Ensign. OK 

Mr. Williams. I think that measurement, too — in talking about 
the percentages for the wealthy, I think it is significant to know 
that 60 percent, I read at one point, of the gross national product 
comes from small businesses and a dominant amount of those busi- 
nesses are subchapter S corporations — I don’t know what the exact 
percentage is. But when we talk about taxing the wealthy, when 
we look at the taxing of wealthy people, you mentioned yourself 
that you needed to go, public offering. We are looking at the value 
of the corporation. It is not liquid. I can’t sell it. We are looking 
at keeping this business on, generation through generation, provid- 
ing jobs, and it is significant. 

So that element needs to be taken out and maybe we wouldn’t 
have all these corporations to have to worry about if the tax system 
were completely overhauled. Because we are changing some of 
these avenues — why are you an S corporation, why are you a C cor- 
poration — and the effects that that has on each business that is out 
there. 

Mr. Bunning. The time of the gentleman has expired. 

Mr. McDermott. 

Mr. McDermott. I thank the Chairman for having these hear- 
ings. I don’t think there is anybody on the dais who wants to pay 
taxes, so we share with our constituents a common feeling. It is 
nice to have a discussion about not paying any taxes. 

Mr. Dakin, what are the total worldwide revenues of Mobil? Be- 
cause it is a rare opportunity to have you here. We don’t generally 
get an 800-pound gorilla. If I could get unanimous consent to enter 
your tax return into the record, I would do it. 
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Mr. Dakin. What do you mean by revenues? Do you mean gross 
receipts from all sources before 

Mr. McDermott. I am not an accountant or a tax lawyer. How 
much money comes in to you? 

Mr. Dakin. The total gross receipts in terms of what we collect 
from the total amount we sell during the year in 1994 was about 
$67 billion. 

Mr. McDermott. And you paid $2 billion in taxes? 

Mr. Dakin. That is why I asked you what you meant, because 
that is not profits, that is not the income we made. That is our 
total sales. 

Mr. McDermott. But out of all that, on that $67 billion you paid 
$2 billion in taxes? 

Mr. Dakin. Our income on those sales was about $1.7 billion. 

Mr. McDermott. So you lost money paying taxes; is that what 
you are saying? 

Mr. Dakin. No, sir. 

Mr. McDermott. You are saying profits after taxes were $1.7 
billion; is that what you are trying to tell me? 

Mr. Dakin. Yes. I am having a little trouble finding my place on 
tables on the annual report. 

The income after tax would have been $1.7 billion, $1.7 billion 
income after paying all expenses and after paying all taxes. 

Mr. McDermott. And you spent about $10 million in compli- 
ance? 

Mr. Dakin. We spent $10 million preparing our U.S. Federal in- 
come tax return. 

Mr. McDermott. So you are spending less than one-half of 1 
percent to produce a tax document to give $2 billion to the Federal 
Government? 

Mr. Dakin. Sir, to put this in focus, we are a worldwide com- 
pany, and you asked what was our worldwide income. We have to 
disting^uish between the total worldwide taxes we pay on our total 
worldwide income. That was the figure that I was giving. The $10 
million 

Mr. McDermott. Let me move to my next question, because I 
know that they would not run a bill through here if you had not 
had a chance to review. This Committee passed a bill which in- 
cluded a provision to eliminate the alternative minimum tax. What 
tax break does that give you? What is your benefit from the bill 
that passed out of here? 

Mr. Dakin. I was called here to testify on the compliance costs. 
I can tell you that the compliance costs of just filling out and filing 
the data on the AMT is 30 percent of our total compliance costs of 
about $3 million a year. 

Mr. McDermott. It would help us if we knew how much you 
would save in taxes out of that $2 billion that you pay? 

Mr. Dakin. We haven’t saved anything in taxes. 

Mr. McDermott. You mean that AMT proposal that went out of 
here had no impact on Mobil? 

Mr. Dakin. We don’t pay on proposals, Mr. McDermott. 

Mr. McDermott. It must have been submitted to you and you 
ran it through your tax department and they said, under this pro- 
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posal, we would pay only $1.4 or $1.1 billion or $600 million or 
something. 

Mr. Dakin. Because we are a very heavy investor in the United 
States to the tune of about $1 or $1.1 billion every year, we throw 
off a lot of depreciation. The AMT depreciation recovery rules are 
so slow that that is what causes us to become an AMT taxpayer. 
So obviously allowing better capital recovery for investment in the 
United States would reduce the amount of AMT that we pay. 

Mr. McDermott. So you would get a big tax break. I find it hard 
to believe that you would want a system to be thrown out in favor 
of a flat tax when you can come here and adjust it down and get 
it so it works just right for you — maybe I don’t understand cor- 
porate mentality. 

One of the things that troubles me about the flat tax business 
is the question of equity. The Coopers & Lybrand witness really 
factored herself out. She is not willing to comment on whether they 
believe in fairness or not. 

I would like to hear the rest of you, because I have a report from 
the American Enterprise Institute and one from Treasury which 
say, under every flat tax, whether you are talking fat or you are 
talking a flat tax, you wind up with 80 percent of Americans pay- 
ing more taxes and the top group getting the tax break. 

Does that trouble anybody at the table? 

Mr. 'Tyler. Why do they get a tax break? 

Mr. Bunning. Your time has expired. We need to move on. 

Mr. Christensen will inquire. 

Mr. Christensen. Thank you, Mr. Chairman. I applaud Chair- 
man Archer for instituting these hearings, because I believe, as Mr. 
Tyler said earlier, that our tax system is too complex and it causes 
fear in the American people. We need to institute a system that is 
simple, fair and one that is a whole lot less in size; I think our cur- 
rent system has roughly 10,000 pages, compared to the one in 1914 
that had 14 pages. The amount of money that is spent in compila- 
tion and time is money put down a drain, and we need to fix that. 

I knew sooner or later that this discussion on an alternative tax 
system would turn to a class warfare argument. I think that is un- 
fortunate. I think we need to focus on the fact that the system we 
have today doesn’t work. We need to find a more simple, more fair 
system. 

I think Mr. Dakin’s testimony was well received, in the fact that 
it is not the amount of tax that they pay or don’t pay. We are talk- 
ing about the type of system that we have and the complexity and 
the various props that you brought along, I think, helped add to 
that system. 1 want to thank the witnesses today and appreciate 
your testimony. 

More than anything, I compliment the Chairman for bringing in 
people from the business community — small; large; medium-sized 
businesses — that had the opportunity to testify first, prior to some 
of the expert panelists that we sometimes refer to as bringing in 
some of the policy ideas, that have the Ph.D.s behind their names. 
Not that they don’t have some good ideas, but it is enjoyable, for 
the first time since I have been on this Committee, to hear from 
the people in the trenches first, and I applaud the Chairman for 
that and thank you, Mr. Chairman. 
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Mr. Bxwning. Mr. Payne will inquire. 

Mr. Payne of Virginia. Thank you very much, Mr. Chairman. 
I too want to commend Chairman Archer for holding this hearing 
and these hearings that we will have this week. As a former small 
business man myself, certainly I understand what I am hearing 
from this panel that the Code today is too complex. We are way be- 
hind in terms of providing regulations for the IRS, and because of 
the complexity, not only is a burden being imposed upon large busi- 
nesses and small businesses, but upon individuals as well. These 
are things that we need to look at and things that we need to cor- 
rect. 

I would say, too, that it is very important with a Tax Code that 
it provide some degree of certainty. Especially when you are in 
business, it is very difficult when the Code changes or when you 
anticipate changes as you are trying to make decisions about in- 
vestment. Even hearings like the ones that we are having this 
week can create some uncertainty. People who may be thinking 
about making some investment, hearing what is going on, may say, 
maybe I should wait because maybe the tax climate will be more 
advantageous in the future. I think it is important to understand 
that we are beginning a process that will be a very long process, 
but a very important one. 

I would certainly think, Ms. Skidmore, for you and others in your 
profession, as people approach you and ask about what is going on 
in Washington and about investments that they are thinking of, 
that people need to put this in perspective. They should not make 
decisions or investments because of things that are going on here. 
These are important hearings to lay the groundwork for changes 
that may be made, but at some time in the future, perhaps no ear- 
lier than 2 years or more from now. 

So I think that is an important thing to keep in mind about hear- 
ings like this, that they should not be disruptive to the kind of im- 
portant activity that is going on in the economy at the present 
time. 

Let me use the few minutes I have left to inquire of the small 
business people about the taxes, really, in three areas. Let me 
break these down into three large groups — payroll taxes, income 
taxes, and other, such as the pension issues that have been 
brought up by Mr. Tyler. 

Would you comment, as you see it, on how much each of these 
three takes away from your doing business that you would nor- 
mally do — payroll taxes, income taxes and other? 

Mr. Williams, maybe I could start with you. 

Mr. Williams. Again, without having all the timeframe that is 
there, I think the time that is taken for each of us to even come 
here, the plane flight back here to have to talk about the issues 
that are going on in our business today, when we go out and spend 
time with our employees and work in manufacturing for a day. I 
ask the same thing, like Mr. McDermott, that he does not have the 
corporate information and has not been in business. For him to 
come and to sit down with our people for a day, any one of you, 
we would give you an opportunity to work inside figuring out what 
it takes to comply with the costs, payroll and income. It is some- 
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thing that I did not come here prepared to talk about, each of the 
percentages. 

Mr. Payne of Virginia. Not the percentages so much, but if we 
look at overhauling the Income Tax Code and leave in place the 
payroll taxes as they are now, to what extent have you been bene- 
fited as a small business. Is it not likely that you would be back 
sajdng, this is OK, but what we really need to address are the pay- 
roll taxes because of the amount of time that it takes to get some- 
body on the payroll, the forms we have to fill out, the compliance 
as well as the amount of money that the employee and we have to 
put aside in order to pay these particular taxes? 

Mr. Williams. I would say out of our accounting department, 
which — we have probably 10 people, there are 3 V 2 devoted to just 
taking care of payables of expenses with our suppliers, and the 
rest, 80 to 90 percent of their time is dealing with payroll and in- 
come tax issues. State, local and Federal, all Federal issues. 

Mr. Payne of Virginia. Ms. Beard, could you comment on this, 
please. 

Ms. Beard. As far as actually adding up the time, I haven’t. 
There were many nights I was in the office until 2 or 3 o’clock in 
the morning because it had to get done. When you are in business 
for yourself and you are doing everything, you don’t add up the 
hours; you are trying to get things accomplished. Until a year ago 
I was doing all the payroll and handling the payroll deductions and 
getting the reports done. There are many nights when you are sit- 
ting there trying to figure out, and it doesn’t balance. 

We have a gentleman on our delegation who is a veterinarian, 
and he is very vocal, that this is servitude in his eyes, and he is 
from England originally. 

Mr. Bunning. The gentleman’s time has expired. I thank the 
panel members for their input today and take the privilege of the 
Chair to request that Hon. Michael Boskin, David Bradford and 
Gary Hufbauer would come forward. We know that you are pressed 
for time. If the other panelists would hold back until we receive 
testimony from these three gentlemen and we could question them. 
Thank you very much, panel. 

Mr. Bunning. Mr. Boskin, if you would begin, we would appre- 
ciate that. 

STA-TEMENT OF HON. MICHAEL J. BOSKIN, PHJ>., TULLY M. 

FRIEDMAN PROFESSOR OF ECONOMICS AND SENIOR 

FELLOW, HOOVER INSTI'TUTION, STANFORD UNIVERSITY, 

STANFORD, CALIF,, AND FORMER CHAIRMAN, COUNCIL OF 

ECONOMIC ADVISERS 

Mr. Boskin. Thank you, Mr. Bunning. It is a privilege to be back 
to testify before the Ways and Means Committee. 

I want to congratulate the Members of the Committee for initiat- 
ing these historic hearings. There is a tremendous opportunity to 
greatly improve the Federal system of corporate and personal in- 
come taxation in a manner that will accomplish two important 
goals: First, dramatically improve economic performance, and sec- 
ond, substantially reduce the compliance and administrative bur- 
den on America’s families and firms. But it must be accompanied 
by spending control, devolution of some Federal functions to the 
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States and localities, less and more flexible regulation and sound 
money. We have an opportunity to launch a new era of prosperity 
over the long term in America. Why would a fundamental change 
in the tax system change our economic performance, improve it? 

While tax collections in personal and corporate income tax today 
total only about 10 percent of GDP, the system systematically af- 
fects private behavior, household and firm behavior, affecting the 
overwhelming bulk of GDP; and the result, overwhelmingly, is that 
behavior is heavily tilted toward the present against the future, to- 
ward consuming today and saving and investing for the future. 

I have five standards or tests that I apply to tax reform that I 
will briefly mention before mentioning a few words about the spe- 
cific proposals under consideration. 

Will the reform improve the performance of the economy? And by 
far the overwhelming and most important standard of performance 
is the rate of economic growth because that determines future liv- 
ing standards. There are other goals of economic performance that 
I won’t get into here. The most important way the tax system af- 
fects economic growth is through the rate or saving, investment 
and entrepreneurship, which is heavily retarded by the current cor- 
porate and personal income tax. 

Will the tax system likely affect the size of government? It is my 
own view that it is important for the point of finance and the point 
and purpose of spending to be more closely tied. That, in my view, 
will be the best brake we can apply to ensure more effective and 
efficient government. 

Will the tax structure affect federalism and, if so, how? 

Will the new tax structure likely endure? As this Committee 
knows better than I, we have had major or fundamental tax re- 
forms eight or nine times since the late seventies. We should be 
concerned that when we move to a better tax system it won’t be 
undone shortly thereafter. 

In 1986, for example, the tradeoff was to lower rates for a broad- 
er base. That was undone in 1990 and dramatically worsened in 
1993. 

And finally, over time, will the tax reform contribute to a pros- 
perous, stable democracy? I have mentioned prosperity. I am con- 
cerned that starting from where we are now, as we move forward, 
the press of demography is going to cause us to have an ever-grow- 
ing ratio of people receiving, on balance, income from the govern- 
ment to people paying taxes. That will have to be addressed on the 
entitlement side primarily, but we also should be concerned on the 
tax side, whether we are collecting the proper amount, we have 
enough taxpayers, we are getting at the underground economy, and 
so forth. 

The overall burden the tax system imposes on the economy is 
composed of two parts. You heard mostly this morning about the 
compliance burden. The lowest estimate I have heard is over $100 
billion. I have heard estimates up to $600 billion for filling out 
forms, the paperwork, and so forth. That is important. It is the 
thing that affects a large majority of people. 

The tax system, however, as one of the last questions asked im- 
plied, distorts the allocation of our activity between consumption 
and savings, consumption and investment, and so forth. The sizes 
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of those distortions are proportional to tax rates. The cost goes up 
with the square of tax rates, so we want a broad base and low 
rates to the maximum extent possible. 

What does that imply for tax reform? It seems to me that the two 
fundamental purposes of tax reform in order to achieve a better 
system and a stronger growth in the economy should have a much 
broader base that is equal to or much more closely aligned with 
consumption in the economy as opposed to income on the one hand, 
and that we get the rate as low as possible on the other. That will 
lead to some tradeoffs between what gets deducted, rebated and so 
on, but I would say that, overwhelmingly, we have an opportunity 
to make a major improvement. Estimates suggest we could gain as 
much as perhaps 10 percent of GDP higher in the long run, with 
a very low rate broad-based form of consumption tax, whether that 
is done on the retail sales value-added type or through the income 
side, allowing people to deduct their saving, or through an income- 
type flat tax that winds up with consumption as its base rather 
than income. 

Quickly speaking, my own view is that simplicity and the under- 
ground economy and things of that sort, and GATT border tax ad- 
justment rules, weigh in favor of the retail sales tax. The flat tax 
would get us partway there; it has a lot of appeal, as well. It raises 
additional issues. 

Each of them would run the risk of having some of the good they 
do undone by raising rates later or by having to have exemptions, 
deductions or rebates. 

I would suggest the Committee go through the task of fundamen- 
tal tax reform if we are pretty sure that we will be able to keep 
that fundamental reform relatively intact for some time to come. I 
think those opportunities are substantial and I commend the Com- 
mittee for beginning the education process for the country. I think 
much education needs to be done before we can get the bulk of the 
population understanding what we are really talking about. 

The gains are large, potentially large enough in my opinion to se- 
riously consider such fundamental reforms. Thank you. 

[The prepared statement follows:] 
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TESTIMONY OF HON. MICHAEL J. BOSKIN 
STANFORD UNIVERSITY 

Chaiiman Archer, Ranking MenU>er Gibbons, and other distinguished members of the 
committee, I appreciate the opportunity to appear before you today to discuss the important 
question of fundamental tax reform. There is a tremendous opportunity to greatly improve the 
federal system of corporate and personal income taxation in a maimer that will both significantly 
improve economic performance and substantially r^uce the compliance and administrative 
burden on America’s fiunilies and firms. 

Estimates put the annual compliance burden range well upwards from over $100 billion to 
almost $600 billion, with well over 5 billion hours of human effort devoted to that task. The cost 
in distortions of economic decisions is many times higher. And the Internal Revenue Service 
apparently only gives correct answers to taxpayer inquiries about 63 percent of the time. The tax 
system is cleariy too complex. Remarkably, the system of voluntary compliance yields a very 
high percentage of tax liabilities actually due, especially when viewed relative to other countries. 
That speaks well of Americans’ basic values. But there is widespread concern that the system of 
voluntary compliance will be decreasingly effective over time unless tax rates are reduced and the 
tax system made far less complex. 

I hope these hearings start an educational process, a national dialogue and debate that will 
help build a consensus on the need for tax reform and on the best route to it. 

Tax Reform and Economic Policy 

Tax policy is imbedded in the overall economic system and the overall system of public 
policy instruments. Taxes— current or future— are how government spending is financed. The tax 
system affects and is affected by other areas of policy. 

The current tax system as well as government spending, deficits, and regulation, are the 
subject not only of intense legislative political debate currently, but are widely viewed, according 
to all public opinion polls, as out of control. Taxes are too high and complex; the government 
spends too much; U is too centralized and too inefficient; the government borrows too 
much, and regulates too much private activity too inflexibly. So an improved tax system has 
the potential to significantly improve the economy. But it must be accompanied by slower 
spending growth to balance the budget, devolution of some federal functions to the states and 
localities, less and more flexible regulation and sound money. 

The current tax reform debate focuses on the personal and corporate federal income taxes. 
These amount to about 10% of GDP, and about a quarter of all explicit and implicit taxes. Total 
federal, stale, and local government spending is about 40 percent of GDP. Current explicit taxes 
are somewhat less than that, the difference being budget deficits. The current reform debate 
generally does not focus on the payroll tax or excise taxes. Nor is it explicitly directed at state 
and local taxes, although some proposals would affect them 

Recall also that there are two partially hidden taxes that we generally do not list as taxes in 
our budgets One is the hidden tax imposed by our regulatory and legal system. (Some of those 
regulations and part of our legal system work reasonably well, but some does not, imposing 
unnecessary additional costs on families and firms.) The costs are very much like a tax. Estimates 
range all over the place, but recently have been in the $400 to $500 billion range per year. That is 
the yield of the payroll tax and a large fraction of the yield of the income tax. 

There are also large future tax liabilities implied (but not terribly well measured) by the 
budget deficit. America was bom in a revolution against taxation without representation; who is 
less represented than the future generations who will bear this burden? 

There is a general feeling that we have increasingly seen the point of tax and the point and 
purpose of expenditure diverge. That is one of the reasons there is so much discontent with 
government. In the Eisenhower Administration, say 1958, six out of every seven dollars the then 
much smaller federal government spent was on purchases of goods and services such as national 
defense and roads. Only one out of every seven dollars was spent on transfer payments. Today, 
net of interest on the debt, transfer payments are the bulk of the absolutely and relatively much 
larger federal spending. So one can no longer speak of the tax side of the budget by itself At the 
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very least, taxes and transfers must be considered simultaneously; better yet, taxes and spending 
more generally. 

Tax policy interacts with trade and trade policy. In an era of large and expanding trade in 
goods and services, and investment, more foreign source income flows across national borders. 

Finally, tax policy interacts \vith monetary policy. Tax brackets were indexed in the early 
1980’s, but not the definition of income. Nomhial capital gains and nominal interest are taxed, 
nominal interest is deducted, historic cost depreciation is used, etc. So inflation still affects 
effective tax rates. 

While all these other areas of policy must also be improved to spur economic growth, the 
tax reforms currently under discussion would go a very long way to improving the economy. 
That is because, while the tax collections themselves are only a modest part of overall GDP, 
the current tax system systematically affects private sector (household and firm) behavior 
affecting the bulk of GDP. And the result b that behavior b heavily tilted toward the 
present against the future. For example, the ourent corporate and personal income tax system 
taxes saving, investment, and entrepreneurship quite heavily. Indeed, some types of saving are 
doubly or triply taxed. Our tax system is one reason America’s net national saving—the amount 
the nation has available to invest in a more productive fijture— is so low relative to other advanced 
economies, a point I return to below. 

Five Tests for Tax Reform 


I have five standards or tests that I apply to tax reform before I get to the specifics of the 
tax proposals. 

1. Will the tax reform improve the performance of the economy? 

By far the most important aspect of economic performance is the rate of economic growth 
because that determines future living standards. The most important way the tax system affects 
economic growth is through the rate of saving, inve^ment, entrepreneurship and work effort. 

1 . Will the tax reform likely affect the size of government? 

Tax reforms that more closely tie the payment of taxes to expenditures and get the 
individual citizen and taxpayer focusing on the that their taxes are being used to finance 
expenditure will better insure a more effective and efficient government. Also, any new tax— a 
broad'based consumption tax, for example— should completely replace the income tax. 
Otherwise, there is a risk the new tax will just be piled on the old and used to raise revenue to 
grow government— the European disease that has so damaged their economies. 

3. Will the new tax structure affect federalbm? 

Closely tied to item 2, I believe it is important to strengthen the federal system. Tax 
reforms can affea the federal system in many ways and we should favor those that strengthen it 
and devolve authority to state and local govemmrat and private institutions to the extent possible. 

4. Will the new tax structure likely endure? 

We have had major tax reforms or fundamental tax reforms in each of the following years: 
1978, 1981, 1982, 1983, 1985, 1986, 1990, and 1993. We should be concerned that we could 
move to a better tax system only to undo it shortly thereafter. In 1986, the tradeoff was lower 
rates for a broader base. That was undone in 1990 and dramatically worsened in 1993. 

5. Over time, will the tax reform contribute to a prosperous stable democracy? 

I have emphasized prosperity above. Now 1 want to emphasize stable democracy in the 
following sense; Are we likely to see over time a change relative to what is currently projected in 
the ratio of taxpayers to people receiving income from government? We now have a much higher 
ratio of people who are net income recipients to people who are taxpayers than in any previous 
time in our history. Fortunately, that number is still well under 50%. But as we move through 
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time, as we see the retired population grow, the baby boom approach retirement and then retire, 
the fraction of the population in any given year who are receiving more than they are paying will 
grow. We must deal with this both on the tax side (underground economy, perhaps too many off 
the tax rolls), but especially on the transfer payment side, the entitlements programs, and do so 
soon, or we will get into a spiral of higher benefits, higher tax rates, and a weaker economy and 
intergenerational conflict. 

Before discussing alternative reforms and how they relate to these standards, a simple 
parole will distill much economic knowledge on the subject of the economic cost of taxation. 
Suppose the government takes a dollar away from the taxpayer’s to finance spending. In order to 
collect that dollar, the government has to distort the allocation of resources. The tax will affect 
private decisions: an income tax is well-known to doubly or triply tax saving, and thus distorts the 
incentive to consume versus save, or alternatively to consume in the present versus in the future. 
Both income and payroll taxes distort the incentive to work in the market versus the home and/or 
of employers to hire permanent or temporary workers, etc. 

The severity of these distortions depends on two things: first, the size of the tax wedge, 
how high is the real effective marginal tax rate that drives a wedge between doing one of the 
activities versus the other, between consuming and saving, between working in the market and 
working in the home, etc ? And second, how sensitive or elastic is the activity to changes in tax 
rates? Some activities are well known through numerous studies to be quite sensitive to tax rates; 
for example, the realization of capital gains and the labor supply of second earners in families. 
The combination of the size of the wedge and the sensitivity of the activity to it determine the 
severity of the tax distortion. 

Generally, the overall total burden that these tax distortions impose on the economy 
goes up with the square of marginal tax rates. The marginal cost goes up proportionally 
with tax rates. Thus, high marginal tax rates are very bad for the economy. So, the income 
tax distorts many decisions. Workers switch between taxable income and fiinge benefits, 
investors between low dividend and high dividend stocks; and so on. A lower bound estimate of 
the cost to the economy of each additional tax dollar is $ 1 .40 or S 1 50 Some estimates go much 
higher. 


Now the tax dollar (which costs us $1.40 or $1.50) is put into a bucket Some of it leaks 
out in overhead, waste, etc. In a well-managed program, the government may spend $.80 or $.90 
of that dollar on achieving its goals. Inefficient programs would be much lower, $.30 or $.40 on 
the dollar. This immediately tells us that a key to the quality of the tax system, how badly it 
distorts the economy, hinders growth, misallocates resources, is the level of effective marginal tax 
rates. The lower the effective marginal lax rates, the smaller the distortion of private 
decisions. 

Unfortunately, some examine just the statutory rates rather than the effective marginal tax 
rates. The effective tax rates on private activity can be quite different from statutory rates 
because they interact with the tax base and can cascade across several taxes. For example, 
there are people who, despite a statutory rate of 28 percent, pay tax rates in excess of 100% 
on real capital gains, because they have nominal gains but real losses. 

Perhaps nowhere is the current income tax system more harmful than in the taxation of 
saving, investment and entrepreneurship. One of the nation’s most serious problems is that we 
have a very low rate of national saving. It is low relative to the nations with which we compete. 
It is low relative to our own historical average. If it was the result of a tax, budget and regulatory 
and legal system that was neutral with respect to whether people and firms consumed or saved 
and invested, I would not necessarily see much problem with it But the overwhelming 
evidence is that all these public policies wind up favoring current consumption and 
penalizing saving and investment. 

Our net national saving rate in the 1990’s has been slightly under 2%. That is the sum of 
what households, businesses, and governmental units add, net of depreciation, to our nation’s 
ability to grow in the future. Two percent is remarkably low. Fortunately, we have been an 
attractive enough place to invest that our net investment rate has been higher than that, the 
difference being financed by importing capital. 
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There are two reasons the nation’s saving rate is so low. Most people focus on the budget 
deficit. The budget deficit clearly is one reason. But just as important has been a decline in the 
private saving rate. I want to spend one minute on the relationship between the two. Those who 
have ai^ed that the best thing we can do to raise the nation’s saving rate is to reduce the 
budget deficit are only correct if they add the proviso: in a manner that does not reduce 
private saving. 

The 1993 tax increases, for example, clobbered private saving. In addition to the direct 
limits on 401(k) plans, etc., the rate increases apply to the highest propensity to save groups: 
well-off households; middle income two-eamer households in their peak earning and saving years; 
and small businesses. 80% of American businesses are unincorporated; 42% of corporations are 
sub-S corporations. These businesses use the same 1040 form you and I use, and had large 
increases in their effective tax rates on profits available for re-investment. Not surprisingly, 
personal saving declined at about a $60 billion annual rate. So even if the tax increases collect 
the projected revenues-and my guess is they will not-they had no net effect on national 
saving. The smaller deficit is being matched by less saving. This is at best circular. 

I favor tax policies that reduce or redress the disincentives to save, invest and innovate in 
our current tax system, as well as policies to reduce the federal budget deficit Indeed, that is how 
1 tie the current debate together on whether it makes sense to have tax cuts as well as spending 
cuts given the budget deficit. My answer is yes when those tax reductions will increase 
private saving to complement the reduction in government borrowing from the spending 
cuts. 

What does all this imply for fundamental tax reform? 

As Congress moves forward to debate legislation on various piecemeal tax proposals this 
year, such as capital gains rate reduction and indexing, expanded IRAs, and other tax cuts, a 
useful way to think about these reforms as well as the more fundamental reforms, is that they are 
designed to redress the severe distortion of saving and capital formation caused by the current 
system of income taxation Most other countries rely much more heavily on taxes on 
consumption-so-called indirect consumption taxes such as sales taxes and value-added taxes, and 
income tax systems that exempt far larger amounts of saving from the tax base (thereby leaving 
most households’ tax base as income minus ^ saving, i.e. only that part of income that is 
consumed). Most of their corporate taxes have various features that allow more rapid write-off 
of investment than does the U.S. corporate tax; some have features by which they integrate the 
corporate and personal tax; others, such as Japan, have corporations that have much higher 
leverage and therefore finance a much larger firaction of investment through tax advantaged debt. 

The U.S corporate and personal income taxes (and other taxes at both the federal and 
state level) tax some types of saving once, others twice, some three times and in some instances 
even four times. To set concepts, it is generally understood that a pure income tax would tax 
saving twice: Tint when it is earned as part of income, and again when it earns a return in 
the form of interest or dividends. An alternative way to think about this is that present 
consumption is taxed once while future consumption is taxed twice, since the bulk of saving is 
done for the purpose of future consumption, for example during retirement. 

Now consider the separate corporate and personal income tax and a family putting their 
saving in corporate equities. The family first pays taxes on their own income (perhaps their 
wages). That is tax one. They save some of that after-tax income in the form of corporate 
equities. But the corporation pays corporate taxes (on behalf of the family as a shareholder). 
That is a second tax. Then the family pays taxes again when it receives dividends or capital gains 
(in this case one has to net out inflation, deferral, the possibly slightly lower tax rate, incomplete 
loss offset, etc. to determine the true effective tax rate). That is a third tax on the saving. If the 
family is fortunate enough to accumulate, perhaps at a few thousand dollars a year compounded 
over a lifetime, enough to leave a taxable estate, the saving is taxed a fourth time 

Of course, there are numerous exceptions to this rule. For example, employer provided 
pensions, 40lk plans, IRAs, etc. are forms of tax deferral (not tax forgiveness) that eliminate one 
layer of the taxation of saving. But going through the entire complexity of the tax code still 
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produces the overall conclusion that capital formation is taxed especially heavily in the 
United States, relative to other uses of income and relative to our competitors. 

There are numerous ways to simplify the tax system and remove the distortion between 
the present and the future, between consumption and saving of households, and among types of 
investments. That is, there are numerous ways to tax consumption in the economy. We can 
generally divide these into two approaches—direct and indirect. So-called indirect taxes include a 
national retail sales tax, various types of value-added taxes, etc. So-called direct taxes would tax 
households and firms on the part of income which was consumed. They are sometimes called 
consumed income taxes. It is important to examine the combination of the business-level tax 
and the personal-level tax to determine what the final tax base will be. 

Economists use a concept called the circular flow of income and product to describe the 
economy. Business firms use capital and labor, which they pay wages and interest or other forms 
of capital income, to produce products, which they sell to obtain revenues out of which the 
payments to labor and capital are made. One can look at the total value of the production of the 
firms or the total income received by households as two equivalent sides of the nation’s accounts. 
Thus, households can be taxed at the personal level by taxing their total income, or various 
components of it such as wages, interest, dividends, etc. Alternatively, households can be taxed 
by taxing firms on the capital and labor they employ, or on their output. The taxes thus collected 
would reduce the flow of payments back to households. In this sense, a tax at the business level 
should be thought of as a withholding tax on households. To repeat the old saying, 
corporations do not pay taxes, people do. Taxes collected at the business level are paid either by 
shareholders, owners of capital in general, workers, or consumers. 

Thus, a tax on output sold by firms is equivalent to an equal rate tax on the wage income 
and capital income paid by the firm from the sales of the output. Alternatively, households could 
be taxed when they use the income they receive from the firms to purchase goods and services or 
to save, the two broad uses that are made of income. Alternatively, since saving equals 
investment (ignoring complexities of the international economy for the moment), income can also 
be taxed by taxing consumption plus investment in the economy. 

Turning from taxing output or income to taxing consumption, the government can do so 
in a variety of ways. The most obvious is taxing the purchase of goods as through a retail sales 
tax. A second option is to tax income of households but allow them to deduct net saving , leaving 
a tax base of consumed income. An alternative is to tax wage income at the personal level but to 
tax capital income at the business level (a withholding tax on the capital income of the 
shareholders) but to make the tax a consumption tax we would allow immediate expensing, i.e. a 
business tax deduction for investment in the year made. 

While these are very different approaches to consumption taxation, with very different 
attributes, I want to begin by stressing the conceptual equivalence of these approaches to taxing 
consumption. Consumption equals income minus saving, so the Nunn-Domenici type tax with an 
unlimited net saving deduction is a consumed income tax (in the case of Nunn-Domenici, levied at 
progressive rates). Consumption taxes can be levied directly as a retail sales tax on the purchases 
of goods and services. But consumption is also equal to income less investment and therefore 
labor income plus capital income less investment. Hence, a tax such as the so-called flat tax of 
Majority Leader Armey, which owes much to my Hoover colleagues Bob Hall and Alvin 
Rabushka, which taxes wages at the personal level and capital income less expensed investment at 
the business level also winds up having as Us tax base total consumption in the economy 

I noted above the importance of low tax rates. The broader the base, the lower the rate or 
rates. Thus, a national retul sales tax on all consumption goods, including services, replacing the 
current corporate and personal income tax, would greatly reduce the drag on saving, investment, 
entrepreneurship and economic growth. It could be implemented in a manner which is far less 
intrusive and burdensome on taxpayers It would, however, be a proportional tax on 
consumption. If greater progressivity is desired, a refundable tax credit, or exempting 
commodities consumed disproportionately by the poor, would be the two approaches. The latter 
is inefficient in the sense of exempting, for example, food for rich and poor alike. The former 
would require some cumbersome administrative apparatus, and as we have seen with the earned 
income tax credit, open up opportunities for abuse. I believe each of these problems is 
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surmountable. Also, while it would not completely eliminate the underground economy, this 
approach probably would get at more of the underground economy than any other. 

The approach of allowing an unlimited saving deduction (sort of a super net IRA) in a 
system similar to the current income tax system, offered recently by Senators Nurm and Domenici, 
is a progressive rate consumed income tax. While it has many admirable features (such as 
offsetting the payroll tax), as currently configured it winds up with tax rates that are too high for 
the health of the economy (a top rate of 51 percent). A serious complexity issue is the need to 
track of all pre-existing assets. Also, since a huge part of the complexity of the tax system is in 
the treatment of capital income, I believe the alternative of taxing labor income at the personal 
level while taxing capital income minus investment (business cash flow) at the business level 
would be administratively simpler. My former CEA colleague David Bradford has designed such 
a tax, with lower progressive rates, which he calls the “X Tax,” 

This approach to the tax base, with a flat rate, is the so-called flat tax While common 
usage calls it a flat rate income tax, as proposed by Majority Leader Armey, the flat tax taxes 
labor income or wages at the personal level and capital income minus investment at the business 
level at the same proportional rate. Some of the simplicity is due to the single rate, as various 
transactions just net out, such as a business deducting interest paid and a household paying taxes 
on interest received, since these would be at the same rate. Some progressivity is introduced into 
the flat tax with very high personal exemptions, which therefore remove many households from 
the income tax rolls. While the tax rate is constant, the ratio of taxes to income rises with income 
until it gradually approaches the flat rate. For example, if the exemption level for a family of four 
were set at $25,000, a fiunily earning $25,000 would have an average tax rate of zero, one 
earning $50,000 would have an average tax rate of 10 percent if the flat rate is 20 percent (20 
percent on the $50,000 minus the $25,000 exemption); a family earning $100,000 would have an 
average tax rate of 15 percent (20 percent on $100,000 minus $25,000), at extremely high 
earnings, the average tax rate gets very close to the marginal rate of 20 percent. 

The value-added tax (VAT), which is in widespread use in other countries, (although as 
mentioned above is often viewed as the way to finance the much larger government spending) 
also taxes income minus investment. It does so for each good and service, by taxing income 
minus investment at each stage of production. Adding up across stages of production and across 
all goods and services leaves the tax base as aggregate income minus investment, or aggregate 
consumption in the economy. As a technical matter, among types of VAT’s, a subtraction 
method VAT with destination principle border tax adjustments on balance would be better than 
the other types of VAT’s. 

Each of these ^tematives has its pluses and minuses I can only begin to mention a few 
here, by using the criteria I lud out before Each type of tax will require far greater 
examination from the polity and the public, as they are not yet very well understood. If it 
really could completely replace the corporate and personal income tax, a national retail sales tax 
probably in the end would be the simplest to administer and do the best job at getting at the 
underground economy. Some argue it would encroach on the states’ revenue source. With no 
income tax, there would be no deductibility of state and local taxes and no tax-exempt bonds (the 
same would be true in a pure flat tax with no deductions), although lower interest rates would 
partly offset this effect. A broad-based indirect consumption lax would be rebatable at the border 
under GATT rules To the extent refundable credits and/or exemptions were necessary, tax rales 
would have to be higher, and the advantages of a low rate broad-based consumption tax would be 
diminished. 

The same is true of a value-added tax, which while it has a self-policing feature, is 
somewhat more complex than the retail sales tax, but still relatively simple compared to income 
taxes. In either case, I personally would strongly object to such an approach unless it was 
used to replace income taxes, lest it be used to expand the scope of government. 

The flat rate tax would be a huge improvement over the existing income tax system, bul 
agsun to the extent that exemptions, deductions, etc. were left in place, or crept back in over time, 
some of its advantages would be eroded. And, as with a broad-based sales tax or VAT, I would 
be concerned that small increases in the rate would raise lots of revenue, and that over time, we 
would evolve back toward a higher rate system unless spending was strictly controlled. 
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Every deduction in the income tax has its supporters— including the direct beneficiaries— 
and an apparent rationale. But the general interest in lower rates and a healthier economy 
overwhelms most, perhaps all, such arguments. 

The two I would be most concerned about are the mortgage interest deduction and the 
charitable deduction. The equity in their home is the largest asset for a majority of American 
families and home values would fall under a pure fiat tax. Perhaps a gradual transition would 
mitigate this effect. I believe charities strengthen a pluralistic democracy and the evidence 
(including work for the Filer Commission by Martin Feldstein and myself) is that the charitable 
deduction yields more for charities than it “loses the Treasury," i e. is an efficient way to finance 
charities. 1 would rather have thousands of charities doing their good deeds than have 
government bureaucracies try to do them. Note that these deductions also vanish with a retail 
sales tax or VAT. Some of (he same federalism issues arise if there is no deduction for state and 
local taxes and local government bonds lose thdr tax-free advantage. 

The progressive consumed income tax, whether of the saving deduction Nunn-Domenici 
variety, or the Bradford “X Tax" (a progressive tax on labor income at the personal level plus 
taxing capital income minus expensed investment, business cash flow, at the highest tax rate at 
the business level), would be improvements over the current system, but not nearly so much as the 
other approaches. 1 do believe there is a stronger case for the Bradford approach than the Nunn- 
Domenici approach for compliance and administrative reasons, but again, recall the general 
statement made above that from the standpoiDt of economic performance, lower effective 
marginal tax rates are best. While the tax rates on consumed income get quite high under 
Nunn-Domenici, it is the only approach that attempts to integrate payroll tax credits to reduce the 
marginal impact of the payroll tax on labor supply and employment. 

What is likely to be gained by moving to one of these tax systems? Will it be worth the 
substantial political capital and transition costs to various families, firms, industries, and economic 
disruption that accompany any major tax change? The answer, in my opinion, is that the gains are 
potentially quite large. My review of the literature plus my own modeling reveal estimates of 
long-run GDP up to ten percent higher per year by replacing the current corporate and personal 
income taxes with a broad-based, direct or indirect, tax on consumption or consumed income 
Perhaps a conservative estimate would be five percent per year, which however, is gained partly 
by foregoing some consumption. This occurs because the increased saving and capital formation 
increases wages, and future income. These are large potential gains; large enough, in my 
opinion, to begin a serious dialogue and discussion, indeed national debate, on the 
desirability and feasibility of fundamental tax reform, which in turn might develop the 
support for legislation in the near future. 
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Chairman Archer [presiding]. Professor Bradford. 

STATEMENT OF DAVID F. BRADFORD, PROFESSOR OF 

ECONOMICS AND PUBLIC AFFAIRS, WOODROW WILSON 

SCHOOL, PRINCETON UNIVERSITY, PRINCETON, NJf. 

Mr. Bradford. Thank you, Mr. Chairman. Mr. Chairman and 
Members of this distinguished Committee, it is a pleasure to ap- 
pear before you again to discuss fundamental tax reform. The last 
time I did so was almost exactly 10 years ago, June 11, 1985. 

It may seem that tax reform is always with us. I am hopeful, 
however, that these hearings reflect the approach of a critical mass 
of those who favor a thoroughgoing reorganization of the U.S. tax 
system around the idea of taxing on the basis of consumption rath- 
er than income. 

In my few minutes, I would like to review with the Committee 
the main reasons it makes sense to have another go at fundamen- 
tal tax reform and to explain why a consumption guidepost for 
writing tax rules provides the key for a tax system that is fun- 
damentally fairer than the one we have now, that is vastly simpler 
and less intrusive in compliance, and that enhances U.S. living 
standards. 

I will try to make two simple points: First, the present taxation 
should be viewed in the same light as other structures of regulation 
in our economy. In this case, the regulatory system is designed to 
define and protect the revenue base. Our tax regulatory system has 
become absurdly complex and counterproductive. 

Second, a consumption-based tax oners a way to cut through the 
problems. 

So, first, why reform again? In my earlier testimony, I spelled 
out many reasons the tax system at that time was defective and 
should be reformed. Most of those reasons persist. Rather than re- 
iterate those here, I describe in my written testimony three exam- 
ples of the ways in which the tax system now requires simplifica- 
tion and rationalization. 

I won’t go through the time to tell you about them now, but one 
concerns financial innovation, as an example. It is one of the ways 
in which our U.S. economy is most innovative and flexible, and pro- 
found changes have taken place. It is a case where the tax rules 
impede development and the tax rules themselves are the focus of 
a great deal of very high talent devoted, in effect, to drawing reve- 
nue out of the Treasury. 

The second area is retirement saving. I give an example there. 
It is a very, very important area of our lives. Practitioners know 
this is one of the most complex areas of the tax law. The contrac- 
tual relations between employer and employee serve a large variety 
of economic functions, and as with financial innovation, we are, on 
the one hand, wasting resources figuring out how to make arrange- 
ments that most exploit the tax advantages while staying within 
the law and, on the other hand, tying the hands of our employers 
and employees in reaching the most effective compensation ar- 
rangements. 

My third example — and these are just examples — is capital 
gains. That probably defines itself; I don’t need to tell this Commit- 
tee about capital gains. In view of the interminable controversy 
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about capital gains taxation, it need hardly be said that the rules 
involve much more than fees for accountants and lawyers, but 
enter into every aspect of the business life of the country, with 
costly effect. 

All three of these examples — and they could be multiplied — ^have 
in common that they are sources of great complexity and impose 
serious costs on the U.S. economy. And these costs are borne not 
just by the businesses and often high-income individuals who must 
directly comply with these rules. But like the banking laws or the 
securities laws or the telecommunications regulations, the costs 
they impose are spread throughout the economy, striking workers 
and consumers at all income levels. 

The second thing these three examples have in common is that 
the harm that they cause could be easily avoided by adopting a 
consumption-based tax system. 

Why is that? The reason that this is true is because cash flow 
accounting gets the right answer for implementing a consumption- 
based tax. I would remr to the written testimony for just a sketch 
of the details. It is amazing that that apparently technical account- 
ing detail makes all the difference in the world. 

Is a consumption-based tax feasible? The answer is yes. There 
are many ways it could be done. There are currently under active 
discussion three possible reforms — a retail sales, or value-added 
tax; the flat tax; the Nunn-Domenici unlimited savings allowance 
tax. All three have in common that they would replace the existing 
income tax and perhaps the payroll tax and they would shift the 
tax system to a consumption base. 

I want to emphasize a couple of further points. In my view, a 
consumption-based tax is fairer than an income-based tax. Equity 
was much discussed in a previous hearing. In my view, personally, 
equity is perhaps the most important property of a tax system. If 
a tax system isn’t fair, it won’t stick and it shouldn’t. 

Many people feel that an income tax is the fairest tax, but that 
we should adopt a consumption-based tax, regrettably, because it 
would encourage saving. I disagree with this on several counts. 
Most important, in my view, a strong reason for adopting a con- 
sumption tax is that it is fairer than an income tax. 

The central principle is this. As between two people who are 
similarly situated in terms of their economic opportunities, broadly 
speaking, how rich they are, well to do they are, the tax system 
should not assim a greater tax burden to the one who postpones 
consumption relative to the person who consumes. In other words, 
don’t assign a higher tax burden on someone just because he or she 
saves. 

In conclusion, as in other realms of policy, one might decide to 
impose an unfair tax system if it were needed to serve some other 
public purpose. I am asserting here that the income-based tax sys- 
tem is unfair relative to a consumption tax. But on all counts — ad- 
ministrability, compliance costs, interference in economic deci- 
sions — an income tax, even a much more consistent one than ours, 
is inferior to a properly constructed consumption tax. 

The advantage of a consumption-based tax in terms of improved 
incentives to save and invest and, equally important, in terms of 
equalized treatment of investments of all types and by all people. 
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are going to be emphasized sufficiently by others in today’s hear- 
ings and beyond. I would like simply to reiterate here the advan- 
tages of the reduced regulatory burden. By replacing an outdated 
and unnecessarily costly regulatory system with a consistent, sim- 
ple system we can reap gains for everyone in the U.S. economy. 

This is the true meaning of international competitiveness, and it 
has the advantage of allowing us to gain at no cost to the rest of 
the world. Indeed, if the rest of the world follows our example, the 
benefits will be multiplied. I hope the time is approaching when we 
will make the move. 

Thank you, Mr. Chairman. 

[The prepared statement follows:] 
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Testimony of David F. Bradford 
before the Committee on Ways and Means 
House of Representatives 
U.S. Congress 

June 6, 1995 


Mr. Chairman and members of this distinguished conunittee, I very much 
appreciate the opportunity to appear before you again to discuss, again, the subject of 
basic tax reform. 

The last time was ten years ago almost to the day (June 11, 1985, to be exact). In 
that case, my testimony concerned President Reagan’s reform proposal, which was to 
emerge as the Tax Reform Act of 1986. As a matter of interest, in preparing for today’s 
session, I pulled that old testimony out of my files. 

Since my views have continued to evolve with time and experience, I was rather 
surprised to see how much of that statement could be delivered again today. Specifically, 

I said, in effect, that 

• ’The proposed reform failed to deal with a number of serious structural 
problems of the income tax, such as the need to correct the income- 
measurement for inflation and to rationalize the treatment of corporations and 
individuals. 

* As a consequence of several inconsistencies in the treatment of various sorts of 
income, the plan included ad hoc patches, such as a minimum income tax, 
limitations on the deduaibility of interest, and a new surtax on distributions 
from retirement plans, that were sources of complexity and undesirable 
incentives. 

* I foresaw that the accretion of such patches would only worsen in the future, as 
taxpayers followed their natural inclination to exploit inconsistencies in order to 
reduce their taxes and the rule-writers struggled to plug the gaps. 

In that statement, I also suggested an alternative approach, a phased introduction of 
something I dubbed the X-Tax, a close relative of the Flat Tax that is being debated today, 
arguing that this consumption-based system represented the sort of genuine transformation 
of the tax system that was called for. 

Ten years later, it seems to me that the predictions have been borne out. And my 
advice for how to proceed from here is much the same. 

It may seem that tax reform is always with us. I am hopeful, however, that these 
hearings reflect the approach of a critical mass of those who favor a thoroughgoing 
reorientation of the U.S. tax system around the idea of taxing on the basis of consumption, 
rather than income. In my few minutes, I would like to review with the Committee Ae 
main reasons it makes sense to have another go at fundamental reform and to explain why 
a consumption guidepost for writing tax rules provides the key for a tax system that is 
fundamentally fairer than the one we have now, that is vastly simpler and less intrusive in 
compliance, and that enhances U.S. living standards. 

I will make two simple points: 

• The present tax system should be viewed in the same light as otho- structures 
of regulation in our economy. In diis case, the regulatory system is designed 
to defme and protect the revenue base. Our tax regulatory system has become 
absurdly complex and counterproductive. 

■ A consumption-based tax offers the way to cut through the problems. 
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Why Reform Again? 

In my earlier testimony (and in other testimony), I spelled out many reasons the tax 
system at that time was defective and should be reformed. Most of those reasons persist. 
Rather than reiterate those here, I would like to use three instances of problems in the 
present law as illustrations of the need to simplify and rationalize our tax system today. 

Financial Innovation 

The U.S. economy is extraordinarily dynamic. Innovation and flexibility are its 
hallmarks. Nowhere has innovation proceeded more rapidly than in fmancial markets. 

The ingenuity of Wall Street’s rocket scientists is legendary. 

The tax system relates to these developments in two ways. First, much of the 
ingenuity is directed toward obtaining the best tax results in connection with any particular 
economic activity. Indeed, some of the ingenuity is directed to making profit at the 
expense of the U.S. Treasury. Second, the tax rules get in the way of accomplishing new 
fmancial arrangements. 

The week before last I participated in a colloquium at New York University Law 
School on the taxation of new financial instruments. Among the papers was one by a 
practitioner, David Hariton, in which he took as an illustration of the state of the law the 
steps involved in advising a taxpayer who owns low-basis stock and borrows identical 
stock and sells it short. This would seem to be a pretty straighforward, if not exactly 
everyday transaction. Having first established that any number of possible complicating 
characteristics of the taxpayer do not apply (the taxpayer is not a controlled foreign 
corporation, for example), Hariton goes on for nearly fifty pages of options that the tax 
advisor must resolve, rules that may or may not apply, apparent inconsistencies, and so 
on. It was quite a convincing demonstration that the law has become unworkable. If the 
most expert tax advisers cannot establish with certainty how a “plain vanilla” transaaion is 
to be treated by the tax law, how is the IRS to enforce the law? Any particular result has 
to be essentially arbitrary. 

Retirement Saving 

When I started as an assistant professor at Princeton University a long time ago, 
there was a retirement plan that called for contributions that were graded according to age, 
one rate up to age 30, another to age 40, and the highest rate over age SO. At some point 
Princeton changed its plan, but let existing faculty elect to continue on the “old plan.” 

The new plan was more generous up to age SO and less generous than the old plan after 
age SO. I chose to stay on the old plan. By the time I reached age SO, most faculty 
members were on the new plan. Those of us who had survived so long at the University 
were, perforce, in the senior and hence better-paid ranks of the faculty. At that point it 
was d^ermined that the old plan discriminated in favor of better-paid employees, and was 
therefore ineligible for fovoral tax treatment. We had to switch to the new plan, 
notwithstanding the fact that we had just reached the point where our persistence in the old 
plan was about to pay offl 

Believe it or not, my objeaive here is not to plead for relief from this injustice, but 
simply to call attention to one of the most complex areas of the tax law. Practitioners 
know how difficult it is to assure compliance with the law, and how much talent is devoted 
to designing plans that fit within the regulatory constraints. Yet the contractual relations 
between employer and employees serve a large variety of economic functions. As with 
fmancial innovation, we are, on the one hand, wasting resources figuring out how to make 
the arrangements that most exploit the tax advantages, while staying within the law, and on 
the other hand, tying the hands of our employers and employees in reaching the most 
effective compensation arrangements. 
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Capital Gains 

My third example probably explains itself: capita] gains. It used to be said that 
half of the business of a tax accountant or lawyer was converting ordinary income to 
capital gains. The other half was converting capital losses to ordinary income losses. 

This was especially true when the difference in the rate of tax applied to the two types of 
income was larger than it has been until recently. But the difference has widened again. 
And in any case, because of the necessity to limit capital losses, the rules that distinguish 
the income according to its ordinary or capital gain “character” have continued in force 
and account for many inches of tax law books. 

In view of the interminable controversy about capital gains taxation, it need hardly 
be said that the rules involve much more than fees for accountants and lawyers, but enter 
into every aspect of the business life of the country, with costly effect. 

All three of these examples have in common that they are sources of great 
complexity and impose serious costs on the U.S. economy. These costs are not borne just 
by the businesses and individuals who must directly comply with the rules in question. 
Like banking laws or securities laws or telecommunications regulations, the costs that they 
impose are sprgad throughout the economy, striking workers and consumers at all income 
levels. 


The second thing these three examples have in common is that the harm they cause 
could be easily avoided by adopting a consumption-based tax system. 

Why A Consumption-Based Approach Offers the Solution 

Cash-Flow Accounting Gets the Right Answer in a Consumption-Based Tax 

Tax specialists generally take as a standard an idealized concept of a person’s 
income, often referred to as accretion income. Accretion income is defined as the sum of 
what the person consumes during the year, and the increase in the person’s wealth. The 
first component is, obviously, consumption, and the second is the economic defmition of 
saving. So accretion income is defmed as the sum of consumption and saving. 

To the uninitiated, it usually seems odd that what theorists mean by income is 
something that looks more like outlay by the person on consumption and the acquisition of 
assets (or reduction of indebtedness). To the uninitiated, income is, logically, something 
that comes in, like wages or dividends. This view is almost certainly what the enactors of 
the income tax had in mind, but in the process of trying to impose consistency on a variety 
of cash inflows (for example, the proceeds from the sale of an asset like a house), tax rule- 
writers concluded that it was the underlying power to consume, either exercised currently 
or accumulated for future exercise, rather than the flow of incoming cash, that constimted 
the essence of income as a measure of ability to pay. So income tax rules are designed to 
take information on transactions such as receipt of wages or dividends or the proceeds of 
the sale of an asset and convert it to a measure that reflects the sum of a person’s 
consumption and saving (increase in wealth) during the year. 

In an ideal income tax accounting system, all changes in a person’s wealth are 
tracked and subjected to tax (or tax relief, in the case of a decline in wealth). In the 
practical income tax world, not all wealth changes are taken into account. The unrealized 
capital gain in a person’s portfolio of stock is a notable example. But practicality is not 
the only reason the actual tax system contains many deviations from accretion income. 

The special rules that apply to retirement savings, for example, are intended to alleviate 
the burden on saving that is characteristic of an income tax. Indeed, one could say that the 
existing system is notable mainly for its remarkable inconsistency in taxing accruing 
income. To cite just one other example, the corporation income tax, viewed as part of a 
system to measure and tax people’s income, is largely uncoordinated with the individual 
income tax. 

In comparison with a consumption-based tax, an income tax is inherently difficult 
to administer because in order to tax income consistently accruing wealth has to be 
measured. By contrast, correctly taxing consumption requires simply keeping track of 
cash flow. 
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The importance of this apparently technical, accounting point cannot be 
exaggerated. The hardest part of measuring income is tracking changing wealth. 

Again, capital gains provides a good example. If for no other reason than that it is 
impractical to measure what has happened to the value of a person's assets except when 
they are actually sold, gain or loss is taken into account only at that point. This would not 
necessarily be serious except that where rules for measuring accruing wealth are 
inconsistent, there is generally an opportunity for taxpayers to profit by taking offsetting 
positions. One position produces a current loss on the tax accounts, while the other 
position produces an equivalent gain that is deferred into a future year. Positions that are 
exactly offsetting from a true economic point of view, are not offsetting from a taxable 
income point of view. 

To plug the revenue leak. Congress and the Treasury have to write special rules. 
Because there is always some inconsistency left, taxpayers devise further ways to profit at 
the expense of the fisc. The tax-rule writers are always playing catch-up ball, and the 
system becomes more and more and more complex. 

Contrast this accounting problem with the way a sequence of transactions leading 
to a capital gain is properly taxed in a consumption-based system. There are basically two 
possible approaches: Either the cost of the asset is deducted from the tax base at the time 
it is acquired, in which case any cash proceeds arising by virtue of holding the asset, 
including the proceeds of sale of the asset, are included in the tax base. Or the cost of the 
asset is not deducted on acquisition, and the return flow is ignored in the calculation of 
tax. (This would, for example, be the way the transaction would be treated under a value- 
added tax.) Either approach is simple, gives rise to no special incentive effects (such as 
the lock-in effect that characterizes the realization treatment of capital gains in the present 
tax system), and gives the right answer. In a consumption-based system, we could throw 
away the distinction between ordinary income and capital gains. Think what that would do 
to the law books. Think what it would do to the everyday economic affairs of the country. 

The rules relating to retirement saving alluded to in my second example, compose 
another extremely complex area of current law. In this case the source of the problem is 
the special treatment of retirement saving that we have adopted as a matter of policy. 
Qualified retirement saving is accounted for on consumption-tax principles; the amount 
saved is deducted from income (or simply not included, when it is put aside by the 
employer), and no tax results until there is a cash flow to the beneficiary at the time of 
retirement. This cash-flow accounting is an entirely natural approach. But it is 
inconsistent with proper accrual accounting, which would not allow a deduction for (or 
exclusion of) the amount put aside, would tax the earnings on the savings as the amount 
grew over the years, and would not tax the benefits, any more than withdrawals from 
one's savings account are subject to tax. 

“Proper” accounting for the pension saving probably sounds bizarre to anyone 
other than an income tax expert, and I would guess that the treatment of qualified pension 
plans was diought of as no more than the natural way to handle them when the income tax 
was young (and had low rates). The problem is that the inconsistency in treatment of this 
form of saving and, say, putting money in a savings account, meant a payoff to tax 
planning. There was money to be made by borrowing with the left hand and putting the 
money away in pension savings with the right hand. The taxpayer's true economic 
position was unaffected by this combination, but it gave rise to deductible interest 
payments currently, offset by an inclusion in income in the future. 

Chunes of this sort are worth more, the higher the applicable tax rate and the lower 
the cost of the needed transaaions. When tax rates got high enough, the needed 
transactions began to be available more cheaply and those with the highest tax rates took 
most advantage of tax-deferred retirement saving. The result was the phenomenon of 
highly paid executives making extensive use of pension savings, white low paid rank and 
file workers did not. Policy makers saw in this absolutely predictable pattern of use of 
pensions an unfair distribution of a “tax preference,” and so we have “anti-discrimination” 
rules, some of the most arcane provisions of the tax code. 

In a consumption-based system, cash-flow treatment of retirement saving is nothing 
more than one of the two correct and consistent ways of accounting. In a consumption- 
based system, we could throw away the antidiscrimination rules, along with all the other 
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retirement income regulations (insofar as their purpose is to limit the use of the “tax 
preference” in the current system). 

A Consumntion-Ba.sed Tax Is Feasible 

Currently, there is active discussion of three reform plans: 

• a retail sales tax or a value-added tax, 

• the Flat Tax, 

• the Nunn-Domenici Unlimited Savings Allowance (USA) Tax. 

In terms of implementation, these three reforms have certain features in common. 
The first approach, a retail sales tax, is a proportional tax paid by businesses. The second 
and third, the Flat Tax and the USA Tax, both constimte integrated systems, consisting of 
a proportional tax paid by businesses, more or less similar to a value-added tax, and a 
personal-level tax, along the lines of the existing individual income tax. In the case of the 
Flat Tax, the individual tax is imposed only on a person’s compensation, such as wages 
and salary. The individual-level tax in the USA system is an example of what has come to 
be called a “consumed income” tax, which is to say, it is based on something like the 
present taxable income with a deduction for net saving (and inclusion of net dissaving). 

All three systems are conceived of as replacements for the federal income tax, both 
corporate and individual. In addition, the USA Tax integrates the social security taxes 
through a system of credits. All three approaches would shift the U.S. tax system to a 
consumption base. 

Why a Consumption-Based Tax is Fairer Than an Income-Based Tax 

It seems to me that the fairness of a tax system is its most important property. If 
people do not feel that the tax system is fair, they will try to evade the tax, or they will 
change it through the political process. 

Fairness is, however, not a scientific concept, something that we can measure 
objectively. Some people think the tax system should be more progressive, some less. 
Some think there should be better provision for charities, or older citizens, or children. 

The choice between income and consumption as a tax base is independent of these debates. 

The administrative advantages of a consumption-based approach really cannot be 
denied. But clearly administrative advantages are not the only important characteristic of 
the tax system. Do we perhaps need to accept the huge complexities and wasteful 
incentives in the present system in order to serve the goal of fairness in distributing the 
burden of tax? 

Many people feel that an income tax is the fairest tax. but that we should adopt a 
consumption-based tax because it would encourage saving. I disagree with this on several 
counts. Most important, in my view, a strong reason for adopting a consumption tax is 
that it is fairer than an income tax. 

The central issue is this: As between two people who art similarly situated in 
terms of their economic opportunities, the tax system should not assign a greater tax 
burden to the person who postpones consumption, relative to the person who consumes in 
the present. 

It seems to me that an argument could be made that the person who postpones 
consumption, saves, in other words, should be rewarded with a lower tax burden. To 
listen to the rhetoric about encouraging saving, one would think this would be the position 
most people would take. I, myself, think that people should be free to decide for 
themselves, neither rewarded nor penalized by the fiscal system for their choices. That is, 
in my view, savers and dissavers should be treated alike. 

An income tax, by its nature, penalizes savers. To me, this seems inherently 
unfair. A consumption tax imposes the same burden on the saver and the dissaver. (I 
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would not describe them as saver and consumer, because the matter is one of timing. The 
present saver is a future consumer.) 

To be sure, the unfairness of an income tax, relative to a consumption tax is not 
fatal. The two tax bases have much in common. But of the two, the consumption base 
seems to me to occupy the high ground on the criterion of fairness. 

There are many plausible arguments to the contrary. Most of these concern 
progressivity and are based on a mistaken view that a consumption-based tax is less 
progressive than an income-based tax. Progressivity is a characteristic that is designed 
into a tax system (or, rather, into a fiscal system more broadly conceived, encompassing 
expenditure and transfer programs as well as taxes). There is nothing that makes an 
income tax inherently more progressive than a consumption tax. The degree of 
progressivity is a policy choice under either approach. 

Under some versions of consumption taxes (for example, the Flat Tax), people are 
not obliged to report and pay taxes on dividends, interest, or capital gains. It is not 
surprising that observers would conclude that such a tax must not be very progressive. 

One imagines a millionaire, sitting on his terrace sipping a Martini, not paying any taxes. 
But the image is a trick and the conclusion is false, because it is based on reasoning that 
stops shon of looking behind the dividends, interest, or capital gains to the tax treatment 
of the businesses that create them. 

I am told that the American electorate will never be able to understand this point. 

It may be so, but I doubt it. I think that if political leaders thoroughly grasp the way a 
consumption-based tax system works, they will themselves be convinced of its superiority 
and will in turn be able to convince the electorate. 

As in other realms of policy, one might decide to impose an unfair tax system if it 
were needed to serve some other public purpose. But the contrary is the case. On all 
other counts - administrability, compliance cost, interference in economic decisions ~ an 
income tax (even a much more consistent one than ours) is inferior to a properly 
constructed consumption tax. 

Why a Consumption-Based Tax is Conducive to National Prosperity 

The advantages of a consumption-based tax in terms of improved incentives to save 
and invest, and, equally important, in terms of equalized treatment of investments of all 
types and by all people, are going to be emphasized sufficiently by others on today's 
panel. I would like in this connection simply to reiterate the advantages of the reduced 
regulatory burden. By replacing an outdated and unnecessarily costly regulatory system 
with a consistent, simple system, we can reap gains for everyone in the U.S. economy. 
This is the true meaning of international competitiveness, and it has the advantage of 
allowing us to gain at no cost to the rest of the world. Indeed, if the rest of the world 
follows our example the benefits will be multiplied. 

I hope the time is approaching when we will make the move. 
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Chairman Archer. Thank you. 

Our last witness is Gary Hufbauer. 

STATEMENT OF GARY C. HUFBAUER, REGEVALD JONES SEN- 

lOR FELLOW, INSTITUTE FOR INTERNATIONAL ECONOMICS 

Mr. Hufbauer. Thank you, Mr. Chairman. 

I want to generically refer to all the proposals for reform — the re- 
tail sales tax, the flat tax and the U.S.A. tax — I want to refer to 
all of them as taxes on business activity. My statement con- 
centrates on the business side, not the personal side, of tax reform. 

There are two strong arguments for a TBA system, a tax on busi- 
ness activity. One is the savings/investment argument. A TBA sys- 
tem will boost savings and investment. And the second argument 
is the complexity argument. A TBA system will cut through our 
grotesquely complicated tax system. 

I have been invited to discuss the international side of a tax on 
business activity. There are two broad principles of dealing with 
the international side of a tax on busii^ss activity. One is tne so- 
called destination principle of border taX adjustments. I realize that 
is a mouthful. The destination principle taxes goods and services 
where they are used or consumedi What that means, in practice, 
is that goods or services exported from the United States would be 
relieved, exempted of any of these TBA taxes. The goods and serv- 
ices will be taxed, if at all, where they are consumed — Germany, 
Japan, or wherever. 

Conversely, goods and services imported into the United States 
will pay a tax at the border when they come into the United States. 
Some services will arrive electronically, for example, value-added 
telecom services. Merchandise will arrive at the various customs 
districts. Taxation upon arrival is the destination principle. 

There is a second principle of border tax adjustment. It could be 
called a principle of nonborder tax adjustment. Under the origin 
principle, goods and services are taxed only where they are pro- 
duced. In the case of a tax on business activity paid in the United 
States, there would be no adjustment when the goods and services 
are exported and, conversely, when goods and services are imported 
there would be no tax placed on them at the border. 

The origin principle is the current system with respect to the cor- 
porate income tax. We do not remit the corporate income tax when 
goods and services are exported that are produced in the United 
States, and we do not impose a corporate income tax on goods and 
services that are imported from abroad. 

Let me discuss quickly how these two different principles deal 
with three important issues: First, how the principle chosen deals 
with price distortions which are a feature of nearly every tax sys- 
tem; second, how the principle chosen affects the trade balance, 
sometimes referred to as the current account balance; and third, 
how the principle chosen facilitates the transition from one tax sys- 
tem, namely what we have today, to a new tax system, one of the 
TBA reform proposals. 

So, first, the price distortion question. A choice must be made be- 
tween two evils, if you will. One is distortion of prices in consump- 
tion. The orimn principle minimizes price distortion at the con- 
sumption lev^. This principle means that the prices in the United 
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States will be largely dominated by world prices, because goods and 
services will be imported at world prices, and U.S. exports must be 
priced to meet world prices, so that export firms will tend to price 
the same in the United States as they price abroad. So the origin 
principle minimizes distortion at the consumption level. 

But the destination principle minimizes distortion at the produc- 
er’s level. What the destination principle does is ensure that pro- 
ducers, when they sell abroad, get world prices because the U.S. 
taxes don’t affect them. Meanwhile, when goods and services are 
imported, consumers pay U.S. tax at U.S. rates, so U.S. producers 
are not disadvantaged by comparison with their foreign competi- 
tors. 

Between these two principles, I think it is much more important 
to minimize price distortion at the producer’s level. If there are 
questions of why that is so, I can give some examples. They are set 
forth in my testimony. I think reflection will show that reducing 
price distortions facing producers is a much more important prin- 
ciple in our economy. For that reason, I favor the destination prin- 
ciple. 

Let me quickly turn to the issue of impact on trade balances. 
Briefly, choosing one or the other of these principles will make no 
longrun difference in the trade balance. The U.S. trade balance is 
determined by our savings and investment decisions. The change 
in the tax system will change those decisions. That will affect the 
trade balance; whether we choose the origin or destination prin- 
ciple will not make a difference. It may make a difference in the 
extent of necessary exchange rate adjustments, but that is all. So 
I would dismiss trade balance arguments as a reason for choosing 
between these two principles. 

Let me come to the critical reason for favoring a destination prin- 
ciple approach, and that is the transition from the old system to 
the new system. Any transition will entail higher taxes on some 
producers than they pay today. And those producers will be ex- 
tremely concerned about being disadvantaged in world markets, 
disadvantaged when they export because they are paying higher 
taxes than they were before, and disadvantaged by comparison 
with competing imported goods and services because they are being 
taxed and their import competitors are not. 

So I think it is terribly important to have the destination prin- 
ciple border tax adjustment for a new TBA system. I think that the 
ability to have destination principle adjustments should work into 
the evaluation of the various TBA systems. 

I think it is quite clear that the retail sales tax is adjustable at 
the border under the destination principle. I think the U.S.A. tax 
is also adjustable. However, I have not had time to study the flat 
tax in this important respect. 

Thank you. 

[The prepared statement follows:] 
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TESTIMONY OF GARY C. HUFBAUER 
INSTITUTE FOR INTERNATIONAL ECONOMICS 

A TAX ON BUSINESS ACTIVITY AND BONDER TAX ADJUSTMENTS 


It is a pleasure to appear before the Committee. Today, I 
intend to briefly discuss the International consequences of 
reforming the current tax system by replacing large portions of the 
current system with a tax on business activity (or TBA system) 
There are two strong arguments for a TBA system: it should Increase 
private savings and investment and it would certainly simplify the 
grotesquely complex U.S. tax code. 

Over the past decades, various TBA systems have been proposed. 
In 1969 President Nixon considered a federal VAT to finance the 
reduction in local proper-ty taxes or the federal corporate Income 
tax. Other initiatives were considered in the ensuing two decades. 
More recently, in 1993, Senators Sam Nunn (D-Ga) and Pete Domenici 
(R-N.M.) propounded the Unlimited Savings Allowance Income Tax 
System (the USA Tax) and, in 1994, Representative Armey (R-Tx) 
proposed a flat tax. 

My testimony focuses on five issues related to a TBA system: 

1. To what extent a TBA system would promote savings and 
investment . 

2. Different principles for adjusting taxes at the border. 

3. How border adjustments compensate for price distortions. 

4. Whether border adjustments would affect the trade balance. 

5. How border adjustments would facilitate the transition to a 
new tax system. 


1. Promoting Bavlnas aad Investmeat 

A TBA system would encourage savings and investment. The 
rationale is simple; unlike the present system, savings and 
Investment would either be untaxed, or taxed at a lower rate, under 
a TBA system. 

A higher U.S. savings rate is widely regarded as an essential 
Ingredient for maintaining annual economic growth at 2.5 to 3.0 
percent over an extended period of time. The Competitiveness 
Policy Council recommends an increase of the national savings rate 
by 5 to 7 percentage points of GDP in order to finance larger 
national investment, and hence a higher trend rate of growth.^ The 
U.S. investment rate has long been lower than the rates of other G- 
7 countries. For the other G-7 countries in the 1980s, the 
unweighted average gross investment rate was 22 percent of GDP 
versus 19 percent in the United States. 

Low U.S. investment rates are directly attributable to the low 
U.S. savings rate. Even in today's world of high capital mobility, 
low domestic savings lead to low domestic Investment. OECD 
statistics show that the United States now has one of the lowest 
gross savings rates of any G-7 country: gross saving as a 
proportion of GDP averaged 18 percent in the 1980s compared with an 
unweighted average of 21 percent for the other G-7 countries.^ 

Nearly everyone agrees that reducing the federal deficit is a 
sure way to raise national savings, at least by 2 or 3 percentage 
points of GDP.* Between the 1960s and the 1980s, the U.S. public 
accounts (federal, state and local combined) dropped from a 
positive 1.9 percent of GDP to a negative 2.9 percent of GDP. 


'For further analysis, see Gary Hufbauer, assisted by Carol 
Gabyzon, Border Tax Adjustments and the USA Tax . Institute for 
International Economics (unpublished), April 1995. 

^Competitiveness Policy Council, Promoting Long-Term 
Prosperity . Third Report to the President and Congress, May 1994. 

’OECD, OECD National Accounts . Paris 1994. 

‘see for example. Competitiveness Policy Council, Promoting 
Long-Term Prosperity . Third Report to the President and Congress 
(May 1994) . 
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Recent federal budget decisions, with the implied reduction of 
public spending, seem likely to reverse this path. 

Few if any TBA advocates suggest that a tax on business 
activity should be added to the existing tax structure. Instead, 
they see the TBA system as a replacement for personal and corporate 
Income taxes. The debate, therefore, concerns the impact of a 
revenue-neutral TBA system both on private savings — namely the 
combination of household savings (e.g., pensions) and corporate 
savings (retained earnings) — and on private investment. 

The savings impact of a TBA system depends on how the new 
system changes private behavior. My opinion is that heightened 
public awareness of the Importance of savings that would come with 
an historic shift from Income taxation to the TBA system would make 
a positive difference in total private savings of 2 to 3 percentage 
points of GDP. 

By enlarging the US savings pool, a TBA system would 
indirectly promote Investment. In addition, a TBA system would 
directly spur Investment because investment outlays would be 
expensed immediately. Hy guess is that the spur to gross 
investment rates might amount to 2 percentage points of GDP. 


2. Principles of Border Tam Adjustments 

Adjustments at the border for taxes on goods and services are 
an established practice in international trade. During the last 
two centuries, national laws and international agreements have 
progressively enlarged the scope of permissible border tax 
adjustments. The rules have been articulated both in national 
legislation and international agreements such as the Uruguay Round 
Agreement on Subsidies and Countervailing Measures. 

Border tax adjustments are based on the destination principle 
of taxation which calls for taxing goods or services shipped across 
an international border only in the jurisdiction where the goods or 
services are consumed. The destination principle is applied via 
the non-excessive remission (or exemption) of taxes when goods or 
services are exported and the equivalent imposition of taxes when 
like goods or services are imported. 

By contrast, the origin principle of taxation calls for the 
taxation of all goods and services only in the country of 
production, irrespective of where the goods or services are 
consumed. Under the origin principle, there can be qq remission 
(or exemption) of taxes when goods or services are exported and 
there can be qs imposition of corresponding taxes when like goods 
or services are imported. In other words, under the origin 
principle, there are no adjustments at the border. 

There are three main consequences of the choice between the 
destination principle (which complements taxation at the 
consumption stage) and the origin principle (which complements 
taxation at the production stage) : 

• How the principle chosen addresses the price distortions which 
are an inevitable complement of almost all tax systems; 

• The extent to which border adjustments affect the trade 
balance ; and 

• The extent to which they facilitate the transition between tax 
systems . 


3. How Border Adjustments Compensate for Price Distortions 

Nearly every tax system distorts prices in an economy. The 
question therefore is which principle of border adjustment — the 
origin principle or the destination principle — better compensates 
for tax-induced price distortions. 

In select circumstances, the choice between the destination 
and the origin principle in fact makes no difference. If the tax 
in question is a general tax . neunely one that applies 
proportionately to all goods and services produced in the economy, 
or to all factor incomes earned in the economy, and if all prices 
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and wages are flexible , and if factor supplies are inelastic ■ then 
in the long run it makes no difference to a country's economic 
structure whether it chooses the origin or destination principle. 
Under these highly restrictive circumstances, the underlying tax 
system will not distort relative prices, and any border adjustment 
is akin to an exchange rate change. 

However, in most circumstances, these restrictive conditions 
are not met, and thus the choice between border adjustment 
principles has important economic implications. Moreover, the 
short run matters as much as the long run, especially when making 
big changes from one tax system to another. To be specific, the 
origin principle will minimize price distortions facing consumers, 
since purchasers can still buy at world prices. By contrast the 
destination principle will minimize price distortions facing 
producers. In my opinion, it is far more important to minimize 
price distortions facing producers. 

Talk of "price distortions facing producers" is, in fact, a 
rather antiseptic way of describing real world events. For 
example, if U.S. producers of computer software must pay a 10 
percent tax on sales, when other U.S. products are taxed at 5 
percent, and if sales taxes are not adjusted at the border, it 
seems very likely that U.S. software firms will decide to make 
their diskettes in Canada, Korea, or France. The reason is that 
any compensating exchange rate change will not affect the heavily 
taxed computer software firms any more than it affects the average 
sector. Therefore, computer software firms will have a harder time 
retaining skilled workers. The result will be the closure of 
plants in places like Seattle and Boston — costing thousands of 
jobs. In other words, when it comes to taxes that are unevenly 
applied to different activities, only the destination principle can 
effectively prevent the contraction of industries that are more 
heavily taxed than other sectors of the economy. 

In this example, destination principle border tax adjustments 
will give a larger export exemption to computer software firms (10 
percent) than to average firms (5 percent) . Correspondingly, it 
will apply a higher compensating tax on imported computer software 
(10 percent) than on average imports (5 percent) . These 
differences will enable Seattle and Boston to retain their 
competitive edge in the computer software industry. The same 
illustrative example would be relevant if a shift from tax system 
A (the current US tax code) to tax system B (a TBA system) resulted 
in a bigger tax increase on computer software firms than on average 
U.S. business firms. 

To some degree, national and international rules have evolved 
to accommodate these practical concerns about output effects. 
Indirect taxes can normally be adjusted at the border. Since the 
core definition of indirect taxes includes excise and sales taxes, 
a country can elect to apply the destination principle to those 
taxes that most conspicuously differ in their burden from sector to 
sector. However, international rules do not permit direct taxes to 
be adjusted at the border. Corporate income taxes and social 
security charges often differ considerably from sector to sector, 
but variations in their burden cannot be compensated by destination 
principle border adjustments since these taxes are defined as 
direct taxes. 

The Uruguay Round Agreement on Subsidies and Countervailing 
Measures makes the distinction between direct and indirect taxes as 
follows : 

Direct taxes are defined as "...taxes on wages, profits, 
interests, rents, royalties, and al other forms of 
income, and taxes on the ownership of real property..." 

Indirect taxes are defined as "...sales, excise, 
turnover, value added, franchise, stamp, transfer, 
inventory and equipment taxes, border taxes and all taxes 
other than direct taxes and import charges..." 

Where do TBA systems lie on the spectrum between direct and 
indirect taxes? I cannot comment on all TBA systems, because I 
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USA Tax, and I am convinced that it is adjustable at the border 
under current GATT (WTO) rules. The reasons are spelled out in 
another paper.® 


4. Impact on Trade Balances 

Many businessmen see destination principle border tax 
adjustments as conducive to a national trade surplus. However, in 
the long run, the choice between origin principle and destination 
principle border tax adjustments exerts little or no impact on 
national trade balances. Instead, trade balances reflect savings 
and Investment balances in each national economy. 

The structure of a country's tax system may alter its savings 
and investment balance; if so, there will be an Impact on its 
exchange rate and its trade balance. But whether or not taxes are 
adjusted at the border will have little effect on these fundamental 
forces. If the tax system is reformed, and if the reform alters 
the balance between savings and Investment, and if the new taxes 
are not adjusted at the border, then the country's exchange rate 
will change to accommodate the new tax system. Conversely, if the 
new taxes are adjusted at the border, then the exchange rate may 
not have to change so much to accommodate the new system. As far 
as the trade balance is concerned, therefore, destination principle 
border tax adjustments can be seen as a substitute for exchange 
rate changes. 

To summarize: border tax adjustments are not required to 
ensure that the trade balance responds to the new savings- 
investment balance. However, border tax adjustments may facilitate 
the required adjustment and require less move in the exchange rate. 


5. Facilitating the Transition to a Kew Tax System 

These statements about the interchangeability of border tax 
adjustments and exchange rate changes are sound as long-run 
technical propositions, but they miss the short-run political 
economy of radically reforming a country's tax system. 

The fundamental reason for border tax adjustments is neither 
to alter the nation's trade balance nor to find a substitute for 
exchange rate adjustments. The fundamental reason for border tax 
adjustments is to deal with the burden on sectors that are more 
heavily taxed under the new system than the old. Any TBA system 
will Impose higher taxes on many business firms than the current 
corporate income tax, both because some firms pay little or no tax 
under the present complicated system and because, under some TBA 
systems, a larger portion of wage taxes will be paid at the 
corporate level. 

Producers that suddenly find themselves paying more taxes than 
before will inevitably (and rightly) worry that the new TBA system 
will erode their ability both to sell abroad and to meet the 
competition of foreign firms in the U.S. market. This fear is best 
answered by destination principle border tax adjustments. Such 
adjustments will help many U.S. firms accept reform of the U.S. tax 
system. In fact, it is no exaggeration to say that, without the 
feature of destination principle border adjustments, it may be 
impossible to gather the requisite political support to enact a TBA 
system. 


® See Gary Hufbauer, assisted by Carol Gabyzon, Border Tax 
Adjustments and the USA Tax . Institute for International Economics 
(unpublished), April 1995. 


The views expressed in this statement are those of the author and 
do not necessarily reflect the views of individual members of the 
Institute's Board of Directors or Advisory Committee. 
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Chairman Archer. Thank you, Mr. Hufbauer. 

I understand that both Dr. Boskin and Professor Bradford have 
to leave in 10 minutes. Do you have any other time constraints, 
Mr. Hufbauer? 

Mr. Hufbauer. I can stay. 

Chairman Archer. I would ask that in the limited time available 
for Dr. Boskin and Professor Bradford that the questions be di- 
rected to them. 

Mr. Zimmer. 

Mr. Zimmer. Thank you, Mr. Chairman. 

Dr. Boskin, you raise the problem of the mutability of the Tax 
Code in your testimony, and it seems that over and over again in 
our history we have been subjected to a bait-and-switch technique 
where there is a flat, low tax imposed and then the rates go up, 
most recently in 1986 when the deal was that the many deductions 
would be eliminated in exchange for lower marginal rates which 
are now more than 40 percent higher than they were at the time. 

As we try to get this right, can you advise us as to how we can 
protect against this phenomenon and the related phenomenon of 
putting more loopholes in the Code as the nominal rates go up? 

Mr. Boskin. I think that is a very good question. 

I think there are two things. I personally favor a supermajority 
for tax rate increases. I know that has been discussed and is under 
consideration, and I would hope there would be an opportunity for 
the Congress to reconsider that in and of itself, perhaps even in 
House rules, as opposed to just as a variant of a balanced budget 
amendment. 

Second, in the reform that you move to, if your reform really ties 
and makes obvious that the taxes are the cost of financing govern- 
ment spending, it seems to me that will exercise some constraint 
through the teixpayers. 

One problem we ought to be worried about is if taxes are very 
much hidden. There are people who complain that withholding does 
that in the existing system or that a value-added tax mi^t be 
somewhat hidden. I personally think that we need to make it more 
obvious that the tax system is the price we are paying for govern- 
ment spending — or the current taxes and the future taxes, if we 
are deficit spending, are the price we are paying. And I think that 
will help ensure that the taxpayers themselves will exercise great 
restraint through their voting in elections. 

Mr. Zimmer. Mr. Bradford, do you have any thoughts on that? 

Mr. Bradford. I would join Mike Boskin in saying something 
like requiring a supermajority for rate changes would seem a rea- 
sonable thing to do. One reason it is very important is not simply 
that politically one may like lower rates, but also in a tax system 
of the type we are talking about, the incentive effect on investment 
is very strong. If you anticipate an increase in the rate, let’s say, 
of a value-added tax or a retail sales tax or flat tax, there is a 
strong incentive to postpone investment; and it would be very im- 
portant from the point of view of the stability of the economy to as- 
sure against very sharp increases in rates. And decreases are mis- 
chievous, too. So I endorse that idea. 

There is another possible mechanism that could be built into 
these systems, and that is, in effect, the use of the IRA-type device. 
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which allows people, in effect, to lock in the rates that prevail at 
the current time. That would be too far afield to discuss that fur- 
ther now, but I think that could also have a stabilizing effect and 
that could be very important. 

Mr. Zimmer. Professor, I appreciate your being here, Princeton is 
in my district. I appreciate your clarity. I must confess that Prince- 
ton is the only community in my district where people complain 
that taxes are too low, but not necessarily their own taxes. 

Let me ask you a fundamental question, both of you. When we 
considered the tax cut legislation earlier this year, some of our 
friends on the other side of the aisle differed with us on one of our 
principal premises, which is that changing the Tax Code can actu- 
ally encourage savings and investment and economic growth. What 
would you say to those people and how can you convince them that 
in fact that will happen? 

Mr. Boskin. I think there is no doubt fundamental reforms like 
moving to a retail sales tax or VAT or perhaps even to a flat rate, 
consumption-based income tax would increase the rate of savings 
and that would have all sorts of beneficial effects. The way I tie 
together the issue of a tax cut, why we are trying to slow the 
growth of spending to balance the budget is — the reason we want 
to reduce the deficit, in addition to the moral reason about liabil- 
ities to our children and grandchildren, is to free up saving to 
make it available to finance investment, so we reduce the govern- 
ment’s drag. If you can, through capital gains rate reduction or an 
IRA or something of that sort, raise private saving — one of the two 
reasons we have the lowest national saving rate of any country in 
the world if we could simultaneously do that, then you are accom- 
plishing with another leg of the stool the exact same purpose. That 
is how the two tie together. 

If we could have prosaving, proinvestment, progrowth tax rate 
reductions and get enough spending cuts to finance them in the 
short term, before they have a chance fully to kick in and help the 
economy grow, those two policies complement each other. They are 
not substitutes. 

Chairman Archer. The gentleman’s time has expired. 

Mr. McCrery will inquire and he will be the last inquisitor for 
Professor Bradford and Dr. Boskin. 

Mr. McCrery. Thank you, Mr. Chairman. 

I have a question that neither of you may want to answer, be- 
cause Mr. Hufbauer punted on it. The question is “have you looked 
at the flat tax in terms of our ability to adjust it at the border 
under GATT rules”? Have either of you done that? 

Mr. Boskin. I have thought about it. I am not a trade lawyer, 
but I do believe it is an open question. It may not be. 

Mr. Bradford. I have the same impression. It is very much a 
legal question, as you have probably heard from other economists. 
Economists think, at least this economist thinks, that the distinc- 
tion on which the rebatability or not of a tax turns is fundamen- 
tally a legal and not a real economic one. A tax that looks one way 
will be rebatable, and if it doesn’t look right, it won’t be even 
though it is economically equivalent. 

I think that is the situation with the flat tax. The flat tax is eco- 
nomically identically equivalent to a value-added tax and should 
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therefore be rebatable. I am talking about the business tax rate on 
all exports and subject to imports, according to the same rationale 
as applies in the case of a value-added tax. I think it is very much 
an open issue, legally. 

Mr. McCrery. As economists, do you think it is important that 
we consider that as part of the debate? 

Mr. Boskin. I do. Gary sort of said this only affects the trade bal- 
ance through its beneficial effects on the saving rate, and I would 
agree with that beneficial effect on balance, on the trade picture. 
But the notion that somehow this washes in exchange rates envi- 
sions a regime of permanently totally flexible exchange rates that 
totally adjust or a major adjustment in domestic prices. I think the 
world we live in now is a little bit different than that, and there 
is a lot of fixing and a lot of pegging and a lot of attempted inter- 
vention. So it is something that ou^t to be considered, but I also 
wouldn’t assume that there would be no adjustment at all in ex- 
change rates. 

Mr. Bradford. I think I would be more on the side of saying it 
doesn’t make much difference, but I would agree that the issue 
where it does make a difference is a matter of transition. Which 
way we did it wouldn’t make any difference 5 years from now. But 
there are significant differences in the administrative problems 
that arise. For example, if you have a border tax adjustment and 
you have a tax of any significant size, or even not too large a size, 
you then have to assess the tax on the way in and you have all 
the problems of checking at the border when goods come in, the 
same as applying a tariff. Tourists would have to declare their 
goods and so forth. There are problems of that kind and differences 
in implementation that do matter. 

For example, as to where you choose to locate a business, there 
can be a difference in the way these two taxes work out as a mat- 
ter of implementation, and I think it is important to pay attention 
to that. 

Mr. Boskin. I would stress that in today’s world a larger fraction 
of firms and more and more industries find it easy and less costly 
to spatially separate their headquarters from their manufacturing, 
from their R&D, from their sales and marketing, and so forth. So 
I would be a bit concerned about being careful that any change we 
made in its border tax adjustments and its international features 
didn’t wind up creating an additional incentive for firms to 
outsource some of their activity outside the border. 

Mr. McCrery. Thank you, Mr. Chairman. 

Chairman Archer, You gentlemen are 4 minutes past your dead- 
line. I just want to quickly ask you this — when you responded to 
the flat tax, as to whether it is adjustable at the border, what is 
your definition of a flat tax? 

Mr. Boskin. The definition I was using was the kind of Hall- 
Rabushka archetype that apparently forms the basis for the generic 
proposal that Majority Leader Armey has proposed, which I think 
has not been fully specified as yet. And the business side of that 
has a feature whereby capital income is taxed and wages are de- 
ducted and business investment is expensed in the year it is ac- 
quired. So it is from an archetype, not from a proposal that I have 
seen written down by the Joint Committee and laid out in law. 
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There are many other ways to have a single tax rate besides 
that, and various people have exemptions and deductions and other 
things they propose and other ways they would go about taxing 
some income at the business level, some at the personal level. I 
was responding to that generic idea, which is perhaps more com- 
mon in academia. 

Mr. Bradford. I would say the same. I have in mind the flat tax 
proposal that was authored by Robert Hall and Alvin Rabushka 
and appeared about 10 years ago and I think is the basis for sys- 
tems currently under discussions as flat taxes. 

Chairman Archer. Isn’t that just a modified way to tax income? 

Mr. Bradford. Yes. 

Chairman Archer. I am not a legal scholar on GATT either, but 
it seems to me that when you are just having a modified method 
of taxing income, they are going to rule that that is not border ad- 
justable and GATT-legal. 

Mr. Boskin. That is definitely the argument. I think legally that 
is right, but I am demurring because I am not a lawyer. 

Chairman Archer. David, I know you have to leave. I want to 
give you the opportunity to leave; and Dr. Boskin, if you need to 
leave, certainly take advantage of that. 

Mr. Bradford. I think I had better go. Thank you very much. 

Mr. Boskin. I will be happy to take a few more questions. 

Chairman Archer. Would you like to respond to that, Mr. 
Hufbauer? 

Mr. Hufbauer. Since this has become an item of interest to Mr. 
McCreiy and yourself, let me summarize what is a very com- 
plicated debate. 

First, concerning a retail sales tax, there will be no issue in 
terms of the international rules whether it is or is not adjustable. 
It is adjustable; that is established international practice. I have a 
loi^ paper I can give you on that matter. 

Chairman Archer. Isn’t that virtually a sine qua non, inasmuch 
as a sales tax wouldn’t be charged in the first place and wouldn’t 
have to be rebated? 

Mr. Hufbauer. When I use the word “rebate,” I include both ex- 
emptions and remission. The retail sales tax follows an exemption 
approach. 

Second, concerning the U.S.A. tax, if enacted and if we had des- 
tination principle a^ustments for it, that will entail a big fight in 
the WTO. It will be a big issue internationally, and there will be 
a panel proceeding. When I say it is “adjustable,” that is my judg- 
ment of how a fairly long international panel proceeding will come 
out. It will come out that the U.S.A. tax is adjustable. It is similar 
enough, in its business tax application, to the credit invoice VAT, 
that it will be adjustable. 

The reason I raise a flag of doubt in the case of the flat tax as 
the one you referred to by my colleague Mr. Bradford, is under the 
flat tax, wages are a business deduction, which is not true in the 
case of the U.S.A. tax. With wages being a deduction, the flat tax 
as imposed on business firms has an appearance which is closer to 
the corporate income tax than the VAT. 

And that is why the battle for destination border tax adjustments 
for the flat tax will be harder to fight, and harder to win, on legal 
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grounds. Let me take 1 more minute to step outside of current 
GATT law. 

I also ventured the opinion, and I stick with it, that if the United 
States undertakes a major reform in its tax system, and if we de- 
termine that we want to adjust the new taxes at the border, the 
WTO will in turn accommodate us. In other words, if we lose the 
legal case, but we still want to adjust the tax at the border, my be- 
lief is the WTO system will adjust to our adjustment. 

Now, there will be a lot of consequences of that adjustment. I 
won’t take your time to go into them. But I think ultimately we 
can, if we wish, adjust even the flat tax at the border. 

Chairman Archer. I don’t want to belabor this issue, but I really 
worry about your last comment, for the reason that in the case of 
a consumption tax, you can relate the tax percentagewise to the 
price of the product. In the case of an income tax, there is no direct 
relationship to the price of the product. And even if you go to a flat 
income tax, how do you know what to take off of the price of the 
product? 

Mr. Hufbauer. This is the core of the legal debate: How closely 
can you link the tax in question, levied on some kind of income con- 
cept, to a product price. And with the retail sales it is a nice and 
clear link, or at least people think the link is nice and clear, and 
as you segue over to income taxes, the link becomes less clear. 

If a flat tax is truly flat, the U.S. Government can, in its legal 
proceedings, commission a lot of authoritative studies from eminent 
economists urging that the tax is passed on, akin to a retail sales 
tax, in product prices. Therefore, adjustment at the border is ap- 
propriate — here I am telescoping a very long debate here into a few 
sentences — and that argument gives us a possibility for winning. 

But the less uniform the tax rate is, the more there are the kinds 
of loopholes and deductions we have in our corporate income tax 
system, the harder and harder it is to identify the tax with price 
shifting effects. In turn, that weakens the legal argument for ad- 
justment at the border. 

Chairman Archer. Thank you very much. 

Mr. Rangel. 

Mr. Rangel. Thank you. 

My question is one to both of you as economists. Do you believe 
that there should be any relationship in the type of tax collection 
system that we acquire to the type of services the central Federal 
Government would render? 

The reason I ask the question is that I am constantly reminded 
that governments who use the value-added tax seem to be govern- 
ments that provide a broader-based social service network. And I 
am not saying that that is the correct thing to do, but I am really 
asking, when you are determining a tax system that would be best 
for the United States, is there any relationship at all to the serv- 
ices that the government provides? 

Mr. Boskin. Certainly, and the causality I think goes in both di- 
rections. If you have a very low-rate, broad-based tax, for example, 
you are causing much less compliance and distortion in the econ- 
omy, so that weighs to being able to finance, if you can do it effi- 
ciently, other services. 
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Mr. Rangel. When you say. Doctor, efficiently, I would want to 
really know, what would you think those services should be in the 
first instance. In other words, if we decide that we are not going 
to get involved in the health care industry, then I assume that 
someone else would have to think of how do you provide incentives 
to assure access to health. 

Mr. Boskin. Well, I think that debate is one we will continue to 
have, and whether we should do a variety of reforms, allow the pri- 
vate sector to do that, or whether the Federal Government should 
primarily be an insurer — making sure everybody can have cata- 
strophic insurance and so on, is not an issue I propose to get into 
here. But I think that is one that is worth enjoining. 

My basic point is the history has been that when new tax devices 
are piled on top of old tax devices, they have not really replaced 
the old devices. So in my testimony earlier, in my introduction, I 
said, let’s make sure if we move to a new t^ which is superior in 
a number of dimensions, such as a broad-based consumption tax, 
let’s make sure we don’t wind up getting both, unless we really 
want to see a big expansion of government. 

Mr. Rangel. No, I am talking to you, both of you, on the basis 
that we are starting this thing all over. We are starting from 
scratch. We are not building on anything. And the question would 
be, if we were starting from scratch, would you not as economists 
want to know, well, what is it that you want to provide as a nation 
before you can determine the system that you are going to collect 
the revenues? 

Mr. Boskin. You are exactly right. I say that in my written testi- 
mony, we ought to think of the tax system and the outlay side of 
the budget simultaneously, there is no doubt about that. 

Mr. I^NGEL. Great. Because my basic question would be, what — 
as you envision the most effective way and least complex way to 
collect the tax, what do you believe the national responsibility 
should be? Besides national defense, which is just number one, is 
there any other responsibility you think that we should have as a 
debit? Maybe for political purposes we will keep Social Security so 
you won’t have to worry about that. 

Mr. Boskin. Well, I think between the Federal and State and 
local governments, the proper assignment of authority, among 
which 

Mr. Rangel. Stick with me. Doctor, because anything that we 
decide we are not going to do, we would assume that we are going 
to lower the tax base sufficiently so that local and State govern- 
ment could decide what they would want to do and pick up the 
taxes. So we will assume anything that we don’t do, they can or 
cannot do. 

But I am talking about in terms of mandates, entitlements, do 
you see anything that we should do as a Federal Government, be- 
sides national defense, and now that we are stuck with Social Secu- 
rity, we will keep that for a while, but anything else? 

Mr. Boskin. Yes, I believe there are a variety of functions the 
Federal Government should either perform or finance. However, I 
do believe that in most instances, the Federal — not all, but in most 
instances the Federal Government has gone too far or they are pro- 
jected — 
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Mr. Rangel. I agree with you 100 percent, but we are starting 
from scratch. What type of things do you think that we should do? 

Mr. Bosket. For example, I think tnere is a national interest in 
funding certain — in helping to finance certain types of research 
that individual firms cannot capture the benefits of and would not 
get done otherwise. 

Mr. Rangel. OK. So we are joined in 

Mr. Boskin. I think you have to be very careful about where you 
draw that line. I think everybody will come in and claim that their 
research satisfies. And that is a problem in all these cases, sure. 

Mr. Rangel. I know, but let me be more specific. How about edu- 
cation and housing and nutrition programs and health; you think 
they could come up to the priority of sharing in research? 

Mr. Boskin. I am a strong believer in a humane but cost-con- 
scious social safety net. I bmieve we have not been as cost con- 
scious as we should be. We have transfer payments that transfer 
lots of resources to upper middle income and higher income people. 
And we are not doing as careful a job at targeting effectively, and 
from the recipient’s point of view and efficiently from the tax- 
payers’ point of view, in our broad social programs to provide that 
safety net. 

Mr. Rangel. My time has expired, but you are saying that we 
should continue some of these programs in a more effective way? 

Mr. Boskin. Yes, although some of them I would devolve to the 
States, others I would continue at the Federal Government, others 
I would aim the slowdown in the projected growth of spending dis- 
proportionately at people beyond some minimum level of income. 

Mr. Rangel. Is that in your paper? 

Mr. Boskin. Only the generic statement that we should be think- 
ing about the outlay side of the budget and the tax side of the 
budget, both. 

Mr. Rangel. OK 

Thank you, Madam Chairlady. 

Mrs. Johnson of Connecticut [presiding]. Thank you, Mr. Ran- 
gel. 

Mr. Boskin, another way of asking the same question that my 
colleague from New York was discussing with you, is the following; 
Do you think the economic impact of an extremely simple system, 
whether it is U.S.A. tax or a VAT or whatever, is worth sacrificing 
any use of the Tax Code to encourage any specific activity? 

In other words, is it worth eliminating the R&D tax credit, elimi- 
nating any mortgage deduction, eliminating any deduction for 
health premiums, any incentive for pension savings, any encour- 
agement of education? 

You know, those are all social policies that we pursue through 
the Tax Code. And as we talk about simplicity, and in your testi- 
mony you specifically said let’s broaden the base and lower the 
rate, so if you are going to really broaden the base, you have to 
eliminate any incentives or any deductions. And those deductions 
currently go primarily to research, education, and to a much lesser 
extent some historic preservation. It is really education, research, 
home ownership, a few basic activities that we have put a very 
hi^ value on in our society. 

Do you support eliminating absolutely all of those? 
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Mr. Boskin. My own preference would be if we kept an income- 
twe tax, although it wound up allowing an unlimited savings de- 
auction, a la Nunn-Domenici, or the alternative flat tax approach 
which would exempt capital income and so on. Let me point out 
that those would provide more incentives for saving and so on than 
the current system does. 

And while — a truly broad-based consumption tax, if you had ev- 
erything, all consumption in it, would have a tax base that is far 
larger than the current base of the income tax, even though you 
are exempting certain things, because we have a tax base of the 
personal or corporate income tax is only a very modest fraction of 
personal income in the country. 

There are obviously a large number of deductions, any one of 
which originally was put in for some noble purpose, and some of 
them may indeed be achieving some of those noble purposes. The 
two I worry most about, although I would not reject out of hand 
the prospect of eliminating them, but the two I raised as specific 
examples, and undoubtedly there are many and everybody has 
their own list, in my testimony, were if we kept the income-type 
tax, are the deduction for charities and the mortgage interest de- 
duction. 

And the reasons I mentioned those are twofold. One is I think 
there is a great benefit in a pluralistic society to having many in- 
stitutions doing good works rather than to having — relying more 
heavily on the government to provide the services that charities 
provide. And there is ample evidence that the tax deduction is an 
efficient — matter of fact, the evidence is my own work with Martin 
Feldstein for the Filer Commission — that charities get more than 
the Treasury loses from the deduction. 

The mortgage interest deduction is a slightly different story. We 
do have a tax system that heavily biases investment toward invest- 
ment in owner-occupied housing, as opposed to other types of sav- 
ings and investment. And it would be — there is an open issue 
whether we are getting enough as a society out of that to justify 
the existing level, whether the cap should be brought down, wheth- 
er it should be eliminated or kept where it is. 

One thing I do know is if we move to eliminate it, that we 
would — not only would people as they wrote their tax checks have 
a slight change, but the value of their homes would be reduced be- 
cause the value of their home capitalizes the value of the mortgage- 
interest deduction. So I would be concerned to have two-thirds of 
the families in the country all of a sudden have the value of their 
largest asset decline. So I would be cautious before I did that in 
thinking it through. 

Mrs. Johnson of Connecticut. And you would make no dif- 
ferentiation among businesses that are capital intensive and busi- 
nesses that are not capital intensive, and you would be willing to 
eliminate the current incentives for health benefits and for edu- 
cation? 

Mr. Boskin. As a general matter, yes. I think the education ben- 
efits, most of the cost of education is foregone earnings, unless you 
are going to somewhere like Stanford which is extremely expensive. 
And that is treated obviously as if it is immediately expensed. 
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With respect to health benefits, I think there is an issue but I 
would deal with this in the context of health reform. I personally 
believe one of the problems we have is that the price of health is 
not perceived at the marmn by the consumers, and that is one rea- 
son we have gotten into tne health care cost problems that we have 
seen in the last decade. 

Mrs. Johnson of Connecticut. Thank you. 

I am going to move on to another Member, but when you say the 
problem with education incentives is that it mostly has to do with 
foregone earnings, that is a big problem. And we have had hearings 
recently on the tax incentives to help people get the education they 
need to earn at higher levels. And it is very hard for middle-class 
working people to move up. Those breaks that we mve them are 
material to their ability to do it. And the cost to the foregone earn- 
ings to society is really enormous. 

So I just wave a flag of caution, because over the years we have 
stripped out a lot of the tax expenditures, and those that are left 
have a fairly high level of social value. And as we move forward, 
I think we do have to be deliberate about what the consequences 
are going to be, and if we think savings and investment is the only 
value, then we have to be up front about that. 

Mr. Boskin. Well, I think I would just concur with your general 
description of — my reading of history is the same as yours. As a 
rough approximation, not item by item, the least bang for the buck 
so-called tax expenditures are probably the ones 

Mrs. Johnson of Connecticut. We will be talking more with 
you about this in the future. I have to move on to Mr. Hancock. 

Mr. Boskin. I take the point and I apologize, but as Chairman 
Archer mentioned, I stayed over another meeting, so I apologize. 

Mr. McCrery. Will the Chairwoman yield for a brief question, 
following up Mr. Rangel’s comments? 

Dr. Boskin, you rightly answered to Mr. Rangel that we should 
consider in crafting a tax system what it is we want to finance. But 
isn’t there another question we should consider in crafting a tax 
system, and that is how much of what our society produces should 
the government take to finance all services? 

Mr. Boskin. Yes. The two are interrelated. That is what I meant 
by using the jargon, “it goes in both directions.” 

Let me give you a very brief parable I point out in my testimony. 
For the government to collect a dollar of taxes from the private sec- 
tor, it is going to wind up distorting some resources, even if it has 
a very minimal compliance version as would be reduced by some 
of the reforms we are talking about. So it is going to distort Gary’s 
or mine or yours or other people’s incentive to consume versus save 
or what you are going to consume or how you live, you know, do 
you own a home or rent, things of that sort. 

Economists study the costs of this and at a minimum the cost to 
the economy of collecting $1 is $1.40 or $1.50. It goes up, the cost 
goes up witn the square of the marginal tax rate, the marginal cost 
goes up proportionally with the tax rate. So we get $1 into the gov- 
ernment’s hands, it costs the private economy about $1.40, $1.50, 
when we take account of all those changes and behaviors that have 
occurred that have distorted resource allocation. In a well-run pro- 
gram that is desirable, that is efficient, a large fraction of that dol- 
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lar will be spent on the purpose; on a poorly run program or a poor- 
ly targeted program, a small fraction. It will be transferred in a 
leaky bucket; some will leak out. 

So I just think you need a very rigorous benefit-cost standard, 
and I think you are right, that you have to be very cautious in the 
actual cost to the economy a lot more than the actual dollars col- 
lected by the Federal Government. 

Mrs. Johnson of Connecticut. Thank you, Mr. Boskin, and 
thank you for staying with us a little extra time. 

And thank you very much, Mr. Hufbauer, for being with us. The 
issues that you raise will receive a great deal more attention in the 
months ahead. 

Let us call forward then Charls Walker, Dale Jorgenson and 
Laurence Kotlikoff, to conclude the second panel. And thereafter we 
will proceed with the others we have invited to testify. 

We will start with Mr. Walker, who is the chairman of the Amer- 
ican Council for Capital Formation. 

STATEMENT OF CHARLS E. WALKER, PHJ)., CHAIRMAN, 
AMERICAN COUNCIL FOR CAPITAL FORMATION 

Mr. Walker. Thank you very much. Madam Chairman. It is a 
pleasure to be back bemre this Committee where I have testified 
over many, many years. I agree with you that these are historic 
hearings. 

Most of my statement, which grows out of the research and anal- 
ysis sponsored by the American Council for Capital Formation, over 
the past 20 years and done by many of the gentlemen you have lis- 
tened to today, concentrates on the demand side of the savin^in- 
vestment picture. And as always in economics, we need to look at 
supply and demand; that is, the supply of savings available for in- 
vestment, and the demand for that savings from businesses for in- 
vestment in plant and equipment. 

I would like to take just a moment to extract from my statement 
a point or two on the savings side of the picture, since most of the 
analysis that we have is on the demand side. 

To what extent can public policy promote national saving and 
thus make more and cheaper funds available for business invest- 
ment? 

First and foremost, and most important of course, is to balance 
the Federal budget, or preferably get a small surplus over the busi- 
ness cycle. But that is not the end-all and be-all. Other things 
equal, an elimination of the deficit today would raise our national 
savings rate up to a level that is still below our past experience 
and less than half of Western Europe and a third of Japan. So that 
is not enough in and of itself. 

Second, reducing the budget deficit to increase savings — that is 
one of the results of it, there are a lot of other reasons— ignores the 
demand side of business incentives to borrow the savings that are 
generated by Federal surpluses, personal saving, and so on. And at 
times in the past, we have not had enough of that investment de- 
mand. So it is important that we look at both sides of the equation. 

The second major point I would like to make, our analysis of the 
studies by Lawrence Summers, Martin Feldstein, David Wise, 
James Poterba, a whole host of scholars, leads us to the conclusion 
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that the IRAs and the 401(k)s have contributed very economically 
to an increase in the personal savings rate. The U.S. personal sav- 
ings rate has dropped, but it would have dropped much more, we 
think, without these incentives. 

Because of that, I think we should give very serious consider- 
ation to the initiation of a very strong national savings campaign 
based on patriotism. Such a campaign would be good for the coun- 
try. 

When I was Deputy Secretary of the Treasury in the late sixties, 
we had a very strong U.S. savings bond program based on patriot- 
ism and on self-interest. Read yesterday’s Wall Street Journal, lead 
piece, right side. The baby boomers are saving less than one-third 
of what they expect to need when they retire. So this program 
could be sold both on the basis of patriotism and the self-interest 
side. 

Finally, on stimulating business saving, which is a big part of the 
picture, the lower capital gains tax rates which were voted in this 
Committee are a positive step. Taxes on capital gains are basically 
taxes on retained income. The higher the capital gains tax, the 
much more difficult it is for corporations to retain earnings and in- 
crease business saving. So what was done in that respect is a very 
positive factor to increase business saving. 

I will pass over but just mention the point that Mr. Bradford 
made and with which I fully agree, that actually the taxation of 
saving can be viewed as very unfair in our system. Typically, the 
questions you see in the polls, such as in the Wall Street Journal 
a few weeks ago, where you ask people whether they would rather 
pay or should they pay higher or lower taxes on their saving in- 
vestment income versus their wage income, they think of Donald 
Trump and David Rockefeller and people like that. But if you ask 
them directly whether if they save out of their income and pay 
taxes and invest, should they pay taxes again on that return, I 
think you get much different answers. And most Americans believe 
that taxation of saving is unfair. 

In my conclusion, I state that 1 year ago I would have said this 
task that the Chairman and others have embarked upon is impos- 
sible, as you could never replace the income tax in our system. I 
have changed that view over the last few months. And I think it 
is an extremely worthwhile effort because the income tax is not 
only a bad tax economically, as you have heard here, but also a bad 
tax politically for two major reasons. It is always an invitation for 
groups that can benefit from lower tax rates or special preferences 
to come in and get amendments to that effect. That might be true 
under its successor, but it still will tend to be less, I think, than 
under the income tax system. 

The second factor is that because rich people save more money 
than poor people, any efforts to move the tax system in a direction 
of reducing saving can rise to a demagogic sort of argument of rich 
versus poor, rich Americans versus working Americans. And that 
is the worst possible situation we could get into in our capitalistic 
economy. 

Thank you and congratulations for these hearings. 

[The prepared statement and attachments follow:] 
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Introduction 

My name is Charls E. Walker. I am chainnan of the American Council for Capital 
Formation (ACCF). I am accompanied by Mark Bloomfield and Margo Thoming, respectively 
the president and chief economist of the ACCF. The ACCF represents a broad cross section 
of the American business community, including the manufacturing and investment sectors, 
Fortune 500 companies and smaller fums, individuals, and associations. Our board of directors 
includes cabinet members of prior Republican and Democratic administrations, former members 
of Congress, prominent business leaders and public finance experts. We appreciate this 
opportunity to present testimony on the impact of fundamental tax reform on U.S. saving and 
investment, and economic growth. 

We commend the Committee’s decision to ejmmine how a shift fi’om an income-based tax 
system to a consumption-based tax could increase U.S. economic growth by eliminating the 
bias against saving and investment inherent in the income tax. Almost 10 years after the 
enactment of the Tax Reform Act of 1986 (TRA), it is clear that U.S. tax policies toward 
saving and investment must be revised if we are to create better jobs, restore strong growth in 
living standards, and help the U.S. retain its leading role in world affairs. 

Our testimony today will focus on the need to increase saving and investment and how 
a shift to a consumption-based tax system might achieve that goal. In addition, there could be 
other likely consequences from such a shift, including reduction in the regulatory burdens and 
compliance costs associated with the income tax. 

Saving and Investment and Economic Growth 

Investment spending in the United States in recent years compares unfavorably with that 
of other nations as well as with our own past experience. From 1973 to 1992, gross 
nonresidential investment as a percent of gross domestic product (GDP) was lower for the 
United States than for any of our major competitors (see Table 1). The U.S. net saving rate 
during the same period is also low relative to other countries, averaging 4.6 percent compared 
to 19.0 percent in Japan, 10.6 percent in Germany, and 7.5 percent in Canada. 

Even more disturbing is the fact that net business investment in this country has in recent 
years fallen to only half the level of the 1960s and 1970s. Net private domestic investment 
averaged 7.4 percent of GDP from 1960 to 1980; since 1991 it has averaged only 3.1 percent 
(see Table 2). The U.S. net saving rate, a key detenninant of U.S. investment, has also fallen 
sharply, from an average of 7.6 percent in the 1960-1980 period to only 2.0 percent in the 
1990s (see Table 2). While larger Federal budget deficits are part of the reason for the saving 
rate’s decline, personal and business saving rates have also fallen. 

Reflecting the reduced share of GDP being invested each year^ the U.S. capital stock has 
also grown more slowly. In the three decades prior to 1980, the total capital stock grew an 
average rate of 4,0 percent per year; in the 1980s and 1990s, the rate fell to 2.7 and 1.9 percent 
respectively (see Table 3). The stock of equipment, which many experts regard as critical for 
strong productivity growth, has increased much more slowly since 1980 than in earlier decades. 
Industrial equipment, which grew at an average rate of 4.3 percent over the 1950-1979 period, 
increased by just 1.2 percent annually in the 1980s and 0.5 percent since 1990. 

The overwhelming importance of investment in plant and equipment for economic growth 
is emphasized in Harvard Professor Dale Jorgenson’s new book, Productivity: Postwar U.S. 
Economic Growth. This study analyzed economic growth between peaks in the business cycle 
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over the 1948-1979 period. Allocating increases in output to three sources — growth in the 
capital stock, labor supply, and multifactor productivity — Professor Jorgenson found that 
increases in the capital stock had the strongest impact on growth in output. 

Studies by Harvard Professors Bradford E>e Long and Lawrence H. Summers, now on 
leave at the U.S. Department of Treasury, concluded that investment in equipment is perhaps 
the single most importance factor in economic growth and development. Their research 
provided strong evidence that for a broad cross section of nations every 1 percent of GDP 
invested in equipment is associated with an increase in the GDP growth rate itself of one-third 
of one percent — a very substantial social rate of return. 

Investment’s key role in advancing technological progress and productivity growth is also 
stressed in recent research by New York University Professor Edward N. Wolff. He concluded 
that U.S. labor productivity growth rales are depressed by the recent slower growth in the 
capital-to-labor ratio — from a peak of 2.0 percent per year in the 1 950s to 1 .2 percent per year 
in the 1972-1992 period. Professor Wolff stressed that the effects of the decline in U.S. capital- 
labor growth are perhaps even more pernicious than they appear at first glance. First, an 
increasing capital-labor ratio will increase labor productivity through capital deepening. Second, 
there appears to be an important and significant interaction effect between capital investment 
and technological advance. U.S. manufacturing productivity growth lagged behind that of most 
major industrial countries over the 1973-1993 period. Labor productivity, or output per worker 
per hour, grew at only 2.4 percent in the 1979-1993 period compared to 4.3 percent in Japan 
and Belgium, and 4.1 percent in the United Kingdom (see Figure 1). Lagging U.S. labor 
productivity growth is a concern because of its role in helping to increase real living standards 
for U.S. workers. 

The Saving/Investment Equation 

Few analyses of business investment levels point out that at the heart of the issue is an old 
standby of economics — a supply and demand equation. In this instance, supply consists of the 
national saving available for investment; demand arises from efforts of businesses to earn more 
in the future by investing in new projects today. 

Much of the analysis elsewhere in this testimony concentrates on the demand side of the 
equation; after all, it is on business incentives to Invest that taxes have their most direct and 
identifiable impact. But national saving as related to tax policy should not be ignored. Without 
doubt, effective steps to raise the national saving rate reduce interest rates (and therefore capital 
costs) and foster investment. 

The national saving referred to here is not confrned to saving by individuals, although they 
are important participants in the process. Net national saving consists of individual saving, or 
that part of their income that people do not consume; business saving, defined as annual 
increases in retained earnings (earnings after taxes not paid out as dividends); and government 
saving, or the surplus (saving) or deficits (dissaving) realized by Federal, state and local 
governments. 

To what extent can public policy promote national saving and thus make more and cheaper 
funds available for business investment? Several pointe should be made. 

First and foremost, conversion of the structural Federal deficit into balance or, preferably, 
a modest surplus over the period of the business cycle would represent the single most 
important contribution of public policy to generation of more natiorial saving. Such deficits 
arise when spending exceeds tax revenues; thus determined restraint in Federal spending to 
bring outlays down to or below revenue levels can properly be viewed as a fiscal policy that 
adds to saving. The budget plans approved by both House and Senate, if implemented, would 
therefore mark a significant step toward raising the national saving rate. 

One should not conclude, however, that a balanced budget is all that is needed to solve 
this nation’s capital formation problem. Personal and business saving are also historically low 
and need to be increased. We must also make certain that tax policy is “capital-friendly,” so 
that businesses have adequate incentives to invest any increase in the supply of saving. 
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Second, turning to enhancement of personal saving, recent experience in the U.S. suggests 
that lower tax rates on saving do have a positive effect on saving rates. This is an important 
point; some economists still contest the view that tax policy can influence personal saving to 
any great degree. 

Our most recent experience in this respect is of course the Individual Retirement Account 
(IRAs) and 401 (k)s. We commend the bill approved by this committee, which would liberalize 
IRAs. Earlier experience with IRAs and 401(k)s convinced many of us that a combination of 
tax relief (especially in the form of deductions for saving and postponement of taxes on the 
income generated within the IRA and 401(k)s), well-structured market instruments, and 
aggressive marketing campaigns by financial institution can raise the personal saving rate. 
Studies to this effect have been produced by former Council of Economic Advisers Chairman 
Martin Feldstein, Harvard Professor Lawrence Summers (now on leave as U.S. Treasury 
Undersecretary for International Affairs), Professors David A. Wise of Harvard University, 
James M. Poterba of Massachusetts Institute of Technology, Steven F. Venti of Dartmouth 
College, Jonathan Skiruier of the University of Virginia, and Richard A. Thaler of Cornell 
University. These studies have in part been answered by some analysts, but in our view the 
rebuttals are far from convincing. We would be glad to provide the Committee with a set of 
studies on both sides of the issue. 

The success of IRAs and 401ks suggests to me that an aggressive National Saving 
Campaign, based on a combination of patriotism and self-interest, would be a highly 
worthwhile project that could raise the personal saving rate. Skeptics argue that the U.S. 
“culture” of high spending and low saving caimot be changed, contrasting this with the high 
propensity to save among the Japanese. But the fact is that Japanese saving rates were very low 
before World War II, and it was only through deliberate national policy — mainly through low 
taxes on individual saving — that Japan became such a high-saving nation. Self-interest can and 
should play an important role in any such campaign. Professor Douglas Bemheim of Stanford 
University estimates that “baby-boomers” are now saving only one-third of what they need for 
comfortable retirement. This can be a powerful selling point. 

Third, tax policy can have a very important impact on business saving, which is at a 
historically low level. Recall that business saving is simply another term for retained earnings 
and recognize that both public finance experts and Wall Streeters view the capital gains tax as 
a tax on such earnings. Many purchasers of corporate stock purchase in anticipation of 
appreciation in its value, preferring such appreciation to dividends. The higher the capital gains 
lax, the less the incentive to buy stocks for appreciation, and the more difficult it is for 
corporations which enjoy good investment opportunities to retain the funds to finance them 
internally. (Such funds might be obtained in the equity or debt markets, but only at higher cost 
in terms of management time, investment banker fees, etc.) 

Finally, with respect to business saving and investment, tax policy that enhances business 
incentives to invest increases the demand for saving. This higher demand for funds increases 
the return to savers, and will help increase the amount of savings supplied. 

One final point on the saving side of the saving/investment equation: is it fair to tax 
saving? Or more important, do the American people think it’s fair to do so? In answering this 
question, many peoples’ minds immediately turn to high-income Americans, who admittedly 
save much larger portions of their incomes than do lower-income Americans. 

But the fact is that many middle-income Americans do save and invest in various 
instruments, including mutual funds. Those investments are made out of income already taxed 
once; is it fair to tax these peoples’ saving again? I doubt that many of them would think so. 
And, for upper-income Americans, only the amounts differ; the principle of unfair, multiple 
taxation of individual saving is the same. 

In the words of the highly respected public finance scholar, Arnold Harberger, a member 
of the ACCF Center for Policy Research Board of Scholars: 

“As is well-known, the personal income tax is in effect a double tax on savings, 

taxing the income from which savings are generated and at the same time taxing the 

proceeds of such savings. In the United States, we add to this double tax on savings 

a third tax, that on real property, and a fourth, that on the income of corporation... 
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[T]his treatment is objectionable, particularly in the light of the lip service that is 

constantly being paid to saving and investment.” [Walker and Bloomfield, eds., Afew 

Directions in Federal Tax Policy, 1983, p. 161.] 

Tax Policy and Capital Costs 

The user cost of capital is the pretax rate of return on a new investment that is required 
to cover the purchase price of the asset, the market rate of interest, inflation, risk, economic 
depreciation, and taxes. This capital cost concept is often called the “hurdle rate” because it 
measures the return an investment must yield before a firm will be 'villing to start a new 
capital project. 

Economists are in broad agreement that capital costs are affected by tax policy. For 
example, John Shoven, Stanford’s Dean of Arts & Sciences, estimated that in the U.S. about 
one-third of the cost of capital is due to taxes. In other words, hurdle rates are 50 percent 
higher than they otherwise would be due to the tax liability on the income produced by the 
investment, The higher the tax rate on new investment, the less investment that will take place. 

Several measures show that the United States taxes new investment more heavily than 
most of our competitors. For example, according to a study by the centrist Progressive 
Foundation, the “think tank” affiliate of the Progressive Policy Instimte, the marginal tax rate 
on domestic U.S. corporate investment is 37.5 percent, exceeding that of every country in the 
survey except Canada (see Figure 2). The tax rate calculations include the major features of 
each country’s tax code, including individual and corporate income tax rates, depreciation 
allowances, and whether the corporate and individual tax systems are integrated. 

Taxes on machinery and equipment investment, which Professors De Long and Summers 
concluded are major factors in economic growth, are higher in the United States than in other 
industrialized countries (see Figure 3). Research by Professor Jorgenson shows that the United 
States taxes new investment in machinery at 18.5 percent, compared to 8.8 percent in Japan 
and 8.0 percent in the United Kingdom. Tax rates on machinery investment are negative in 
Italy, France, and Sweden due to generous capital cost recovery allowances. 

Prior to TRA, the United States had one of the best capital cost recovery systems in the 
world. For example, the present value of the deductions for investment in modern and 
competitive continuous casting equipment for steel production under the strongly pro- 
investment tax regime in effect from 1981 to 1985 was close to 100 percent, according to a 
study by Arthur Andersen & Co, In contrast, under current law the present value of capital cost 
recovery allowance for that same investment today is only 81 percent for a corporation paying 
the regular income tax. And if a corporation is subject to the corporate AMT, as many major 
steel companies are, the present value is only 59 percent (see Table 4). 

The Arthur Andersen study also showed that the United States lags behind many of our 
major competitors in capital cost recovery for equipment that is technologically irmovative, is 
crucial to U.S. economic strength, or helps prevent pollution. Capital cost recovery provisions 
for pollution-control equipment are much less favorable now than prior to TRA’s passage. For 
example, the present value of cost recovery allowances for wastewater treatment facilities used 
in pulp and paper production was approximately 100 percent prior to TRA. Under regular TRA 
income tax, the present value for wastewater treatment facilities dropped to 81 percent; for 
AMT payers the figure became 63 percent. Scrubbers used in the production of electricity fared 
even worse. Prior to TRA, the present value was only 55 percent; for AMT payers the figure 
dropped to 42 percent. As is true in the case of productive equipment, loss of the investment 
tax credit and lengthening of depreciable lives both raise effective tax rates. 

According to estimates by Dr. Joel Prakken of Laurence H. Meyer & Associates, the user 
cost of capital for most types of productive equipment would now be about 1 5 percent lower 
had TRA not been enacted (see Figure 4). In effect, therefore, the 1986 legislation sharply 
raised the hurdle rate for new business investment projects and thus helped significantly to 
slow the rate of growth of the U.S. capital stock. 
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Consumption Taxes and Economic Growth 

Most other industrial countries tax consumption more heavily than does the United States. 
For example, consumption is taxed at an averse rate of 22.1 percent in Germany and 14.6 
percent in Canada, compared to only 6.2 percent in the United States (see Figure 5). Other 
countries also derive a much larger share of their total tax revenue from taxes on consumption. 
The average for the other G-7 countries is 26 percent, compared to 16.8 percent in the United 
States, according to OECD data. 

Switching to a tax system based on consumption rather than on income would have a 
significant, positive impact on the U.S. growth rate according to studies by many top flight 
public finance scholars. A brief survey of some of these studies appears below. 

• Fullerton, Shaven and Whalley. In “Replacing the U.S. Income Tax with a Progressive 
Consumption Tax” [Journal of Public Economics 2 (1983)]. Professors Don Fullerton 
of the University of Texas, John Shoven of Stanford University, and John Whalley of 
the University of Western Ontario, employ a general equilibrium model of the U.S. 
economy and tax system to measure the short- and long-run consequences of tax 
restructuring. A general equilibrium model provides “dynamic” estimates of how a 
change in tax policy will affect factor prices, investment, output and employment after 
the economy has had time to adjust to the new system. Their study shows that the 
initial impact of switching to a progressive consumption tax is to increase saving and 
reduce consumption. Initially, after the switch, consumption falls below the baseline but 
eventually it will exceed it because of a larger capital stock. The authors conclude that 
the stream of net gains to the economy has a discounted present value of 1 percent of 
GDP ($698 billion at 1995 income levels). 

• Jorgenson. Harvard Professor Dale Jorgenson’s study,“The Economic Impact of 
Fundamental Tax Reform” [prepared for the Hoover Institution, May 1995], employs 
a general equilibrium model to study the impact of switching to a consumption tax from 
the income tax. He concludes that switching to a consumption tax system such as those 
embodied in the Armey Flat Tax and Nunn-Domenici Unlimited Savings Account (USA 
Tax) would provide for a substantial increase in the U.S. standard of living over time. 
Professor Jorgenson estimates that this increase has a discounted present value of $2 
trillion dollars. 

• Kotlikoff. Boston University Professor and National Bureau of Economic Research 
scholar, Laurence J. Kotlikoff, employs a general equilibrium model to show the impact 
of replacing the income tax with a 17 percent sales tax. His study, also prepared for the 
Hoover Institution (May, 1995), finds that switching to a sales tax, will by the tenth 
year of the transition, increase the U.S. saving rate from the current level of about 2.6 
percent to 6 percent. The increase in saving produces a concomitant increase in 
investment. Capital costs and real interest rates decline. Greater investment causes an 
increase in the per capita stock of capita! which raises worker productivity and real 
wages. In the long run, Kotlikoff concludes per capital output will be 8 percent larger 
than it would have been without the substitution of a sales tax for the income tax. 

• Hall and Rabushka. In "The Flat Tax; A Simple Progressive Consumption Tax,” 
Professors Robert Hall and Alvin Rabushka of the Hoover Institution of Stanford 
University [prepared for the Hoover Institution, May 1995], predict, on the basis of 
various general equilibrium model analyses of substituting consumption taxes for 
income taxes, that their flat tax proposal would raise GDP by 4 to 8 percent within 
seven years (compared to the current law). 

• Prakken. Joel Prakken of Laurence H. Meyer & Associates, a macroeconomic 
forecasting group, used a general equilibrium model to analyze the impact of providing 
improved depreciation for capital equipment (250 percent declining balance over 5 
years) by imposing a VAT of 0.5 percent to offset the revenue loss. In “The 
Macroeconomics of Tax Reform” [Walker and Bloomfield, eds.. The Consumption Tax: 
A Better Alternative? Ballenger Publishing Company (1987)], Prakken concludes that 
“buying” additional investment incentives would increase the capital stock, raise the 
level of real GDP, and raise real wages by 0.7 per year. 
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Tax Restructuring and the 104th Congress 

Restructuring the federal tax system to reduce the multiple taxation of saving and 
investment inherent in the income tax — and thus to promote productivity and higher living 
standards — appears to be gaining favor among congressional leaders. In addition to Chairman 
Archer, Speaker of the House Newt Gingrich (R-GA); Majority Leader Richard Armey (R- 
TX); Ranking Democrat on the Ways and Means Committee Sam Gibbons (D-FL); Senate 
Finance Committee Chairman Bob Packwood (R-OR); and Senators Pete Domenici (R-NM) 
and Sam Nunn (D-GA); Arlen Specter (R-PA); and Richard Lugar (R-IN) have also expressed 
interest in broad tax restructuring. The proposals have more similarities than differences and 
each has many desirable qualities; all would go a long way toward reducing the bias against 
saving and investment in our current Federal income tax. Brief summaries of the major 
proposals follow. 

The Flat Tax 

House Majority Leader Richard K. Armey (R-TX), introduced the Freedom and Fairness 
Restoration Act on June 16, 1994. This bill replaces the current individual and corporate 
federal income tax with a flat tax modeled after the proposal by Stanford economist Robert 
Hall and Alvin Rabushka of the Hoover Institution. Businesses pay a 17 percent rate on the 
difference (if positive) between revenue and expenses. The tax covers corporate, partnership, 
professional, farm, and rental profits and royalties. The base for the tax is gross revenue less 
purchases of goods and services, capital equipment, structures, land, and wages and pension 
contributions paid to employees. No deductions arc permitted for fringe benefits, interest, or 
payments to owners. 

Personal income is taxed only once at a rate of 17 percent. Personal income is defined as 
the total of wage, salary, and pensions, thus, the income on savings is exempt from tax. The 
following personal allowances are permitted: $13,000 for an individual, $17,200 for a single 
head of household, $26,200 for a married couple, and a dependent deduction of $5,300, 

Senator Arlen Specter (R-PA) advocates a modified version of the flat tax which maintains 
deductions for charitable contributions and a limited home mortgage interest deduction. 

USA Tax 

Senators Sam Nunn (D-GA) and Pete V. Domenici (R-NM) propose to replace the 
individual and corporate federal income lax and a portion of the Social Security tax with the 
Unlimited Savings Account Tax. The USA Tax was introduced as legislation on April 25, 
1995. Total revenues from the USA Tax would equal total revenues from individual and 
corporate income taxes, plus the revenues needed to pay for the Social Security payroll tax 
credits. To compute its tax base under the USA Tax, a business takes the total value of its 
business receipts from domestic sales (which, by definition, exclude exports sales, income from 
overseas operations, and financial income) and subtracts its purchases from other businesses, 
including regular and pollution control equipment. Purchases of imported goods also are 
subtraeted, assuming that the imports had been taxed at the border. 

To compute its tax liability, a business multiplies its tax base by the business tax rate (1 1.0 
percent). The business then takes a tax credit equal to the employer’s portion of the payroll tax 
payments for its employees. The USA Tax does not allow a business to deduct wages, state 
and local tax payments, or interest and dividend payments. 

Most of the other features of the individual-level USA Tax resemble those of the current 
individual income tax; however, saving is fully deducted from income and money withdrawn 
from savings and spent is taxable. The USA Tax retains personal exemptions, the standard 
deduction, the mortgage interest and charitable deduction, and graduated tax rate schedules 
ranging from 16 to 55 percent. It also has an earned income tax credit for tow-income 
taxpayers. 

Value-Added Tax 

Congressman Sam M. Gibbons (D-FL) has proposed to replace the current individual and 
corporate federal income tax, and the Social Security payroll tax with a simplified value-added 
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tax (VAT). A new personal income tax addresses the regressivity of the VAT. The VAT for 
business is computed by the subtraction method and uses a uniform tax rate for all goods and 
services according to the destination principle. The destination principle means that the tax 
would not be levied on exports but that it would be levied on imports as allowed by the 
General Agreement on Tariffs and Trade (GATT). Gross receipts from sales of goods and 
services are the tentative taxable amount. Gross costs for purchases of goods and services from 
other businesses and for plant and equipment are deducted from that amount. The balance is 
the business’ value-added base, which is multiplied by the tax rate to determine the tax 
liability. 

The tax rate is not specified in Congressman Gibbons’ proposal; be states that the rate 
would be that needed to offset the revenue loss stemming from the repeal of the individual and 
corporate income tax and payroll taxes. His proposal has not been introduced as legislation. 

Sales Tax 

Senator Richard Lugar (R-IN) is drafting a proposal for a national sales tax (NST) of about 
17 percent on goods and services to replace Federal personal and corporate income taxes. The 
capital gains and estate taxes would be eliminated as well. The proposal would not revise the 
current social security tax or FICA systems except that Social Security benefits would not be 
taxed. 

Conclusions 

Mr. Chairman, a year ago I would have strongly argued that the income tax is a 
permanent, irreplaceable part of the U.S. tax system. In fact, my work over the past quarter- 
century has been aimed primarily at incrementally moving the tax toward a consumed income 
tax. Such things as investment tax credits, accelerated depreciation, capital gains tax cuts, IRAs 
and the like have that effect. This would be, as is most often the case in public policy, a 
second-best solution to our need for tax policies that are fair and promote good jobs, solid 
growth, and international competitiveness. 

My view a year ago on the “impossibility” of repealing the income tax was not based on 
any liking for the tax itself Complete elimination of the Federal income tax — to “tear it out 
by the roots,” in your words — is a consummation devoutly to be wished. As we have shown, 
the income tax is a very bad tax economically. 

It is also very bad politically. Let’s look briefly at its major political drawbacks. First, as 
long as the income tax is on the books, it is a most attractive invitation for individuals and 
businesses to seek special provisions — some of which may be most worthy — ^to reduce their 
tax burdens. Not that such efforts will cease under a successor to the income tax, whatever that 
might be, but my feeling is that the income tax is especially subject to these legislative forays. 

Second, the progressivity in rates that is almost synonymous with the income tax provides 
a fertile field for those who would try to use the tax for significant income redistribution (an 
effort that has proved futile in the past) or as the basis of demagogic, “Rich Man versus 
Working American” politics of envy. Any success in these efforts strikes at the very heart of 
our capital formation problem because, like it or not, upper-income Americans save more than 
lower-income Americans. So, to soak the rich is to soak the saver — and that’s not good for the 
world’s leading capitalist nation. 

Having said that, I think your task is exceedingly difficult. But I will not predict failure 
as I would have a year ago. This very hearing today is a sign of the great change that has 
occurred in our political system in recent months. The goal justifies every bit of the effort that 
you and your associates will have to apply to the task. And, speaking personally, 1 want to help 
in your effort. 


Thank you very much. 
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Table 1 Saving and Investment os a Percent of Gross Domestic Product, 1973-1992 



United States 

Canada 

Japan 

France 

West Germany 

United Kingdom 

SAVING 

Net saving’ 

4.6% 

7.5% 

19.0% 

8.7% 

10.6% 

4.4% 

Personal saving’ 

5.8% 

7.6% 

11.7% 

6.3% 

8.2% 

3.5% 

Gross saving 
(net saving plus 
consumption of 
fixed capital)’ 

17.5% 

19.1% 

32.9% 

21 .2% 

22.9% 

15.8% 

INVESTMENT 

Gross nonresidentiol 
fixed capital formation 

13.9% 

15.1% 

24.2% 

15.5% 

14.8% 

14.2% 

Gross fixed capital 
formation 

18.3% 

21.5% 

30.3% 

21.0% 

20.7% 

17.8% 


'The main components of the OECD dehnition of net saving ore.- personal saving, business saving (undistributed corporate 
prohtsj, and government saving (or dissaving). The OfCO definition of net soving differs from that used in the National 
Income and Product Accounts published by the Department of Commerce, primarily because of the treatment of government 
capital formation. 

’Personal saving is comprised of household saving and private unincorporated enterprise. 

’The main components of the OECD definition of consumption of fixed capital are the copitol consumption allowances 
(depreciation charges] for both the private and the government sector. 

Source: Derived from Notional Accounts, Vol. II, 1973-1985 ond 1980-1992, Organization for Economic Cooperation and Development 
(OECD), 1987 and 1994 eds. Prepored by the Americon Council for Capitol Formation Center for Policy Reseorch, April 1995. 


Table 2 


Flow of U.S. Net Saving and Investment (percent of GDP in current $) 




Average 

Average 

Average 

Average 


1960-1980 

198M985 

1986-1990 

1991-1995’ 

Net private domestic saving 

8.2% 

7.2% 

5.1% 

5.2% 

State and local government surpluses 

0.4% 

1.2% 

0.9% 

0.4% 

Subtotal of private ond stote saving 

8.6% 

8.4% 

5.9% 

5.6% 

Less: federal budget deficit 

-1.0% 

•4.1% 

-3.2% 

-3.6% 

Net domestic saving available 
for private investment 

7.6% 

4.3% 

2.7% 

2.0% 

Net inflow of foreign saving’ 

•0.4% 

1.2% 

2.4% 

1.1% 

Net private domestic investment 

7.2% 

5.5% 

5.1% 

3.1% 

Personal saving 

5.1% 

5.6% 

3,4% 

3.5% 

Net business saving’ 

3.1% 

1.6% 

1,7% 

1.8% 


'In the 1960-80 period the United Sfotes sent more capital abroad than it received; thus net inflow was negative during this 
period. 

’Net business saving = gross private saving • personal saving - corporote ond noncorporate copitol consumption ollowonce. 
’The 1995 figures included in this average reflect only the first quarter. 


Source: Deportment of Commerce Bureau of Economic Analysis, Nolionol income Accounts. Update prepored by the American 
Council for Capitol Formation Center for Policy Research, Moy 1995 


Table 3 Growth in the Net Capital Stock by Type 
(average annual growth rates in 1987 dollars) 



1950-59 

1960-69 

1970-79 

1980-89 

1990-94 

1994 level 
(billions of 1987 $) 

Total 

3.6 

4.5 

3.8 

2.7 

1.9 

5144.4 

Equipment 

4.1 

5.0 

4.9 

2.6 

3.3 

2511.7 

Information processing 

8.8 

8.9 

8.9 

9.3 

8.8 

847.0 

Equipment less 

3.8 

4.7 

4.4 

1.2 

1.0 

1664.7 

information processing 
Industrial' 

5.0 

4.3 

3.6 

1.2 

0.5 

769.3 

Structures 

3.3 

4.2 

2.8 

2.8 

0.6 

2632.7 


'Industrial equipment includes fabricated metal products, engines and turbines, metal working machinery, special industry 
machinery, general industrial (including moferials handing, equipment, and electrical transmission), distribution, and industrial 
opparatus. 

Source. "Fixed Nonresidentiol Private Copitol, by Type of Equipment and Structures,' Deportment of Commerce, Bureau of Economic 
Analysis, April, 1995 Chart prepared by the American Council for Capitol Formation Center for Policy Research, Moy 1995. 
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International Comparison of the Present Value of Equipment Used to Make Selected 
Manufacturing Products and Pollutton^Control Equipment (as a percent of cost) 


Wastewater Wastewater 

Continuous Treatment Treatment Scrubbers 

Telephone Casting for for Pulp Used in 

Computer Switching Factory Crank- for Steel Engine Chemical and Paper Electricity 



Chips 

Equipment 

Robots 

shafts 

Production 

Blocks 

Production 

Equipment 

Plants 

United States 
1985 Law 

100.1 

100.1 

100.1 

100.1 

1001 

100.1 

100.1 

100.1 

89.7 

MACRS' 

85.2 

85.2 

80.8 

80.8 

80.8 

80.8 

85.2 

80.8 

54.5 

AMP 

81.1 

78.4 

68.8 

64.6 

59.0 

60.8 

70.0 

62.7 

41.5 

Brazil 

75.7 

74.8 

747 

74.7 

883 

74.7 

74.7 

74.7 

79.4 

Canoda 

76.9 

75.9 

74.0 

73.8 

742 

73.6 

85.3 

85.3 

85.3 

Germany 

83.6 

83.0 

82.7 

83.9 

022 

83.9 

71.8 

69.7 

68.9 

Japan 

87.1 

66.2 

83.4 

83.9 

81.4 

83.7 

84.6 

83.7 

82.4 

Korea 

88.7 

84.3 

82.6 

80.1 

77.7 

79.6 

95.2 

93.9 

92.2 

(w/3% ITC) 

Singapore 

91.7 

91.7 

91.7 

91.7 

91.7 

91.7 

91.7 

91.7 

91.7 

Taiwan 

83.9 

78,0 

79.0 

64.3 

63.5 

63.7 

147.0 

147.0 

147.0 

Notes; ’MACRS = 

Modified A 

ccelerated Cost Recovery System (Current L 

ow for regular taxpayers) 


’AMT 

Alternative 

Minimum Tax (Current Law) 






Source: Stephen R. Corrick and Gerald M Godshaw, "AMT Depreciation. How Bod is Bod." in Economic Effects of the 
Corporate Alternative Minimum Tax (Washington. D.C.: Amencon Cdurtcil for Capital Formotion Center for Micy Research. 
September 1991]; and unpublished data incorporating the AMT provisions of OBRA 1993. Updated by Arlhur Andersen LLP. 
Office of Federal Tox Services, Washington, D C., January 1995. 


Figure 1 International Comparison of Manufacturing Productivity, 
1979-1993 (annual percent change) 


United Kingdom 
Italy 
Sweden 


United Slates 
Germany 



'///////////////. I 


Source Monfh/y Labor Review, Februory 1995 


Figure 2 Effective Tax Rates on Domestic Corporate Investment, 1991 
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Figure 3 Marginal Effective Corporate Tax Rates on Machinery 
Assets, 1990 


United Kingd^ 


Tex rate, percent 


Note: Tax ratea are nepedVe irt Italy. France, and Sweden due to incentivea included in 
capital coat recovery provlsiona. Tax ratea are based on corporate income taxes and do 
not irKlude personal income taxes. 

Source: Dale Jorpanson, *Tax Reform and the Cost of Capital: An international 
Comparison,' Tax Notes International, April 19, 1993. 


Figure 4 Cost of Capital for Equipment (iets computers) 



Note: The cost oi capital is defined as the vser cost of copitof; it incfvdes economic depreciation, Personal t 
not factored into the calculations. 

Source: Joel Prokken, Lourence H. Meyer and Associates, unpublished doto, August 1P94. 

Figure 5 Average Consumption Tax Rates in the G>7 Countries, I 
1991 I 



Avg. Other G-7 


United Kingdom 


Tax rate, perceni 

Source; OECD, National Accounts 1993 Vol. It, and OECD, Revenue Statistics 
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Mrs. Johnson of Connecticut. Thank you, Dr. Walker. 

Dr. Jorgenson. 

STATEMENT OF DALE W. JORGENSON, PH J)., PROFESSOR, 
DEPARTMENT OF ECONOMICS, HARVARD UNIVERSITY 

Mr. Jorgenson. Thank you very much, Madam Chairman. 

I am very pleased to testify on the economic impact of fundamen- 
tal tax reform. It is important to start out with a definition of fun- 
damental tax reform. And the definition I would like to use is the 
one that you have heard many times this morning, which is that 
the tax system would be reformed by moving the base for taxation 
at the Federal level from income to consumption. So what I am 
going to concentrate on is the effect of shifting to a consumption- 
based tax at the Federal level. 

At least four different ideas have been discussed today for ad- 
ministering a consumption tax system, and they have advantages 
and disadvantages. The scheme tnat is referred to as a value-added 
tax is used in Europe, and involves taking a credit for taxes paid 
on business purchases against one’s value-added tax liability. 
Needless to say, adoption of a system like this for the United 
States would require a new administrative structure for the tax 
system. 

The second approach that has been discussed is the idea of a re- 
tail sales tax. That is something that is used by many State gov- 
ernments and some local governments, and that could be collected 
in much the same manner as a State sales tax. In fact, you might 
even conceive of a system where the Federal Government would 
subcontract the collection to State tax agencies. 

A third set of ideas is related to the notion of preserving the ex- 
isting structure of a business tax and an individual tax and using 
that tax structure to change the tax base to consumption by allow- 
ing investment expenditures as a writeoff against business re- 
ceipts, in much the same way that other business expenses are al- 
lowed. This is the basic idea of the Armey flat tax and the Nunn- 
Domenici U.S.A. tax. 

What I have shown in my written testimony is that all of these 
systems, if they succeed in shifting the tax base to consumption, 
would have a very major positive impact on the ^owth of our econ- 
omy. Just to calibrate the scale, we could start from the last major 
tax reform enacted by the Congress, which was the Tax Reform Act 
of 1986. This tax reform eliminated a number of barriers to effi- 
cient allocation of capital such as the investment tax credit for in- 
vestment in equipment. 

In my written testimony, I show that this created nearly $1 tril- 
lion in new opportunities for U.S. economic growth. What do I 
mean by growth opportunities? Well, let me be precise. The objec- 
tive of government policy, which we have discussed a couple times 
this morning, is to enhance the standard of living of U.S. consum- 
ers. And the concept of growth opportunities is a summary meas- 
ure of the value of all future increases in this standard of living, 
both of present consumers and of future generations. 

\^at I show in the paper is that the 1986 tax act created nearly 
$1 trillion in CTowth opportunities defined in that way, increases 
in our standard of living. While recognizing the significant achieve- 
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merits of the 1986 tax act, I show that this legislation fell far short 
of exploiting the available growth opportunities and that chanmng 
the tax base from income to consumption would have generated $2 
trillion in opportunities for economic growth. 

I conclude, therefore, that adopting consumption as the tax base 
at the time of the 1986 tax reform would have doubled the benefits. 

What is the intuitive basis for these calculations? I have already 
suggested that the 1986 tax act removed a number of obstacles to 
efficient allocation. A consumption based tax would remove all the 
remaining obstacles to efficient allocation of capital, and in addi- 
tion to that, would eliminate the double taxation of saving. And 
those two effects account for the impact of a shift toward consump- 
tion taxation on our national growth. 

So I conclude that changing the Federal tax base from income to 
consumption is an idea whose time has come. This change will cre- 
ate very important new opportunities for growth in the standard of 
living of all Americans. The traditional Ejections to consumption 
as the base for taxation on the grounds of fairness have been suc- 
cessfully addressed, for example, in the Armey flat tax proposal 
and the Nunn-Domenici U.S.A. tax. 

These proposals or a retail sales tax or a value-added tax would 
create substantial new growth opportunities and are based on well- 
established economic ideas. These ideas could serve as the point of 
departure for tax reform legislation. 

Thank you very much. 

[The prepared statement follows:] 
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ABSTRACT 

Tax policy for saving and investment is critical for stimulating U.S. economic growth, since 
investment is the most important source of growth. In order to achieve a more satisfactory growth 
performance the tax burden on investment must be reduced substantially. This could be achieved 
by fundamental tax reforms that would shift the base for taxation at the federal level from income 
to consumption. 

At least four ahenuuive proposals for shifting the federal tax base to consumption have been 
developed. The first of these is a value added tax, like that employed in Europe and Japan. A 
consumption-base value added tax would eliminate investment from the tax base. A second proposal 
is to tax consumption at the retail level through a sales tax like that employed by many state 
governments in the U.S. This would also eliminate investment from the tax base. 

Two alternative proposals have been developed for shifting the federal tax base from income 
to consumption, while retaining the existing administrative structure of the income tax. The U.S. A. 
(Unlimited Savings Allowance) Tax. proposed by Senators Sam Nunn and Pete Domenici, and the 
Flat Tax, advanced by Congressman Richard Armey, would exclude investment from the tax base 
by allowing a tax deduction for investment like that for any other business expense. Under these 
proposals a consumption tax could be made progressive by introducing a system of personal 
exemptions. 

Neutral Cost Recovery, recently passed by the House of Representatives as Title 11 of the Job 
Creation and Wage Enhancement Act of 1995. is an important step toward a consumption-based tax 
system. This system for recovery of capital cost would provide tax deductions with the same present 
value as investment, thereby excluding investment from the tax base. To complete the shift in the 
tax base to consumption it would be necessary to eliminate other deductions from income at the 
same time, including deduaions for interest expenses. 

Current consumption tax proposals*are based on well-tested economic ideas and could serve 
as an appropriate starting point for fundamental tax reform. In this testimony 1 compare the 
economic impact of a consumption tax with the Tax Reform Act of 1986, the most recent 
fundamental tax reform in the United States. I show that the 1986 Tax Act created nearly one 
trillion dollars in new opportunities for economic ^owth, but that adopting consumption as a tax 
base would have general^ more that two trillion dollars in growth opportunities! 


1. Introduction 

Tax policy for saving and investment is critical for stimulating U.S. economic growth, since 
investment is the most important source of growth. In order to achieve a more satisfactory growth 
performance the tax burden on investment must be reduced substantially. This could be achieved 
by fundamental tax reforms like the Flat Tax, proposed by Congressman Dick Armey, or the U.S. A. 
(Unlimited Savings Allowance) Tax, proposed by Senators Sam Nunn and Pete Domenici. These 
tax proposals would have the effect of shifting the base for taxation at the federal level from income 
to consumption, while preservir^ the existing administrative structure of the income tax. 

An alternative approach for shifting the federal tax base to consumption would be to adopt 
a value added tax, like that employed in Europe and Japan. A consumption-base value added tax 
would eliminate investment from the tax base. The system for value added taxation common in 
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Europe is based on allowing credit for the value added tax already paid on bu^ess purchases of 
goods and services. Adoption of this system for the United Stales would require a new structure for 
tax administration, based on auditing of sales and purchases by all bu^esses. 

A third ahemative approach to consumption taxation is a retail sal^ tax like that employed 
by many state governments and some local governments in the U.S. The existing administrative 
structure established by state governments could be employed for federal retail sales tax collections, 
possibly by having these collections done by existing state agencies but financed by the federal 
government. In order to exclude investment from the federal sales tax base such a tax would have 
to be levied only on purchases by final consumers » households and institutions — and not on 
purchases by businesses. 

Curnent consumption tax proposals are based on well-tested economic ideas and could serve 
as an appropriate starting point for fundamental tax reform. An important advantage of the Armey 
Flat Tax and the Nunn-Domenici U S. Tax proposals is that the resulting consumption tax systems 
could would be administered in much the same way as the present income tax system. The 
traditional objection to a consumption tax is that it would be regressive rather than progressive, 
falling disproportionately on low income taxpayers. Both the Flat Tax and the U.S.A. Tax would 
achieve progressivity by means of a system of personal exemptions. 

The Tax Reform Act of 19S6 is the most recent fundamental tax reform in the United Slates. 
This landmark legislation preserved income as the tax base for the federal revenue system. However, 
the federal irtcome tax was substantially reformed by ^iminating special tax provisions for a number 
of specific types of investment, such as the investrrtent tax credit for investment in equipment. These 
reforms removed important barriers to the efficient allocation of capital. In this paper 1 show that 
the 1986 Tax Act created nearly one trillion dollars in new opportunities for economic growthi 

While recognizing the significant achievements of the 1986 Tax Act, I show that this 
legislation fell far short of exploiting the available opportunities for stimulating U.S. economic 
growth through tax reform. Chan^ng the tax base from income to consumption would have 
generated more than two trillion dollars in opportunities for economic growth! 1 conclude that 
adopting consumption as the tax base would have doubled the benefits from fundamental tax reform. 
Ironically, a consumption tax was explicitly considered and rejected in the debate that preceded the 
1986 tax le^slation. 

In a 1977 study. Blueprints for Tax Reform.iYit U.S. Treasury had proposed two alternative 
approaches for shifiing the federal tax base from income to consumption. The &st of these is a value 
added tax, like that employed in Europe and Japan. The second would eliminate investment from 
the tax base by permitting taxpayers to treat investment expenditures as a tax deduction tike that for 
any other business expense Since investment would be excluded from the tax base, all other 
deductions from capital income, such as deductions for interest expenses, would be eliminated. 
However, these approaches to tax reform were considered and rejected by the U S Treasury in a 
1984 report that initiated the debate leading to the 1986 Tax Act. 

Neutral Cost Recovery, recently passed by the House of Representatives as Title n of the 
Job Creation and Wage Enhancement Act of 1995, is an important step toward revival of the 
Treasury proposals of 1977. This system for recovery of capital cost would provide depreciation 
deductions with the same present value as immediate "expensing” of investment. These deductions 
would be based on the recovery of capital cost over the lifetime of an asset, as under current law. 
However, the deductions would be increased annually to allow a return on capital of three and a half 
percent per year and compensate for inflation. At a discount rate of three and a half percent, these 
deductions would have the same present value as an immediate write-off of capital outlays. 

Neutral Cost Recovety, like the Treasury proposal of 1 977, would eliminate investment from 
the tax base. To complete the shift in the tax base to consumption, however, it would be necessary 
to elinunate other deductions from capital income at the same time, including deductions for interest 
expenses. Otherwise, the U.S Treasury would be in the position of providing subsidiesthrough tax 
deductions for taxpayers who choose to finance investment through debt rather than equity. These 
subsidies could stimulate a revival of the tax shelter industry that flourished prior to the Tax Reform 
Act of 1986. 

The recovery of capital costs should be regarded as one component of a tax system based on 
consumption rather than income. Shifting the federal tax base from income to consumption, as 
recommended in Blueprints, would require deductions equivalent to "expensing" of investment. 
However, other deductions from capital income would have to be eliminated at the same time. 
Adoption of a consumption tax would create very important new opportunities for U.S. economic 
growth. 
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2. The 1986 Tax Reform 

1 will support my conclusions by first reviewing the achievonents of the 1986 tax reform.* 
I have presented simulations of future U.S. economic growth under alternative tax policies in Table 
1. These simulations show that the economic impact of the 1986 tax reform was poutive and 
substantial at rates of inflation like those prev^ing at the time. As the rate of inflation has declined 
these benefits have grown very substantially, reflecting the foct that capital cost recovery deductions 
under the 1986 legislation were not indexed for inflation. These deductions decline in present value 
as the rate of inflation increases 


Table 1 

Growth Opportunities Created by the 1986 Tax Reform 
(BiUioni of 1987 Dollars) 


Rate of 

Revenue 

1985 

Treasury 

President*! 

1986 

Inflation 

Adjustment 

Tax Law 

Proposal 

Proposal 

Tax Act 


Lump Sum Tax 

714.0 

1489.6 

1691.4 

1561.8 

0% 

Labor Income Tax 

478.2 

1468.8 

1642.4 

1565.0 


Sales Tax 

400J 

1452.9 

1614.6 

1558.7 


Individual Income Tax 

374.5 

1456.1 

1619.1 

1563.1 


Lump Sum Tax 

0.0 

1907.6 

2452.2 

448.4 

6% 

Labor Income Tax 

0.0 

1711.4 

2170.4 

746.9 


Sales Tax 

0.0 

1600.1 

2104.9 

901.2 


Individual Income Tax 

0.0 

1595.8 

2007.9 

999.4 


Lump Sum Tax 

-477.1 

2060.4 

3015.6 

-200.8 

10% 

Labor Income Tax 

-333.7 

1791.6 

2584.7 

267.3 


Sales Tax 

-285.2 

1623.5 

2356.4 

517.0 


Individual Income Tax 

•221.9 

1604.8 

2353.1 

748.6 


In 10X7, ih# nafiAnal MtMhh (h^gmmng nf th# y^j^) <1^^070 7 KUlUa 

More specifically, I have compared growth opportunities available to the U.S. economy 
under the 1986 Tax Act with the those available under the pre^sting 1985 Tax Law and two tax 
reform proposals advanced by the Treasury in 1984 and the President in 1985. The benchmark for 
comparison is the 1985 Tax Law at a six percent inflation rate. Table 1 presents the difference 
between growth opportunities under alternative tax reforms with those resulting from no change 


*This review is based on my paper, "Tax Reform and U.S. Economic Growth” v^th 
Kun-Young Yun. The paper provides a more detailed appraisal of the Tax Reform 
Act of 1986. 
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in tax policy and an unchanged rate of inflation. It is important to be explicit about the role of 
inflation, since tbe 1985 Tax Law and the 1986 Tax Act omitted important proviuons for indexing 
the tax structure for ii^alion included in tbe Treasury proposal and the President's proposal. 

In con yari n g U.S. economic growth under ahemative tax poUdes I require that all dianges 
tax policy are revenue neutral, that is, revenue and expenditure of the government are tbe same as 
in the base case ^ven by the Tax Law of 1985. This requires adjusting tax revenues to maintain tbe 
budgetary position of the government. A hypothetical "lump-sum” tax or subsidy does not add to 
tax induced distortions of private dedsons and serves as a standard for comparison among 
attemative tax polides. I also consider three alternative methods for adjusting government revenues. 
These involve proportional changes in taxes on labor income, sales taxes on investment and 
consumption goods, and taxes on income fiom both capital and labor. Table 1 presents estimates 
of the growth opportunities aeated or destroyed by alternative tax reform packages; all estimates 
are in billions of 1987 dollars. Let me first be predse about the meaning of the term "growth 
o p port un ities.* The objective of government policy, induding tax policy, is to enhance the standard 
of living of U.S. consumers now and in the fuituie. The concept of growth opportunities is a 
summary measure of the present value of future increases in the standard of living. It represents 
the willingness of the present generation of taxpayers to pay for a change in tax policy that will 
affect their own standard of living and that of future generations of taxpayers.^ 

Turning to the intact of the 1986 Tax Act, we see that this flmdamental tax reform produces 
a sizable gain in opportunities for future U.S. economic growth. For the revenue adjustments based 
on proportional changes in tax rates these gains range from $746.9 billion 1987 dollars to $999.4 
billions, or nearly one trillion dollars} There are important differences between results for a 
hypothetical "lump sum* tax adjustment and adjustments based on changes in tax rates. However, 
the resuhs do not depend significantly on which of the tax rates is used in maintaining revenue 
neutrality. 

^^ile the Tax Reform Act of 1986 d)viously generated very substantial growth 
opportunities for the U.S economy, the Treasury and President's proposals would have done 
substantially more to enhance economic growth. For tax adjustments based on changes in tax rates 
to maintain revenue neutrality, the Treasury proposal would have produced growth opportunities 
ran^iQ from $1,595.8 billion 1987 dollan to $1,71 1.4 billions. The I^esident's proposal would have 
produced gains ranging from $2,007.9 billion 1987 dollars to $2,170.4 billions or more than double 
the gains from the 1986 Tax Act I Nonetheless, tax policy makers should recognize the 1986 reform 
as a giant step in the right direction. 

The estimates presented in the first column of Table 1 also make it possible to isolate the 
effects of changes in infladon with no change in tax policy. The 1 985 Tax Law, like the Tax Reform 
Act of 1986, was not completely indexed for inflation, so that the tax burden increases with the 
inflation rate. By contrast the Treasury proposal and the President's proposal involved indexing the 
tax structure for inflation With no change in tax law the results presented in Table 1 show that an 
increase in the inflation rate from six to ten percent would have imposed a loss on the economy in 
the range of $221.9-333.7 billion dollars of 1987. Reducing the inflation rate to zero would have 
produced a gain in the range of $374.5-478.2 billions. 

If we compare the Treasury and President's proposals with the 1986 Tax Act at a six percent 
inflation rate, we find that these proposals would have produced much greater gains in growth 
oppoituraties. Gains from the President's proposal would have been more than double those of the 
19^ Tax Act and gains from the Treasury proposal would have been fifty percent higher. However, 
at a zero inflation rate the two proposals and the actual 1986 tax legislation would have had very 
similar economic impacts, resulting in gtuns in growth opportunities of one and a half trillions. 
Under the 1986 Tax Act the gains shrink wth increased inflation, but these gains actually grow with 
increased inflation under the two alternative proposals. 

In summary, the Tax Reform Act of 1986 created almost one trillion dollars in growth 
opportunities for the U.S. economy. This demonstrates the potential contribution to growth from 
fundamental tax reform. As (he inflation rate has gradually subsided, these growth opportunities have 
steadily increased. At azero rate of inflation the impact of the 1986 Tax Act on U.S. economic 
growth would have been closely comparable to that of the Treasury proposal or the President's 
proposal. However, the 1986 Tax Act did not incorporate provisions from these proposals that would 
have largely insulated the U.S. tax structure from the impact of inflation. 


further details are given in my paper with Yun, *The Excess Burden of Taxation.' 
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3. Fundjiniental Tix Reform 

In this section I consider the economic impact of a shift in the tax base for the federal 
revenue system from consumption to income. I also consider a number of alternative tax reforms. 
As in the pievious section, I use the 1985 Tax Law with a six percent inflation rate as a benchmark. 
These alternative reforms focus on tax distortions induced by differences in the tax treatment of 
income from corporate, ncmcorporate, and household sectors, and short-lived and long-lived assets. 
In the parlance of the 1986 tax debate, these are different ways of *leveling the playing field." As 
before, I achieve revenue neutrality for each proposal by adjustii^ tax rates to preserve the balance 
between revenues and expenditures. 

Initially, I will focus attention on the seventh panel in Table 2. This is the consumption tax 
scheme fnoposed in the Treasury's 1977 Bhteprintsfor Tax Reform and now embodied in the Armey 
Flat Tax and Nunn-Domenid U.S.A. Tax proposals.Under these proposals the tax base for tlw 
federal tax system would be shiftedfrom income to consumption by excluding inve^ent from the 
tax base. In the business sector this would be aclueved through d^uctions for investment outlays 
like those for any other business expenses. Tire dghth panel of Table 2 is a more thorough-going 
version of this scheme that would eliminate sales taxes on investment as well. 


/Table! 

Growth Opportunities Oreated by **Levding the Playing Field,** 
(BiUions of 19S7 dolUrs) 




1985 Law 

1. 

Within Sector Interasset Distortion 

Lump Sum Tax Adjustment 

443.9 


Labor Income Tax Adjustment 

248.1 


Sales Tax Adjustment 

168.7 


Individual Income Tax Adjustment 

70.2 

2. 

Intenector Distortion: C and NC Sectors 

Lump Sum Tax Adjustment 

-93.3 


Labor Income Tax Adjustment 

-416.7 


Sales Tax Adjustment 

-523.8 


Individual Income Tax Adjustment 

-715.5 

3. 

Intenector Distortion: All Secton 

Lump Sum Tax Adjustment 

2262.6 


Labor Income Tax Adjustment 

2156.9 


Sales Tax Adjustment 

2118.6 


Individual Income Tax Adjustment 

2067.7 

4. 

No Tax Distortion: C and NC Sectors, All Assets 

Lump Sum Tax Adjustment 

326.4 


Labor Income Tax Adjustment 

69.2 


Sales Tax Adjustment 

-29.1 


Individual Income Tax Adjustment 

-169.7 

5. 

No Tax Distortion: All Secton, All Assets 

Lump Sum Tax Adjustment 

2663.7 


Labor Income Tax Adjustment 

2603.9 


Sales Tax Adjustment 

2572.4 


Individual Income Tax Adjustment 

2547.2 

6. 

Corporate Tax Integration 

Lump Sum Tax Adjustment 

1313.1 


Labor Income Tax Adjustment 

493.4 


Sales Tax Adjustment 

238.1 


Individual Income Tax Adjustment 

-274.5 

7. 

Consumption Tax Rules (Zero Effective Tax Rates) 

Lump Sum Tax Adjustment 

3853.9 


Labor Income Tax Adjustment 

2045.4 


Sales Tax Adjustment 

1749.3 


Individual Income Tax Adjustment 

2045.4 
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8. Consumption Tai Rules (Zero EfTective Tax Rates; No Sales 
Tax On Investment Goods) 

Lump Sum Tax Adjustment 4128.1 

Labor Income Tax Adjustmem 1988.0 

Sales Tax Adjustment 1722.1 

Individual Income Tax Adjustment 1988.0 


The introductioo of consumption tax rules for capita] cost recoveiy in 1986 would have 
generated growth opportunities of more than two trillion dollars. This fundamental tax reform 
would have doubled the gains in U.S. economic growth that resulted from the 1986 Tax Act. Thu 
is the consequence of "leveling the playing 6dd” among all economic sectorsVhousdwlda. 
noncorporate businesses, and corporations. At the same time income from different types of 
assetsVplant, equipment, inventories, and land*vrauld be treated symmetrically undo* the tax law. 
The tax treatmem of income from all assets employed in the U.S. economy would be completely 
neutral under consumption tax rules Uke those proposed in Blueprints. 

The first pand of Table 2 is a hypothetical tax reform that would eliminate differences in the 
tax treatment of different assets, but would leave the existing tax distortions due to diffaences in 
the tax tr eat ment of corporate, noncorporate, and household capital income uiuffected. The second 
pand would removes distortioru between corporate and noncorporate business, but would not aker 
the treatment of income from household assets, such as owner<occupied residential housing. The 
third pand extends this treatmem to the household sector. 

The ftamh pand would "levd the playing fidd* among assets in corporate aitd noncorporate 
sectors, vdde the fifth would extend this treatment to the household sector as well. The sixth would 
reduce taxation on corporate assets to those of noncorporate assets through "corporate tax 
ntegratioo,” as proposed by the Treasury's 1992 rq>ort. Taxing Business Income Once. Equaliaing 
the treatmem of income from assets in business and household sectors would create the greatest 
opportunities for U.S. ec(HX>mic growth, as ifxlicated in the simulations summarized in the third aiwl 
fifth partds of Table 2. 

An importarn advantage of consumption tax rules is that income from ca|^ en^loyed in 
the household sector, such as owner-occupied residential housing, would be treated symmetrically 
with income from capital employed by corporate and noncorporate businesses. An alteniative 
approach to equahzing the treatmem of all fontu of capital income would be to try to indude income 
from owner-occupied residential housing in the federal tax base. However, this would require such 
polhicaDy unpalatable measures as redudng or totally eliminating popular tax deductions for home 
mortgage mterest and state and local property taxes. 

As a practical matter, the indusion of income fiom the services of owner-occupied 
residential hcKisng in the tax base for income would be highly problematical. Although 
owner-occupied residential houang is an investmem from the economic poim of view, the services 
of tins housii^ are part of both ocmsuiivtion and income. A possible approadi to the taxation of this 
part of income would be to treat e^ owner-occupier as a busness owning a residence. This 
^)proach would involve an "imputation* for the rentd value of bousing as part of taxable income. 
Europeu experience’ shows that this approach is nearly impossible to implement. 

A second approach to the taxation of income from owner-occupied housing would be to 
exclude the value of new residential construction from investment by disallowing a deduction for 
the purchase of a home along wth all other housing-related deductkma, such as home mortgage 
interest and state and local property taxes. In the Armey Flat Tax proposal the appeal of a low flat 
rate of taxation would hdp to offset the potitical consequences of eliminating these popular 
deductions. 

A third approach to taxation of housing, employed in the Nunn-Domenid U.S.A Tax 
proposal r e presents a compronuse between the existing income tax treatment and a full-scale 
consumption tax treatment. In this approach the current tax treatment of owner-occupied housing 
would be retained, while business mcmne would be treated under consumption tax rules. This would 
nearly equalize the tax burdens on the household sector and the business sector. An important 
advantage of this compromise bet w een income and consumption taxation would be to avoid 
ccxnplec transition rules for owner-occupied housing already in existence at the time of fundamental 
tax reform. 

In summary, the prmdpal condution that emerges from comparison of all eight hypothetical 
reft>Tm proposals is very transparent. The most important opportunities for future growth of the U.S. 


’This experience is reviewed in my book with Ralph Landau, Tax Reform and the Cost of 
Capital: An International Comparison. 
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economy would be created by the adoption of consumption-tax rules for capital income. This would 
make it possible to reduce business taxes at both corporate and Individual levels very substantially. 
If this approach to tax reform had been adopted in 1986 the gains would have been equivalent to 
almost two trillion dollars or double the gains reciting from the 1986 Tax Act. 

4. Directions for Future Tax Reform 

The purpose of the simulations of U.S. economic growth described in the preceding section 
is to compare actual tax reform proposals whb the Tax Reform Act of 1986. The current tax 
structure retains many of the features that resulted from the 1986 reform. However, important 
changes in tax policy were incorporated into the Budget Enforcement Act of 1990 undo* President 
Bush and President Clinton's Omnibus Budget Reconciliation Act of 1993. Both of these budget 
agreements raised tax rates for upper income tax payers, increasing the reliance on capital income 
taxes relative to those on labor income. These changes have created important new opportunities for 
generating economic growth through fundamental tax reform. 

I next provide a more precise assessment of opportunities to contribute to the future growth 
of the U.S. economy through tax reform.* For this purpose I link tax induced losses in economic 
efficiency directly to U.S. eccmonuc growth. I employ use a nondistorting tax system as a benchmark 
in measuring the loss in efficiency from taxation. In this tax system all revenue is raised by purely 
hypothetical "lump sum" taxes that do not distort private decisions and involve no efficiency loss. 
By focusing on differences in losses among alternative tax programs, I am able to identify promising 
avenues for future tax reform. 

My first conclusion is that the loss in efficiency imposed on the U.S. economy by the current 
tax system is very large. The efficiency loss is equivalent to eighteen percem of government tax 
revenue. Each dollar of tax revenue costs the private sector a dollar of foregone investment or 
consumption and an additional loss in growth opportunities of eighteen cents. I refer to this estimate 
as the average excess burden, defined as the gain in efficiency that would result from replacing the 
whole U.S. tax system by a nondistorting system. Let me hasten to emphasize that this replacement 
is purely hypothetical. 

The concept of efficiency loss most relevant to tax reform is the marginal excess burden. 
The marginal excess burden of the U.S. tax system is defined in terms of the efficiency loss per 
dollar for the final dollar of revenue raised. The marginal excess burden enables me to quantify one 
of the most familiar propositions in tax policy analysis. Since efficiency losses rise as tax burdens 
increase, the marginal cost of raising tax revenue Is much greater than the average cost. 1 estimate 
that the marginal efficiency loss is 39.1 cents per dollar of revenue, more than double the average 
loss. 

Most important, large differences in marginal excess burdens among different tax programs 
remain. For example, the marginal cost of raising a dollar through taxes on capital income at the 
incfividual levd is one dollar and 1 .7 cents, while the cost of raising a dollar from labor income taxes 
is only 37.6 cents. For every dollar of tax revenue transferred from capital income to labor income, 
the U. S. economy gains 64. 1 cents in future growth opportunities. This transfer would be revenue 
neutral, so that it would be in perfect conformity to the Clinton Budget Plan of 1993. This provides 
a clear indication of important potential gains in fiiture U.S economic growth through tax reform. 

I next describe the efficiency costs of various parts of the U.S. tax system in greater detail. 
For this purpose, I analyze the growth of the U.S. economy under reductions of tax rates for the 
foUowing nine conq)onents of the U.S. tax system: (1) the corporate income tax; (2) capital income 
taxes at the individual level, including taxes levied on noncorporate capital income and taxes on 
individual capital income originating in the corporate sector, (3) property taxes on corporate, 
noncorporate, and hous^ld assets (4) capital iiKome taxes at both corporate and individual levels; 
(S) labor income taxes; (6) capital and labor income taxes; (7) the individual income tax; (8) sales 
taxes on consumption and investment goods; and (9) all taxes. 

Table 3 presents the average and marginal efficiency costs of all components of the U.S. tax 
system under the Tax Reform Act of 1986. The marginal efficiency costs of the whole U.S. tax 
system in the ninth panel of Table 3 show that the marginal efficiency cost at rates prevailing under 
t^ 1986 tax act was .391 so that the loss in efficiency for each dollar of tax revenue raised was 39.1 
cents. However, the average efficiency cost for the whole tax system was . 1 80, so that replacing all 
taxes by a nondistorting tax would have increased opportunities for economic growth by an average 
of 1 8 cents per dollar of tax revenue. 

The marginal effidem^ cost of sales taxes ^ven In the eighth panel of Table 3 was .262 after 
the reform, while the cost of property taxes given in the third panel was .176. By contrast, the 


*Here I draw on a second paper, "The Excess Burden of U.S. Taxation", that 1 
have published with Yun. 
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marginal efficiency cost of all income taxes gjven in the panel of Table 3 was .497. The 
efficiency losses were 49.7 cents per dollar of income tax revenue, only 17.6 cents po* dollar of 
property tax revenue, and only 26.2 cents per dollar of sales tax revenue. A substantial increase in 
efficiency could have been rodized by reducing income tax rates and increasing the rates of sales 
and property taxes. We conclude that the Tax Reform Act of 1986 did not successfully overcome 
the excessive reliance of the U.S. tax system on income taxes. 

The structure of the income tax itself is completely out of balance with marginal effideocy 
costs of labor income taxes at .376, individual capital income taxes at 1 .01 7, and corporate income 
taxes at .448. Very substantial gains in efficiency could have been realized by further reductions in 
marginal tax rates on individual and corporate taxes on capital income, even at the expense of 
increases in marginal tax rates on labor income. Considerable gains in growth opportunities for the 
U.S. economy could have resulted from reduced reliance on individual income taxes on capital 
income and more reliance on corporate income tax^. 

Tables 

Efficiency Costs of US Tax Revenues After the Tax Reform Act of 1986 
Tax Bases Reduction in Tax Rates (5) 




5 

10 

20 

30 

40 

50 

60 

70 

80 

90 

100 

1. Corporate 

MEC 

.448 

.435 

.418 

.397 

.379 

.363 

.348 

.334 

.322 

.310 

.301 

Income 

AEC 

.448 

.442 

.431 

.421 

.412 

.404 

.397 

.391 

.384 

.379 

.374 

2. Individual 

MEC 

1.017 

.989 

.951 

.904 

.853 

.812 

.767 

.727 

.688 

.650 

.613 

Capital Income 

AEC 

1.017 

1.003 

.977 

.953 

.928 

.906 

.884 

.863 

-.842 

.822 

.803 

3. Property 

MEC 

.176 

.174 

.171 

.168 

.164 

.160 

.157 

.153 

.149 

.145 

.142 

Value 

AEC 

.176 

.175 

.173 

.171 

.169 

.168 

.166 

.164 

.162 

.160 

.158 

4. All Capital 

MEC 

.675 

.650 

.616 

.573 

.533 

.498 

.466 

.435 

.407 

.382 

.359 

Income 

AEC 

.675 

.663 

.640 

.619 

.600 

.582 

.566 

.551 

.537 

,524 

.512 

5 Labor Income 

MEC 

.376 

.358 

.333 

.303 

.276 

,253 

.237 

.216 

.201 

.190 

,183 


AEC 

.376 

.367 

,350 

.334 

.320 

.307 

.296 

.285 

.275 

.266 

.259 

6. 1 + 2 + 5 

MEC 

.497 

.462 

.414 

.355 

.301 

,254 

.212 

.175 

,142 

,114 

.091 

= 4 + 5 

AEC 

,497 

.480 

.448 

.418 

.391 

.366 

.343 

.323 

,304 

,287 

.271 

7. Indiviual 

MEC 

,520 

.490 

.449 

.396 

.349 

.305 

.265 

.229 

.196 

.167 

.140 

Income 

AEC 

.520 

.505 

.477 

.451 

.426 

.403 

.381 

.361 

.342 

.325 

.308 

8. Sales Value 

MEC 

.262 

.259 

.254 

.249 

.242 

,236 

,230 

.224 

.218 

.211 

.205 


AEC 

.262 

.261 

.257 

.254 

.251 

.248 

.245 

.242 

.239 

.236 

.232 

9. All Tax Bases 

MEC 

.391 

.356 

.308 

.249 

.197 

.151 

.113 

,082 

.063 

.048 

.040 


AEC 

.391 

,374 

.342 

.312 

.285 

,260 

.238 

.220 

.204 

.190 

.180 

within fh^ tav nn tav^ nn rapitA? i 

income. 



Finaliy, existing taxes on capital income put excessive burdens on individuals, relative to 
corporations. Taxes on capital income at both corporate and individual levels are too burdensome, 
relative to taxes on labor income. Evety dollar transferred to labor income taxes from capital income 
taxes at the individual level costs the U.S. economy 64.1 cents in lost ^owth opportunities. 
Reversing the direction of the 1986 reform by raising marginal rates for "high income" taxpayers 
has greatly increased the tax burden on capital income. This will be enormously costly in terms of 
opportunities for reviving the growth of the U.S. economy. 

In summary, the best way to create new ^owth opportunities for the U.S. economy would 
be to reduce the top rates of taxation at the individual level, not to increase these rales. This could 
be financed by cutting back on tax expenditure programs such as deductions for mortgage interest 
and state and local property taxes. President Bush's Budget Enforcement Act of 1990 and the 
Clinton Omnibus Budget Reconciliation Act of 1993 have substantially increased taxes on capital 
income at the individual level. A growth^oriented tax policy requires rdnforcing the basic thrust of 
the Tax Reform Act of 1986 by reducing differences in the marginal excess burdens imposed by 
different parts of the U.S. tax system. 
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S. Conclusion 

My first overall conclusion is that increases in tax rates for upper income taxpayers in 1990 
and 1993 have nullified many of the growth opportunities for the U.S. economy aeated by the Tax 
Reform Act of 1986. It is important to underline this conclusion, since the recent emphasis on 
"soakii^ the rich" has increased reliance on ca{^ income taxes relative to those on labor income. 
This will be enormously costly in terms of future opportunities for growth of the U.S. econon^. 
Future tax reforms should strengthen rather than we^en the basic thrust of the Tax Reform Act of 
1986. 

Second, Neutral Cost Recovery is an important contribution to the debate over tax reform. 
This tax fxoposal would introduce provisions f<x recovery of capital costs that are equivalent to the 
expensing of investment expenditures required under consumption tax rules. However. Neutral Cost 
Recovery must be combined with other tax reforms, such as the elimination of deductions for 
interest expenses, in order to enhance the neutrality of the federal tax system. Achieving neutrality 
in the taxation of income from all assets in the U.S. economy is the most important goal for future 
tax reform. 

Finally, changing the fixferal tax base from income to consumption is an idea whose time has 
come. This change will create very important new opportunities for growth in the standard of living 
of all Americans. The traditional objections to consumption as a base for taxation on grounds of 
fairness have been successfully addressed in the Armey Flat Tax and the Nunn-Domenici U.S. A 
Tax proposals. These proposals would create substantial new growth opportunities for the U.S. 
economy. Both are based on wed established economic ideas and could serve as a point of departure 
for tax reform legislation. 
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Mrs. Johnson of Connecticut. Thank you, Dr. Jorgenson. 

Professor Kotlikoff. 

STATEMENT OF LAURENCE J. KOTLIKOFF, PROFESSOR OF 
ECONOMICS, BOSTON UNIVERSITY 

Mr. Kotlikoff. Thank you. Madam Chairman. 

Madam Chairman and other Members of the Committee on Ways 
and Means, I am honored by this opportunity to discuss with you 
the economic effects of consumption t^ation. 

My testimony makes five points. First, consumption taxation 
would be very good for the U.S. economy. It would raise saving, in- 
vestment, employment, output, and real wages. It would also ^imi- 
nate a number of major distortions in our current tax structure and 
thereby significantly raise U.S. economic efficiency. 

The second point is that the predicted economic benefits from 
consumption taxation are substantial. Generic simulations of shift- 
ing from income to consumption taxation in the standard, neoclas- 
sical economic growth model, the life cycle model, produced long- 
run increases in living standards ranging from about 10 to 20 per- 
cent. These simulations provide some sense of the beneficial eco- 
nomic effects of consumption taxation, although much more de- 
tailed simulation studies are needed of particular proposals. 

Third, consumption taxation increases saving in large part — and 
I think this is a point that many of you may not be aware of — con- 
sumption taxation increases saving in large part by redistributing 
from older generations, with high propensities to consume, to 
younger and future generations with low or zero propensities to 
consume. In redistributing from the old to the young, and to the 
unborn, consumption taxation would offset to a small degree the 
enormous past and ongoing reverse redistribution from the young 
to the old that has resulted from the expansion of pay-as-you-go en- 
titlement programs, and which is the primary cause for the criti- 
cally low current rate of U.S. saving. 

The fourth point is that consumption taxation, even one levied at 
a single rate with no exceptions, is much more progressive than is 
generally believed to be the case. And again here is I think some- 
thing that is not generally understood by Members of Congress. 
The reason that consumption taxation is much more progressive 
than is commonly believed is that consumption taxation represents 
a tax on wages and a tax on wealth. If you think about how Donald 
Trump would fare under, for example, a retail sales tax, whenever 
he went out to spend his money on whatever he buys, Mercedes or 
vacation trips, diamonds for friends and relatives, he would pay the 
tax. But under the current income tax, he is paying taxes just on 
his interest income, his capital income, dividend income and capital 
gains; he is not being taxed on his principal. 

Since a consumption tax combines wage and wealth taxation, it 
is really taxed principal. And since much of the inequality in living 
standards across members of each generation represent differences 
in the amounts of inherited wealth, the wealth tax component of 
a consumption tax would enhance intragenerational equity. 

I think that if the proponents of consumption taxation really un- 
derstood it, they would be less for it; and if the opponents of it real- 
ly understood it, they would be more supportive. 
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The fifth point is that the U.S. economy needs consumption tax- 
ation. Whether that consumption taxation should be in the form of 
a retail sales tax, a flat tax, a personal consumption tax, an elec- 
tronic consumption tax or a value-added tax, can provide hours of 
very fascinating debate. But each of the different methods of taxing 
consumption does tax consumption. Each has its own advantages 
and disadvantages. But it will be a tragedy if we fail to adopt one 
of the methods of consumption taxation because we are locked in 
a debate over which is the best one. 

In my view, any of the alternative proposed consumption taxes 
would be far superior to our current system of taxation. 

Thank you. 

[The prepared statement and attachments follow:] 
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TESTIMONY OF LAURENCE J. KOTUKOFF 
BOSTON university 


Chairman Archer and Other Diatinguishad Members of The Committee on Ways 
and Means; 

I am honored by this opportunity to discuss with you the economics effects of 
consumption taxation. 

My testimony makes five points. 

First, consumption taxation would be very good for the U.S. economy. It would 
raise saving, investment, employment, output, and real wages. It would also 
eliminate a number of major distortions in our current tax structure and thereby 
significantly raise U.S. economic efficiency. 

Second, the predicted economic benefits from consumption taxation are 
substantial. Generic simulations of shifting from income to consumption taxation 
in the standard neoclassical economic growth model - the life-cycle model - 
produce long-run increases in living standards ranging from about 10 to 20 
percent. These simulations provide some sense of the beneficial aconomic effects 
of consumption taxation, although much more detailed simulation studies are 
needed of particular proposals. 

Third, consumption taxation increases saving, in large part, by redistributing from 
older generations, with high propensities to consume, to younger and future 
generations with low or zero propensities to consume. In redistributing from the 
old to the young and unborn, consumption taxation would offset to a small degree 
the enormous past and ongoing reverse redistribution that has resulted from the 
expansion of pay-as-you-go entitlement programs and which is primarily 
responsible for the critically low level of U.S. saving. 

Fourth, a consumption tax, even one levied at a single rate with no exemptions, is 
much more progressive than is generally believed to be the case. The reason is 
that consumption taxation represents the combination of wage taxation and 
wealth taxation. Since much of the inequality in living standards across members 
of each generation represents differences in the amounts of inherited wealth, the 
wealth tax component of a consumption tax would enhance intragenerational 
equity. 

Fifth, the U.S. economy needs consumption taxation. Whether consumption 
taxation should come in the form of a retail sales tax, a flat tax, a personal 
consumption tax, an Electronic Consumption Tax', or a value-added tax is a 
question that can provide hours of interesting debate. Each of the different 


' Under tbe Electronic Consumption Tax (the ECT), discussed in Kotlikoff (1995), 
households pass their ECT card throu^ a card reader when they purchase goods and services. 
Montly purchases (but not the composition of purchases) are tallied and transmitted to the IRS, 
which withholds taxes. On April ISth, the IRS calculates consumption over tbe previous 
calender year, assesses taxes baxd on a progressive rate structure, and makes tax refunds or 
witholds additional taxes depending on whether total monthly withholdings in the prior 
calender year exceeds or falls short of tbe household’s annual tax liability. Since the IRS' 
withholding of taxes and refunds of overpayments can be made electronically, the ECT entails 
no use of tax forms. 
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methods of taxing consumption has it advantages and disadvantages. But it will 
be a tragedy if we fail to adopt one of these methods of consumption taxation 
because we are locked in debate over which is the best one. In my view, any of 
the alternative proposed consumption taxes would be far superior to our current 
system of taxation. 


The Crisis in U.S. Saving 

In 1950, the U.S. rate of net national saving was 12.3 percent. In 1994, it was 
only 3.5 percent. The difference in these saving rates is illustrative of a dramatic 
long-term decline in U.S. saving. The U.S. saving rate averaged 9.1 percent per 
year in the 1950s and 1960s, 8.5 percent in the 1970s, 4.7 percent in the 80s, 
and just 2.7 percent in the first five years of the 1990s. 

The decline in U.S. saving has been associated with an equally dramatic decline in 
U.S. domestic investment. Since 1990, net domestic investment as a share of net 
national product has averaged 3.6 percent per year, compared with 8.2 percent in 
the 1950s, 7.9 percent in the 1960s and 1970s, and 6.1 percent in the 1980s. 

The low rate of domestic investment has limited growth in labor productivity and, 
consequently, growth in real wages. Since 1 980, labor productivity has grown at 
less than half the rate observed between 1950 and 1979, and total real 
compensation (wages plus fringe benefits) per hour has grown at only one-eighth 
its previously observed rate. 


Understanding the Decline In Saving 

Table 1 reports average values of the net national saving rate for the 1950s, 
1 960s, 1 970s, and 1 980s as well as the first five years of the 1 990s. The table 
also reports rates of government and household consumption out of output. In 
addition, the table reports my preferred measure of private-sector saving, the 
household saving rate, which equals the share saved of the output left over to the 
household sector after the government has consumed. 

As Table 1 indicates, government spending is not responsible for reducing the rate 
of national saving. Indeed, government spending in the 1 990s has averaged just 
21.0 percent of output - as low a rate as any observed in the five periods. The 
rate of household consumption spending, on the other hand, rose from 69.9 
percent of output in the 1950s to 76.6 percent in the early 1990s. This increased 
rate of household consumption was associated with a decline in the household 
saving rate from 11.5 percent in the 1950s to 3.2 percent in the 1990s. 


Whose Consumption Has Risen? 

If the driving force behind the decline in U.S. saving is an increase in the rate of 
household consumption, it's natural to ask whose consumption within the 
household sector has risen so rapidly? The answer is the elderly's. Tables 2 and 
3 document this fact.^ They show a remarkable increase in the relative 


^ These tables come from Gokbale, Kotiikoff, and Sabelbaus (1993). 
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consumption of the elderly over four periods for which Consumer Expenditure 
Survey data are available. This increase is more pronounced if medical care is 
included in the measure of consumption, but the increase in the relative 
consumption of non medical goods and services is also striking. 

As shown in Table 4, the striking increase in the relative consumption of the 
elderly has coincided with an equally remarkable increase in their relative 
resources.^ Indeed, as described in Qokhale, Kotlikoff, and Sabelhaus (1995), the 
the postwar decline in U.S. saving can be traced to two factors; a) this 
redistribution of resources toward older generations, with high propensities to 
consume, from younger ones (including those not yet born), with low or zero 
propensities to consume and b) increases in the propensity of the elderly to 
consume. 

Much of the redistribution to the elderly reflects the growth in Social Security, 
Medicare, and Medicaid benefits. The increase in the elderly's consumption 
propensities may also reflect government policy, namely the fact that government 
transfers to the elderly come in the form of annuities. In providing these annuities, 
which are, of course, indexed for inflation, the government has. In effect, told the 
elderly they needn't worry as much about over-consuming and running out of 
income.* 


Implications of the U.S. Saving Decline for Evaluating Consumption Taxation 

The fact that the government's past and ongoing intergenerational redistribution 
appears to be the chief culprit for the decline in U.S. saving is worth bearing in 
mind in considering switching from income to consumption taxation. Such a 
switch would partially offset this process of taking from the young and unborn and 
giving to the old. It would do so by placing a somewhat higher tax burden on the 
initial elderly and a somewhat lower tax burden on younger and future 
generations. In switching tax structures (and thus redistributing from the elderly 
with high propensities to consume to the young and unborn with low or zero 
propensities to consume), the government can engineer a reduction in agijregate 
consumption and a concomitant rise in national saving. This redistributional or 
"income" effect is the key reason that consumption taxation raises national saving. 


Alternative Ways to Tax Consumption? 

As indicated above, there are a number of different ways of taxing consumption. 
One way, which you, Mr. Chairman, and Senator Lugar have proposed is through 
a federal retail sales tax under which the consumption purchases of all Americans 
are taxed at the same rate. Although a retail sales tax would produce a 
proportional rather than progressive consumption tax, progresstvity vis a vie 


^ The term "resources" refers to a generation's net worth plus the present values its 
future labor income, pension income, and Social Security, Medicare, and other transfer 
payments, less the present value of its future taxes. 

* In addition, the medical care annuities that the government provides through Medicare 
and Medicaid come in the form of in-kind consumption of medical goods and services which 
the elderly cannot help but consume. 
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consumption could be achieved by combining a retail sales tax with a graduated 
refundable tax credit or by exempting from sales taxation those commodities on 
which the poor spend disproportionately more than do the rich.° 

Another way to tax consumption, proposed by Senators Nunn and Domenici in 
their USA Tax, is to tax households on their incomes, but allow them a deduction 
for the amount they save. This personal consumption tax can be assessed at 
progressive retes since the government receives a tax return specifying each 
household's total annual consumption.^ 

The Electronic Consumption Tax (ECT) falls between a retail sales tax and a 
personal consumption tax. Like a retail sales tax, it taxes consumption directly. 
But like a personal consumption tax, it taxes consumption at progressive rates. 
Under the ECT, households would be required to run their ATM card through an 
electronic reader in making their consumption purchases. The amount of the 
purchase would be recorded by the household's bank. Running the card through 
the reader will be required regardless of whether the household peys for its 
purchases with cash or through an electronic withdrawal from its bank. Each 
month the total amount of households' consumption purchases (but not the 
composition of these purchases) would be reported to the government, and 
estimated taxes would be withheld, on a progressive basis, based on the amount 
reported. Tax witholding would be made electronically either as payroll deductions 
or as deductions from the household's checking account, so there would be no 
need for households to file eny tax forms. At the end of the year, the government 
would calculate, on a progressive basis, each household's annual consumption and 
its annual consumption tax. Households which overpaid taxes during the year 
would receive an electronic refund, and those who underpaid would experience an 
electronic withdrawal. 

David Bradford, Professor of Economics at Princeton University and former 
Member of the President's Council of Economic Advisers, has suggested taxing 
household labor income Y/ at progressive rates and taxing, at the business level, 
the difference between capital income and investment (Y/t - I, business cash flow) 
at the highest tax rate. This proposal, which he calls "The X Tax,” also produces 
a form of progressive consumption taxation. 

Congressman Armey's and Senator Specter’s proposed flat taxes also tax Y/at the 
personal level and Y)t-I at the business level, but they apply a single proportional 
tax rate.^ Since these proposed flat taxes include quite high personal exemptions, 
low income household are exempt from taxation. 

A proportional value added tex is another option for taxing consumption. The 
value added tax, which is used in virtually all other developed countries, taxes Y - 


^ Differential rates of sales taxation of consumption goods and services would, 
however, potentially produce significant economic distortions in consumer choice. It would 
also undermine one of the main advantages of retail sales taxation - its simplicity and clarity. 

^ David Bradford originally proposed this form of progressive consumption taxation in 
Bluenrint.'i for Basic Tax Reform . U.S. Department of Treasury, Washington, D.C.: U.S. 
Govemmem Printing Office, 1976. 

^ Armey's Flat Tax proposal is quite similar to that in Hall, Robert E. and Alvin 
Rabushka, The Flat Tax . Stanfoid University: Hoover Institution Press, 1986. 
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I, but does so, for each commodity, by taxing Y - I in each stage of the 
commodity's production. 


Why Tax Consumption? 

Given that governments can tax consumption directly or indirectly and that they 
can do so either with progressive or proportional tax rates, why would they want 
to tax only output that is consumed and exempt from taxation output that is save 
(invested)? The answer is that a consumption tax provides more incentive to save 
(invest) than does an incoma tax. As the identity Y = C + S, where Y is output, C 
is consumption, and S is saving, indicates, taxing output can be viewed as taxing 
saving as well as consumption. Now economists view saving, not as an end in 
itself, but as a means to finance future consumption. So by taxing consumption 
and saving, an income tax effectively taxes future consumption twice, once when 
households save funds for future consumption and once when they engage in that 
future consumption. Since current consumption is taxed only once (ignoring past 
taxes on saving because bygones are bygones), in deciding between consuming 
more now and saving for future consumption, an income tax provides an 
incentive, at any point in time, to consume more now and save less for the future. 

In addition to providing better saving incentives, moving from an income to a 
consumption tax produces, as previously mentioned, an intergenerational 
redistribution away from older generations toward younger and future generations 
that also lowers aggregate consumption and raisas national saving. The reason 
this intergenerational redistribution occurs is that older generations pay a larger 
share of consumption taxes than they do of income taxes. Under an income tax, 
elderly retirees pay tax on only their capital income, whereas under a consumption 
tax, they pay tax on all their consumption purchases. Since elderly retirees 
finance their consumption by spending not just capital income earned on their net 
worth, but also their net worth (their principal) as well as private and social 
security pension benefits, the consumption of the elderly, taken together, exceeds 
their capital income. Moreover, the consumption of the elderly is a larger share of 
aggregate consumption than is their capital income as a share of aggregate taxable 
income. Consequently, a shift from taxing income (including the capital income of 
the elderly), to taxing consumption (including that of the elderly), places a 
relatively higher tax burden on the elderly. 

Economists refer to the change in economic behavior, such as saving, that arise 
from a change in one's resource position as income effects. They refer to 
changes in economic behavior due to changes in incentives, holding resources 
constant, as substitution effects. The above discussion indicates that the 
substitution and income effects of moving from income taxation to consumption 
taxation reinforce one another. Both work in favor of lowering aggregate 
consumption and raising national saving. 


Why Consumption Taxation Represents a Combination of Wags and Wealth 
Taxation 

The income effects from consumption taxation arise, in large part, because the 
consumption tax represents a combination of a tax on wages and a tax on 
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wealth. ‘ The reason is that the goods and services that households purchase over 
time are ultimately financed by the wages they earn plus their initial wealth. 
Consider, for example, a millionaire who doesn't work, but spends his wealth on 
consumption. In the case of a retail sales tax or the ECT, the millionaire pays tax 
as he spends down his wealth; hence, the consumption tax effectively taxes his 
wealth. Now suppose the millionaire also works. Then when he spends his wage 
earnings, he also pays consumption taxes, so the consumption tax also effectively 
taxes wage earnings. If the millionaire chooses not to consume and passes his 
wealth to his heirs, they will be taxed when they spend their inherited wealth. 

The USA tax also includes an implicit wealth tax, albeit a modified one because of 
its transition rules. Under the USA tax, households that spend more than $50,000 
of their assets on consumption must include the excess spending as taxable 
income. 

The flat tax, at least the one originally designed by Hall and Rabushka, also 
represents an effective tax on real wealth. Under the flat tax, as under our current 
income tax structure, the sale, by businesses (really, by the owners of 
businesses), of their real assets (their plant, equipment, and inventories) is 
included in the calculation of business revenues and is subject to tax. But, unlike 
the current tax structure, the flat tax permits no deduction of the basis of the 
asset when it is sold. If the basis of the asset could be deducted, the flat tax, like 
our current income taxation of businesses, would be taxing simply the capital 
gains realized by businesses on the sale of their real assets. Why? Because capital 
gains are calculated as the difference between the sale price of the asset and its 
depreciated tax basis. 

Can owners of real assets avoid the additional tax arising from not being able to 
deduct basis by simply not selling their asset, but instead, continue to use them to 
produce business income? The answer is no. The market value of real assets will 
fall to the point that the owners of the assets will be indifferent between retaining 
and selling their assets. This decline in the market value of existing real wealth 
(which will be registered on the stock market) represents an effective tax on real 
wealth. 

To understand why the market value of real business assets must fall, consider an 
investor, ABC Co., which is considering purchasing a newly produced real asset, 
say a drill press, for $1000 or buying an existing business, DEF Co., with, for 
simplicity, a single asset - an identical drill press which it had purchased prior to 
the switch to the flat tax and which has a basis of $1000. Assume, for simplicity. 


^ To see this algebraically, note that at time t, Cf = YU + Yk( - St. But, if we let Wf 
stand for wealth at time t, then Yk/=rfWf, where rf is the rate of return earned on wealth (i.e. , 
i/Wt equals capital iiKome). Also, S<=W<+f-W<. Hence, Cf=YU + itWl - Wt+I + Wt. 
Write this equation out for time t+1, t-i-2, etc., and then use the t+1 equation to substitute 
out for Wr+f in the time t equation, to get a new time t equation that will depend on Wt+2. 
Next use the time t+2 equation to substitute out for W(+2 in the new time t equation. 
Preceding in this manner leads to an equation in which the present value of consumption 
equals the present value of current plus future labor earnings plus initial wealth. Multiplying 
each side of this present value budget constraint by the tax rate t shows that taxing 
consumption through time at rate t is equivalent to taxing earnings through time at rate t plus 
taxing initial (time t) wealth at rate r. 
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that drill presses do not physically depreciate, so the two machines are physically 
identical. If ABC purchases the new drill press, it can immediately expense it 
(deduct its purchase price from its business income). If the flat tax rate is 20 
percent, the value of the write off is $200. If ABC purchases DEF, it acquires the 
same machine, but can't expense it. Consequently, the market value of DEF must 
fall until ABC and other potential investors are indifferent between purchasing DEF 
directly and purchasing the same real asset owned by DEF, but expensing it. 
Hence, the market value of DEF will be $800. 

Now, if ABC purchases and then liquidates DEF, it will be able to sell DEF's drill 
press on the market for $1000, because the new owner can treat the press as a 
new asset and expense it. But in sailing the drill press, ABC will produce $1000 in 
sales revenues for its subsidiary, DEF, and, thus, a $200 tax liability. Hence, in 
liquidating DEF, ABC will end up with $600. So whether ABC buys DEF to hold it 
or to liquidate it, the most it will pay is $800. If it tries to buy DEF for less than 
$800, the owners of DEF will refuse, because they will be able to find other 
buyers willing to pay $800. Hence, the market price of DEF will be $800. 


Wealth Taxation and National Saving 

Since, as just mentioned, the elderly have a disproportionately large share of 
wealth, a switch from income to consumption taxation places a relatively large 
share of the tax burden on them. Although the consumption tax also, in effect, 
taxes wage income, which is also taxed under the income tax, it does so at a 
lower rate than under the income tax because the consumption tax provides more 
revenue from its effective wealth taxation. Hence, the young, who are 
disproportionately larger earners of labor income, benefit from the shift from 
income to consumption taxation because their effective rate of wage taxation is 
reduced. 

The reduction in the effective rate of wage taxation stimulates labor supply, 
thereby raising output and further increasing aggregate saving. This stimulus to 
labor supply will be even greater if the switch in tax structures is from a 
progressive income tax to a proportional consumption tax. Why? Because the 
incentive to work depends on the marginal rate of taxation of labor supply, not the 
average rate. Under progressive income taxation, the marginal effective rate of 
taxation of labor supply is higher than under a proportional income tax, which is 
higher still than under a proportional consumption tax. 


The Importance of Implicit Wealth Taxation 

Note that if initial wealth is effectively exempted from consumption taxation 
through the design of special transition rules, a switch from income to 
consumption taxation will really end up as a switch from income to wage taxation. 
In this case, 'consumption' taxation will produce a much smaller reduction in 
consumption and, consequently, a much small increase in aggregate saving. 
Why? Because the switch from income to wage taxation redistributes from the 
young to the old, since the elderly have relatively little wage income, but benefit 
from the elimination of capital income taxation. Although a wage tax structure 
provides better incentives to save, its income effects work to reduce saving. 
Indeed, the net impact, according to simulation studies (see Auerbach and 
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Kotlikoff, 1 987) of a switch from irtcome to wage taxation is a relatively modest 
increase in aggregate saving, investment, and output. 


Efficiency Gains from Consumption Taxation 

The current tax system contains a number of distortions which also could be 
eliminated by switching to consumption taxation. One of these distortions is the 
differential tax treatment of corporate and noncorporate business that distort 
business ownership and control decisions. A second is the differential tax 
treatment of capital gains and dividends that distort firms' decisions about 
retaining earnings and that lock investors in from selling shares of stock which 
have accrued capital gains. A third is the implicit subsidy to home ownership, as 
well as automobiles, and other durable goods that arises from our failure to tax, 
under the income tax, the rental income we implicitly earn from the services on 
these durables.^ A fourth is the subsidization of current relative to future 
consumption (the tax on saving) associated with the taxation of capital income. A 
fifth is the diKerential tax treatment of investment in equipment, structures, and 
inventories. A sixth is the distortion in corporate financial structure due to the 
deductibility of interest payments, but the nondeductibility of dividends. And an 
seventh is the subsidization of health insurance premia and other fringe benefits 
that are currently exempt from income taxation, but would be treated like wage 
compensation under most consumption tax proposals. 

The distortion of labor supply incentives associated with income taxation would 
also be eliminated by the proposed tax shift. But a consumption tax would distort 
this margin of choice as well, so one needs to compare the efficiency gains from 
eliminating the income tax's distortion of labor supply with the efficiency loss from 
adding the consumption tax's distortion of labor supply. Thera is good reason, 
however, to expect the tax shift to result in a net reduction in the distortion of 
labor supply. The reason, as mentioned above, is that consumption taxation will 
extract a larger share of its revenues from older generations, many of whom are 
retired. As a result, the total tax that needs to be collected from working 
generations is smaller under a consumption tax than it is under the income tax. 

The distortion of labor supply will also be substantially reduced if our progressive 
income tax rate is replaced by a low, single-rate consumption tax because the low 
tax rate will leave most workers facing significantly lower total effective marginal 
tax rates on their labor supply than is currently the case. The size of economic 
distortions of particular economic activities rises with the square of the total 
effective marginal tax rate on that activity. In the case of labor supply, most 
Americans face marginal taxes above 50 percent on their earnings once one adds 
together the effects of all the different tax and transfer programs at the federal, 
state, and local government levels. This is an extremely high level of marginal 


^ To see this, suppose homeowners, owners of automobiles, and owners of other 
durables were forced to pay rent to themselves for their use of their homes, cats, furniture, 
etc. At one level, this would be a wash, since the perwn writing the check would also be the 
recipient of the check. But this requirement would raise households' taxable income, leading 
them to pay more income taxes. it make sense to think of, say, a home owner as renting 
her house to herself? 'The answer is yes since in occiq>ying her house, the home owner is 
effectively earning the rent on the house and then spending it on herself. 
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taxation, which is highly distortive. The reduction in this marginal rate of taxation 
through a retail sales tax or a flat tax, represents a very strong argument for their 
adoption. 


The Auerbach-Kodikoff Dynamic Ufa Cycle Simulation Modal'° 

The Auerbach- Kotlikoff Model (henceforth, the AK model) can provide some sense 
of the potential saving, investment, and growth effects of shifting to a 
consumption tax.'' The AK model calculates the time-path of all economic 
variables in its economy over a 150 year period. The model has 55 overlapping 
generations. Each adult agent in the model lives for 55 years (from age 20 to age 
75). 

There are three sectors in the model: households, firms, and the government. 
Households (adult agents) make decisions concerning how much to work and how 
much to save based on the after-tax wages and after-tax ratas of return they can 
earn in the present and the future on their labor supply and saving, respectively. 
The work decision involves not only deciding how much to work in those years 
that one is working, but also when to retire. The AK model's particular form of 
consumption and leisure preferences that agents use in making their labor supply 
and saving decisions were chosen in light of evidence on actual labor supply and 
saving behavior. 5 

As agents age in the model, they experience a realistic profile of increases in 
wages. This age-wage profile is separate from the general level of wages, the 
time-path of which is determined in solving the model. Fiscal policies affect 
households by altering their after-tax wages, their after-tax rates of return, and, in 
the case of consumption taxes, their after-tax prices of goods and servicas. The 
model is equipped to deal with income taxes, wage taxes, capital income taxes, 
and consumption taxes. It is also able to handle progressive as well as 
proportional tax rates. 

All agents are assumed to have the same preferancas, so differencas in behavior 
across agents arise solely from differences in economic opportunities. Since all 
agents within an age cohort are assumed to be identical, differences in economic 
opportunities are present only across cohorts. In this study, tha model's 
population growth rate is set at a constant 1 percent rate, with the population of 
each new cohort being 1 percent larger than that of the previous cohort. 

The AK Model's production sector is characterized by perfectly competitive firms 
that hire labor and capital to maximize their profits. The production relationships 
that underlie firms' hiring decisions and production of output are based on 


This section presents the results reported in Kotlikoff (1992) of simulations of a 
switch from federal income taxation to a retail sales tax. Because a retail sales tax is 
equivalent to a flat tax of the type originally prop<^ by Hall and Rabushka, the simulation 
flyings apply to the flat tax as well. The simulations are highly stylized. Ihey do not, for 
example, t^e into account proposed exemptions from taxation as well as a number of other 
features of the flat ux proposals recently advanced by Congressman Armey and Senator 
Specter. 

' ' For a detailed description of the AK Model see Auerbach and Kotlikoff (1987). 
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empirical findings for the U.S. The government sector consists of a treasury that 
collects resources from the private sector to finance government consumption and 
an unfunded, "pay as you go" Social Securi^ system which levies payroll taxes to 
pay for contemporaneous retiree benefit payments. The model does not 
distinguish federal from state and local government. Hence, in simulating with the 
model the elimination of income taxation in favor of consumption taxation, we will, 
in effect, replace all state and local income taxes, as well as federal income taxes, 
with a federal consumption tax which can be thought of as a federal retail sales 
tax, a value added tax, or a flat tax. There is no money in the model, and thus, no 
monetary policy. There is, however, government debt, and the model can handle 
deficit-financed tax cuts. It can also handle gradual phase-ins of one tax for the 
other. 

While the model handles a great number of complex processes, its predictions 
need to be viewed cautiously for several reasons. First, the model does not deal 
with several of the real world distortions associated with the income tax that were 
mentioned above. For example, it doesn't distinguish corporate from noncorporate 
production, housing consumption from non housing consumption, different forms 
of corporate finance, different types of investment, or differences in capital gains 
and dividend tax rates. Nor does it permit the kind of tax arbitrage that is 
available to most tax-paying Americans through tax-subsidized saving accounts. 
Second, the model's agents are heterogeneous only with respect to their age. 
There are no welfare recipients or millionaires, whose saving and work behavior 
might differ dramatically from that of the model's agents. Third, the model does 
not include saving for purposes other than retirement, such as bequests. Fourth, 
the model does not incorporate uncertainty either with respect to individual or 
macroeconomic outcomes. Fifth, the model ignores illegal tax avoidance, an issue 
that would certainly arise in implementing any and all other form of consumption 
taxation. While the model abstracts from a significant portion of reality, it can, 
nonetheless, suggest the degree to which a switch from consumption taxation to 
income taxation might raise U.S. national saving. 


Simulating the Switch from Proportional Income to Proportional Consumption 
Taxation 

In simulating the switch from income taxation to a federal consumption tax, one 
needs to specify the economy's initial position as well as the way the tax change 
takes place. To begin, let's assume that the economy has a 1S percent 
proportional income tax and a 17 percent sales tax. The 15 income tax figure is 
based on the 1991 ratio of the sum of federal, state, and local personal and 
corporate income taxes to net national product. The 1 7 percent sales tax figure is 
based on the 1991 ratio of the sum of federal, state, and local sales and excise 
taxes to total personal consumption. 6 These taxes are used to finance 
government consumption spending as well as pay interest on the government 
debt. The level of government debt is set at 50 percent of output.7 In addition to 
these features of fiscal policy, the economy is assumed to have a "pay-as-you-go" 
social security system with a 1 5 percent payroll tax rates. 


Findings 

Table 5 shows the transition-path of the economy that results from replacing in 
year 0 the model's income tax with a proportional consumption tax. I set the new 
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federal consumption tax rate at the level needed, in conjunction with the pre- 
existing 1 7 percent sales tax, to continue to finance the same level of government 
spending as well as pay interest on the stock of government debt. The first row in 
the table indicates the economy's initial (year 0) position. With no change in tax 
policy the economy would remain in this position through time. I measure annual 
saving rates, annual interest rates, and tax rates in percentage points. In the case 
of our economy's other variables, the units of measurement are arbitrary, so I 
describe each of these variables in terms of an index which has an initial (base- 
year) value of 100. 

The initial position of the economy features a 2.6 percent saving rate, a per capita 
capital stock of 1 00, a per capita labor supply of 1 00, a level of per capita output 
of 100, a real wage rate of 100, a real interest rate of 9.4 percent and, of course, 
a zero federal consumption tax rate. The 2.6 percent saving rate is close to the 
current U.S. rate of saving, and the 9.4 percent real interest rate is close to the 
annual real rate of return that has been earned, on average, on the U.S. capital 
stock in the postwar period. 

The remaining rows in Table 5 show how each of these variables reacts to the 
introduction at time 0 of the federal consumption tax. As row 1 indicates, the tax 
change produces an immediate and dramatic increase in the economy's saving rate 
from 2.6 percent to 9.0 percent. While the saving rate gradually declines after 
year 1 , it remains above 6 percent through the tenth year of the transition. The 
long-run (year 150) value of the saving rate is 3.2 percent -- 23 percent larger 
than the year 0 value. 

The increased saving produces a concomitant increase in investment. As a result, 
the capital stock rises. Indeed, the switch in tax regimes leads, eventually (by 
year 1 50), to a 34 percent increase in the per capita capital stock. The increase in 
the capital stock is gradual; only about one quarter of the ultimate increase occurs 
in the first 10 years of the transition. The increase in the capital stock raises the 
productivity of workers and thus their real wage. The policy also lowers the return 
to capital. The real interest rate falls by almost 200 basis points in the course of 
the transition. 

While the real wage ultimately ends up 7 percent higher than it would have been 
without the tax change, for the first few years of the transition the real wage 
actually falls. The reason is that agents respond to the prospect of higher real 
wages and higher short-term real interest rates by increasing their labor supply. In 
the short run, before the capital stock has had much of a chance to increase, there 
is an increase in the supply of labor relative to the supply of capital. As a result, 
labor in the first few years of the transition becomes relatively abundant, meaning 
that the price it receives in the market - the real wage - falls. Eventually, as 
interest rates fall, the incentive to work more in order to save more and receive 
higher rates of return on the additional savings diminishes. As a result, labor 
supply declines. In the long run, the supply of labor is only one percent greater 
than it is in year 0. 

The changes in the supplies of capital and labor alter the per capita level of output. 
Between year zero and year 1, there is a 4 percent increase in output. In the 
following 10 or so years the switch in the tax structure raises the economy's 
growth rate by two tenths of one percent per year. In the long-run, the level of 
per capita output is 8 percent larger than it is at time 0. 
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The final variable to discuss is the consumption tax rate. The year 1 value of this 
tax rate is 23.1 percent. But it declines through time, with its value in the long- 
run ending up at 16.7 percent. The reason the tax rate can decline is that the 
growth of the economy permits a higher level of consumption and thus produces a 
higher consumption tax base. In addition, the reduction in the interest rate lowers 
required interest payments on the government's debt. 

To summarize the findings in Table 5, the simulation of a switch to a federal 
consumption tax produces a significant increase in saving, capital accumulation, 
the real wage, and the level of per capita income. While the dynamics are 
nonlinear (e.g., labor supply first rises and then falls), all of the results make 
intuitive sense. 


Maintaining a Constant Consumption Tax Rate 

As an alternative to having the consumption tax rate decline through time, we 
might want to have a tax rate that is constant through time. I've used the model 
to simulate such a policy. I've found that if I set the tax rate equal to 19 percent, 
the model produces deficits in the short-run, since the additional tax revenue 
raised with the 1 9 percent tax falls short of the loss in revenue from eliminating 
the 15 percent income tax. But over time, the growth of output and the 
consumption tax base associated with the reform raises the amount of revenue 
collected by the 1 9 percent tax permitting the full retirement of the additional debt 
that is issued in the short-run. In this constant tax rate simulation the long-run 
capital stock and output levels are 32 percent and 7 percent higher than their 
respective year 0 values. These long-run percentage increases may be compared 
with the 34 percent and 8 percent increases of Table 5. 


Are the Results Reasonable? 

Given the size of the model's predicted response to a switch to a consumption 
tax, one might ask whether the results are really plausible or whether they simply 
reflect some extreme assumptions about labor supply and savinjj behavior. The 
answer is that the labor supply and saving responses assumed in the model are 
quite conservative. They are certainly well within the range of responses that 
have been estimated in the empirical economics literature. In addition, the life 
cycle model being simulated is the basic bread and butter model of neoclassical 
economics. 8 

There is, however, one feature of the model which may make the transition occur 
faster in the model than it would in the real world. This is the model's assumption 
that new capital can be immediately added to the existing stock of capital without 
the incursion of installation costs. As discussed in Auerbach and Kotlikoff (1987), 
the addition of such installation costs would slow down the transition, but would 
not alter the size of the long-run change of any of the economy's variables. 

Another issue, with which I have not yet dealt, is the progressivity of the income 
tax which is to be replaced. As mentioned, the AK model can handle progressive 
as well as proportional tax rates. In the case of a progressive income tax, whose 
degree of progressivity is roughly comparable to that now in the U.S., the year 0 
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position of the economy from which the transition begins is one featuring a 2.2 
percent, rather than a 2.6 percent, saving rate, a per capita capital stock that is 
18.1 percent smaller, a per capita labor supply that is 5.2 percent smaller, a per 
capita output level that is 8.6 percent smaller, a real wage that is 3.5 percent 
smaller, and an interest rate of 10.4 percent rather than 9.4 percent. Since the 
switch from this progressive income tax regime to a proportional consumption tax 
produces the same long-run outcome as indicated in the last row of Table 6, the 
saving, capital accumulation, and growth effects of the tax change are all 
magnified by assuming that the initial income tax is progressive. For example, the 
long-run increase in the per capita capital stock is 63.4 percent, and the long-run 
increase in per capita output is 18.3 percent.'^ 


The Impact on the Initial Elderly 

While switching to a consumption tax has a lot to recommend it, this does not 
include the treatment of the initially elderly who, as mentioned, end up paying 
much more in consumption taxes than they would have paid in income taxes. For 
example, in the simulation of Table 5, the oldest elderly in year 1, those who are 
age 55, suffer a 23 percent decline in their final year's consumption. There are 
different ways to avoid, or at least mitigate, this redistribution away from those 
who are old at the time of the switch in tax structures. One is to make additional 
transfer payments to the initial elderly by, for example, raising social security 
benefits. The problem with making transfer payments to the initial elderly is that 
these transfer payments will lead them to consume more and this additional 
consumption will limit the increase in saving and capital accumulation. 

Table 6 points this out. It shows the transition arising from an immediate switch 
to a retail sale tax, but one in which the government makes transfer payments to 
all generations alive at the time of the transition to ensure that none of these 
generations is made worse off from the tax switch. These transfer payments are, 
of course, largest for the oldest generations alive at the time of the tax switch, 
since they do not benefit as much from the elimination of income taxes as do 
younger generations. While the provision of this compensation to initial 
generations limits the additional saving generated by the consumption tax, there 
remains, nonetheless, a substantial saving response. According to Table 6, there 
is a 22 percent increase in the economy's long-run capital stock. While this is less 
than the 34 percent increase of Table 5, it is still quite substantial. With the 
compensation scheme in place, the long-run increase in per capita income is 6 
percent (compared with 8 percent with no compensation). The fact that one can 
compensate initial generations in switching to a federal consumption tax and still 
make future generations significantly better off is reflective of the inefficiency of 
an income tax structure relative to a consumption tax structure. 


Summary and Conclusion 

Our nation is facing a grave saving crisis. We are saving at record low levels, and 
unless we start saving more, we will continue our slide toward second-class 


Interestingly, as described in Auerbach and Kotlikoif (1987), almost the same flnal 
steady state arises if the switch is to a progressive consumption tax. 
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economic status. A shift to consumption taxation, be in the form of a retail sales 
tax, a flat tax, a value-added tax, the Electronic Consumption Tax, the X Tax, or 
the USA Tax, has the potential for dramatically increasing our saving rate. It 
would do so by improving incentives to save and by redistributing from the elderly 
with high propensities to consume to young and future generations with low or 
zero propensities to consume. 

In addition to raising saving and investment, consumption taxation would reduce 
many of the distortions of the current tax system. Indeed, the distortion of saving 
behavior alone is so great under our current system of income taxation that it 
appears we could switch to consumption taxation, fully compensate the initial 
elderly for their higher tax burden, and still end up with a much higher saving, 
capital formation, and per capita income. 
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Tabto 1 

Saving and Spanding Ratea 


Period 

Net National 
Saving 

Rate 

(Y-C-G) /Y 

(3ovenunent 

Spending 

Rate 

G/Y 

^usehold 

Consumption 

Rate 

Household 

Saving 

Rate 

(Y-Q-Cl / (Y-G) 

1950-59 

.091 

.210 

.699 

.115 

1960-69 

.091 

.221 

.688 

.117 

1970-79 

. 085 

.214 

.701 

.108 

1980-89 

.047 

.213 

.740 

.059 

1990-94 

,027 

.207 

.766 

.031 

Y stands for net national product, C stands for 
expenditure, and Q stands for government purchases of 

household consumptii 
goods and services. 




Tabta 2 




Consumption of the Eidariy Ralativa to tha Young 


Comnarison 

1960-61 



1967-90 

Age 60 /Age 20 

1.17 

1.37 

1.58 

1.59 

Age 70/A9e 20 

0.97 

1.21 

1.56 

1.64 

Age 80/Age 20 

0.89 

1.16 

1.61 

1.60 

Age 60/Age 30 

0.86 

0.93 

1.09 

1.15 

Age 70 /Age 30 

0.71 

0.82 

1.07 

1.18 

Age 80 /Age 30 

0.65 

0.79 

1.11 

1.16 

Age 60/Age 40 

0.77 

0.83 

0.87 

0.91 

Age 70 /Age 40 

0.64 

0.73 

0.86 

0.94 

Age 80 /Age 40 

0.58 

0.70 

0.89 

0.92 


Source; Gokhale, Koclikoff, and Sabelhaus (1995). 
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Table 3 

Non Medical Consumption of the Elderly Relative to the Young 


Comparison 

Age 60 /Age 
Age 70 /Age 
Age BO /Age 

Age 60 /Age 
Age 70 /Age 
Age 60/Age 

Age 60 /Age 
Age 70/Age 
Age 60/Age 



1960-61 

lan-n 

1964-66 

X9e7-90 

20 

1.11 

1.26 

1.43 

1.42 

20 

0.86 

1.04 

1.22 

1.28 

20 

0.75 

0.91 

1.16 

1.11 

30 

0.81 

0.66 

0.97 

1 . 02 

30 

0.63 

0.70 

0.83 

0.91 

30 

0.55 

0.61 

0.78 

0.80 

40 

0.73 

0.78 

0.77 

0.80 

40 

0.57 

0.63 

0.66 

0.72 

40 

0.49 

0.55 

0.62 

0.63 


Source: Gokhale. Kotlikoff, and Sabelhaue (1995) 


Table 4 

Resources* of the Elderly Relative to the Young 


l^rntitpaT-i anrt 

1960-61 

1972-73 

1984-86 

1987-90 

Age 60/Age 20 

1.10 

1.41 

1.72 

1.81 

Age 70/Age 20 

o.es 

1.14 

1.49 

1.58 

Age 80/Age 20 

0.63 

0.71 

0.76 

0.83 

Age 60 /Age 30 

0.92 

1.07 

1.26 

1.31 

Age 70 /Age 30 

0.72 

0.66 

1.09 

1.15 

Age 60 /Age 30 

0.53 

0.54 

0.56 

0.60 

Age 60/Age 40 

0.62 

0.95 

1.05 

1.10 

Age 70/Age 40 

0.64 

0.77 

0.91 

0.96 

Age 60/Age 40 

• 0.47 

0.48 

0.47 

0.51 

^Resources refers 

to net worth plus 

the present 

values of 

future labor 


private and government pension benefits, and government transfer payments less 
the present value of government taxes. 

Source: Gokhale, Kotlikoff, and Sabelhaus (1995) 
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Tabta 6 


Simulating An Immadiata Switch From Incoma Taxation to a Conaumption Tax 


Year 

Saving 

Capital' 

Stock 

• Labor* 
Supply 

Output* 

Wage 

Interest 

Consufl^tion 


Rate 

2.6 

Index 

Index 

100 

Index 

100 

Index 

100 

Rate 


0 

100 

9.4 

0.0 

1 

9.0 

100 

105 

104 

99 

9.7 

23.1 

2 

8 . 5 

102 

105 

104 

99 

9.6 

22.5 

3 

8.1 

105 

105 

105 

100 

9.4 

21.9 

4 

7.8 

107 

105 

105 

100 

9.2 

21.5 

5 

7 . 5 

109 

104 

105 

101 

9.1 

21.1 

10 

6.2 

117 

103 

106 

103 

8.5 

19.5 

20 

4 . 5 

127 

101 

107 

106 

7.9 

17.9 

60 

3.7 

131 

101 

108 

107 

7.8 

17.3 

90 

3.2 

134 

101 

108 

107 

7.5 

16.8 

150^ 

3.2 

134 

101 

108 

107 

7.5 

16.7 

a The 

capital 

Stock, labor supply. 

and output 

are per capita measures. 

b Year 

150 represents the 

economy's 

1 final steady state. 
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Tabla 6 


Simulating An Immediate Switch From Income Taxation to a Consumption Tax But 
Compensating Initial Elderly for their Increased Tax Burden 


Year 

Saving 

Capital* 

Stock 

Labor* 

Supply 

Output* 

Wage 

Interest 

Consumption 


Rate 

Index 

Index 

Index 

Index 

100 

Rate 

Tax Rate 

0 

2.6 

100 

100 

100 

9.4 

0.0 

1 

6.6 

100 

104 

103 

99 

9.7 

22.1 

2 

6.4 

101 

104 

104 

99 

9.5 

21.8 

3 

6.3 

103 

104 

104 

100 

9.4 

21.5 

4 

6.1 

104 

104 

104 

100 

9.3 

21.2 

5 

5.9 

106 

104 

104 

100 

9.2 

21.0 

10 

5.1 

111 

103 

105 

102 

e.8 

19.9 

20 

4 . 1 

lie 

102 

106 

104 

e .4 

18.7 

60 

3 . 0 

122 

101 

106 

105 

8.1 

17.8 

90 

3.0 

122 

101 

106 

105 

8.1 

17.8 

150^ 

3.0 

122 

101 

106 

105 

8.1 

17.8 

a The 

capital 

Stock, labor 

supply, 

and output 

are measured per capita. 


b Year 150 represents the economy's steady state. 
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Mr. Zimmer [presiding]. Thank you very much. 

Mr. English will inquire. 

Mr. English. Thank you. 

Again, I appreciate the opportunity to participate with such a 
distinguished group of panelists. I guess I wanted each of you to 
comment on an issue which has been raised earlier as it applies to 
each of these systems. And I notice that one of the earlier partici- 
pants in the hearing raised the question of tax equity. 

Obviously, it is very difficult to measure tax equity, and I am not 
sure that there has been a very precise standard offered here. I 
guess what I would like you to do is answer the question, in assess- 
ing the tax equity of eacn of these systems, should we also be tak- 
ing into account the impact of growth and opportunity that might 
arise from the tax changes that each of these systems contemplates 
for middle-class families and for working families? 

Dr. Walker, would you care to comment? 

Mr. Walker. Congressman, you put your finger on an extremely 
important issue. It has become the fashion in recent years, with tax 
policy and tax changes, to get the Joint Committee on Taxation to 
draw up burden tables, which is an extremely difficult, if not im- 
possible task, depending on the set of assumptions which many 
might not agree with. But to bring those into the picture and sug- 
gest that any change in the tax system which on paper changes 
that distriWtion, is unfair. 

That leaves out the most important thing that you mentioned, 
and that is the creation of good, high-paying, high-quality jobs, re- 
storing growth to our living standards, which are practically not 
growing at all, and maintaining the economic strength of the Unit- 
ed States so that we can remain a world leader. 

A second point I would make, some people define fairness of a 
tax solely in terms of progressivity of rates. The point that I made 
earlier having to do with the demagoguery of rich versus poor is 
put frequently in terms of how progressive the rate structure is, as 
if that is the end-all and be-all of the tax system’s fairness to the 
ta^ayer. And it is his or her perception that makes a difference. 

Consequently — and I am not coming down for the flat tax per se. 
Any one of these, as Professor Kotlikoff says, is better than what 
we have now. But if you say that the flat tax is not fair because 
you cannot produce the progressivity in rates that you have under 
systems in the past, and ignore completely the fact that the tax- 

f >ayer, number one, would love the simplicity, and two, would be- 
ieve that the simplicity would stop the ripping off that he knows 
is there because it would be so simple and not so complex, then you 
need to think a little more carefully about the question of fairness. 

Let me close my statement with a quote from the Wall Street 
Journal which David Bradford put in his excellent book a few years 
ago. In 1985, a typical taxpayer was queried on. How do you feel 
about the income tax system? He said, I am mad as hell. When 
asked, why are you mad?, he said, I am getting ripped off. How are 
you getting ripped off?, he was asked. He said, I don’t understand 
how I am getting ripped off, but if I understood how I am getting 
ripped off, I would be even madder than I am right now. 

Mr. English. Thank you. Dr. Walker. 

Dr. Kotlikoff. 
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Mr. Kotlikoff. I am not sure I recall exactly the original ques- 
tion, but the 

Mr. English. Had to do with equity. 

Mr. Kotlikoff. I think equity is an important part of a tax 
structure. I think that we have to distinguish different aspects of 
equity. For example, we need to think about intergenerational eq- 
uity, how we are treating young versus old. The current fiscal sys- 
tem is extremely ineouitable from that perspective, because it is 
leaving an enormous bill for the next generation, as generational 
accounting. 

The other key aspect of equity is intragenerational equity. Unfor- 
tunately, we are not producing good measures of intragenerational 
equity. If we move to consumption taxation, as I was pointing out 
in my testimony, we will enhance intragenerational equity because 
we will be really shifting from taxing income to taxing the com- 
bination of wages and wealth. 

Now, I think that point is extremely important. It is one that I 
don’t think has been raised by other witnesses before you. I think 
you really need to focus on that. This is a combination of a wage 
and wealth tax. This is what we teach our graduate students when 
they come to learn about what happens when you shift from in- 
come to consumption taxation; you are really shifting from income 
taxation to the combination of a wage and a wealth tax. A million- 
aire who goes and spends his principal, Donald Trump, if he blew 
all his money today after, let’s say, the Archer retail sales tax was 
put into place, he would pay taxes, perhaps 20 percent of his 
wealth would go in the form of taxes in terms of retail sales taxes. 

So we are really taxing the principal of wealth under a consump- 
tion tax, whether it be a sales tax or a flat tax. Each of these taxes 
has a wealth tax aspect to it. 

Again, if the advocates of consumption taxation really understood 
how eauitable it is, how redistributive it is, they would be less for 
it. And if the opponents really understood it, how it works, they 
would be more in favor of it. I think it would be very healthy. I 
think it would improve intragenerational equity, because a lot of 
the inequity within generations reflects inherited wealth, which is 
very unevenly distributed. 

So I think that consumption taxation wins out on equity grounds 
as well as efficiency grounds, as well as savings ana investment 
and growth grounds. It is hard to beat it. 

Mr. English. Thank you for that powerful testimony, and my 
time has elapsed. 

Chairman Archer [presiding]. Who is next at this point? 

Mr. Rangel. Mr. Chairman. 

Chairman Archer. Charlie, you have never been bashful. You 
are always going to step forward, so I will recognize you. 

Mr. Rangel. Thank you so much for your kindness, Mr. Chair- 
man. 

Dr. Walker, it has been a long time since we have had a chance 
to exchange views on this subject that is very dear to you. In the 
past you never used such mean-spirited language about people en- 
vious of those that have been able to acquire wealth. And to think 
that they would attempt to manipulate the system in order to re- 
distribute — it would seem like those who have earned it, have 
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taken the risk, certainly should be given the opportunity to save 
and invest and, as you pointed out, allow America to continue to 
provide leadership in the world commerce, and therefore create bet- 
ter jobs for more people, and they too should aspire to be able to 
save more of what they earn and there should be a constant source 
of people not trying to take advantage of the earnings of someone 
else, but to strive to reach that level where they too can earn. 

In the previous question, I was trying to find out from the econo- 
mists just what responsibility would a government have, not only 
to provide for less consumption, more savings and more investment 
in plant and machinery, but how do we invest in labor in order to 
malte certain that we are prepared to accept the responsibilities of 
providing people for these new high-paying jobs? 

Clearly, all of us would agree that pumping money into a prison 
system and an emergency ward system and an aid system and ad- 
diction system and a police system is not the way to go. And 
whether or not the Federal Government should be involved in edu- 
cation and training, that is outside of it. 

But you. Dr. Walker, to make certain that we don’t have this 
envy in terms of income, at what level of government, if govern- 
ment should be involved at all, should we depend on the invest- 
ment in the training of individuals with the same degree of concern 
as we should for the concern in saving? 

Mr. Walker. Well, it is good to exchange views with you again. 
Congressman Rangel. It seems to me that what we are talking 
about here is one of the beauties of our capitalistic system, of the 
way our economy works. 

I was surprised when Mr. English told me some time back what 
a terrific amount of export and manufacturing activity he has in 
his particular district. If you create, in my jud^ent, the proper 
rules of the game for the system to work, which we do not have 
particularly in the tax system, it is the worst part of it, at all, busi- 
ness itself will step in and see that the people who work for them 
get the proper training, provided we attack this fundamental ques- 
tion of the inadequacy of our secondary educational system and the 
transition from high school into productive work. 

Mr. Rangel. How do we deal with that. Dr. Walker? 

Mr. Walker. I think the basic approach is at the State level. Mr. 
Archer may have heard this, I have heard it from friends in Texas, 
my home State, that Texas corporations have despaired at hiring 
Texas high school graduates, some of whom can’t even read their 
diplomas. And I have friends in Texas that I could name that are 
eagerly awaiting the chance with the new administration in Texas 
to attack the K through 12 problem in the educational system. 

Mr. Rangel. Texas traditionally has not really been a major in- 
vestor in education. Over the years when I was sitting next to Jake 
Pickle, we have noticed the tables of investment, and taxes, for 
whatever reason, the reason 

Mr. Walker. I don’t think Texas, though, is churning out any 
more students than other parts in the country that are spending 
a lot more money on education. 

Mr. Rangel. No, I didn’t mean it in that way. What I meant was 
that if you and I want to achieve the highest potential of talents 
with our employers in terms of national interests, whether it is 
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Texas or New York, and certainly amount of money doesn’t guide 
as to who has the best system available to them, but do you realW 
want to turn over whether or not our country is producing a suffi- 
cient quality employee to the private sector, that we should leave 
that to the States? 

Mr. Walker. Not a question of leaving that to the States. There 
may be ways to give them incentives to do more. But I know that 
Texas businessmen and corporate leaders can’t wait to get to the 
reform issue in Texas. And I think this is true of other States also. 

Now, look at the other side. When did we establish the Depart- 
ment of Education? I don’t remember, but it has been around a 
long, a very long period of time. And Federal activity has grown 
and what has happened to the quality of our high school grad- 
uates? You give business good high school graduates that can read, 
write and have good work habits, they will turn them into the peo- 
ple or help turn them into the people to occupy these better, more 
challenging, high-paying jobs, at least in my opinion. 

Mr. Rangel. Thank you. Doctor. 

Chairman Archer. Well, this is a very illuminating discussion. 

Mr. Rangel. My time passes by. I just wanted to point out that 
while you don’t always agree, you are beginning to sound more like 
me, at least in terms of your voice. 

Mr. Walker. I am a little under the weather. 

Chairman Archer. Very interesting discussion about an issue 
that is not before the Committee today, but the gentleman’s time 
has expired, and Mr. Christensen may inquire. 

Mr. Christensen. Thank you, Mr. Chairman. 

Dr. Walker, I really appreciate your testimony. You — no offense 
to my friends from the academic world, but you really seem to have 
your head screwed on straight with a Ph.D. And I appreciate your 
perspective. 

Mr. Walker. Thank you, I appreciate your remark. 

Mr. Christensen. And I know that Dr. Kotlikoff and Dr. 
Jorgenson have given a lot of thought to this, so I want to get their 
ideas on a couple questions. The first one would be, Dr. Kotlikoff, 
you have — and am I pronouncing that name correct? 

Mr. Kotlikoff. Very good. Better than me. 

Mr. Christensen. Can you tell me more about this electronic 
consumption tax? It is the first I have read about it and I see you 
have a little bit about it in your written testimony. Could you walk 
that through with us and how that would work? 

Mr. Kotlikoff. OK. It is an idea I just came up with. It is not 
that I am advocating electronic consumption tax over the other pro- 
posals. I think each has pluses and minuses, but anyway the elec- 
tronic consumption tax would work like this. 

Everyone would have a card, and when you go to the store to buy 
something, whether you are bxiying it with cash or a credit card or 
ATM card, you take your EC'T card and just run it through the 
card reader. And that would send to your bank the information 
about how much you spent on consumption. At the end of the 
month, the bank would tally up your total purchases, your total ex- 
penditure on consumption, and send that information to the IRS. 
It wouldn’t send the information about the composition of your pur- 
chases, just the total. 
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Then the IRS would withhold taxes and it could do it on progres- 
sive rates or proportional rates, depending on what Confess chose 
to legislate. So it is a way of having a retail sales tax, while having 
progressive tax rates. 

Mr. Christensen. In your idea of the ECT card, would this be 
mainly a tracking system for the tax or would this also be a mode 
of payment for your goods and services then? 

Mr. Kotlikoff. Well, you pay — ^this would track your tax liabil- 
ity, and then the government could electronically withhold the tax 
payment from your, for example, from your wages or from your 
checking account. So potentially we could set this tax up in such 
a way that absolutely no tax forms need being filed. That beats a 
postcard. 

This is one way to have a progressive consumption tax where the 
actual tax is a little bit more transparent to the individual tax- 
payer. Because every time he buys a good or service, he’ll have to 
run his card through the card reader. 

Mr. Christensen. I would like to get your opinion and Dr. 
Jorgenson’s opinion on the flat tax proposal and whether or not in 
your opinion it would be an advantage to go with a — if we were to 
go with a flat tax, whether it would oe a pure flat tax or whether 
it would be a modified flat tax with, say, the two exemptions that 
I continue to hear discussed are the mortgage interest deduction 
and the charitable deduction. 

I know that there is going to be a lot of discussion on this and 
a lot of debate, but in your own personal opinion, where do you 
think we would go if we were to follow the flat tax philosophy? 

Mr. Jorgenson. Well, I think of the flat tax philosophy which 
would be applied without any modification would involve the fol- 
lowing guiding principle. Everybody who had a home would have 
a schedule C, and would treat ownership of a home as a business, 
for which there would be some kind of rental liability. 

None of the flat tax proposals that I have seen, the Armey pro- 
posal or the Hall-Rabushka proposal, involve anything like that. In 
fact, owner-occupied housing is carefully excluded from the defini- 
tion of investment in both of those proposals. So I think that that 
would be one way to treat the housing, would be to simply leave 
it out of the tax system and leave out capital gains. And that is 
the flat tax in the Hall-Rabushka variety. 

Another approach which is represented in the U.S.A. tax ap- 
proach of Senators Nunn and Domenici, involves preserving the 
current system of having a system of mortgage tax deductions and 
tax deductions for State and local interest. That has very important 
advantages, because that would I think put the treatment of in- 
vestment in housing pretty much on par with business assets, if 
the rest of the taxation of investment was treated on the basis of 
a flat taix or consumption tax approach. 

So I think either of those approaches are compatible with the 
basic flat tax. And I certainly would not advocate the extreme form 
of everybody has a schedule C and treats their home ownership 
like a business, which would be a perhaps principled version of a 
flat tax proposal with a consumption tax base. 

Mr. Christensen. Dr. Kotlikoff. 
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Mr. Kotlikoff. Well, I agree with Professor Jorgenson. I think 
that we have been oversubsidizing housing, and too much of our 
capital stock through time, our precious capital stock, has gone into 
housing relative to plant and equipment, which will raise the pro- 
ductivity of workers and ultimately their real wages. 

So I think that if we do adopt a flat tax, that we should do it 
without special provisions for housing other than deductibility of 
mortgage interest. I think the Hall-I^bushka proposal deals with 
housing in a reasonable manner, and the beauty of a flat tax or a 
retail sales tax is keeping it simple, keeping it pure. Once you start 
opening the door, you are going to have all kinds of claims to ex- 
emptions and deductions and you will get back through time where 
you started. 

In the case of the sales tax, if you start exempting certain kinds 
of commodities, you will through time end up with a very com- 
plicated system, one in which there is great disincentive to pur- 
chase certain kinds of goods versus others and a lot of economic 
distortion. Really, the beauty of these ideas is that they are very 
simple and pure. They should be kept in that form. 

Mr. Christensen. Thank you. And I tend to agree. I appreciate 
your comments. 

Thank you, Mr. Chairman. 

Chairman Archer. Mr. P^ne may inquire. 

Mr. Payne of Virginia. Thank you very much, Mr. Chairman. 

I must say I agree with much of what you said, but I think we 
have here a responsibility to look more broadly than just at the 
Tax Code, at the implications of home mortgage interest deductions 
or charitable deductions or many of these elements of the Tax 
Code, because there will be some very broad ramifications of what 
some actions might do and some unintended consequences. Cer- 
tainly we need to look at those as well. 

I just had one question. It had do with the 1986 tax act, and. Dr. 
Jorgenson, you talked about it in your testimony. I was struck this 
morning when Mr. Dakin from Mobil Oil was here, he mentioned 
that since 1986 the amount of resources required for him to com- 
plete all the documents that he needs to complete for Mobil Oil, 
has increased by about 34 percent. 

The year 1986 then was an attempt to, among other things, sim- 
plify the Tax Code. And if this is any indication of the simplifica- 
tion that occurred as a result of 1986, it must be that from a public 
policy point of view, we missed the mark at least on that account. 

Would you comment on that and what is it that we might learn 
from that experience as we begin to look once again at reforming 
the Tax Code? 

Mr. Jorgenson. Well, I think that the key decision that was 
made at the bemnning of the debate in 1986, almost before the 
matter came before this Committee, was to stick with the income 
tax and not consider seriously the possibility of shifting to a com- 
pletely new system, as has been proposed by advocates of a con- 
sumption tax. 

I think that that is the starting point for the kind of 
complexification of the Tax Code, as opposed to simplification, that 
actually took place in 1986. As people begin to think about trying 
to reform the income taxation, they begin to think about things like 
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being sure that everybody paid some tax. That led to the alter- 
native minimum tax, which accounts for a very large part of this 
increased administrative burden that you heard about at the open- 
ing testimony this morning. 

So it seems to me that Chairman Archer has pointed this out on 
many different occasions, including this morning, that starting 
with a totally new system, based on a consumption tax or consump- 
tion tax base as opposed to an income tax base, offers the only hope 
it seems to me for simplification. 

What we found out in 1986 was that as a result of sticking with 
the old income tax system, we ended up with a system that was 
much more complex, although I think from the economic point of 
view, it certainly had some sizable benefits. If we had shifted to a 
consumption tax at that time, I think those benefits would have 
been doubled. 

Mr. Payne of Virginia. Are you suggesting then that if we do 
look at a flat tax there is no way that it would be a simpler system 
than the system we have in place, that there is no reform of the 
present income tax system that would result in a simpler system. 

Mr. Jorgenson. Yes. The reason is that income is an idea that 
is much more difficult to define in economic or legal terms than 
consumption. Consumption is something which is relatively unam- 
biguous in both economic and legal definitions. That being the case, 
a consumption tax lends itself to simplification. 

A good example are the comsumption-based taxes that are actu- 
ally used in Europe, the so-called value-added taxes, tax systems 
that involve very complicated administrative systems, with a sys- 
tem of credit for previous tax paid, but from the economic point of 
view and from the legal point of view, we have to think in terms 
of legal implementation of these systems. 

It is clear that the definition of consumption is something that 
is intrinsically a good deal simpler than the idea of income, which 
compares income mom labor, income from different forms of capital, 
different forms of capital income, from equities, from self- 
employments, from debt; these involve legal complexities that can 
be done away with by a shift to a consumption-based tax. 

Mr. Payne. Thank you very much. 

Chairman Archer. Ms. Dunn. 

Ms. Dunn. Thank you, Mr. Chairman. 

I want to ask Dr. Walker a question, because your presentation 
on savings was very interesting to me. During the debate that 
many of us were involved in during the first few months of this 
congressional session when we proposed a tax relief bill, there were 
many on the other side who explained that providing tax cuts to 
people or companies was simply going to add to the deficit and cre- 
ate problems for us. 

I would like to take advantage of your expertise in the area of 
capital gains to ask you to explain how the capital gains rate cut 
contributes to our much healthier degree of savings and investment 
here in the country. 

Mr. Walker. Well, I would approach that by first taking a look 
at the assistance a cut on capital gains taxes provides to the entre- 
preneur, which is a CTeat part of the vigor of our capitalistic sys- 
tem. A young man who invents a better mousetrap and it is a good 
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one and tries to raise the money and needs to market it, produce 
it and needs to hire some $300,000-a-year engineers from GE and 
others, and he doesn’t have the money but he can promise them 
stock or stock options. The lower the capital gains tax, the much 
easier it is for him to do that because they will get a higher rate 
of return. 

Second, if a lower capital gains tax happened tomorrow, all cap- 
italized assets would rise in value, stocks, anything that is sub- 
jected to a capital gain. That in turn mves you more vigor in your 
economy through what economists c^l the wealth effect, and so 
forth. Tuese are commonly recognized. 

What is not sufficiently recognized even by corporate CEOs 
themselves — chief financial officers, frequently, yes; chief executive 
officers, I have been very surprised and somewhat disappointed. 
What is important, and I have served on several boards, in an in- 
vestment decision is whether the internal rate of return which you 
have all these young MBAs figuring out covers your cost of capital. 

Several factors go into that cost of capital. Lower capital gains 
rates will give you a lower cost of capital. People buy stock for one 
reason. They want a return and they can get that as a dividend 
or as appreciation of the value of stock. I don’t buy for dividends. 
I don’t want any more current income in that sense. I buy for ap- 
preciation. 

Now, if Uncle Sam lays a 100 percent capital gains tax on that, 
I am not interested. Fifty percent at least I have more interest. 
Twenty-five percent I have more interest, and 19.8 percent, I have 
a dickens of a lot more interest. So it is easier for us directors in 
corporations that are making investment decisions to retain the 
earnings and save the stockholders who don’t want dividends — no, 
we retain the earnings because of their capital gains and the good 
return. This lowers their capital costs actually and increases busi- 
ness investment. 

On the saving side, that is just a part of the overall picture of 
how much of an impact of saving you get from reducing taxes on 
savings because that is what capital gains are. 

Ms. Dunn. Thank you. 

Chairman Archer. Do any other Members wish to inquire? 

Gentlemen, thank you very much. I appreciate your testimony. 

The Chair invites our next panel to come to the witness table: 
Jennie Stathis, Arthur Hall, Charles Adams, James Payne and 
David Raboy. 

We would like you to keep your oral testimony to 5 minutes and 
you m^ submit for the record more extensive testimony in writing. 

Ms. Stathis, with the GAO, would you proceed, please? 

STATEMENT OF JENNIE S. STATfflS, DIRECTOR, TAX POLICY 

AND ADMINISTRATION ISSUES, GENERAL GOVERNMENT 

DIVISION, U.S. GENERAL ACCOUNTING OFFICE 

Ms. Stathis. Yes, sir. Thank you, Mr. Chairman and Members 
of the Committee. I am pleased to be here today to participate in 
your hearing. 

I was invited to talk about the tax gap, and that is in fact one 
of the problems with the current income tax system. One of the 
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challenges that IRS has is to reduce the amount of income taxes 
that are owed but not paid. 

IRS’ current estimate is that the tax gap amounts to more than 
$100 billion annually. While these types of estimates are nec- 
essarily imprecise, they do give you some ballpark ideas of the 
challenge. 

To summarize, I would like to ask Committee Members to turn 
to page 6 of my statement where I have attached a table which 
shows the components of IRS’ tax gap estimates. You will see there 
that 74 percent is attributed to individual taxpayers and only about 
a fourth to corporations. 

You will also see that unreported income is considered to be by 
far the largest problem, overstated deductions accounting for a 
small percentage. One piece of information that might be of inter- 
est to you in considering changes, is that only about 30 percent of 
individual taxpayers now itemize; so it is not surprising that de- 
ductions make up such a small percentage of this gap. 

If you turn to the next page, you will see a further breakdown 
by type of income for individual taxpayers and what IRS calls vol- 
untary reporting rates. In wages and salaries, there is a reporting 
rate of 97 percent. Where you have interest and dividends which 
are largely subject to information reporting, the compliance rate 
drops to 90 and 87 percent. But if you will look down the page, you 
will get to sole proprietors where there is largely not withholding 
or information reporting, and the reporting rate is 36 percent. A 
subcomponent of that is the informal suppliers. They are estimated 
to report only 11 percent of their income. 

Also missing from these estimates is the illegal economy. IRS 
does not make estimates for the income tax gap from illegal activi- 
ties anymore, believing that both the data and the methodology are 
lacking with which to do that. 

I have also included in the statement beginning on page 3 some 
of the factors that we believe are important in influencing the level 
of compliance in any system that you decide to embark upon. The 
first is that the simpler the rules, the better. The second is that 
collecting from fewer sources is easier. The third is that more visi- 
ble tax information promotes higher compliance. The fourth is that 
good information is critical to identifying any compliance problems 
that you have. The tax administrator needs to be on top of that. 

Fifth is that you then use that information to focus whatever 
compliance efforts you might have where they will do the most 
good. And sixth is dealing with problems quickly. Those are factors 
that seem to permeate all types of noncompliance that IRS has 
thus far identified with the income tax. 

In closing, let me just say that promoting or encouraging uniform 
compliance with whatever system we have is important. I know 
there was some discussion this morning about equity and one 
subcomponent of equity is trying to ensure that everyone complies 
to a similar extent. That is why compliance levels are going to be 
important in whatever system you decide to embark upon. 

With that, I will conclude my summary. 

[The prepared statement and attachments follow:] 
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TAXPAYER COMPLIANCE 


STATEMENT OF 
JENNIE S. STATHIS 

DIRECTOR, TAX POLICY AND ADMINISTRATION ISSUES 
GENERAL GOVERNMENT DIVISION 
U.S. GENERAL ACCOUNTING OFFICE 


Mr. Chairman and Members of the Committee: 

We are pleased to be Invited by the Committee to discuss the 
Income tax gap. One of the biggest challenges facing the 
Internal Revenue Service (IRS) Is finding ways to reduce the 
gross Income tax gap--the difference between Income taxes owed 
and voluntarily paid. IRS has estimated that taxpayers do not 
voluntarily pay more than $100 billion annually In taxes due on 
Income from legal sources. While such a "tax gap" estimate Is 
necessarily Imprecise, It does Indicate the size of the challenge 
confronting tax administration. 

My statement covers four points: 

IRS Information, while dated, suggests that U.S. taxpayers 
voluntarily pay 83 percent of the Income taxes they owe--87 
percent after IRS audits and other IRS programs. Although 
this compliance level may be relatively high by world 
standards. It translates Into large sums of "tax gap" 
dollars because of the size of our economy. 

Compliance la not uniform across groups of taxpayers. IRS 
estimates that wage earners report 97 percent of their 
wages; the self-employed report 36 percent of their Income; 
and "Informal suppliers" — self-employed Individuals who 
operate on a cash basis — report just 11 percent of theirs. 

Significantly, the IRS data show that compliance Is highest 
where there Is tax withholding, a little lower where there 
Is Information reporting to IRS, and much lower where there 
Is neither. In addition to the relative visibility of the 
Income to tax administrators, the complexity of tax rules, 
together with a number of other factors, also Influence the 
level of tax compliance. 

Some of the "tax gap" may not be collectible at an 
acceptable cost. Collection, In some Instances, could 
require either more recordkeeping or reporting than the 
public Is thought willing to accept or too costly an IRS 
effort. Thus, It Is Important that IRS measure compliance 
with the tax laws and use that Information to effectively 
focus Its resources. 

I would like to begin with a discussion of the "tax gap" 
estimates and how they are derived. 

TAX GAP ESTIMATES 

Tax gap estimates, for the most part, begin with IRS' Taxpayer 
Compliance Measurement Program (TCNP). In this program, IRS 
audits a random sample of tax returns, examining every Item to 
Identify both under- and over- reporting. These results are then 
used to estimate compliance levels for the population as a whole. 
Other sources are used to estimate taxes not paid by large 
corporations, by those who do not file tax returns, and by those 
"Informal suppliers" who operate cash-based businesses. 

Excluded from the estimates are taxes that go uncollected from 
Illegal activities such as drug dealing and prostitution. IRS 
researchers believe the data and methodology for Including such 
estimates are lacking. Also excluded are other types of taxes — 
for exeunple, employment and excise taxes. 
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IRS last estimated the gross tax gap In 1988, for tax years 1973 
through 1992. (See table I.l.) The estimates relied on earlier 
TCMP results, the latest covering tax year 1982. Later TCMP 
results for tax years 1985 and 1988 (for Individuals) and 1987 
(for small corporations) have not yet been reflected In tax gap 
estimates . After making some adjustments for tax law changes and 
shifts In types of Income, IRS estimated that taxpayers have been 
paying about 83 percent of the taxes they owe. Factoring In 
estimates of economic growth, IRS derived an Income tax gap of as 
much as $127 billion for tax year 1992. Thus, regardless of the 
adequacy of IRS enforcement programs, the tax gap could continue 
to grow In current dollars because of economic growth and changes 
In tax law that could have the unintended effect of Increasing 
opportunities for noncompl lance. 

By IRS' estimates. Its enforcement programs have, on average, 
recovered about 4 percent of total Income taxes due In any 
particular tax year. Thus, overall compliance has tended to 
reach about 87 percent after IRS audits and other IRS programs. 
But, because of the time consumed by IRS' activities and 
subsequent appeals and litigation. It may take a number of years 
to reach the 87-percent compliance level. 

COMPONENTS OF 'IHE TAX GAP 

Tax administrators from other countries have told us that IRS' 
data suggest a relatively high level of tax compliance In the 
United States compared to other countries. Yet, within this 
overall average level of compliance, are a range of estimates by 
type of taxpayer or Income. 

As shown in table 1.2, IRS attributes about three-fourths of the 
tax gap to Individuals and one-fourth to corporations. The 
Individual tax gap is due primarily to Individuals not fully 
reporting their Income (about $73 billion of the $94 billion 
estimate) . In comparison, smaller estimates were attributed to 
Individuals overstating their deductions ($8 billion) or not 
making full payment with their returns ($11 billion). The tax 
gap estimate for corporations Is divided between large 
corporations ($24 billion) and small corporations ($7 billion). 

Within these overall tax gap measures, however, compliance across 
groups of Individual taxpayers Is not uniform. (See table 1.3.) 

Wage earners whose salaries are subject to tax withholding 
(the most visible form of income to IRS) are estimated to 
report 97 percent of their wages. 

Those with Interest and dividends are estimated to report 90 
percent of their Interest Income and 87 percent of 
dlvidends--lncome that for the most part Is subject to tax 
Information reporting but not to tax-withholding. 

In contrast, IRS estimates that the self-employed report 
about 36 percent of their Income — Income that Is neither 
subject to withholding nor necessarily covered by 
information reporting. 

And finally, among the self-employed who operate Informally 
and thus are even less likely to have Income reported to IRS 
on Information returns, compliance Is estimated to be about 
11 percent. 

Similarly, variations In compliance patterns exist In the 
corporate sector. Small corporations, whose compliance level 
dropped to 61 percent in IRS' tax year 1987 TCMP, tend to mirror 
the compliance patterns of sole proprietors. Underreported 
Income is the biggest compliance problem and sufficient 
documentation Is often a problem. Large corporations. In 
contrast, tend to have Issues associated with the ambiguity and 



151 


complexity of the tax code. Upon audit, IRS auditors and 
corporations sometimes Interpret tax provisions differently, 
leading to contested Issues. For example, IRS has ultimately 
collected about 22 cents for each $1 of proposed audit 
assessments of the nation's 1,700 largest corporations. 

Analyzing such tax gap patterns suggests a number of factors 
which Influence the size of the tax gap. 

SYSTEMIC FACTORS THAT INFLUENCE TAX COMPLIANCE 

Tax administrators around the globe work to promote compliance 
with whatever tax regime Is In place. Some common factors 
Influence their success level. 

First: The simpler the rules, the better. This reflects the 
basic principle that the simpler the tax code and the more 
certain the results In applying It, the fewer the opportunities 
for disagreement over the "fine points” of the law. However, 
very few would argue that the existing U.S. tax system Is either 
simple or certain. For example, some paragraphs In the Internal 
Revenue Code have generated as much as 250 pages of Implementing 
regulations . 

Second: Collecting from fewer sources Is easier. Tax 
withholding allows the tax collector to focus cn the relatively 
small number of employers, rather than all employees. Congress 
also followed this reasoning In changing the collection point for 
diesel fuel taxes to the smaller number of businesses earlier In 
the production ahaln. Subsequent to this and other changes In 
the taxation scheme for diesel fuel, collections have risen 
significantly. 

Third: More visible tax Information promotes higher compliance. 
Tax-withholding and Information reporting are two means of making 
Income and some deductions visible to both the taxpayer and the 
tax administrator, which results In compliance rates that are 
significantly higher. Good records and other types of paper 
trails also lead to better results when the tax administrator 
audits a return or takes some other enforcement action. Other 
countries have transaction Information from administering value- 
added taxes--lnformatlon not readily available to IRS. 

Fourth: Good Information Is critical to identifying compliance 
problems. This factor recognizes the importance of 
systematically estimating the extent of noncompliance and 
variations In taxpayer behavior. In this way, the tax 
administrator can Identify areas warranting attention, tax 
returns to audit, and the results of any efforts to Improve 
compliance. 

Fifth: Focus compliance efforts trtiere they will do the most 
good. Having Information on the most significant compliance 
problems allows IRS to tailor Its efforts accordingly. At 
present, the largest component of the Income tax gap Is 
attributable to Individuals not fully reporting their Income — an 
estimate that has led IRS to train Its auditors to better detect 
such situations. 

Sixth: Deal with problems quickly. Another potential byproduct 
of assessing problem areas Is the ability to deal with them 
quicker. IRS has found that the longer it takes to reach a 
taxpayer, the less likely It will achieve a favorable outcome. 

THE PHAT,T.EHGE for IRS 

When some taxpayers do not pay all the taxes they owe, the burden 
of funding government programs shifts to taxpayers who do comply. 
Thus , maintaining high levels of compliance Is Important for 
equity reasons. Yet, It would not be realistic to assume that 
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all of the tax gap revenues can be recovered. To do so would 
mean Imposing burdens and costa that our society Is unlikely to 
accept. While we do not know how much recovery Is realistic, 

IRS' current plans are to Improve compliance from the estimated 
87-percent level to 90 percent by the year 2001. 

One method by which IRS hopes to achieve such results Is by 
Increasing Its compliance presence. And there Is room for 
growth. Over the last 30 years, the rates at which IRS has 
audited Income tax returns have declined over 75 percent. And, 
while alternative mechanisms such as document matching reach 
certain types of Income, IRS has no such substitute for more 
complex Issues. 

This year IRS will also undertake another TCMP. This TCMP will 
be larger than earlier ones because It will cover four types of 
taxpayers. The most recent TCMP for Individual taxpayers was tax 
year 1988, for small corporations tax year 1987, for partnerships 
tax year 1981, and for S corporations tax year 1984. The TCMP Is 
very Important because It Is IRS' only tool for measuring 
compliance levels and developing formulas for objectively 
selecting returns to audit. The time and documentation 
requirements may be of concern to taxpayers selected for a TCMP 
audit. But TCMP audita will actually reduce the overall long- 
term burden^ on taxpayers to the extent that they reduce the 
number of compliant taxpayers selected for other IRS audits. 


In concluding my testimony this morning, I would like to 
reiterate how Important it Is for IRS (or other tax 
administrators) to Invest agency resources to measure 
noncompliance and use that Information to balance efforts among 
the competing goals of (1) maximizing tax revenues, (2) promoting 
uniform compliance, and (3) minimizing taxpayer burden. I would 
welcome any questions you or Members of the Committee may have. 


^GAO's prior testimony Tax System Burden; Tax Compliance Burden 

Faced by Business Taxpayers (GAO/T-GGD-95-42, Dec. 9, 1994) 
discusses the difficulties of measuring tax system burden. An 
extract of that testimony Is shown at Appendix II. 
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SELECTIVE TAX GAP SUMMARY STATISTICS 

Table 1. 1: Range of Estimates of the Gross Leeal-Seclor Income Tax Gap and Voluntary 
Compliance Rates for Selected Tax Years 1973-1992 


T« 

yeir 

Gross inccme tu gsp' 

($ billions) 

Voluoujy compliance rate^ 

(percent) 

Total 

Individual 
income tax 

Corporate 
incone tax 

Total 

Individual 
income tax 

Coiporete 
income tax 



^^2 

^^2 

Q 2 

m 

■9 

83.9 

82.0 

222 

222 

nm 

80.3 

mm 


221 



7.1 

^22 

82.7 

80.7 

222 

^^2 


80.6 . 



69.0 

^^2 


222 

221 

81.9 

^^2 

^^2 

^^2 


80.4 



70.5 

221 

^^2 

7.1 

^^2 

82.9 

2 Q 2 

222 

222 

lEB 

80.8 



^^2 

^22 

Q 2 

■2 


81.6 

^^2 

^^2 

^^2 


80.6 




^22 

02 

|^^2 


81.0 

79.5 

^^2 

^^2 


81. i 


lOy 


22! 

1^2 



84.0 

82.0 

1^2 

2^2 

ISI 

81.2 


201 


^^2 


^^2 

^^2 

84.6 

82.7 

222 

221 

IQU 

81.1 


‘The higher IRS estimates of the tax gap in the right hand columns are based on the amounts 
of additional tax recommended by IRS examiners, and the lower estimates of the gap in the 
left hand columns are based on the amounts of tax ultimately assessed after all appeals and 
litigation. Since IRS examiners cannot detect all tax deficiencies, IRS believes the actual tax 
gap lies between these two sets of estimates. 

^e voluntary compliance rate is what taxpayers voluntarily pay as a percentage of their total 
tax liability. See note 1 for an explanation of the range of rates. 

Source: Income Tax Compliance Research: Net Tax Gap and Remittance Gan Estimates. 

IRS Publication 1415 (4-90). 
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Table 1.2: Gross Tax Gap Estimates for Tax Years 1992 
(Dollars in millions) 


Source of tax gap 

Tax gap 
amount 

Tax gap 
distribution 
(percent) 

Individual tax gap 

$93,994 

73.9% 

Unreported income 

72,991 

57.4 

Sole proprietors 

33,683 

26.5 

All other income 

39.308 

30.9 

Overstated deductions' 

8,081 

6.4 

Individual remittance gap 

11,400 

9.0 

Math errors 

1,521 

1.2 

Corporate tax gap 

33.135 

26.1 

Small corporations 

6,999 

5.5 

Large corporations 

23,716 

18.7 

Other* 

420 

.3 

Corporate remittance gap 

2,000 

1.6 

Total tax gap” 

$127,129 

100.0% 


•Includes subtractions for erroneous deductions, exemptions, credits, and other adjustments. 

'’Includes unreported income and overstated deductions for exempt organizations’ unrelated 
business income and for fiduciaries. 

‘ Totals may not add due to rounding. 

Sources: Income Tax Compliance Research . IRS Publication 1415 (7-88); and Income Tax 
Compliance Research: Net Tax Gan and Remittance Gao Estimates. IRS Publication 1415 (4- 
90). 
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Table 1.3: 1992 Individual Reporting Rates and Gross Tax Gap Estimates bv Source 
(Dollars in millions) 



Voluntary Reportiag 

1992 tax gap amount 

DescriptioD 

Rau* 


Wages and salaries 

96.6« 

$3,667 

Interest 

90.1 

2,680 

Dividads 

*7.3 

2,125 

State tax refold 

87.6 

193 

Alimony 

65.2 

279 

Capital gains 

85.0 

10,232 

IRS Foim 4797 

38.2 

1,180 

Pcssions and aiiiuiiies 

84.6 

2,809 

TaxaUe uncsnplayiiMat 

81.8 

539 

Farm mcome 

-• 

6,775 

Partaenhip income 

67J 

2.371 

Small business oorporatian 

57.0 

750 

Estates and tnists 

95.1 

195 

Rents and royalties 

80.7 

2.467 

Non/arm sole proprietars: 

36.0 

33,683 

Informal rapfdiers 

11.4 

10,410 

Other sole proprieton 

44.3 

23,273 

Other iiKome 

39.3 

3,003 

Taxable Social Secorily 

83.2 

43 

Adjustments to income 

10d3 

694 

Deductions 

104.4 

3.889 

Exemptkni 

104.1 

2.224 

Credits 

113.0 

IZ74 

Math erron 

_4 

1.521 

Nonreminance 

_4 

11.400 

Total individual tax gap* 

-■ 

$93,994 


Totals mi^ not add doe to rouoding. 

The voluntafy reporting rate is whal taxpayers v<4uiitarity report cn their tax retains as a pcTceolage of wbal they sbotdd have reported 
*Not computable, negative income reported 
^ot applicable. 

*Vatiiniaiy compliance rate as computed by IRS is S3.1 percent (see table LI). 

Source: Income Tax Compliance Reseaidi. IRS Pabbcalion 1415 (7>8SX 
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APPENDIX II 


RELIABLE ESTIMATE OF OVERALL 
COMPLIANCE COSTS DIFFICULT TO DEVELOP 

EXTRACT FROM DECEMBER 9, 1994 STATEMENT OF 
LYNDA D. HILLIS 

ASSOCIATE DIRECTOR, TAX POLICY AND ADMINISTRATION ISSUES 
GENERAL GOVERNMENT DIVISION 
U.S. GENERAL ACCOUNTING OFFICE 


"As business taxpayers strive to comply with federal, state, and 
local tax requirements, they expend time. Incur costs, and 
experience frustrations. GAO refers to this time, cost, and 
frustration as taxpayer compliance burden . . . 

"GAO collected Information on compliance burden from the 
management and tax staffs of selected businesses, tax 
accountants, tax lawyers, representatives of tax associations, 
and officials of the Internal Revenue Service. In addition, GAO 
reviewed academic research and other studies on compliance burden 
and tax simplification . . . 

". . . [With respect] to the overall cost to businesses of 
complying with the tax code, we did not Identify a readily 
available, reliable estimate of such costs. While there was a 
general consensus that compliance Is burdensome and some 
businesses offered anecdotal examples of their costs, our 
discussions with businesses and review of available studies 
Indicate that developing a reliable estimate would require that 
several practical and severe problems be overcome. These 
problems Include working with a broad spectrum of businesses to 
accurately separate tax costs from other costs and obtaining 
accurate and consistent responses from businesses on tax burden 
questions. This would be an expensive and burdensome process in 
Itself . 

"In our Interviews with business officials and tax experts, we 
found that business tax compliance strategies usually were not 
done In Isolation from other business operations; few of their 
activities were done solely or even primarily for tax reasons. 
More often, tax considerations affected the timing or structure 
of a business action not whether the action would occur. For 
example, a business In acquiring equipment would consider tax 
Implications In terms of whether to buy or lease the equipment. 

"Few of the businesses we spoke with could readily separate tax 
compliance costs from other costs of doing business. The 
Integration of the tax compliance activities with other business 
activities makes It difficult and time-consuming to collect the 
Information necessary from businesses to generate reliable cost 
estimates. For example, businesses said It would be difficult to 
take payroll expenditures and Isolate those associated with tax 
compliance. 

"Further, business respondents said that they do not routinely 
need, thus It does not make sense for them to collect. 

Information on compliance costs. And, to separate tax compliance 
costs from other costs of doing business would be burdensome and 
of questionable usefulness to them. 

"A few business officials provided estimates of some compliance 
costs, such as legal fees, payroll management fees, and tax 
software expenditures, but expressed limited confidence In their 
ability to provide accurate, comprehensive coat data. In 
addition, those few businesses that said they could Isolate some 
of their tax compliance costs Indicated that even In their cases. 
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It would be difficult to separate federal compliance costs from 
state and local compliance costs. 

"We reviewed seven studies Issued since 1980 that provide some 
estimate of compliance cost associated with the federal and some 
state tax systems. [We reviewed only those studies that produced 
original-source estimates and excluded those that made 
projections from these original studies.] None of these studies 
attempted to provide an overall compliance cost estimate. 

Rather, they focused on specific taxpayer populations, such as 
large corporations, or a limited range of compliance activities, 
such as record-keeping and filing tax returns. Because of the 
limited scope. It would not be appropriate to use the estimates 
from these studies as the basis for estimating the compliance 
costs for other taxpayer groups, or for different time periods. 

"These studies were also subject to the general difficulties 
inherent In data collection and analysis that limit efforts to 
obtain reliable cost data. Most used a questionnaire survey 
approach, sometimes along with group Interviews and diary-usage 
record-keeping, and each has significant limitations. Each of 
these techniques requires taxpayers to respond accurately, 
completely, and consistently to compliance burden questions that 
may be difficult to Interpret. The difficulties faced by 
businesses In answering these types of questions may In part be 
reflected In the low — less than 50 percent — response rate these 
studies achieved. The low response rate also affects the 
reliability of the estimates generated by the studies we 
reviewed. " 
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APPENDIX III 


RECENT RELATED GAO PRODUCTS 


Tax Gap; Many Actions Taken. But a Cohesive Compliance Strategy 
Needed (GAO/GGD-94-123, Hay 11, 1994). 

Reducing the Tax Gap; Results of a GAO-SDonaored Symposium 
(GAO/GGD-95-157, Juno 2, 1995). 

Tax Compliance! Status of the Tax Year 1994 Compliance 
Measurement Program (GAO/GGD-95-39, Dec. 30, 1994). 

International Taxation; Transfer Pricing and Information on 
Nonpayment of Tax (GAO/GGD-95-101, April 13, 1995). 

International Taxation; Problems Persist In Determining Tax 
Effects of Intercompany Prices (GAO/GGD-92-89 , June 15, 1992). 

Tax Administration: Estimates of the Tax Gap for Serylce 
Proylders (GAO/GGD-95-59, Dec. 28, 1994). 

Tax Administration! IRS Can Better Pursue Noncomollant Sole 
Proprietors (GAO/GGD-94-175, Aug. 2, 1994). 

Tax Administration! Approaches for Improylng Independent 
Contractor Compliance (GAO/GGD-92-108, July 23, 1992). 

Tax Administration; Compliance Measures and Audits of Large 
Corporations Need Improyement (GAO/GGD-94-70, Sep. 1, 1994). 

Tax System Burden; Tax Compliance Burden Faced by Business 
Taxpayers (GAO/T-GGD-95-42, Dec. 9, 1994). 


(268697) 
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Chairman Archer. Thank you. 

Dr. Hall. 

STATEMENT OF ARTHUR P. HALL H, PHJ)., SENIOR 
ECONOMIST, TAX FOUNDATION 

Mr. Hall. Thank you, Mr. Chairman. It is a privilege for me to 
represent the Tax Foundation at these important hearings. 

The Tax Foundation has estimated that complying with the en- 
tire Federal tax system costs Americans approximately $200 billion 
annually. The rules and regulations for the Federal income tax 
alone accounts for about $140 billion of this cost. Approximately 
two-thirds of the cost is borne by the business sector. 

The cost of compliance, which adds nothing to national output, 
is tantamount to a tax surcharge on all taxpayers. One way to com- 
prehend the magnitude — and economic waste — of the $140 billion 
tax surcharge is to imagine putting every vehicle sold by General 
Motors in 19^94 onto ships and dumping them in the ocean. 

If Congress were to replace the current Federal income tax with 
any one of the three predominant alternatives being discussed, 
whether it is Representative Armey’s flat tax, the U.S.A. tax as 
sponsored by Senators Domenici and Nunn, or a national retail 
sales tax, it could dramatically reduce America’s tax-related burden 
without necessarily sacrificing a dime of Federal tax revenue. 

Using methods that underlie IRS estimates about paperwork 
burdens and assuming a reasonable transition period for each al- 
ternative plan, the Tax Foundation has estimated how much each 
plan could reduce the current system’s $140 billion tax surcharge. 

Representative Armey’s flat tax could reduce the surcharge by 94 
percent to $8.4 billion assuming that the current convention of an- 
nual tax filing is retained. However, if he achieves his stated goal 
of eliminating individual income tax withholding and moving to 
monthly tax payments, the flat tax would reduce the surcharge by 
72 percent to $39 billion. 

The U.S.A. tax system could reduce the surcharge by 81 percent 
to $27 billion. A national retail sales tax could reduce the sur- 
charge by 92 percent to $11.2 billion, assuming that the sales tax 
plan also included a per person rebate scheme to create a progres- 
sive tax system. If no rebate scheme were part of the retail sales 
tax, it could reduce the surcharge by an estimated 96.5 percent, to 
$4.9 billion. But the entire burden of that sum would fall on retail 
businesses. 

In considering these estimates, please be mindful that they are 
based on pure versions of the alternative tax systems. It is reason- 
able to assume that the effect of molding any of the alternatives 
into a functioning Tax Code could increase their complexity and 
therefore their associated compliance costs. 

The cost of complying with a tax system is directly related to the 
complexity of the system. In terms of complexity, it is fair to say 
that the income tax, the core of the U.S. Government’s tax system, 
ranks among the worst of the tax systems currently in operation 
around the world. 



160 


The give and take of politics, by continually expanding and revis- 
ing the definition of t^able income, accounts for a substantial 
measure of the complexity of the current Code. However, in the 
context of these hearings, it is important to emphasize that the in- 
come tax is inherently complex. Ironically, the term “income” itself 
accounts for the inherent complexity. Income, particularly business 
income and investment income, is tricky to define and has always 
added excess complexity to our tax system. 

I have discovered complaints about the complexity of the Federal 
income tax system that date back to 1914, the year immediately 
following adoption of the 16th amendment to the Constitution 
which authorized the tax. Indeed, the 1927 report of the Joint Com- 
mittee on Internal Revenue Taxation states that “it must be recog- 
nized that while the degree of simplification is possible, a simple 
income tax for complex business is not.” 

The complexity of systems that directly tax people and busi- 
nesses — like the current income tax, the flat tax and the U.S.A. 
tax — is almost wholly related to tax-based questions, that is, ques- 
tions or uncertainty about the timing or definition of taxable trans- 
actions. Multiple statutory tax rates alone do not generate much 
complexity. On the other hand, the complexity of indirect taxes, 
like the value-added taxes or retail sales taxes, result primarily 
from the application of multiple tax rates to differentiated prod- 
ucts. 

The inherent complexity of an income tax base which bears most 
predominantly on the income taxation of commercial activity re- 
sults from the difficulty of defining income and determining when 
to recognize income and expense for tax purposes. 

Furthermore, a properly constructed income tax, unlike the cur- 
rent Federal income tax, also must adopt the added complications 
associated with adjusting for the effect inflation has on these dif- 
ficult timing issues. The flat tax and U.S.A. tax are direct taxes 
that should immediately eliminate these timing-related complex- 
ities and therefore their attendant compliance costs. 

Both plans accomplish this objective by moving to a cash flow tax 
base rather than accrued income tax base. A cash flow tax, as it 
applies to business, simply calls for the totaling of business receipts 
and then subtracting off purchases from other businesses. There is 
no reason to synchronize timing of income and expenses in such a 
system. A business cash flow type tax also eliminates any need for 
the complexities associated with depreciation and depletion allow- 
ances, foreign source income rules, inventory capitalization, amorti- 
zation of intangibles and long-term contracting. 

This list of items accounts for the bulk of business compliance 
costs. For example, based on research sponsored by the Tax Foun- 
dation, the current rules pertaining to foreign source income alone 
account for 45.5 percent of the total Federal income tax compliance 
costs for the firms of the Fortune 500. In fact, adoption of either 
the flat tax or the U.S.A. tax would make obsolete almost every 
Tax Code provision commonly cited as a major source of complex- 
ity, and of course the retail sales tax fits into that as well. 
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Although the flat tax, the U.S.A. tax, or a retail sales tax are in- 
herently far less complex than even the most pure income tax sys- 
tem, misguided political tampering can ruin the integrity of any 
system. Nevertheless, any one of these plans could be a sound re- 
placement for the current income tax. They can satisfy the current 
political demand for tax revenue, they stop punishing savings and 
investment, and by offering the potential for huge reductions in the 
cost of compliance, they can eliminate hundreds of billions of dol- 
lars of pure economic waste. 

Thank you, Mr. Chairman. 

[The prepared statement follows:] 
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Tfarthnony of Arthur P. Hall, II 
Senior Economist, Tax Foundation 
Washington, D.C. 

Before the Committee on Ways and Means, 

U^. Honse of Representatives 
on the Subject of 

Replacing the Federal Income Tax 
June 4, 1995 

The Tax Foundation estimates that complying with the entire federal tax system costs 
Americans $200 billion annually. The rules and regulations for the federal income tax alone 
account for approximately $ 140 billion of this cost 

The cost of compliance, which adds nothing to national output, is tantamount to a tax 
surcharge on all taxpayers. One way to comprehend tlK magnitude — and economic waste — of 
the $140 billion federal income tax surcharge is to imagine putting every vehicle sold by General 
Motors in 1994 onto ships and dumping them into the 0 (%an. 

If Congress were to replace the current federal income tax with any one of the three pre- 
dominant alternatives currently being discussed — Representative Armey's (R-TX) Flat Tax, the 
USA Tax System sponsored by Senators Domenici (R-NM) and Nunn (D-GA), or a national retail 
sales tax — it could dramatically reduce America's tax-related burden without necessarily sacrific- 
ing a dime of federal tax revenue. The Tax Foundation has estimated how much each plan could 
reduce the current system's $140 billion tax surcharge, assuming a reasonable transition period 
had ensued. 

Rep. Armey's Flat Tax could reduce the surcharge by 94 percent to $8.4 billion, assuming 
that the current convention of annual tax filing is retained. However, if Rep. Armey achieves his 
stated goal of eliminating individual income tax withholding and moving to monthly tax pay- 
ments, the Flat Tax would reduce the surcharge by 72 percent to $39 billion. The USA Tax 
System could reduce the surcharge by 81 percent to $27 billion. A national retail sales tax could 
reduce the surcharge by 92 percent to $ 1 1 .2, assuming die sales tax plan included a per-person 
rebate scheme to create a progressive tax system. If no rebate scheme were part of the retail sales 
tax. it could reduce the surcharge by an estimated 96.S percent to $4.9 billion, but the entire 
burden of this sum would fall on retail businesses. 

These estimates are based on pure versions of the alternative tax systems. It is reasonable 
to assume that the effect of molding any of the alternative plans into a functioning tax code could 
increase the complexity, and therefore their associated compliance costs. 

FundameDtal Sources of Tax Complexity 

The cost of complying with a lax system is directly related to the complexity of the system. 
In terms of complexity, it is fair to say that an income lax — the core of the U.S. government’s lax 
system — ranks among the top of the lax systems currently in operation around the world. Ironi- 
cally, the term “income” itself accounts for the inherent complexity. Income, particularly business 
and investment income, is tricky to define, and has, therefore, always added excess complexity to 
our tax system. 

I have discovered complaints about the complexity of the federal income tax system that 
date back to 1914, the year immediately following the adoption the 16th Amendment to the Con- 
stitution which authorized the income tax. Indeed, the 1927 Report of the Joint Committee on 
Internal Revenue Taxation (Vol. 1, p. 5) states that: “It must be recognized that while a degree of 
simplification is possible, a simple income lax for complex business is not." 
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Hfiirc 1 

Where the Thx Code ii Meal Cemplci (percent of tote) mrftf B Mntto ne) 


D^ireciMioo 
Altemalive Minimum Tax 
Uniform Inventory Capiialixalion 
(Section 263A) 

Iniemauotul Rules 

Foreign Tax Credit 
Economic Performance 
Rules (Sec. 461) 

Instability of Tax Code 
Lack of Book locome/ 
Tax Income Coafomuty 
C^ontroUed Foreign Coeporatiao 
Reporting (Fonn 54?) 
Transfer Pricing 
Expense Allocation Rules 

0 



Note: 313 of 363 survey respondeius answered this question. Many respoodesus listed more than one aspect. Only the leapoeses 
receiving at least 10 mentions were included. 

Source: Tax Pouitdaiioa. 


The complexity of systems that directly tax people and businesses — like the cutrent 
income tax, the Flat Tax. and the USA Tax System — is almost wholly related to tax base ques- 
tions. that is. questions or uncertainty about the timing or definition of taxable transactions. Mul- 
tiple statutory tax rates alone do not generate much complexity. On the other hand, the complex- 
ity of indirect taxes — like value-added taxes or retail sales taxes — results primarily from the 
^plication of multiple tax rates to differentiated products. 

The inherent complexity of an income tax base, which bears most predominantly on the 
income taxation of businesses, results from the difficulty of defining income and determining 
when to recognize income and expense for tax purposes. Furthermore, a properly constructed 
income tax (unlike the current federal income tax) also must adopt the added complications associ- 
ated with adjusting for the effect inflation has on these difficult timing issues. 

The Flat Tax and the USA Tax System immediately eliminate these timing-related com- 
plexities and, therefore, their attendant compliance cc^ts. Both plans accomplish this objective by 
moving to a cashflow tax base, rather than an accrued income tax base. A cashflow tax, as it 
applies to business, simply calls for the totaling of business receipts and then subtracting off 
purchases from other businesses. Tliere is no reason lo synchronize the timing of income and 
expenses in such a system. 

A business cashflow-type tax also eliminates any need for the complexities associated with 
depreciation and depletion allowances, foreign-source income rules, inventory capitalization, 
amortization of intangibles, and long-term contracting, lliis list of items accounts for the bulk of 
business compliance costs. For example, based on research sponsored by the Tax Foundation, the 
current rules pertaining to foreign-source income alone account for 45. S percent of the total fed- 
eral income tax compliance cost for the firms of the Fortune S(X). In fact, adoption of either the 
Flat Tax or the USA Tax would eliminate virtually every item on Figure 1, which illustrates the 
findings of a Tax Foundation-sponsored survey of senior corporate tax officers ^xiut the sources 
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Table 1 

CompariMo of 1954 Code and 1986 Code (a« of 1994) 



Number of Secdoiu 
inSuhchancea 

Percent 

Subchapier of Income Tu Code 

1954 

1994 

Growth 

Detenninatioo of Tax Liabilily 

4 

44 

1000% 

Computatioo of Taxable Income 

9 

145 

1511 

Corporate Distributions and Adjustments 

14 

35 

ISO 

Deferred Compensation 

2 

30 

1400 

Accounting Periods and Methods 

6 

33 

450 

Tax-Exempt Organizations 

4 

17 

325 

Corporations Used to Avoid Income Tax on Shareholders 

4 

27 

575 

Banking litstitutions 

3 

20 

567 

Natural Resources 

3 

10 

233 

Estates. Trusts. Berteficiaries, Etc. 

7 

29 

314 

Partners and Partnerships 

7 

29 

314 

Insurance Companies 

5 

29 

480 

Regulated Investment Companies, Etc. 

Tax Based on Income from Within 

1 

17 

1600 

or Without the United States 

9 

78 

767 

Gain/Loss on Disposition of Property 

7 

42 

500 

Capital Gains and Losses 

4 

52 

1200 

Readjustment of Tax Between Years and Special Limitations 

6 

5 

-17 

Tax Treatment of S Corporations 

0 

14 

NA 

Other (a) 

g 

42 

425 

Total 

103 

698 

578% 


(a) iDcludes all subchapters not explicitly listed as well as Chapters 2-6 of Subtitle A of the Iniema] Reveoue Code. 
Source: Tax Foundation computations from Internal Revenue Code. 


of complexity in Che current federal income tax code. 

Political Sources of Tax Complexity 

Although the Flat Tax, USA Tax System, or a retail sales tax are inherently far less com- 
plex than even the most pure income tax system, misguided political tampering can ruin the 
integrity of any system. Indeed, over lime, the political process of give and take has exacerbated 
the inherent complexities of the federal income tax system. The definition of taxable income has 
not only expanded dramatically, but it has undergone chronic revision. 

Table 1 reveals the dramatic growth in the income tax code over the past 40 years. In 
1954, the federal income tax law comprised 103 code sections. Today, that law comprises 698 
code sections, a 578 percent increase. Almost all of the growth relates to lax base questions. Note 
that since 1954 the number of sections dealing with the ^'Determination of Tax Liability” has 
grown 1,000 percent; the number of sections dealing with “Capital Gains and Losses,” most of 
which detail “special rules” for calculating capital gains and losses, has grown 1 ,200 percent; the 
number of sections dealing with “Deferred Compensation” (e.g., pension plans) has grown 1 ,400 
percent; and the number of sections dealing with the 'XDomputation of Taxable Income” has grown 
more than 1,500 percent. 

Perhaps a more revealing measure of the growth in lax code complexity is the growth in 
the number of words that comprise the income tax law and its attendant regulations. Figure 2 
charts the growth in the combined number of words that define the body of both the federal in- 
come tax laws and their attendant regulations. The Tax Foundation has determined that over the 
past 40 years the number of words detailing the income tax laws has grown 369 percent. The 
words detailing income lax regulations, which provide taxpayers with the “guidance” they need to 
calculate their taxable income, have grown 730 percent The combined growth is 647 percent. 

The growth in the volume of the income tax laws and regulations has resulted piecemeal 
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Figure 2 

Growth of the Income Tax Code (Laws and Rcgulathnis) 



195S 196S 197S 19IS 1994 


Source: PoundatiMi. 


from the 3 1 major tax enactments and the more than 400 other public laws that have amended the 
Internal Revenue Code since the 1954 Act. Based on a sample of one-fifth of the cote sections of 
the income tax code, these enactments have not only increased the volume of the code but have 
resulted, on average, in the amendment of each code section once every four years. As Figure 3 
illustrates, this instability has been much more pronounced in the past 20 years than it was during 
the 20 years immediately following the 1934 Act. 

The complexity generated by the growth and constant change of the tax code creates two 
general types of economic costs. One is the overhead cost associated with the economically sterile 
exercise of tax planning, compliance, and litigation. The second cost results from the economic 
opportunities that are foregone because of taxpayer uncertainty. 

Because of complexity and instability, despite substantial cost to fund diligent and expert 
research, taxpayers may not be able to obtain a reasonably certain conclusion about how taxation 
will affect a business plan or investment. In many businesses, research and development require 
longer and longer lead times. If taxpayers cannot accurately predict the tax consequences of a 
particular economic activity, either because of vagueness, complexity, or instability in the tax 
coile, then tax policy is handicapping the growth and dynamism of the U.S. economy. 

Qnantifyiiig the Overhear] Cost of Tax CrHnpliance 

In 1993, according to the Internal Revenue Service and the Office of Management and 
Budget, taxpayers will spent 3. 1 billion hours complying with federal tax laws. An hourly cost of 
339.6 can be derived by averaging the average labor cost of both the IRS and the accounting firm 
of Price-Waterhouse. Applying that hourly cost figure to 3.1 billion hours results in a total com- 
pliaiKe cost of $202 billion. Historically, about two-thirds of the compliance burden (or $133.3 
billion) is borne by the business sector. 

Based on my calculations, at least 70 percent of the total cost of federal tax compliance is 
due to the income tax, indicating that businesses will pay an estimated $94.7 billion in 1995 to 
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Tabic 2 

Esdinatcd Coct of Corporate Income Ibx CompUnncc by Amount of Company's Asset Size 



Compliance 

Estimated 

Asset Size/t 

Cost as % 

t^ompliance 

(SThousands) 

of Assets 

Cost 

si.cno 

0.749b 

$7,400 

$25,000 

0.409b 

$100,000 

$50,000 

0.409b 

$200,000 

$100,000 

0.409b 

$400,000 

$250,000 

0.149b 

$350,000 

$500,000 

0.l09b 

$500,000 

$1,000,000 

0.099b 

$900,000 

$2,000,000 

0.089b 

$1,600,000 

$3,000,000 

0.089b 

$2,400,000 

$4,000,000 

0.049b 

$1,600,000 

$5,000,000 

0.04% 

$2,000,000 

$7,500,000 

0.05% 

$3,750,000 

$10,000,000 

0,03% 

$3,000,000 


1. Excludes fiDSDcisl snd life insurance firms. 
Source: Tax Foundation. 


Figure 3 

Instability in the Federal Income Tax Code Based on Selected Code Items 





I I I I 
I I I I 


1955- 1966- 1976- 1966- 

1965 1975 19B5 1994 


Source: Tax Foundation compilation from U.S. Code Annotated (Title 26). 


comply with the federal income tax. That figure is up from an estimated 1 .2 billion in 1991 (70 
percent of $116 billion), the latest year for which complete income tax revenue data is available. 
The 1 99 1 cost of $8 1 .2 billion amounted to 74 percent of the income tax revenue received from all 
businesses. This ratio offers solid evidence that the income tax on business, particularly the 
corporate income tax, is a grossly inefficient revenue system for the federal government. 

To date, the Tax Foundation has focused its detailed research on the cost to corporations of 
complying with the federal income tax. The total cost of compliance differs widely across compa- 
nies of different size. Based on a 1992 survey of large corporations sponsored by the Tax Founda- 
tion. the 1995 cost of complying with the federal corporate income tax for the average Fortune 500 
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T«Mc3 

CoMpItonce Coitt to Bnitnwiin of the Vahic-AfUicd Tu in Gnot Britehi* 1986 and 1987 


Size of Businew 
(Annual taxable sales 
pa business in $U.S.) 


Compliance Costs 
as a Petcentage 
of Taxable Sales 


0 to 30,000 

1.940 

30,000 to 73,000 

0.780 

75,000 to 150,000 

0.520 

150,000 to 750,000 

0.420 

750,000 to 1 .5 Million 

0.260 

1.5 Million to 15 Million 

0.040 

15 Million or More 

0.003 


Source: Congressional Budget Office, Effects of Adoptinf a Viiuc-A dded Tax. Pebeniary 1992. p. 71. OhgiDal data from Cedric 
Sandford, et. al.. Administrative and Compliance Costs of Taiadon (B^. England: Fiscal Publications. 1989). p. 1 16. 


firm will amount to an estimated $1 .58 million (or $790 miHion for the entire Fortune 500). For 
the average small corporation, those with $ 1 million or less in assets, the minimum cost amounted 
to an estimated $7,400. But simple averages are quite misleading. 

A common research finding clearly demonstrated in Table 2 is that economies of scale 
exist in tax compliance. That is, relative to asset size, small corporations bear a compliance cost 
burden at least 24.6 times greater (and. on average, perhaps as much as 177 times greater) than the 
largest U.S. corporations, those with $10 billion or more in assets. What makes this huge differen- 
tial more amazing from a public policy standpoint is that only 0.16 percent (5,933, in 1991) of all 
U.S. corporations paid about three-quarters of all corporate income taxes in 1991 . 

More than 90 percent of all U.S. corporations have assets of $1 million or less and, there- 
fore, bear tremendous relative compliance burdens. In 1991, as a group, these small corporations 
had to pay at a minimum $382 in compliance costs for every $1(X) they paid in income tax. They 
bore about $14 billion in compliance costs for $3.7 billion in income taxes. (That represents about 
4 percent of corporate income taxes paid and about 90 percent of the minimum measure of the 
corporate income tax compliance cost.) 

Because complying with tax laws is a fixed cost for any business, it seems likely that 
smaller companies will bear a greater compliance burden than larger companies under virtually 
any type of tax system. For example. Table 3 demonstrates that the value-added tax in Great 
Britain imposes a compliance burden on that country’s smallest companies that is 647 times 
greater than the burden on the largest firms. Interestingly, however, one measure taken by tax 
authorities to reduce the compliance burden on small companies in countries that have a value- 
added lax is to allow these companies to calculate their tax liabilities in a way that is identical to 
the cashflow method proposed by the Flat Tax and the USA Tax System. 

Comparing the Relative Compliance Burden of the Federal Income Tax and the Alternative 
Replacement Proposals 

Tables 4 and 5 form the basis of the Tax Foundation’s comparison of the cost of comply- 
ing with the current federal income tax and the various replacement alternatives. Table 4 compiles 
a list of the core individual income tax forms along with both the estimated paperwork-burden 
calculations (in hours of compliance time) generated by the Internal Revenue Service. It also 
reports IRS projections for 1995 of the number of tax returns by type. Table 5 compiles a similar 
list for the business sector. These lists are far from exhaustive, and trusts and estates (Form 1041) 
are not even included. The lists are also incomplete to the degree that adequate tax return informa- 
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tion could not be obtained or estimated for the many schedules and forms that arc common auxil- 
iary components of the core forms. 

Tables 4 and S combined report a total of 3.2 billion hours of required compliance time for 
the items reported. This figure is well short of the IRS-estimated 5.1 billion hours of compliance 
time required for the entire federal tax system. However, the magnitude of the minimal lists 
compiled provide ample information to make comparisons with the replacement alternatives. 

To estimate the paperwork burden associated with the alternative replacement proposals 
(with the exception of the compliance burden on retail businesses of a national sales tax), the Tax 
Foundation used the same methods that underlie the IRS estimates. These methods are laid out in 
Developme nt of Methodology for Estimating the Taxpayer Paperwork Burden , the 1988 report to 
the IRS delivered by the consulting company of Arthur D. Little, Inc. In brief, these methods 
estimate taxpayer paperwork burdens using the various characteristics of tax forms and the infor- 
mational content of the instructions for these forms. 

A. The Flat Tax 

The postcard-size tax forms advertised by the Flat Tax plan makes the paperwork require- 
ments readily discernible. The average individual taxpayer should take no longer than one hour 
and eight minutes each year (assuming an annual tax filing) to comply with Rep. Armey's Flat 
Tax. However, if monthly tax payments become a requirement because of the elimination of 
withholding, the cost of the “preparation'* and “sending" elements listed in Table 4 will have to be 
repeated each month, adding substantially to the overall compliance costs. The compliance time 
for the Flat Tax is compared to 1 1 hours and 36 minutes for the average 1040 Form and two hours 
and 54 minutes for the average 1040-EZ Form. 

Recordkeeping would be simple under the Flat Tax. Both the wage and pension distribu- 
tion data are supplied on an employer-provided form (Form W-2 and Form 1099). The average 
compliance time would be somewhat lower, but, because of the current lax treatment of contribu- 
tions to pension plans, for the foreseeable future many taxpayers reporting pension and individual 
retirement account distributions would probably have to make extra calculations to determine what 
part of the distribution is taxable. 

The average business taxpayer should take no longer than three hours and 24 minutes each 
year to comply with the Flat Tax. That compares to an average 21 hours and 54 minutes for a 
nonfarm sole proprietor under the current income tax system. It compares to lOO-plus hours for 
the average partnership and the 2(X)-plus hours for the average C corporation. The reduction in 
compliance time comes from a major reduction in every aspect of the overall paperwork burden. 

B. The USA Tax System 

The USA Tax streamlines the deHnition of taxable income and would, therefore, substan- 
tially reduce the compliance burden associated with the cunent income lax. However, the USA 
Tax would require a somewhat greater paperwork burden than a Flat Tax that required only annual 
filing. The big difference is in the “recordkeeping” and “education” components of the paperwork 
burden. The USA Tax places a levy on both wage and nonwage income and then allows individu- 
als to deduct an unlimited amount of current-year saving. (It also allows individuals to take a 
credit for payroll taxes paid.) The Flat Tax by contrast adopts a “prepayment” approach that taxes 
all of an individual's wages (over the exemption threshold), but never taxes income that results 
from saving. 

As a result of this procedural difference, the USA Tax would retain a tax form similar to 
the current system's 1040-EZ Form and suggests two new basic tax forms — Schedule S (Net 
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Tabic 4 

A CompaiisMi of the CnmpHance Burden oo lodivldnafa of the Current [ncomc Tai and Alternative tt*piar*mnr pum 


IndMduali Only 


1993 Average Time in Houn per Form for 1993 Tax Year 

pjuimatg^ 

Number Reervd- Education Form Packaging/ Total 

of Returns keeping Stage Preparation Sending Total Hours 


Forma 


1040 

57.374,816 

3.1 

19 

4.7 

0.9 

11.6 

666,908,283 

1040A* 

18,193,000 

12 

18 

4.2 

11 

11.2 

203,480,750 

1040EZ 

17,189,000 

0.1 

0.8 

1.3 

0.7 

2.9 

49.848.100 

1040ES 

38,020,100 

1.3 

0.3 

0.8 

0.2 

2.6 

99,485,928 

1040X 

1,870,000 

1.2 

0.4 

1.2 

0.6 

3.4 

6,293,667 

4868 (Exiention of Time) 

4,813,000 

0.4 

0.2 

0.3 

0.3 

1.3 

6,016,230 


lOdOScheduIca 


ScfaA 

43,116.920 

15 

0.4 

1.2 

0.3 

4.6 

197,619,218 

SchB 

61.393,600 

0.6 

0.1 

0.3 

0.3 

1.3 

80,074,281 

SebD 

21,538,460 

0.9 

0.7 

1.0 

0.7 

3.3 

70,064,993 

SchB 

26,178,130 

19 

1.1 

1.3 

0.6 

5.8 

152,703,759 

Sch BIC 

7,699,430 

0.0 

0.0 

0.1 

0.1 

0.2 

1,411,566 

SchR 

461,967 

0.3 

0.3 

0.4 

0.6 

1.5 

708,349 

Individuxl TauU-Cuncni Income Tex 

298,272,444 

NA 

NA 

NA 

NA 

NA 

I,S34,619,I48 

(Pormi ♦ Schedules) 

Halite 

92,938.816‘ 

0.04 

0.4 

0.3 

0.4 

1.14 

821,733933^ 

USATaxSyatea 

Basic Pona 

92.938,816‘ 

ai 

0.8 

1.3 

0.7 

2.9 

269480966 

Seb S (Net Savings Deduction) 

63/>7l.l7l 

0.03 

a3 

0.63 

0.4 

1.36 

88,496,793 

Sch S>1 (Ssvings and Widubawl Info) 

63,071.171 

0.14 

0.8 

1.26 

0.4 

16 

169,183943 

Individual ToiaU- USA Tax 

223,101,138 

0.77 

0.03 

0.28 

0.4 

1.48 

327,262,404 

(Ponna > Schedules) 

Rclafl Sake Tax 

99,528,030* 

0.77 

0.03 

0.28 

0.4 

1.48 

147,301,484 


(Anmmlng « rchatc 

create a fnercarive Inetdonec) 


*SdiBdulea 1*3 are included to the average time. 

‘Asnunee (hat withbcddiiig is dinanated and that taxpayers must make ntonihly payments. If annual filing is mainlained the total 
houn amount to 103.973,030. 

*Equala sum <rf Donbuiineaa 1040, lOtOA, and lOWEZFonns. 

^Eyals eetimated number of U.S. houieholdi for 1993. 

SouicK Ihx Foundatiao, using buetnal Revenue Service data and catimation methods. 


Savings Deduction) and Schedule S^l (Savings and Withdrawal Information). For the average 
taxpayer that took advantage of the savings deduction, the USA Tax should require no more than 
six hours and 52 minutes of compliance time. 

The business side of the USA Tax is similar to the Flat Tax in that it is a business cashflow 
tax. From a compliance perspective, one difference is that the USA Tax would be border adjust- 
able. That is, U.S. businesses could deduct the receipts they generate from the sale of exported 
goods and services. Border adjustability, therefore, would add to an average business's 
recordkeeping requirements relative to a IHat Tax. Hiis added recordkeeping accounts for the 
small dilference in business compliance time between the Flat Tax and the USA Tax. In addition, 
the USA Tax allows for a payroll tax credit. However, the additional compliance costs associated 
with this credit should be minimal. 

C. A National Retail Sales Tax 

In 1990, the accounting firm of Price-Waterhouse submitted to the American Retail Educa- 
tion Foundation their final report for the Study to Estimate the Costs of Collectiny State and Local 
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TabkS 

A CooipArlMa of Ike CoavIlMoc B«nlM w BMincaM Ifc* CuirtBl bMOMc T«i 
and Ahcfnathrc BeplaceMnI nam 


1995 Averace ‘nme in Hours per Form for 1995 Tu Year 

Bsriinawtl 



Number 
of Returns 

Record- 

keeping 

Education 

Stsge 

Bonn 

Prepeniioo 

PecksgiQg/ 

Seodiiig 

Total 

Total 

Houn 

Sole PniprfolM'riUpf* 

Form 1040 

18.394.104 

3.1 

2.9 

4.7 

0.9 

11.6 

213,065,965 

SchC 

16,525,451 

6.4 

1.2 

2.1 

0.6 

10.3 

169,661,296 

ScfaP 

1,868,733 

4.4 

0.4 

1.3 

0.3 

6.5 

12,022,184 

hwtwnhlpi 

Pbnnl065 

1,510,400 

38.4 

19.8 

35.4 

40 

97.6 

147,389,867 

Partaenhip SckedolM 

SchD 

1.510.400 

5.5 

1.2 

1.3 

DO 

8.0 

12,133.547 

SchK-1 

1.S10.400 

24.6 

8.6 

94 

D.0 

42.7 

64,468,907 

SebL 

1,510,400 

15.5 

0.1 

0.4 

DO 

16.0 

24,166,400 

ScfaM-l 

1,510.400 

3.4 

0.2 

0.3 

0.0 

3.8 

5.764,693 

ScbM-2 

1,510.400 

1.6 

0.2 

03 

00 

2.1 

3,121,493 

Corporatfoau 

FuroH 

1120 

2,116,200 

71.3 

41.1 

72.0 

8.0 

192.S 

407,297,960 

1]2QA 

340,300 

43.3 

23.3 

40.8 

46 

m.9 

38.073.898 

11205 

2,084,200 

62.7 

20.7 

36.6 

4.0 

124.0 

258.475,537 

1120X 

24.700 

12.2 

1.1 

3.2 

0,5 

17.1 

422,370 

1120L 

2.748 

75.3 

23.9 

37.3 

3.2 

139.8 

384.142 

n20P 

20,600 

102.4 

36.8 

64.5 

70 

210.6 

4J38.017 

1120PC 

2,748 

106.4 

33.3 

54.2 

5.1 

199.0 

546.988 

U20RIC 

6,800 

52.4 

15.3 

29,9 

3.8 

101.3 

688,500 

1120RErr 

322 

55.7 

17.3 

33.9 

43 

ni .2 

35.801 

7004 

2,230,200 

5.5 

0.8 

1.8 

03 

8.4 

18.622.170 

4626 (AMD 

339,472 

18.4 

18.2 

15.2 

0.0 

51.9 

17,612,913 

4562 (Dquecaiion) 

2,456,500 

33.7 

4.5 

5.2 

O.D 

43.4 

106,612,100 

1120 Schedules 

SchD 

2.116,200 

6.9 

3.5 

5.7 

0.5 

16.6 

35.199.460 

SchH 

211,620 

6.0 

0.6 

0? 

0.0 

7.3 

1.541.299 

SdiPH 

105.810 

15.3 

6.1 

8.5 

0.5 

30.4 

3,220,151 

1120S Schedules 

SchD 

2.084,200 

9.3 

4.2 

9.2 

13 

24.1 

50,229,220 

SchK-1 

2.084,200 

14.8 

10.3 

14.7 

1.1 

41.0 

85,347,990 

Business ToesI 

59,621.089 

NA 

NA 

NA 

NA 

NA 

1,680,442,867 

(Ponns -f Schedules) 

FlalTus 

24.445.284 

2.3 

0.3 

0.4 

0.4 

3.4 

83.113.966 

USA Tax System 

24,445.284 

2.5 

0.3 

0.4 

0.4 

3.6 

88,003,023 

RctaU Sales Tax 

NA 

NA 

NA 

NA 

NA 

NA 

123.484,848 

(Retail Firms Only) 


* No aneiQpr is made lo estimale (he other schedules of the 1040 Form (hat a IwsiDest filer may be required to con^ileie. Such 
compliance burdens are left in the Individual section (Table 4). 


Source: Tax Poundaiion, using inlenial Revenue Service data and estimation methods. 


Sales and Use Tax . The study detennined th^ the cost of sales tax compliance for the nation’s 
retailers, on average, sunounted to 3.48 percent of total sales tax liability. In dollar terms, this 
amounted to a 1990 cost of $4.4 billion. The 3.48 percent figure is best viewed as an historic 
relationship that does not necessarily generalize to future tax collections. Therefore, the 1990 cost 
is increased by the increase in inflation-adjusted retail sales (12 percent) to yield a $4.9 billion 
estimated 1995 compliance cost of a national retail sales tax. The total hours reported in Table 5 
result from dividing the 1995 cost by the hourly labor cost of $39.6, the labor cost figure used to 
generate the Tax Foundation’s $202 billion total compliance cost estimate. 

To offset the regressive incidence commonly attributed to a broad-based sales tax, some 
proponents of a national sales tax suggest that a rebate scheme be devised to reimburse the tax 
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paid on a given dollar amount of consumption expenditures made per person in a household. Such 
a scheme would probably require paperwork of some type for three reasons: (1) to request a 
rebate, (2) to verify that the designated amount of taxable expenditures were in fact made, and (3) 
to verify the number of people per household that count toward the requested rebate amount. The 
estimated time needed to comply with a sales tax rebate scheme is repotted in Table 4. The time 
elements were derived by pooling the time elements of existing tax forms that have similar report- 
ing requirements (namely. Schedules B and EIC of Form 1040 and Schedule 2 of Form 1040A). 
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Chairman Archer. Thank you, Dr. Hall. 

Mr. Adams. 

STATEMENT OF CHARLES ADAMS, AUTHOR OF “FOR GOOD 

AND EVH.; THE IMPACT OF TAXES ON THE COURSE OF 

CIVILIZATION” 

Mr. Adams. Thank you. 

I am here pretty much as a historian. I have written a book of 
a 20-year study of the impact of taxes and history. If you are deter- 
mined to tear out the income tax by its roots, I want you to know 
that you have histoiy on your side. Histoiy is your friend. “A pag^e 
of history,” said Oliver Wendell Holmes in one of his great deci- 
sions, “is worth a whole volume of logic,” and in the few minutes 
I speak to you I would like to give you a page of history. 

I am referring to the first modem energy tax which was invented 
by the British. All modern income taxes go back to that as the fa- 
ther, or as the mother depending on your gender. That tax was the 
tax to beat Napoleon. He didn’t have a revenue system and the 
British did, and Waterloo was inevitable at some point. 

The British people lived under this tax for 18 years and complied 
with it, but when Waterloo happened and when the Congress of Vi- 
enna settled the political situation, the British Government decided 
that this was really a CTeat tax, so they then proposed in the House 
of Commons, in the House of Lords that income tax be continued 
and they had debate on that. 

The leader of the opposition to the tax said that he hoped that 
the British nation would rise up as one man and object to this 
monstrosity. He said that this extension of bureaucratic power into 
everyday life might be the herald of an all-embracing tyranny, and 
the House of Commons cheered and the House of I^rds cheered 
and then they had a vote and there was a quiet in the House and 
as the vote was being tallied, the Speaker of the House announced 
that the income tax had been repealed. And according to historians, 
there was the loudest exultation ever heard in the British Par- 
liament in 500 years. There were celebrations, church bells rang 
out, there were bonfires in the countryside. There was more cele- 
bration and more joy over abolition of the first income tax than 
there was over defeat of Napoleon at Waterloo. 

Another interesting thing happened. After the debate finally 
quieted in the House of Lords and the House of Commons, there 
was then a motion made that all the records of the income tax be 
destroyed and that motion was carried and they had a huge bonfire 
and the Chancellor of the Exchequer, and the Chancellor was the 
key taxman, it is said he stoked the fires as they brought in the 
tax records — he secretly kept a copy of those tax records nidden in 
the Exchequer Court which years later were discovered. That was 
the end of the income tax. 

I think they were sending a message that this is a terrible tax 
system and they destroyed the records. You know why? Dead men 
tell no tales. Burned tax records tell no tales. It turned out that 
about 20 years later the Reform Parliament — the parliament that 
gave us the abolition of slavery ultimately coming to the United 
States — they brought up the question of an income tax again. The 
generation of Napoleon was still around. The Chancellor of the Ex- 
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chequer said, “if ever inquisitorial powers are spoken of, where will 
you find inquisitorial powers worse than at that time in British 
history.” So the income tax stayed dead. 

You might think with that experience, with the page of history 
being a volume of logic, maybe we should not have adopted an in- 
come tax. But history gave a mixed message, because in 1842 Sir 
Robert Peel put in a flat income tax. And he said. This will only 
be for 3 years, it is going to be 3 percent and will be collected at 
the source, and will he nothing like what you lived under during 
Napoleon’s time. And they adopted it. 

That income tax continued for 70 years as a simple flat tax. It 
was held up in the great debates in America over the income tax 
amendment, it was held up that you could have a good income tax 
and you don’t have to have a bad income tax. What eventually hap- 
pened is that we got a bad one. 

I think from my experience and study as a historian, I would like 
to add to the four points that the Chairman mentioned about what 
kind of a tax system we want. I think there are four great lessons 
that history teaches. The first lesson on adopting a tax is that the 
tax should be indirect. 'The Greeks and Romans believed that, the 
Founding Fathers believed that. The argument was made that an 
indirect tax is consistent with liberty; a direct tax is consistent 
with slaveiw, said Montesquieu. 

I think the next main lesson of history is that taxes must not be 
excessive. That is a hard word to define. When they had some ter- 
rible revolts in Britain around 1750, a fellow named Henry Fox 
spoke about what kind of a tax lesson the British had learned from 
this. He said that not only is it what people are able to pay, but 
it is what people are willing to pay. 

That is another ^eat point in determining a tax law: Is this 
what people are willing to pay? During the war with Napoleon, 
thw were willing to pay a lot, but not afterward. 

'I’he only other two points I would make is that the taxes should 
be moderate and they should have a broad base. 

I see my time is up. Thank you. 

[The prepared statement foHows:] 
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Address 

by 

CHARLES ADAMS 

On Replacing the Income Tax 
The Committee on Ways and Means 
U.S. House of Representatives 
104th Congress 
Washington D.C. 

June 6, 1995 

"Down, Down to hell! & say I sent thee!!" 

Mr. Chairman, my name is Charles Adams, author of a 20 
year study, entitled. For Good and Evil: The Impact of Taxes 
on the Course of Civilization . History reveals that most great 
empires taxed themselves to death, while others became great 
because of the right kind of taxes — taxes that stimulated 
growth, peace and commerce. If the Congress decides it is time 
to replace the income tax, then history provides some wonder- 
ful guides on how to do so. Let me begin with the unusual 
repeal of the first modern income tax, almost two centuries ago. 

European cartoonists in the 18th and 19th centuries loved 
to depict taxes the people hated as a many-headed monster, and 
the first modern income tax was no exception. Britain's most 
renown cartoonists, Cruikshank, marked the repeal of the income 
tax in 1816 with the following cartoon. A battered Britannia 
on the ground is told, "Rise Britannia! The Monster that so long 
oppressed and trampled on you is at last Subdued.” Members of 
Parliament wielding their clubs on the monster, shout: "Down, 
Down to hell! & say I sent thee!!" 


>;r7' ' /vx ...... cj^tn.z *r 



No doubt a great percentage of American taxpayers would 
like to send their Internal Revenue Code, "Down to Hell, and say 
I sent thee!" 
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This British income tax with its many schedules and concept 
of income was the forerunner of modern income taxation today. 

It was the tax that beat Napoleon. But when the Corsican general 
was finally put away and the political issues settled at the 
Congress of Vienna, The British people let their government know 
they despised the tax, but accepted it for 18 years as a wartime 
measure only. In the debates over retaining the tax, the leader 
of the opposition to the tax received a rousing ovation when he 
proclaimed: 

He hoped that the country would rise up as one man 
against it... This extension of bureaucratic power 
into everyday life might be the herald of an all- 
embracing tyranny. 

The Crown followed with a motion to retain the income 
tax. When the Speaker announced the defeat of the motion, 
there was "the loudest exultation ever witnessed" within the 
halls of Parliament. A motion then followed to have all the 
records of the tax destroyed. It was carried — burned tax 
records, like dead men, tell no tales. The Crown was a bad 
loser. The Chancellor of the Exchequer is said to have stoked 
the fires as the records were being burned, while secretly 
retaining a duplicate copy of the records hidden away in the 
basement of the Exchequer Court. 

Seventeen years later the famous Reform Parliament (which 
abolished slavery) , considered instituting an income tax. Even 
the Chancellor opposed the idea with these words: 

If inquisitorial powers are spoken of, where will you 
find inquisitorial powers greater than those which were 
then (Napoleonic times] exerSised. The tax was — detested 
by the whole country. 

The entire generation of Britons who lived under that first 
income tax had to pass away before the Crown could pass another 
income tax law. In 1842, to put the government's finances in 
shape. Sir Robert Peel pushed through Parliament a simple, 3% 
flat tax, with stoppage at the source. To allay any fears this 
tax might become permanent. Peel promised its repeal in a few 
years once the government's finances were in balance. Of course, 
that never happened. The tax has continued to this day. But 
the low rate, flat tax, lasted for almost 70 years, and became a 
shining example for proponents of income taxation everywhere, and 
played no small role in the adopted of income taxes in the U.S. 

In 1911, Professor Edwin Seligman ceune forth with a book. 

The Income Tax , which extolled the virtues of income taxation. 

He dismissed the experiences under the Napoleonic tax, "Early 
complaints against the inquisitorial character of the tax have 
long since well-nigh completely disappeared." That observation 
looks ludicrous today, but in 1911, with 70 years of tolerable 
experience under Britain's modest flat tax, how could anyone 
have predicted otherwise? 

But all was not entirely rosy. Germany had instituted an 
income tax in the late 19th Century which involved extensive 
audits (like today) , which prompted one German legislator to 
acknowledge, "The country is covered with a perfect system of 
espionage." But German tax oppression would not happen in 
America, said Professor Seligman, "Nowhere else are people so 
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meek in the face of officialdom. In no other country in the 
world would it be possible to enforce so inquisitorial a pro- 
cedure as we have learned to be customary in Prussia." And 
what was the procedure? The audit. The inquisitorial pro- 
cedure the proponents for the 16th Amendment said would not 
happen here has become a way of life for all America, and 
today, most American taxpayers want out, like the British 
did in 1816. 


"A disgrace to the human race" 

Our income tax code has been in disrepute for decades. 

In President Carter's acceptance speech at the Democratic Conven- 
tion in 1976, he called for major tax reform, labelling the 
Internal Revenue Code "A disgrace to the human race." No one 
objected on the Republican side, yet no significant tax reform 
came about. The whole issue seemed to degenerate into a national 
debate in our major periodicals over the deductibility of the 
three martini lunch. Carter's condemnation of the tax code was 
almost 20 years ago. The Internal Revenue Code and Regulations 
today are almost twice as thick and certainly twice as compli- 
cated and down right unintelligible. One of our most respected 
income tax scholars. Professor Jcunes Eustice, of NYU, when 
asked about certain new provisions of the tax code, said, "About 
all I can do is laugh." 

Polybius, the great Greek historian of the second century 
B.C. , said that the best preparation for politics was the study 
of history — in order to avoid the disasters of others. And 
one of our most revered thinkers in the 20th Century, Oliver 
Wendall Holmes, echoed the same idea in a 1922 case, "A page 
of history is worth a volume of logic." However, history gives 
us a mixed voice when it comes to income taxes. The early Brit- 
ish income tax, the German income tax, and our own income tax 
monster all attest to the dangers inherent in income taxation. 

On the other hand, the simple flat British tax in the latter 
half of the 19th Century suggests that, with the utmost care, 
an income tax can be administered consistent with the spirit of 
a free nation. But if not controlled, the tax, like fire, 
can burn down the very civilization we seek to perpetuate. 

Our income tax is a monster because ,of our zeal for revenue; 
we ignored the lessons of history — what Polybius called, "The 
disasters of others." 

Getting rid of our current income tax may seem like an 
impossibility, considering the huge national debt and deficits, 
but the seemingly impossible may turn into reality if the 
American taxpayer, like our cousins in Britain in 1816, has 
a say. Actually, the Congress and the Treasury have been, 
unwittingly, digging a grave for the income tax code for over 
30 years. President Ulysses S. Grant, said that the best way 
to get rid of a bad law, is to strictly enforce it, and that 
has been happening' tc the income tax law for the past three 
decades. For the first 50 years, the income tax in America 
was an honor system. In my first tax audit as a professional, 
some 30+ years ago, a veteran IRS agent on the eve of retire- 
ment, said to me, "You know, our income tax system is an honor 
system, which is the only way it will work in a free society." 
“Today, the honor part is gone. Does that mean the free society 
is gone as well? In a sense, yes — although no one wants to 
accept that painful judgment. 
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Thirty years ago the ubiquitous information return was 
almost unknown, and that is why it was an honor system. Today, 
besides mandatory reporting on just about every aspect of one's 
financial life, everything going through one’s bank account is 
photographed and held in storage for the tax man to see. Our 
tax administration is now a spy system, not an honor system. 

Does that mean there has been a tragic decline in the honor 
and integrity of our citizens? Or, is there another explan- 
ation? 

Almost 50 years ago. Supreme Court Justice Jackson, who 
was formerly chief counsel for the Internal Revenue Bureau, 
wrote, praising the tax integrity of the American taxpayer: 

The United States has a system of taxation by confession. 

That a people so numerous, scattered and individualistic 
annually assess itself with a tax liability often in 
highly burdensome amounts, is a reassuring sign of the 
stability and vitality of our system of government. 

This praise was repeated by many others at that time. But 
in 1983, Richard Neely, Chief Justice of the West Virginia Sup- 
reme Court, made this disturbing observation: 

Cheating on federal and state income tax is all pervasive 
in all classes of society; except among the compulsively 
honest, cheating usually occurs in direct proportion to 
opportunity. 

Justice Jackson spoke of the rare instances of self- 
serving mistakes and outright evasion — and that was when the 
income tax was indeed an honor system. Justice Neely, writing 
almost 40 years later, saw such misdeeds as the norm if people 
have the opportunity. The government has two choices: cover 
the nation with even more espionage against taxpayers as the 
Germans did, or get rid of the monster. 

What has gone wrong? 

Rather than attack the integrity of the people, what we 
are experiencing is a broad, non-violent revolt against the tax 
system. Wealthy citizens are revolting with their shoes — 
they take flight to more gentler tax climes; others, not so 
fortunate, resort to just about anything that works: legal, 
and not-so-legal . To add even more extensive surveillance, 
more and more penalties, and even worse, more savage punish- 
ments, is like adding gasoline to a smoldering fire. The better 
solution is to bring in a wrecking crew and tear down the whole 
disreputable edifice. The American people have had a belly-full 
of a bad tax law; they are fed-up with it and with the many 
phoney attempts at tax reform. They want out, and their defiance 
and rebelliousness is a warning to tax policy makers. In fact, 
politicians who fail to see this sign-of-the-times, had better 
prepare for a short-lived political career, as George Bush learned. 
We saw that happen last November. Fortunately, it was a lynching 
by votes. In other times past, when taxpayer representatives 
approved taxes the people didn't want, they were lynched by ropes 
or the headsman. 

History has not been kind to governments that taxed too 
much, or in ways the people disliked. The American Revolution 
is a reminder we can hardly ignore. In the French Revolution 
angry, over-taxed Frenchmen hauled every tax man they could find 
down to the guillotine and cut their heads off. No tears were 
shed when their heads flopped into the basket. Thomas Jeffer- 
son wrote that a government needs a rebellion every 20 years 
or so, and that the governors should not punish the rebels 
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severely, for the rebels are pointing out sicknesses to which 
the government needs to give attention. Looking at Jefferson's 
historical frame of reference, we discover something other writers 
who quote Jefferson have ignored. There were about a dozen revolts 
in Europe and America when he lived — and all of them were over 
tcoces. His was an era of violent tax revolts. Ours is an age of 
tax revolts by everything but violence. But the revolt is real, 
and the message the same. 

These hearings on replacing the Federal Income tax should be 
the most important fiscal inquiries since the debates in the nation 
at the turn of this century over the income tax Amendment. The 
outcome will determine what kind of civil liberties we will pass 
on to our children in the next century: i.e., whether or not we 
pass to them a tax system that is unintelligible, corrupt, and 
tyrannical; or a system in which all citizens will know that 
the costs of running the government are apportioned among the 
people by a standard of fairness they can understand and see. 

Today, they can neither understand it, nor see it. "Duty, honor 
and country" have been replaced with beating Uncle Sam out of 
every penny you can, eind this, to a large extent because the tcuc 
law is, as President Carter charged, "A disgrace to the human race." 
How can you expect rational citizens to support a law with such 
a condemnation? 

What should be done? 

Nero in one of his fits of madness, said that he wanted to 
abolish all taxes and I'make a beautiful gift tothe human race." 

Not a bad idea, unless you want civilized life. For taxes are 
the fuel that maikes civilization run. But if you have bad fuel 
with impediments, or not properly designed for the engine, then 
civilization will run badly, and that has happened too many 
times in history to need explaining 

Our income tax can be likened to a dirty industrial smelter 
that polutes the air, poisons the streams, and kills the forests. 

It will be tolerated so long as nothing else has been invented, 
and the smelter is essential for society. Like a dirty smelter 
we pollute the social order with our income tax system. We seek 
a society in which equality, integrity, and liberty abound, but 
our current tax system pulls us in the opposite direction. 

Instead of equality, we have inequality, intentionally and delib- 
erately fostered upon us. Instead of integrity, we have fraud. 
Instead of liberty we have totalitarian surveillance and inquisi- 
tions. In short, our income tax is a dirty tax and the more we 
demand of it the dirtier it becomes. We are stuck with it because 
we haven't taken the time to develop something better. Now is 
the time. We need heroic leadership in matters of teucation and 
expenditure. Hopefully, that leadership will begin with this 
Committee . 

What guidance can the past give us? 

There are both positive and negative lessons. Taxes that 
wrecked empires, tell us a great deal about human nature, and 
about taxes that produced the "disasters" Polybius warned us 
about. And then there were taxes that were compatible with 
liberty, democracy and respected private property. We need to 
focus on those taxes as well. Besides these historical examples 
we have the marvelous wisdom of the great minds of the past; 
of men who pondered the wreckage bad taxation had wrought, and 
sought out amswers for the best way to tax and spend. We need 
to look to these great sages of the past, and fortunately, so 
many of them were prominent in the formation of the United States 
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200 years ago. They spoke our language. We don't need a trans- 
lation. All we need to do is listen. 

1. Any permanent forms of taxation should be as indirect as 
possible. 

The condemnation of direct forms of taxation as the arch- 
enemy of liberty, is a truism over 2500 years old. It came from 
the Greeks and Romans who taught that direct taxation produced 
tyranny. They came to that conclusion from history — from exam- 
ining the tax systems of the great empires of their day and 
their past — Assyria, Babylon, Persia, and Egypt. These were 
civilizations that were devoid of liberty and respect for pri- 
vate property. The Greeks concluded from history that tyranny 
was the consequence of the wrong kind of taxes, and liberty came 
from the right kind of taxes, like sales, imports, or taxes on 
commerce. 

Cicero, the great Roman lawyer, wrote that direct taxes 
should instituted only if there was no alternative other than 
complete national collapse. 

When Rome declined and fell in A.D. 476, direct taxaes had 
been in operation for over 175 years, and, at the same time, all 
forms of liberty had been taken away, starting with the Emperor 
Diocletian, who enslaved the Roman world to mcdce the tax system 
work . 


The Founders were schooled in classical history, and their 
greatest sage was from Europe, Baron du Montesquieu. His The 
Spirit of Laws was quoted more than any other writer by the 
Founders. He picked up the Greek and Roman theme and said that 
direct taxation was natural to slavery, but indirect taxes, like 
those on merchandise, were more compatible to liberty, "because 
it has not so direct a relation to the person." 

I have searched through the debates at the Constitutional 
Convention and the debates in the state legislatures, and there 
is not one word of support for direct teucation. Madison and 
Hamilton wanted the power of direct taxation in the Constitution 
but only for "extraordinary emergencies." James Wilson, from 
New York, whom some believe was the primary architect of the 
Constitution stated that direct taxes were for "all cases of 
emergency." Luther Martin, a delegate from Maryland, said 
direct tcuces "should not be used but in cases of absolute 
necessity." In the state debates, a representative, Alexander 
Hanson, reasoned that direct taxes were to be held in reserve, 
"nothing but some unforeseen disaster will ever drive them 
[the federal government] to such ineligible expedients." 

It is clear from the writings and thinking of the Founders 
and of the ancient Greeks and Romans, that a nation bent on 
preserving liberty should avoid direct taxation and rely on 
indirect taxes, like sales and import duties, taxes on commerce, 
not the individual . Add to that historical wisdom the exper- 
ience of the British under the Napoleonic income tax. They 
tried to pass on to later generations that the income tax they 
had experienced over 18 years was a tyranny of the worst kind, 
and by destroying all the records of this hated tax, they left 
a message for future generations to come. A message, we might 
add that never got through to our tax makers a hundred years 
ago. In this century, we have confirmed, the hard way, that 
the British in 1816 were right. 
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2. Taxes, whatever the format, must not be excessive. 

The Founders and the men of the Enlightenment, condemned 
taxes that were "excessive.” Unfortunately, they did not define 
the term, but they did explain the consequences. Montesquieu, 
who relied on history for his judgments, said excessive taxation 
resulted in "extraordinary means of oppression." Now, that's 
worth thinking about. What he seems to be telling us, is that 
human nature rebels against excessive taxation. It may be a 
violent revolt: it may be emigration to avoid tax; it may be 
evasion or fraud of some sort — but it is an iron law of history 
you cannot legislate against human nature. When a government 
does, in the tax field, it has to resort to "extraordinary means 
of oppression." But Montesquieu does not end there; for the 
inevitable consequence was, “the country is ruined." 

The best definition of excessive comes from a leader of 
the British House of Commons at mid-18th Century, following 
the excise tax revolts against Sir Robert Walpole. The govern- 
ment had to do a lot of thinking about what had happened, and 
Henry Fox summed up the wisdom learned with this observation: 

All governments must have a regard not only for what 
the people are able to pay, but what they are willing 
to pay, and the manner in which they are willing to 
pay, without being provoked to a rebellion. 

3. Most important, the tax system as a whole, must be moderate. 

There is an ancient Asian proverb, "It is not the heavy 
taxed realm that executes great deeds, but the moderately 
taxed one." This is consistent with the Greek doctrine of 
the "golden mean," propounded by Aristotle. Virtue is the 
middle ground between extremes. Tax policy should follow a 
moderate course in all respects: tax rates, surveillance, 
privacy, punishments, even equality. It is, in my opinion, 
no virtue to exempt any citizen from some teuc. In the New 
Testament, even the widow paid her mite. In the '.Roman Republic, 
the taxes of widows and orphans, however small, were set aside 
for the cavalry. Taxes were paid with pride, and love of 
one ' s country . 

Tax rates should pass .the smell test, and not reek of 
plunder against any minority class of citizens, like our estate 
taxes which today confiscate over half the accumulated (and taxed) 
wealth of the rich. No wonder they take flight and leave, for 
patriotism, like it or not, is soluble in taxes. Not even a 
half-starved crow will sit around to be shot at. 

Intrusions should show some respect for privacy and due 
process. Photographing everything in every bank account is 
looked upon by other Western societies with horror, like some- 
thing out of Orwell's 1984 . 

Our savage punishment of tax sinners is not only out of 
step with Western Civilization, it was condemned by the great 
writers of the Enlightenment. Not only Montesquieu, but 
William Blackstone in his Commentaries , and Adam Smith in 
The Wealth of Nations . They all condemned making tax evasion 
a felony. The tax evader, said Adam Smith, was — 

In every respect, an excellent citizen, had not the 
laws of his country made a crime which Nature never 
meant to be so. In those corrupt governments where 
there is at least a general suspicion of much unnecessary 
expense, and great misapplication of the public revenue, 
the laws which guard it are little respected. 
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Montesquieu and Blackstone in one voice, both said, you 
must not treat tax offenders as villains. 

4. There is no single form of tax Nirvana. 

Around 1750, the famous British Poet, Alexander Pope, gave 
us this wise couplet: 

Whoever hopes a faultless tax to see, 

hopes what ne'er was, is not, and ne'er will be. 

Reliance upon any single form of taxation has not worked 
well in history. Alexander Hamilton saw this and he pushed 
hard at the Convention to give Congress broad authority to tax 
in any number of ways. He argued this point in The Federalist 
to overcome the popular view that the federal government should 
only be able to tax imports. His argument was sound. He said 
that if great revenues are needed, as they will be at certain 
times of emergency, then a single tax will become excessive 
and this will injure commerce and foster evasion with the 
high tax rates that will be necessary. Better to have the 
power to tax all kinds of sources, not just one source, so 
the rates can be moderate. 

Historical examples are easy to find. The Spanish Empire 
and later the super-Dutch empire both went into decline because 
of heavy excise tcixes that crippled trade. The Netherlands, 
the superpower of the 17th Century, was unable to compete with 
lower priced, and lower taxed British goods. An English diplo- 
mat in Holland wrote home: "When in a tavern, a certain dish 
of fish is eaten with the usual sauce, about 30 several excises 
are paid.” Said another English writer, "Should we in England 
be obliged to pay the taxes that are here imposed, there would 
be rebellion upon rebellion." As British merchants underpriced 
Dutch goods, Leiden was a desolate town, its once flourishing 
cloth industry in a depression. The linen industry of Haarlem 
had similarly shrunk. As a modern Dutch historian has observed 
about the decline of the super-Dutch, "Taxation meant the 
strangling of trade." 

The British eclipsed both the Spanish and the Netherlands 
in world markets, supporting the government with a broad range 
of taxes on all aspects of commerce and wealth. The tax philos- 
ophy of Britain's rise to superpower status was to avoid a 
single primary tax, which, in the words of one British tax writer 
200 years ago, "ought to be most sedulously avoided." 

The wisdom of Hamilton has been proven by our reliance on 
a single, primary tax to carry most of the country's revenue 
needs: it has fostered evasion and hurt commerce just as he 
predicted. There is no single tax Nirvana, if history is to 
be a guide. Such schemes have had disasterous results in the 
past. 


What should be done? Should the present income tax be 
abolished? Yes — definitely so. It has been misused; the Ameri- 
can taxpayers have been abused; they are fed up with it and want 
a real change. A flat income tax has merit as long as it is 
moderate, as. indirect as possible, and as long as the Orwellian 
powers of the tax man are rooted out. We may not be able to 
"Subdue" the tax monster as the British did in 1816, but we must 
tame the beast before the faith of the people in federal taxation 
can be restored. 
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What about a national sales tax? A VAT? A GST like 
Canada, or some other form of tax on commerce. All these 
forms of taxation are indirect, and conform to the best tax 
wisdom of the past 2500 years. The Greeks, Romans, the 
Enlightenment, the Founders, all would favor such taxes. 

They have history on their side, as long as they are not too 
excessive or extensive as was the excise with Spain and The 
Netherlands. 

What else? We need to explore other tax ideas, even 
novel or ideas that may appear crackpot. We want a tax 
that conforms to and does not buck the wisdom of the past. 

This story from Henry Ford's search for a safer car, may have 
some merit in our search for better ways to tax: 

Henry Ford wanted to protect lives and injuries from 
shattered auto glass. He asked the world's glass experts to 
make unbreakable glass for his new models. The world's glass 
experts said it couldn't be done. They knew too many reasons 
why it couldn't be done. Henry Ford said to his aides, "Bring 
me eager your fellows who do not know the reasons why unbreak- 
able glass cannot be made. Give the problem to ambitious young 
fellows who think nothing is impossible." He got the unbreak- 
able glass. 

America needs a new tax invention, something that might 
be possible with our modern technology and be compatible with 
the temper of a free people. In our search for a new tax system 
every idea and plan to replace the income tax, must be measured 
and tested against these four criteria of a bad tax system, 
given to us by Adam Smith in The Wealth of Nations ; 

1. The tax must not foster a large bureaucracy. 

2. The tax must not discourage enterprise, and thus 
deprive jobs from the multitude. 

3. The tax must not encourage evasion — legal or illegal. 

4. The tax must not put taxpayers through odious and 
vexation examinations by the tax gatherer. 

Add to Adeim Smith's four signs of a bad tax system, the 
four positive factors set forth in this treatise: 

1. A permanent tax system should be as indirect as possible 

2. The tax must not be excessive; i.e., not only what the 
people are able to pay, but what they are willing to pay 

3. The system as a whole must be moderate: no savage pun- 
ishments; no totalitarian intrusions and surveillance; 
uniform and equal rates. 

4. No reliance on a single form of tax — taxes should cover 
a broad range of the national wealth and commerce. 

If we measure our current tax system by the above eight 
principles, it fails miserably. It might be necessary, if we 
are to have a good tax system, to give the problem to ambitious 
young fellows {and gals) who think nothing is impossible. 



183 


Chairman Archer. Thank you. 

You have piqued my interest to read every word in your book. 
Perhaps every Member of the Committee might be encouraged to 
do so. 

Dr. Payne. 

STATEMENT OF JAMES L. PAYNE, PH JO., AUTHOR OF “COSTLY 
RETURNS; THE BURDENS OF THE U.S. TAX SYSTEM” 

Mr. James Payne. Thank you, Mr. Chairman. 

I agree with what Mr. Hancock said this morning about these 
being historic hearings that you are having, because down through 
the years, at least the last 20 or 30 years, there has been surpris- 
ingly little attention given by this Committee in particular, and 
Congress in general, to the real costs and burdens, and problems, 
and destructiveness of the tax system. 

I think we have got to look at these problems before we go too 
far into tracing out which reform we want to have. One aspect that 
I will mention is the total overhead cost of running the tax system. 
Apparently there are some Members of this Committee that still 
believe it is minuscule. 1 notice in the questioning of the Mobil rep- 
resentative this morning that there are people that feel this cost 
is trivial. I don’t think anybody that has looked at these numbers 
can say that anymore. 

In the figures I have put together, the compliance cost is only 
one component — there are costs associated with enforcement, col- 
lection and litigation, and disincentive to production. If you add 
these together in 1985, as I did, they amounted to $363 billion. I 
have updated this estimate to 1993, the latest year for which the 
figures are available, and I get $593 billion. That is the figure that 
Fortune magazine has that was mentioned this morning. 

Another way to express the conclusion of this research is to say 
that the marginal overhead cost of raising $1 through the Federal 
tax system is 65 cents. If you are going to fund, let’s say, a $100 
million dam with Federal tax money, the true social cost of that 
$100 million dam is $165 million because of the overhead cost of 
collecting the money. 

Well, what should we do about it? As I say, I don’t think we 
should rush right away into major reforms. I think there are a 
large number of simple reforms we can do to test, frankly. Con- 
gress’ sincerity here in turning around the direction that the tax 
system has gone. Until now, the premise in Washington has been, 
really, to get the money from taxpayers, to squeeze taxpayers, and 
the question of the work that this implied, and all the other types 
of degradations: This has been left to one side. 

For example, one reform that I suggest concerns paid informers. 
A lot of people don’t even know we have paid informers, whereby 
every American is encouraged with cash rewards to inform on 
every other American about tax transgressions. This is a system 
that no other democratic country has. They seem to run their in- 
come tax systems without it. It makes us, as far as I can see, 
unique in the democratic world. 
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This hasn’t been raised; it hasn’t been debated. I think eliminat- 
ing paid informers is one move that this Committee could do to in- 
dicate its sincerity to clean up a Tax Code that has gotten Ameri- 
cans so angry over the years. 

Thank you. 

[The prepared statement follows:] 
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statement of James L. Payne prepared for the House Ways and Means 
Committee hearings on Replacing the Federal Income Tax, June 6, 

1995. 

The members of this committee are to be congratulated for holding this 
precedent-setting hearing, looking into what is wrong with the current tax 
system. Washington has been a city where people concentrate on giving out 
money, and they have tended to downplay the sacrifices associated with 
collecting it. 

This bias has meant that tax committees have overlooked studies detailing 
the waste and Injury of the income tax system. Instead, they directed their 
energies into "reforms’ to squeeze more money out of taxpayers. This process 
has resulted in a staggeringly complex tax system, one that imposes great 
economic, moral, and social costs on the nation. 

In my book on the burdens of the Income tax system. Costly Returns . I 
have calculated these costs. As a way of illustrating their magnitude, let me 
focus on just one, the compliance cost. This is the time spent by businesses 
and individuals in learning about the tax code, keeping records, making 
computations, and filling out forms and supporting documents. 

The most comprehensive study we have of this cost was undertaken by the 
Arthur D. Little Company in 1985. This study found that businesses and 
individuals spent 5.4 billion hours of work complying with federal tax law. 

This corresponded to 2.9 million people — the entire labor force of Indiana — 
working full time all year long. The economic cost of this labor came to $159.4 
billion. 

That was ten years ago. Since that time, the tax law has grown more 
complex and more taxpaying entities have become subject to it. For 1995, I 
calculate that the total time busines'ses and individuals spend on tax 
compliance work has risen to 10.2 billion hours. This amounts to 5.5 million 
workers working all year — the- equivalent of the entire work forces of Indiana, 
Iowa, and Maine. 

This number is just the compliance burden. The income tax system involves 
a host of other costs. Including those associated with enforcement (audits, 
demand notices), forced collections (levies, liens, seizures), and tax 
litigation. In addition, there is the inefficiency caused by the disincentives 
to production, and the economic waste of tax avoidance and evasion. When all of 
these costs are added together, I found that in 1985 they amounted to $363 
billion. Updated to 1993, the figure is $593 billion. To express this finding 
another way, the marginal overhead cost of raising one dollar through the 
federal tax system is 65 cents. 

The Road to Reform 

These figures reinforce Chairman Archer's contention that the income tax 
is extremely destructive. However, 1 believe it is premature to attempt to 
substitute another tax arrangement for the present one. 

The problem is that large numbers of Americans, both citizens and policy 
makers, are not fully aware of the failings of the current system. They still 
believe the Income tax is working rather well. The main reason for this lack 
of understanding is the bias I alluded to earlier: Washington's culture of 
spending has suppressed the unflattering facts about the income tax. 

Take the matter of statistics on the overhead costs of the tax system. 

The number I just gave--that tax system overhead costs are 65 cents on the 
dollar— is a sober, middle-of-the-road calculation based on respected sources. 
Nevertheless, most people find it incredible, too large to be believable, l^y? 
Because no one has ever compiled it before. This committee, for example, with 
all its professional and expert staff members, has never attempted to estimate 
the overhead cost of the U. S. income tax system. Nor has the GAO. Nor has the 
Treasury. This, when you stop to think about it, is an astonishing gap: 
hundreds of Washington experts responsible for the U. S. income tax system who 
do not know, and have not even bothered to ask, what damage the tax system is 
doing to the country! ^ 

With policy makers ignoring the costs of the tax system, it s not 
surprising that the general public doesn’t know about them either. Reporters, 
political science professors, and the man in the street accept the IRS s 
that operating the federal Income tax system costs "less than one percent" of 
the tax money collected. No wonder they disbelieve when they hear that the real 
figure is 65 percent. 

This is just one example of how the down aide of the income tax system 
has been obscured, leaving the public seriously misinformed. This lack of 
information makes it inadvisable to attempt to replace the income tax system. 

An attempted reform at the present moment would probably result in complex tax 
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legislation that adds a federal consumption tax without getting rid of the 
income tax. 

To replace the income tax, the first step should be to inform the 
American people about it, to drag this monster out from under the rock where 
big spenders have hidden it, and let the daylight shine upon it. The best way 
to do this, I believe, is to attempt to reform some of its most objectionable 
features. This is the way to call attention to its underlying flaws. 

Among dozens of possibilities, let me suggest three reforms which would 
bring to public notice some of the grave failings of the current system; 

1. Require that IRS demand notices have an accuracy rate of at least 99 
percent . The IRS currently sends out 3-6 million computer-generated demand 
notices each year. They accuse the taxpayer of not paying the right amount of 
taxes, and threaten forcible collection action if a satisfactory response is 
not received. These notices generate enormous anxiety among taxpayers, since 
the IRS is threatening citizens with financial ruin. 

Tax practitioners know, and studies confirm, that a high proportion of 
these demand notices are erroneous. A GAO study found an error rate of 47 
percent; a Gallup survey indicated 69 percent. In other words, the coercive 
power of the state is being brought against citizens in error millions of times 
each year ! Host Americans have no idea about this error rate. Indeed, there are 
tax committee staff members who are unaware of it. 

IRS officials will probably argue that if they concerned themselves with 
accuracy, this would reduce the number of demand notices they could send out. 

The 'scattergun* approach is necessary, they say, to "provide presence," that 
is, to maintain the public anxiety on which the income tax depends. 

Shouldn't we have a debate on this matter, and openly decide whether we 
approve of this system of false accusations? 

2. Abolish paid informers . Another quietly-hidden feature of the current 
system is the practice of offering cash rewards to those who Inform on possible 
tax evaders. The reward program encourages children to inform on their parents, 
husbands to inform against their wives, and so on. In prompting Americans to 
betray other loyalties, this program has been increasingly successful. In 1961, 
4,401 people informed; by 1989, the number had nearly tripled, to 11,754. 

Enforcement officials will make the case that encouraging citizens to spy 
on each other heightens the "fear factor’ on which the income teut depends. They 
have a point: an income tax works best if every person fears that Big Brother 
is constantly watching him. But the question must be asked; How far are we 
willing to compromise liberty, privacy, and decency to uphold the income tax? 
When the Soviet Union had this system of fostering state interests by rewarding 
citizens to spy on each other, we called it the Evil Empire. I should also note 
that no other civilized country allows this practice. An American Bar 
Association survey of 16 other democratic states found that none had statutes 
corresponding to our section 7623 of the tax code empowering officials to pay 
cash rewards to tax informers. 

3. Abolish the individual estimated tax and quarterly tax payments. The 
tax code is laden with provisions that place a huge compliance burden on 
taxpayers in order to obtain a slight revenue gain for the Treasury. The reason 
these destructive provisions keep getting approved is that, up until now, 
congressmen and tax officials have not placed any value on taxpayer time and 
trouble. They only look at the Income stream coming into the Treasury. 

The individual estimated tax is a typical example. By forcing millions of 
self-employed workers to try to calculate their income in advance, and then 
forcing them to make quarterly payments during the year, the Treasury ends up 
benefitting from the interest on the earlier payments. But this arrangement 
costs taxpayers dearly in time and frustration. In addition, it forces them to 
deal with the IRS four times a year instead of just once. Many taxpayers object 
to this irritating "choke chain," and simply refuse to comply; many others run 
afoul of some aspect of the regulations. As a result, the estimated tax 
generates over five million penalties a year — many of which are protested, 
which leads to still more complications and more frustration. 

A Congress that cared about serving taxpayers, instead of simply 
squeezing them, would long ago have abandoned the individual estimated tax. 
Raising this issue would be a good way to find out, before we again plunge down 
the road of major tax reform, whether Congress now has its heart in the right 
place. 
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Appendix; Estiaate of the Feder al coaollance burden for 1995 

For coaplete citations of sources sentioned, and further details, refer to 
Jaaes L. Payne, Costly Returns; The Burdens of the P. S. Tax System {San 
Francisco, ICS Press, 1993). (Hereinafter CS) 

The startli^-polnt of tl» estloate is the 1985 finding of the Arthur D. little 
study, 5.4 billion hours for business and individual coapliance combined {CS. 
p.21), adapted as follows: 


1. The methodology of the Little study — which was financed and supervised by 
the lRS--was biased toward understating the coapliance burden: missing data was 
entered as xero; seemingly 'high' figures were discarded, and so on {See CS pp. 
20-23). To control for this bias we can cospare the Little results on 
individual compliance burden with other studies of individual compliance 
twrden, all of which show a higher burden than the Little study: 


AO Little, 1985 
Slearod, 1982 (CS, p.23) 
Slemrod, 1989 (CS, p. 155) 
Collins, 1987 (CS. p. 23) 


1.813 billion hours 
2.13 billion hours 
3.00 billion hours 
2.02 billion hours 


The average of the Selmrod 1982 and Collins 1987 figures, 2.08 billion hours, 
gives a fair estimate of the true individual coapliance cost in 1985. This 
means that the Little study figure is .87 of the true value (1.813/2.08). 

Therefore, to obtain an unbiased estimate of the entire compliance cost in 1985 
(individual and business), one needs to multiply the Little figure (5.427 
billion) by 1/.87, giving 6.2''billion hours. 


2. The total number of taxpaying units affected by coapliance costs is indexed 
by the total number of tax returns filed. This went from 178 million in 1985 to 
207 million in 1993 (IRS Annual Reports). This is a 24 increase per year, or a 
20t increase 1985 to 1995. 


3. Slemrod 's two comparable studies on individual tax compliance burden found 
that between 1982 and 1989, hours spent per taxpayer increased 26 percent. This 
figure probably understates the increase in business coapliance burdens, but we 
shall use it to estimate the overall growth of coapliance burdens of businesses 
and individuals. This figure Indicates a 3.7 percent increase per year in the 
coapliance burden for a taxpaying unit (264/7). Hence the estimated increase 
for the years (1985-1995) is 374 (10 x 3.7). 

Hence, to estiaate the tax coapliance burden in 1995 we multiply the figure for 
1985 (corrected) times the increase in the number of taxpaying units, times the 
increase in burden per taxpaying unit, thus; 

1995 coapliance burden = 

(6.2 billion hours) x (1.20) x (1.37) = 10.2 billion hours 


James L. Payne is Director of Lytton Research and Analysis (335 Lavina Ave., 
Sandpoint, Idaho 83864) and the author of Costly Returns; The Burdens of the D. 
S. Tax System (San Francisco, ICS Press, 1993). 
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Chairman Archer. Thank you, Dr. Payne. 

The last witness is Dr. Raboy. 

STATEMENT OF DAVID G. RABOY, PH.D., CHIEF ECONOMIC 
CONSULTANT, PATTON BOGGS, L.L.P. 

Mr. Raboy. Thank you, Mr. Chairman. 

As you know, I was originally on the competitiveness panel, and 
I am a bit out of my element with respect to compliance so I will 
stick to my original topic, which is to discuss one of the aspects of 
tax reform that may affect competitiveness, and that is the ques- 
tion of border tax adjustments. 

Under the GATT or the successor WTO, there is a system of bor- 
der tax adjustments which attempts to harmonize the cross-border 
applications of national tax systems. The GATT includes a destina- 
tion principle where goods are to be taxed in the countiy in which 
they are consumed rather than in the country in which they are 
produced. The result is that so-called indirect taxes like the VAT 
can be rebated on exports and levied on imports, whereas so-called 
direct taxes like income taxes or corporate profits taxes are not eli- 
gible for border tax adjustments. 

I believe there is no qualitative difference in the incidence of di- 
rect and indirect taxes, so to me the GATT distinction is unjusti- 
fied. Nonetheless, it remains after the Uruguay round and there- 
fore must be a factor in deciding what form taix revision ought to 
take. 

As compared to our trading partners, the United States relies 
primarily on nonborder adjustable direct taxes. More important, al- 
though many of the tax reform proposals before us now have quali- 
tatively similar tax bases, under WTO rules, some would be eligible 
for border tax adjustments and some wouldn’t. The crucial question 
is whether it matters if we have a border adjustable system. 

In the old days many observers believed that our trade problems 
existed in large part because our exports were subject to double 
taxation while our competitors’ exports escaped taxation, at least 
partially, both at home and at the U.S. Customs frontier. Then the 
pendulum swung in the other direction and it was argued, pri- 
marily because of floating exchange rates, that border adjustments 
were irrelevant. I think the truth Ties somewhere in between. 

First, I think the proper focus for policymakers is not necessarily 
the nominal trade balance but rather the real costs, the relative 
costs that determine the individual decisions of consumers, export- 
ing companies, and companies competing with imports. Taxes are 
real costs just as surely as wages, raw inputs, energy or anything 
else, and if taxes distort decisions whether to purchase domestic 
goods or imports, to export or to sell in the U.S. market, or whether 
investments should flow to the trade sector rather than other sec- 
tors, then both the external and internal sectors of the economy 
suffer. 

The tax system should not be an implicit regulator of world 
trade. Policymakers should strive to create tax systems that are 
neutral, that don’t distort these costs. 

Let me bore you with a little economic theory. Economists aCTee 
that if you could construct an ideal VAT on an origin basis, then 
at equilibrium it would be trade neutral. They may not tell you the 
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real economic effects on trading sectors that may occur on the way 
to this equilibrium. 

These same economists tell you that at equilibrium, an ideal 
VAT based on a destination principle is also trade neutral, and not 
surprisingly in this idealized world, a switch from an origin- to a 
destination-based system would also be neutral. But even in this 
idealized world, the switch from an orimn to a destination system, 
which we would consider here, can produce some substantial trade 
flow changes during the adjustment period. Exports will increase 
and imports will decrease. 

Further, since taxes are real costs and not just nominal costs or 
illusory costs, these trade effects cannot be wiped out solely by 
nominal exchange rate movements. The magnitude of these effects 
is indeterminant as is their duration, and as such I would not 
argue that these effects, themselves, justify a tax overhaul. 

But if we are going to consider tax reform for other sound policy 
reasons, then we ou^t to adopt the destination principle and enjoy 
the shortrun trade benefits. 

In addition, given our proclivity to run trade deficits, a destina- 
tion-based tax by definition has a larger tax base and therefore you 
can have a lower rate and get the same amount of revenue. 

I would like to address a fairly thorny political issue within the 
consumption tax debate: Income distribution and how you remedy 
it. It is common wisdom that remedial measures may be necessary 
to address perceived regressivity in a consumption system, and the 
choices include exemption or zero rating of certain goods. 

Many economists have argued that such tax preferences are inef- 
ficient ways to achieve progressivity and they would prefer income 
credits or direct spending outside of a comsumption tax system. 
But I would argue that there is a compelling international argu- 
ment to try to find a way, other than exemptions, to deal with 
regressiviW. 

Many of the items frequently listed for exemption or zero rating 
do not enter international trade. These include food, housing, medi- 
cal services and education. As a result, preferential treatment of 
these goods drives a tax wedge between trade-intensive and non- 
trade-intensive sectors. 

VAT preferences could conceivably cause investment to flow 
away from industries that compete with imports or produce ex- 
ports, and a contraction in our trade sector could result. This, of 
course, would be opposite of the competitive effect we would like to 
see from consumption-based tax reform. 

Thank you, Mr. Chairman. 

[The prepared statement follows:] 
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TESTIMONY OF DAVID G. RABOY 
PATTON BOGGS 

My name is David G. Raboy and I am the Chief Economic Consultant to the Washington, 
D.C. law firm of Patton Boggs, L.L.P. I am pleased to testily today on the international 
economic implications of a tax reform that would substitute a Value-Added Tax (VAT) for 
existing business taxes. It is not uncommon for there to be a divergence in views between 
academic economists and one class of economic actors whose actions economists attempt to 
study — business people. It is, of course, somewhat of an irony in our academic era; with its 
belief that business people act in their own self-interest and basically know what they are doing; 
that on some issues business people and academic economists can apparently hold radically 
different views for long periods of time on the effects of policies. 

One of the policy issues where it is claimed that business people and those that study 
their decisions are most at odds is the effect of a VAT (or more correctly the substitution of a 
VAT for existing business taxes) on "competitiveness." The existence of this issue, of course, 
can be blamed on the GATT (The General Agreement on Tariffs and Trade), which allows a 
system of border tax adjustments. Such adjustments are allowed on ‘‘indirect taxes" (sales taxes, 
VATs, excise taxes, and the like), but not on "direct" taxes (income taxes, payroll taxes, and 
other taxes on income flows). Given a choice of adopting the "origin" principle, where taxes are 
levied on goods in countries where they are produced, or the "destination" principle, where taxes 
are levied on goods in the country in which they are consumed; the GATT adopted the 
destination principle. Indirect taxes like the VAT, which are applied directly to goods, are levied 
on imports and rebated on exports while direct taxes like the corporate income tax, which may 
indirectly enter the price of goods, are not applied to imports and not rebated on exports. 

Since the U.S. has relied on origin-based direct taxes with no border adjustments, and the 
rest of the world is more heavily dependent on indirect taxes with border adjustments, many 
business people in trade-intensive sectors have argued for transformation of the U.S. tax system, 
despite the protestations of academic economists, many of whom claim that such a 
transformation will not affect trade. Mainstream economic theory is based on the foundation that 
economic actors are "rational", i.e., they behave in predictable ways that represent their 
self-interest, based on available information. It is, therefore, a bit troubling to face the specter of 
so many rational, profit-maximizing business people blindly pursuing policies that apparently 
will not achieve their intended goals. But, maybe, the gulf is not as wide as some economists 
claim. 


My testimony will attempt to reconcile the divergent views on the trade implications of 
VaTs, and to determine what the economic literature actually says about VATs, other taxes, and 
international "competitiveness." The interaction of several issues will prove crucial: 1) the 
choice of an origin- or destination- based tax system; 2) the incidence of a VAT as compared to 
other business taxes; and 3) the effects of the international monetary system. 

II. How Should We Judge Competitiveness? 

A threshold issue concerns the proper gauge to evaluate the trade implications of tax 
policy. While many focus on the trade balance, I will argue that a barometer that focuses on real 
costs is of more use. 

Relative Prices and International Trade 

The classical theory of trade states that countries trade because they are different. They 
are endowed with different levels of natural resources, labor of differing qualities and costs, 
capital, and other factors of production; or there are differences in consumer tastes. Because they 
are different, countries face different trade-offs in the types and quantities of goods and services 
they can produce, given their differing resources. In one country a class of goods may be 
relatively less costly than in another country, therefore, "comparative advantages" may exist. 

The classical theory holds that by engaging in trade with one another, countries can 
exploit others’ efficiency and better themselves. As they begin to trade the relative prices of the 
goods entering trade in each country will change, due to increased demand for each country’s 
export, until relative prices are equalized somewhere between the initial pre-trade levels. At this 
"equilibrium" each country will be economically better off than it was before because there will 
have been "gains from trade." The faith that is required is that the free market will sort out the 
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best solution. Therefore countries are best served if prices of goods entering international trade 
are not distorted by government policies. But not just any prices -- relative prices. One of these 
countries could have higher absolute costs for products entering trade and the other still could 
benefit from trade. The relative prices that are of importance are expressed as opportunity costs 
" what must be given up in terms of one thing to produce another thing. 

Trade theory has come a long way in the past two decades. Whereas the classical theory 
held that trade stemmed from differences in countries, the rather embarrassing observation was 
made that almost identical countries still traded, that countries might export essentially the same 
good to each other (two-way trade), and that other occurrences could not be explained by the 
classical theory. Rather than jettisoning classical theory, however, new trade theorists added to it 
by developing notions of economies of scale in production (in order to be efficient it might not 
make sense, given the market, to have twenty countries producing wide-body aircraft or 
super-computers), and imperfect competition. These concepts, when added to the classical 
concept of comparative advantage, do fairly well in explaining trade in the modern world. 
Whereas some of the new trade theory questioned the efficacy of free trade, and most economists 
would grant that interference is warranted under certain situations, the dominant view of the new 
trade theorists is that, in general, the additional explanations of trade patterns enhance rather than 
diminish the potential gains from trade. Therefore, it is still appropriate to judge government 
policy as to its effects on relative prices. 

As a general principle, then, policies that artificially distort the relative prices of traded 
goods diminish economic efficiency by lessening the gains from trade. There are both internal 
and external relative prices to be considered. Economists define the "terms of trade" as the 
external price of exports of a country, divided by the external price of the goods that the country 
imports. A country is better off when the external price of exports rises relative to imports; that 
is, when the terms of trade improve; because obviously it can buy more with the same volume of 
exports - what it sells in international markets has increased in value. 

The terms of trade are not, however, the only relative prices that matter to policymakers. 
It is well known in the literature, for instance, that there are two countervailing effects of a tariff. 
There is an efficiency loss from a distortion of the internal prices facing consumers and 
producers after application of the tariff which disturbs the allocation of resources, and there is an 
improvement in the terms of trade which benefits the country. For a "small" country, one which 
has insufficient market share to influence world prices, by definition no trade policy can effect 
the terms of trade. But policies will influence internal relative prices and force consumers and 
producers into decisions they otherwise would not make, thus distorting the allocation of 
resources and lessening economic efficiency. 

Therefore, this testimony will use as its gauge of the effects of policy, changes in both 
internal relative prices and the terms of trade from those that would prevail under free trade. The 
relevant question will be whether a VAT, or a VAT/other-lax-substitution, alters the internal or 
external relative prices of traded goods from those that would have prevailed under free trade. 

Why Not the Current Account? 

The current account, popularly known as the trade balance, is one component of the 
international accounts of a country. It is defined as the difference between the value of exports 
and imports plus other more minor government and nongovernment transactions. The current 
account is measured in nominal units of a nation’s currency. 

The second basic account is the capital account which is essentially the net of capital 
inflows and outflows (both private and public). Capital outflows include government currency 
reserves and other assets, and private assets such as stocks and bonds issued by foreign 
companies and governments. Capital inflows are basically official foreign government purchases 
of home country assets and private purchases of domestic assets by foreigners. 

These two accounts comprise the balance of payments, which is simply an accounting 
identity which reflects all monetary inflows and outflows. By definition this identity must 
always be in balance; that is, any deficit in the trade balance must be made up by a capital inflow 
of equal magnitude. The excess of imports over exports must be paid for by bonowing money 
from foreign entities in one form or another. Since the balance of payments must always 
balance, it also defines the demand for a nation's currency when exchange rates are free to float. 
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Because U.S. assets and goods must be purchased with dollars, exports and capital inflows 
constitute the demand for dollars. Similarly, imports plus capital outflows define the supply. 

The best way to illustrate that the current account is not a good gauge for policy is to take 
an issue that everyone can agree on, and compare the analysis of that issue with respect to the 
current account or relative prices. Everybody can agree that tariffs distort trade. All economists 
agree that tariffs artificially distort the internal relative prices facing consumers and producers 
and therefore change the allocation of resources from what would exist under free trade. All 
economists also agree that if a country is relatively large, a tariff will change the external terms 
of trade. Further, there is virtually universal agreement among academic economists that, except 
in rare situations, tariffs make the world less efficient and less well off, and therefore tariff 
increases are generally opposed. 

So in an era of floating exchange rates, all else held constant, what happens to the 
nominally denominated current account if one country increases its tariffs? Absolutely nothing. 
Nothing can change the trade balance unless it also changes the capital account because the 
decrease in import demand will cause a dollar appreciation unless capital outflows increase. The 
trade balance, the current account, is merely an accounting mechanism that measures items in 
nominal terms. There is no necessary correspondence between it and changes in the real 
economy, the allocation of resources, or economic efficiency. Tariffs are real costs, involving 
the extraction of real resources. The effects of this extraction cannot be masked by changes in 
strictly nominal phenomena, such as the movement in nominal exchange rates. For this reason, 
the effects of tax and trade policies on real relative prices are the preferred analysis route. 

Of course, the trade balance will continue to be a politically explosive issue. It is the 
most publicly accessible image of our trading relationships, and has become politically tied to 
such issues as the "export of jobs," and some general feelings concerning our standing in the 
world. Therefore, following an analysis of the effects of VATs on relative prices, the current 
account will have to be revisited. 

III. Origin- Versus Destination-Based Taxes 

Much of the debate on the trade effects of a VAT concerns the prospect of substituting a 
VAT for other "taxes on business," including the corporate income tax and the employer portion 
of payroll taxes. The first issue that must be considered is whether the choice of an origin- or 
destination-based system has any trade implications. 

The Methodology 

The standard methodology used to investigate the effects on relative prices of a VAT 
involves a general equilibrium model where all results are reported after the world has fully 
adapted to a tax change, and no mention is made of what happens during the period of 
adjustment. It makes a crucial assumption that the country being studied is relatively small; that 
is, its world market share is sufficiently small that it has no power to affect the world prices of 
traded goods. By definition, therefore, nothing the country does in terms of policy changes can 
influence the external terms of trade, but tax changes can affect the internal relative prices of 
traded goods facing domestic producers and consumers. These relative prices are what are 
tested, at equilibrium, for the effects of VATs or other taxes. 

It also assumes that the lest country, and the rest of the world, produces three goods. The 
first good produced by the country is consumed domestically, but also can be exported 
(exportable). The second domestically produced and consumed good competes with imports 
from the rest of the world (importables). The final good is produced and consumed domestically 
and is neither exported nor does it face potential import competition (non-traded). 

For equilibrium to occur in these models, three conditions must be satisfied. First, the 
domestic seller of the exportable good must be receiving the same return, after-tax, in both the 
home market and the external market. Obviously, if this were not the case, sellers would divert 
sales lo where the after-tax returns were higher, and the positive or negative change in domestic 
supply in the home market would cause the domestic price to adjust until after-lax prices were 
equalized in the home and external markets. By definition, the world price is fixed, so that the 
domestic price of the exportable would be the price that changes to make sellers indifferent 
between the domestic and external markets. Second, the price of the domestically produced 
importable good, including tax, cannot be any different than the price of the import, including 
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tax. Otherwise consumers would shift to the cheaper version until demand changes caused the 
domestic price to adjust to restore equilibrium. Third, domestic supply of the non-traded good 
must equal demand for there to be equilibrium. 

There is one final assumption that these models make. To isolate the relative price effects 
of tax changes and allow changes in producer or consumer income to be ignored, it is assumed 
that all tax revenue is distributed to consumers and/or producers in a non-distorting way that 
makes them whole for any additional tax liability. Thus, relative price changes, which alter 
incentives and therefore change economic behavior, are the only subjects of the analysis. 

Assume that initially tlie home (small) country has no tax system. It is irrelevant what the 
rest of the world has because it is assumed that world prices are given and fixed regardless, but it 
causes no problem to state that the rest of the world has destination-based VATs. In the initial, 
free-trade equilibrium, the world price of imports into the home country and, therefore, also of 
the domestically produced importable is 10. The world price of the good that is exported is 15. 
If follows that both the internal and external relative price of exportables (exports) to importables 
(imports) is 1.5. 

Origin-Based Taxes 

This example will show that there is no change, at equilibrium, in any relative prices 
when a country with no prior tax system imposes an origin-based tax. An origin-based tax 
applies to exportables consumed domestically, actual exports, importables produced and 
consumed domestically, but not to imports. Therefore, in the home country that imposes an 
origin-based VAT levied at 10 percent, a seller of exportables is constrained in world markets by 
the world price of 15. Thus at equilibrium, in order to sell into the world market, his return must 
be reduced to about 13.64 so that after the tax is levied, the seller can meet the world price. Of 
course, the same price applies to exportables consumed domestically so arbitrage will result in an 
equilibrium where the return to the seller is also 13.64 and consumers pay an after-tax price of 
15. Because there is no tax on imports, they continue to enter the home market at 10, so 
domestic sellers of importables, at equilibrium, will have reduced their pre-tax price to about 
9.09, in order to remain competitive with imports. 

There is no change in the relative price facing consumers because exportables still cost 15 
and imports and importables still cost 10. Similarly, there is no change in the relative price 
facing producers because sellers receive 13.64 for exports and 9.09 for importables, leaving the 
ratio of returns unchanged. For both consumers and producers, the relative price ratio of exports 
(exportables) to importables remains 1.5 . 

Because at equilibrium, none of the relative prices facing consumers or producers have 
changed after the imposition of the origin-based VAT, the opportunity cost at equilibrium of 
producing exportables (in terms of foregone importables) is exactly the same as before the 
imposition of the tax, so there is no incentive to alter the pattern of trade. In other words, the 
vat is entirely neutral in its long-run effects on trade. 

Destination-Based Taxes 

What if the country had imposed, instead, a destination-based tax at the same 10 percent 
rate? This example shows that, as in the case with the imposition of an origin-based tax, the 
imposition of a destination-based lax would cause no change in relative prices, compared to the 
no-tax scenario. Looking strictly at the outcome at equilibrium the following would be true. 
Exporters would be charging and receiving 15 per unit on the world market because the tax 
would be rebated. Because sellers must make the same return in the home and external markets, 
the VAT on exportables would be passed forward so that the after-tax price facing consumers 
would be 16.5 and sellers would receive 15. The world price of imports is still 10, but now the 
VAT would apply at the border, so consumers would face an after-tax price of 1 1 . Domestic 
sellers of importables would also receive 10 so that the after-tax price is 1 1 . 

What are the relative prices of traded goods at equilibrium under the destination-based 
tax? For consumers, exportables cost 16.5 and imports (importables) 11. The relative price is 
still 1 .5. Of course, since the sellers of exportables and importables arc receiving returns equal to 
world prices, the sellers' relative price also remains at 1.5. Thus, under both the origin and 
destination-based VATs, the relative prices of traded goods at equilibrium are exactly those that 
prevail under free trade. Both versions are trade-neutral. 
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The Switch 

What happens if a country decides to substitute a theoretically ideal destination-based 
VAT for an existing ideal origin-based one? This is the central question relevant to the 
trade-effects debate. Under the assumptions of the models reported here, it is obvious that the 
move from a system that is neutral to another that is also neutral results in no long-run trade 
effects, at equilibrium. But simply viewing the equilibrium result does not provide the whole 
picture. What it does say is that if policy makers decide, for whatever reason, to move to 
destination-based ideal taxes, they need not concern themselves with a deteriorated trade 
situation. There are, however, some potentially significant short-run benefits that would accrue 
to industry sectors that engage in international trade. 

The process of moving from the origin-based system to the destination-based one 
involves some short-run changes in levels of exports and imports. In order to see this, we must 
look at the "first-order" changes in relative prices; that is, the prices that prevail the instant after 
the lax change is implemented, before sellers have changed their prices. Then we can predict 
how behavior will change in the interim period before equilibrium is restored. 

Under the origin-based tax, producers of exports (exportables) were charging 15 on the 
world market but, because of the tax. only receiving 13.64 in private return. The instant after the 
destination-based lax goes into effect, exporters will receive rebates for the tax, so the private 
return will increase to 15. In the first order, exportables consumed domestically are still sold to 
consumers at 15, but sellers are receiving 13.64 because of the tax. Clearly, there is an incentive 
for sellers to shift from domestic sales to exports. Also, since returns have gone up for the 
producers of exports (exportables), investment may flow to that sector. 

To the producers of importables, initially nothing has changed. By definition, they have 
not changed their price and the tax is still the same. Therefore the first-order relative price of 
exports to importables for sellers has increased to 1.65. This change in relative prices 
subsequently provokes changes in behavior which restore equilibrium to the relative price level 
dictated by world prices over which the country has no influence. One of the changes has 
already been described. Exports will increase due to the higher returns to exports relative to sales 
of exportables domestically. As the supply of exportables decreases, the price will be bid up by 
consumers until the pre-tax price equals the world price and exporters are indifferent between 
selling domestically or exporting. 

Similarly, consumers will find imports more expensive due to the imposition of the 
border tax that previously only applied to domestically produced importables, Thus the demand 
for importables produced domestically will increase relative to imports and the pre-tax price of 
importables will rise, This, of course, increases the short-run profits of importable sellers and 
encourages the commitment of resources to that sector. The pre-tax price will increase to the 
world price at which point consumers will be indifferent between imports and importables. 

When ail the adjustments have been made, the relative price of exports (exportables) to 
imports (importables) will once again be 1.5 for both sellers and consumers. Trade-neutrality 
will be restored and there will be no influences on relative prices that deviate from those that 
would exist under free trade. But along the way several things will have occurred to a greater or 
lesser extent: profits to exporters and sellers of importables will have increased by some amount, 
new resources will probably have flowed to the trade sector of the economy, exports will have 
increased by some amount, imports will have decreased by some amount, and there will have 
been exchange rale changes. The magnitude of these effects is uncertain, as is their duration, but 
from the standpoint of a business person involved in a trade-intensive sector, the results are 
positive. 

Of course, the existence of short-run positive trade effects in and of itself is no reason to 
change a tax system, given the uncertainty of the trade effects and the administrative and 
compliance costs associated with the lax change. But there are many other reasons to overhaul 
the existing tax system and replace it with a more economically efficient one. If policy makers 
engage in tax reform, they ought to base the new system on a destination principle so that, in 
addition to the economic benefits that justify the change in the first place, some short-run trade 
effects are enjoyed. Since ultimately both ideal origin and destination based systems are trade 
neutral, the tax change ought to include the switch to a destination system so as to benefit the 
traded goods sector in the shorl-run. 
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IV. VATs and Other Business Taxes 

Incidence 

The short-term trade effects that result from shilling from an origin- to a 
destination-based tax will only occur if the new tax has a similar incidence to the one it is 
replacing. I have argued previously that the incidence of existing business taxes must be 
qualitatively similar to that of a VAT. The reasoning goes like this. At root, a VAT, regardless 
of its form (credit, subtraction, addition), is a tax on a company's value added. This in turn is 
equal to the sum of payments to the factors of production: wages and benefits to labor; and 
interest, dividends, and capital gains to capital. 

Business taxes today include the corporate income tax, payroll taxes, and the individual 
income tax for non-corporate business. Regardless of the interminable debate on the incidence of 
the corporate income tax, there are theoretical similarities between its base, and the capital 
portion of value-added. Most important, the corporate income tax is a tax on the competitive 
return to equity capital and therefore is a component of variable cost. As such, the corporate 
income tax is not dissimilar from ad valorem taxes which also shift a firm's cost curves. Clearly 
payroll taxes are also similar to the labor component of a VAT. 

Although there are obvious differences; interest is not taxed to corporations but to 
individuals, non-wage compensation escapes taxation; the aggregate bases of business taxes 
today add up to a value-added base with a great deal of preferential treatment. A basic tenet of 
public finance economics is that the initial point of taxation does not determine a tax's incidence. 
Our general belief is that taxes with identical t»ues, regardless of the point of taxation, must have 
the same incidence. Thus it is difficult to rationalize that a VAT, with a qualitatively similar tax 
base to the existing hodgepodge of business taxes, would not also have a qualitatively similar 
incidence. As long as the incidence is similar, the short-term trade benefits just described will 
occur. 

Other Retalive Price Effects 

There are other aspects of a VAT/business tax substitution that may affect comparative 
advantage. In classical trade theory, one explanation of comparative advantage that is frequently 
cited is relative factor intensity, which in turn can be traced to relative factor cost. Some 
economists have argued that replacing the corporate income tax with a VAT would significantly 
lower the cost of capital in the United States. 

V. Tax Preferences and Long-Run Trade Effects 

In the last sections, the role of non-traded goods was ignored. The economic literature 
concludes, however, that a VAT will have adverse trade effects if preferential tax treatment; such 
as exemptions, zero-rating, or a lower tax rate; is afforded to non-traded goods. Since many of 
the goods in existing VAT systems that receive preferential treatment do not enter international 
trade, the analysis of preferential treatment must iiKlude consideration of the trade effects. 

The intuition is straight-forward. Consider an example where non-tradeables are 
zero-rated. If a VAT applies to traded goods but not to non-traded goods, the relative prices of 
exportables to non-tradeables and importables to non-tradeables would increase. Having the tax 
apply to tradeable but not to non-tradeables introduces a tax wedge between the two sectors. 
Either the cost to consumers of importables and exportables relative to non-tradeables has 
increased and/or the returns to businesses of importables/exportables relative to non-tradeables 
have decreased. In either case the result is a reduction of consumption of tradeables relative to 
non-tradeables and/or a relative decrease in investment flowing to the tradeable sector. Strictly 
because of a tax-induced relative price change, the tradeable-goods sector will contract. 

This is a serious issue for policy makers when you think of the types of goods that don’t 
enter international trade. Examples include housing, medical care, education, many types of 
food sold for home consumption, and other goods. The standard proposals to exempt or 
zero-rate housing, food, medical care, and welfare activities would apply to non-traded goods. 

Preferential treatment for some goods and services as a remedy for perceived regressivity 
has been criticized on a number of grounds. It is generally agreed that exemption, zero-rating, or 
lower rates arc extremely inefficient and costly ways to redress regressivity; and that it is 
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preferable to seek remedies outside the VAT system through income tax credits or transfers. It is 
also apparent that preferential treatment causes economic inefficiency by distorting consumer 
and producer choices across industries. Now a third and compelling reason has been added to 
oppose nanowing of the VAT base. The effect will be a long-term deterioration of a nation's 
trading position. 

VI. The VAT, The Current Account, and Exchange Rates 

Throughout this testimony, the role of economic efficiency and tax policy has been 
stressed. It has been argued that the proper gauge for tax policy as it effects trade should be the 
relative prices of traded goods, and that the point of comparison should be the relative prices that 
would obtain under free trade. Further, these relative prices are real prices and the tax effects 
real as well. Taxes represent extractions of real resources just as surely as energy costs or labor 
costs. Purely nominal phenomena, like exchange rates, cannot mask fundamental real changes in 
costs. 

This would seem fairly obvious in the case of other costs facing businesses. What would 
be the effect of a discovery by one country of a process to manufacture steel with half the 
electricity previously required? That country’s steel industry would certainly enjoy an 
enhancement of its competitive position because the cost of producing steel relative to other 
domestic goods would drop as would the real costs of producing steel domestically relative to 
foreign produced steel. All else held constant, the comparative advantage (or disadvantage) of 
steel production would change. It would be a strange conclusion indeed if this innovation was 
completely nullified by exchange rate changes resulting from an increase in demand for the 
country's steel. 

Taxes on output are no different from a cost stand point than per unit electricity costs. 
Taxes can only be remitted if steel is sold, and the returns foregone to pay the lax. It is as if a 
certain level of physical production is transferred to the government. This is not a monetary 
phenomenon. To argue otherwise is to assume that the entire economy is suffering from money 
illusion. 

Policymakers will continue to focus on the trade balance where exchange rates do matter. 
And thus the statement that is currently in vogue — that tax policy cannot affect the current 
account — must be investigated. My conclusion is that it would be very difTicult to predict the 
effects on the trade balance from a VAT/other tax substitution. First, the view that such a change 
would not affect the trade balance is predicated on the belief or assumption that tax changes do 
not affect international capital flows. Second, this view is also dependent on the notion that 
exchange rates are primarily a function of traditional trade and capital flows whereas the reality 
is that exchange rates are more influenced by asset trades than by traditional trade flows. This 
means that the change in the expectations of currency traders following (or in anticipation of) a 
tax change will be more influential to exchange rates than currency demand changes associated 
directly with exports and imports. 

"AH Else Constant" 

First, we must be clear about what is meant by the statement that tax policy cannot affect 
the current account. It is based on the balance of payments accounting identity that essentially 
states; 


EXPORTS - IMPORTS = CAPITAL OUTFLOWS - CAPITAL INFLOWS 

The statement that lax policy (or tariff policy for that matter) can't effect the trade balance is 
predicated on the assumption of celerus paribus -- all else held constant. In this case, the "all 
else" that is being held constant is capital flows. Not surprisingly, if the right hand side of the 
equation, net capital flows, is held constant, then there can be no change in the left hand side. 
The balance of payments is set in nominal units of currency. So, for example, if a lax change 
increased the demand for exports, celerus paribus, the dollar must appreciate to restore (he left 
hand side to the same nominal position as previously. 
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Capital Flows 

It is conceivable that the "all else held constant” assumption is of less use here for policy 
makers than with respect to most other economic issues. It may be very difficult to find things to 
hold constant because of the complex interactions of taxes and international investment 
decisions. There is a thriving literature on the effects of lax policy on international capital flows 
that runs the gamut of "no effects” to “large effects.” And the various levels of effects feed 
through diverse conduits such as deficit reduction or tax-induced changes in savings and 
investment, all of which would directly affect net capital flows. 

The point here is not to argue who is right or who is wrong. It is merely to illustrate that 
there are several paths by which a VAT can affect capital flows, and therefore the exchange rate. 
But possibly more important to the determination of exchange rates than actual changes in 
domestic savings due to tax changes are perceived effects ir the eyes of foreign-exchange 
traders. In fact, the perception of fiscal and monetary policy to currency traders may be the 
dominant force in exchange rate determination in this regard. 

Expectations and Exchange Rates 

If exchange rates were primarily influenced by changes in the demand for imports and 
exports, then a VAT change which affected trading patterns would have a predictable effect on 
exchange rates. But exchange rate determination is much more complicated, relating primarily 
to the actions of traders who view foreign exchange as an asset to be traded in its own right. 
Foreign exchange trading world-wide grew from $200 billion per day in 1986 to $500 billion in 
1989. This growth cannot be explained by differences in merchandise trade or capital flows 
associated with investment in tangible assets. In fact, these latter transactions may account for 
only 5 to 10 percent of foreign exchange trading. 

The overwhelming majority of foreign-exchange transactions are done by investors who 
view foreign exchange, itself, as an asset. Foreign exchange assets primarily take the form of 
liquid interest-bearing instruments, and are therefore a component of net capital flows in the 
balance of payments. Foreign exchange determination is driven by people who hold 
foreign-exchange as assets, and their transactions are dependent on their expectations. These 
expectations could easily change in anticipation of a major tax change but it is difficult to predict 
the net effect on exchange rates. Anybody who feels confident predicting what the expectations 
of foreign exchange traders would be following the announcement of a major lax reform 
including a VAT deserves the Nobel Prize in economics (or to be drummed out of the profession, 
I am not sure which), 

Look at all the countervailing items that could afTccl a trader’s perceptions. If the trader 
perceives that the demand for exports is going to increase and/or the demand for imports is going 
to drop, he or she may predict a dollar appreciation. But if part of the VAT is used for deficit 
reduction, he or she may anticipate a dollar depreciation due to decreased U.S. borrowing. 
Similarly, if he or she anticipates that tax reform is going to lead to greater domestic saving, a 
dollar depreciation prediction may seem appropriate. But if the expectation is for increased 
capital inflows due to better investment opportunities, an appreciation may be the better 
prediction. The sum of all of the fiscal policy ramifications of the VAT/other-tax substitution 
will determine the expectations of the traders that buy foreign bonds and have more to do with 
exchange rales than the buyers and sellers of real goods and services. And we haven't even 
discussed monetary policy! 

Monetary Policy 

It is well known that domestic monetary policy, not just central bank exchange activity, 
exerts a primary influence on exchange rate motion. In fact, the expccialion of monetary changes 
affects current and forward exchange rates. 

What monetary policy might accompany, or be expected to accompany, a major tax 
reform including the addition of a VAT? The conventional wisdom is that the Fed would 
accommodate the VAT by increasing the money supply, even when a VAT is used to replace 
other taxes. Thus, against the expectation of an increased demand for exports (and all the 
possible countervailing effects involving capital flows) we have an expansion, anticipated or real, 
of the money supply to accommodate a supply-shock in the amount of the lax rale times the 
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entire domestic economy, many multiplies of any conceivable change in the demand for exports. 
An anticipated increase in the money supply, of course, exerts downward pressure on the dollar. 

The point is that all of the potential ^ecis of fiscal and monetary policy will combine to 
influence the expectations of foreign exchange investors. In all likelihood, these investors are far 
more important to exchange rate determination than the buyers of sellers of exports and imports, 
and their expectations more important than the direct effects on exchange rates from increases in 
domestic saving, or from reductions in the Federal deficit. Since the expectational effects on 
exchange rates contain so many countervailing forces, it would probably not be wise to base 
one's predictions on the effects of a VAT on the current account on an "all else held constant" 
assumption. 

What's the Answer? 

Professor Carl Shoup pointed out that the notion that exchange rate changes would wipe 
out any tax-induced cost effects was not new. He referred to the 1953 Tinbergen Report to the 
European Community of Coal and Steel. This report, set against a controversy as to whether to 
adopt a destination or origin based sales tax, presented the "equivalence theorem" which slated 
the view that tax-induced trade effects would be eliminated by floating exchange rates. Shoup 
notes that the equivalence theorem was challenged contemporaneously, primarily along the lines 
noted in this testimony. 

Everything that goes around comes around. So if a policymaker views the current 
account as the proper target to judge tax policy, what is he or she to make of the claim that a 
v’AT-based tax reform cannot affect the current account because of exchange rate adjustments? 
The last word belongs, appropriately, to Shoup; 

Accordingly, the only tenable position in our present state of 
knowledge is to assume that the destination and origin principles are 
neither equivalent nor wholly disequivalent (to coin a word), aiid that a 
move from the origin principle to the destination principle will probably 
increase exports and decrease imports somewhat, but not by as much as 
the tax rate alone might Indicate. This statement may not be of much 
help in designing tax policy, but it at least avoids the errors inherent in 
taking either of tlie extreme positions. 

VII. Conclusions 

This testimony has considered various aspects of the debate concerning the trade effects 
of a substitution of a VAT for other business taxes in light of both the economic literature and 
putative gulf between the beliefs of a wide range of business people and academic economists. 1 
have argued that lax policy should be judged in terms of distortions in the relative prices of 
traded goods, rather than nominal changes in the trade balance. This is based on the view that 
undisloned relative prices provide the greatest possibility for gains from trade. 

Based on my reading of literature, I believe the following conclusions are warranted: 1) 
at equilibrium, both an origin and a destination-based VAT are neutral in their effects on the 
relative prices of traded goods; 2) switching from a pure origin-based VAT to a pure 
destination-based VAT would cause exports to increase in the short run and imports to decrease. 
At equilibrium, however, relative prices would return to the neutrality position that existed under 
free trade; 3) if preferential VAT treatment is afforded classes of goods and services to redress 
regressiviiy, the most likely affected goods will be those that do not enter international trade. 
The results of zero-ratings, exemptions, or preferential tax rates for non-lraded goods will be a 
contraction of the traded goods sector, and a worsening of the U.S. terms of trade (an adverse 
distortion of relative prices); 4) although a VAT is neutral with respect to relative prices, taxes 
that may be replaced by the VAT may distort the relative prices of traded goods through artificial 
distortions of factor costs, and intertemporal distortions. Therefore, at least in the short run, a 
VAT/olher-tax substitution may remove some existing distortions in the relative prices of traded 
goods; and 5) the effects of the VAT/other-tax substitution on the current account are 
unpredictable, due to the overw'helming influence on capital flows of foreign-exchange traders, 
whose expectations will be influenced by countervailing aspects of tax policy as well as by 
monetary policy. The view that exchange rate appreciations will wipe-out any demand 
influences on exports or imports is based on a narrow assumption unsustainable in real 
international financial markets. 
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Chairman Archer. I want to thank each member of this panel 
for excellent presentations and would like to inquire — Dr. Rabov, 
we heard from two other witnesses that border adjustability really 
doesn’t affect trade balances and you have taken sort of a middle 
ground position in saying that it can have an impact on trade bal- 
ances. I wish I had had time to ask the other witnesses because 
I honestly cannot understand in a commonsense way how if you 
can sell your product at a reduced price, that that does not give you 
an advantage. 

If you have lower labor rates than another country and as a re- 
sult your product is priced below what that product can be manu- 
factured for in another country, does that not have an effect on 
your trade balance? 

Mr. Raboy. Absolutely. 

Chairman Archer. If you can remove the expense of govern- 
ment, is that not the equivalent of reducing labor expenses that are 
built into the price of the product? 

Mr. Raboy. I think it is. 

Chairman Archer. Why is it that if you reduce the price of the 
product by reducing one category of expense, which is the cost of 
government, that it is different and offset by exchange rates com- 
pared to if you had a lower wage rate and thereby had a lower 
price on your product? 

Mr. Raboy. Mr. Chairman, we are in complete agreement. Taxes 
are real costs, just like having a higher wage rate, a higher elec- 
tricity cost, or an increase in the cost of steel. To me it is illogical 
to believe that purely monetary phenomenon like exchange rates 
can mask real effects on the economy like taxes or wage rates or 
the cost of electricity. 

I think that people focus on an accounting identity in our bal- 
ance-of-payment system that states that the demand and supply of 
money have to be equal at all times, and that is true. Then they 
make another leap that says tax policy may affect the demand for 
exports and imports but it can’t have any effect on the way we in- 
vest overseas or here. By definition, if you hold one side of the ledg- 
er constant, you can’t change the other side. 

So their argument is that nothing can change the trade balance 
unless you affect capital flows. In reality, what happens is ex- 
change rates are extremely complex. There are billions and billions 
of dollars of exchange trade. Only 5 to 10 percent of that trade is 
associated with transactions we know as merchandise trade or even 
long-term investments. What really determines exchange rates is 
what the guys trading these exchange bonds think. 

I certainly would not want to predict how they would react to a 
major tax overhaul. There are enormous countervailing effects on 
the policy side, on the capital flow side and on the monetary policy 
side. 1 think the best assumption is, since we know that taxes are 
real effects, they have to affect trading decisions. 

Chairman Archer. Let me further pursue this question of border 
adjustability with you. As long as we have an income-based tax, 
whether it be a flat tax or a very complex one as we have today, 
how can that possibly be legally border adjustable under the now 
WTO, for this reason? 
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I may be in a business that produces widgets and I may have 1 
year where I don’t pay any taxes because I don’t have any income. 
I have got a break-even business. Do I get to deduct the flat tax 
percentage from the price of that product when it is shipped over- 
seas? How do I determine what I am able to remove from the price 
of my product as long as it is in any way income-based from a tax 
standpoint? Do I have to submit my tax return to the Customs De- 
partment and then determine what percentage is going to be re- 
moved from the price of that product when it is sold overseas? If 
my product is in competition with another widget producer in the 
United States who may have large taxable income and more prof- 
its, is the waiver at the border or the adjustment going to be the 
same? How does that work? 

Mr. Raboy. There are two issues. One is economical: Is there an 
economic difference between two taxes that have identical bases, 
like an Armey flat tax versus a VAT? 

The second is an administrative question. In order for a tax to 
be border adjustable under the GATT, you have to be able to iden- 
tify the tax component of the good and take it out of taxable 
amounts. You can do this with a subtraction method value-added 
tax. You can do it with a credit invoice value-added tax. You cannot 
do it with the Hall-Rabushka type of flat tax where income taxes 
are paid at one level and profits taxes are paid at essentially the 
other. 

Even if we disagreed with the GA'TT distinctions, nonetheless 
they constitute the GATT rules that came out of the Uruguay 
round and we are stuck with it. 

Chairman Archer. Even if that could be changed by force 
majeure of the United States of America, you would still have the 
complexity as to the amount of tax on that item based on what 
your income happened to be in a particular year, and would you 
use last year’s income tax return, whereas this year you might not 
have any income at all that is taxable. 

To me, it seems like it would not be workable. Yet, there seems 
to be doubt in the mind of other witnesses as to whether it might 
be border adjustable. 

Let me move on to two other things. Dr. Hall, you mentioned a 
flat tax and then you mentioned a pure income tax. What is the 
difference between a flat tax and a pure income tax? 

Mr. Hall. Essentially it has to do with the taxation of capital in- 
come at the individual level. The flat tax essentially takes invest- 
ment income and taxes it at the source, unlike the current income 
tax. Essentially it gets into a tax base itself How do you calculate 
your taxes? Is it a cash flow or accrued income? That is the point. 

Are you taking your total receipts and subtracting off all pur- 
chases or are you trying to in fact match income, what dollar was 
earned using what dollar of expenses? And therein lies the prob- 
lem. 

Chairman Archer. What is a pure income tax, in your mind? 

Mr. Hall. I am not sure I can answer that concisely right now. 

Chairman Archer. You used the term. 

Mr. Hall. I think what I was attempting to point out was a 
properly administered income tax that did not treat differentially 
any type of capital income and also adjusted for all of the effects 



201 


that inflation has on the timing issues associated with an income 
tax, an accrued income tax base. 

Chairman Archer. Finally, I want to ask the difference between 
Dr. Payne’s analysis of the cost of compliance and your analysis of 
the cost of compliance. Dr. Hall, and Fortune’s, which gets up to 
almost $600 billion. He is at $300-and-some-odd billion and you are 
$136 billion, I believe you said. What are the differences? 

Mr. Hall. It is fairly easy to explain. Mine are strictly financial 
costs, strictly dollar outlays for paperwork burden. As I understand 
it, Dr. Payne includes a great deal of other types of costs. Mine is 
simply filling out tax forms, understanding the law, getting legal 
advice, that type of thing; none of the litigation, none of the oppor- 
tunity costs, simply financial costs. 

For the entire Federal tax system, I estimate $200 billion and for 
the income tax alone, $140 billion. I think Dr. Payne’s analysis is 
a correct way. We have just concentrated strictly on financial costs 
because they can be easily demonstrated and are high enough 

Chairman Archer. Would you argue with Fortune’s estimate? 

Mr. Hall. I believe Fortune got their estimate from Dr. Payne. 

Chairman ARCHER. Would you argue with that? 

Mr. Hall. No. 

Chairman Archer. So we can assume if you consider all aspects 
of administration, compliance, litigation, every aspect of maintain- 
ing this method of raising revenue, that it is legitimate to say that 
it is a cost of $592 billion per year? 

Dr. Payne. Yes. The biggest component there is what the pre- 
vious panel was talking about, the marginal excess burden. This is 
the lost production owing to people not working, not investing be- 
cause they are deterred by the tax system. 

Chairman Archer. How would you quantify that element? 

Dr. Payne. I took — this was the figure in the Ballard, Chovin 
and Wiley study, the 1985 American Economic Review study. 'The 
marginal cost for them was 33.2 percent and the average cost was, 
I think, 23 percent. 

Chairman Archer. But what dollar amount figure would that be 
in the $592 billion? 

Dr. Payne. Just about half of it. 

Chairman Archer. Thank you very much. 

Mr. Gibbons. 

Mr. Gibbons. Mr. Chairman, I was waiting for someone else to 
be here. I want to thank Dr. Raboy. I am appreciative of his input. 

Dr. Hall, I was listening to your testimony. You said there were 
three principal types of taxes that were being considered here and 
then you mentioned a business transfer tax. I think you may be 
calling my value-added tax proposal a business transfer tax, I have 
a simple subtraction method value-added tax. 

Mr. Hall. I did not mean to imply that. I talk about the flat tax, 
U.S.A. tax and the retail sales tax. I call the flat tax and U.S.A. 
tax a direct tax and the value-added tax a retail sales tax. 

Mr. Gibbons. You seem to assume that in a value-added tax you 
have to have different rates. 

Mr. Hall. No, sir. I said that is the major source of complexity. 

Mr. Gibbons. I agree with you. That is all the questions I have. 
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Chairman Archer. Mr. Hancock will inquire and also will tem- 
porarily preside over the hearing. 

Mr. Hancock [presiding]. Thank you, Mr. Chairman. 

Dr. Adams, I have read your hook and in fact I recommended it 
to a lot of people. I am also glad to point out that I am glad that 
you believe in the capitalistic system because I tried to buy 200 
copies and you wouldn’t give me a big enough discount and I 
couldn’t afford it. Maybe if we could get the tax change, I could buy 
enough copies to send to the Missouri State Legislature. 

I didn’t realize until I read your book that the scribes that Christ 
ran out of the temple were the tax collectors. I didn’t know that 
until I read your book. I never had thought about it. I thought they 
were just keeping records. I didn’t realize that those were the tax 
collectors. 

One of my staffers pointed out after he read the book, which I 
recommended that he do, and your book about the dynasties and 
the power of the tax collector ruining dynasties, monarchies, he 
pointed out they have just recently started telling the Queen of 
England that she has to start paying income taxes now. If they had 
been doing that all along, we might have had a different situation 
there. 

The present tax law — I kind of like your idea about burning tax 
records — ^you know, dead men tell no tales; bum the tax records. 
If it wasn’t for the computer systems that we have now, we couldn’t 
have a tax law like we have. We would be the world’s largest book- 
keeper if it weren’t for computers. There aren’t enough man-hours 
around to keep records if it weren’t for computers. 

With that, how do you get rid of it? Is it possible to do what the 
Chairman said, pull it out by the roots and start over? 

Mr. Adams. I think he is right. In fact, using your reference to 
ancient Egypt, some people asked me for a comparable tax system; 
I say go back to Egypt. The scribes even counted the eggs in the 
pigeon nests and went into the houses of the housewives and tried 
to check and see if they were using free drippings from their cook- 
ing. 

I think that while we may think that our computers and our 
high technology creates a fairly monstrous tax bureau, I think the 
scribes of Egypt were everywhere, inspecting and snooping and re- 
cording. 

I am reminded of Adam Smith in “Wealth of Nations.” He gave 
the four signs of a bad tax system. We got all four. The first one 
he said is a large, cumbersome bureaucracy to administer the tax 
law. That is bad. 

The second thing that he said about a bad tax system is it dis- 
courages enterprise and denies jobs to the multitude. It is interest- 
ing that he was concerned with jobs. 

The third factor of a bad system is it encourages evasion. 

And fourth, he said it puts the teixpayer through odious and vex- 
atious examinations by the taxman. Of course, there is the audit. 

You can’t find many redeeming factors in the tax system that we 
have in comparing it to the historical past and to the great minds 
that created our country. 
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Mr. Hancock. You mentioned the Mayan empire went down the 
tube because they felt they were being overtaxed and disappeared 
into the jungle. 

Mr. Adams. One of the great taxmen in America said that, James 
Eustice, a professor at NYU. That is probably just his guess, but 
it may be true. 

Mr. Hancock. Certain people in this country now that are even 
mving up their citizenship — I don’t approve of it and I know we are 
liable to hear some comments on it — but giving up their citizenship 
to where they can move their assets out of this country. We have 
people moving between States now, quite a lot of it in fact, to re- 
duce their tax burdens. Isn’t that kind of parallel with what your 
historical evaluation 

Mr. Adams. One point is that many historians believe that more 
people emigrated to America from Europe to avoid Europe’s hated 
tax system than for any other reason. 

One of the things in my book I am proud of, is an old front page 
of a brochure in 1630 in Amsterdam advertising for passage to New 
Amsterdam, which is New York, and the title in Dutch is “Free- 
dom.” If you read the pamphlet in Dutch, which my Dutch friends 
have read for me, it was “freedom from taxes.” 

So there was a great immigration. Now you see it going the other 
way. One of the points that I have made, remember little sayings, 
I would say that patriotism is soluble in taxes. Think about that. 
That might explain why people do leave and why people did come 
here; because America was a great tax haven. That is what built 
this country. 

Mr. Hancock. Thank you. 

Mr. Rangel. 

Mr. Rangel. Some would say America still is a great tax haven. 

Mr. Adams. Say that again? 

Mr. Rangel. Some would say America still is a great tax haven. 

Mr. Adams. A lot of people say that and there is truth in it. 

Mr. Rangel. Notwithstanding the Chairman’s comment that peo- 
ple leave the United States to avoid taxes, that shouldn’t influence 
anybody to change the tax system, do you think? 

Mr. Adams. It depends on the exodus. If it is the last one to 
leave, turn out the lights 

Mr. Rangel. The Chairman referred to a specific number of peo- 
ple — are you familiar with the case the Chairman referred to? 
Campbell Soup — a dozen people that made several billions of dol- 
lars, they have moved to the Bahamas. It is a crummy thing to do, 
and he certainly doesn’t support it, but I don’t believe that we 
should even think about changing our system to accommodate a 
group of people that think so little of the United States that they 
would leave. 

If the exodus was the kind that you referred to in your book that 
would cause people to leave their native country, that is different. 
You haven’t seen any exodus from the United States based on the 
unfairness of this system, have you? 

Mr. Adams. I think professionally we do from time to time, but 
not mass exodus. 

Mr. Rangel. Substantial? 
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Mr. Adams. There are a number of people that leave for any rea- 
son. 

Mr. Rangel. You have found a number of people sufficient to 
record that because of the unfairness of the tax system as they see 
it they would leave the United States? 

Mr. Adams. I had a little talk with former IRS Commissioner 
Shirley Peterson, an IRS Commissioner, now in private practice, 
and I asked her, had the II^ ever made a study on the number 
of Americans who were leaving to avoid taxes? And she said, No, 
we have never made a study. But she said. Since I have been in 
private practice, I sure have got a number of inquiries. I will have 
to leave you with that. 

Mr. Rangel. Not to worry. I am not going anywhere. Thank you. 
It is a very good book. 

Thank you, Mr. Chairman. 

Mr. Hancock. Mr. Johnson. 

Mr. Johnson of Texas. Thank you, Mr. Chairman. 

Dr. Hall, you talked about multiple rates concerning sales tax. 
What do you mean by that? 

Mr. Hall. For example, you would have a zero rate on food and 
a positive rate on golf balls and golf clubs. 

Mr. Johnson of Texas. You are presuming that a sales tax or 
any kind of consumption tax would have variable rates or 

Mr. Hall. No. I am not assuming that at all. I meant to point 
out that for any indirect tax, of which a retail sales or VAT 
taxes are, multiple rates are the key source of complexity to those 
systems. 

Mr. Johnson. But if you had a single rate on everything 

Mr. Hall. Then the complexity part would be diminished. 

Mr. Johnson. And that is uniformity, and I think Mr. Adams 
talks about uniformity in his book, too, to some degree. 

How would you view the continuation of various Federal excise 
taxes in the context of a flat tax proposal, since both are essentially 
a consumption tax? 

Mr. Hall. I think a good case could be made that if in fact the 
flat tax is administratively simpler, that all Federal taxes should 
be rolled into one tax system. That would dramatically simplify 

Mr. Johnson of Texas. You are saying if a flat tax were im- 
posed, you would do away with all other taxes? 

Mr. Hall. Yes. 

Mr. Johnson of Texas. All of them? 

Mr. Hall. Yes. 

Mr. Johnson of Texas. Mr. Adams, you did talk about uniform- 
ity in your book. You know, this morning we heard some comments 
about a police state, the Gestapo-like tactics of our IRS, which 
makes it I guess one of the reasons it falls into those four bad cat- 
egories you spoke about, a tax to evade, so to speak. 

What do you mean by uniformity? 

Mr. Adams. I remember when Mr. Rabushka and I guess Mr. 
Hall wrote the article in the Wall Street Journal about 12 or 13 
years ago. I think the first article that they wrote they didn’t use 
the word flat tax but used the word uniform rate tax. I always 
thought that was the correct name. I don’t like the name flat be- 
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cause it is a dead word. I like the word uniform because the Con- 
stitution says taxes are supposed to be uniform. 

When that case came up before the Supreme Court, it was con- 
sidered to be the leading case of the year and the Supreme Court 
dismissed it as a one liner. The major law reviews and the major 
leading tax scholars in America thought that the real issue of grad- 
uated rates was whether or not they violate the uniformity com- 
mand in the Constitution. I think they do. 

I think the Supreme Court has the last word on it, but I think 
they made a mistake there like they made a mistake on segrega- 
tion because they made uniformity the same for everybody. If you 
go back to the Convention that was drafting the Constitution, the 
first draft said the taxes would be common to all, and then they 
said “uniform and equal.” They ended up with “uniform.” 

What they were trying to do was to prevent America from having 
a tax system that was then existing in France when there were all 
kinds of exemptions and immunities and privileges. They wanted 
this to be a country in which the rates were uniform and common 
to all. 

We have breached that only because the Court let us do it. I 
think the Court let us do it because at the turn of the century, we 
were seduced by the philosophy of socialism. Nobody was ever se- 
duced by communism. That came by rape. But socialism has been 
a seductive idea and it is dead now. We spent a whole century 
proving it was a dumb idea. 

Mr. Johnson of Texas. Kind of like a flat tax? I think you are 
right when you say that the income tax is the mother of all taxes, 
and I appreciate that comment. 

Thank you, Mr. Chairman. 

Mr. Hancock [presiding]. Ms. Dunn. 

Ms. Dunn. Thank you, Mr. Chairman. 

Dr. Raboy, is that proper pronunciation? Would you pronounce it 
for me? 

Mr. Raboy. Raboy. Actually, three different family members pro- 
nounce it different ways. 

Ms. Dunn. Do they? I don’t feel so bad. Thank you. 

I wanted to ask you a couple questions having to do with trade. 
I am on the Trade Subcommittee, and I would like to know your 
impression of how well our current tax system is suited to the goals 
that we have in trade and economic policy for the United States. 

Mr. Raboy. Well, I don’t think it is very well suited at all for a 
large variety of reasons. I think there is an inherent bias in our 
Tax Code against capital investment, productive investment, and 
that by definition has to hurt our trading situation. 

I think it is unfortunate that the rest of the world has adopted 
border adjustable consumption taxes as their primary form of reve- 
nue, and the United States hasn’t. Now, that is not to say that the 
imposition of a consumption tax on a border acijustable basis is a 
panacea for trade. But simply, it harmonizes our system. It means 
that the rules are fair, they are predictable, and trade thrives in 
that type of a situation. 

Ms. Dunn. What sorts of changes in tax policy would you see our 
adopting that would encourage greater exports? 
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Mr. Raboy. 1 think that any of the tax proposals before this Com- 
mittee that eliminate the double taxation of savings and invest- 
ment income will by definition increase the productivity of our ex- 
port sector and lead to greater competitiveness on the part of the 
export sector. 

I also believe that we should adopt the destination principle. We 
should not forgo that opportunity. The switch from an origin-based 
system to a destination-based system will cause exports to increase 
somewhat in the short run. 

One final cautionary note is that when we are considering adopt- 
ing a consumption-based system, there are many who believe that 
there should be various exemptions for food, housing and education 
and those sorts of things, to address perceived or real regressivity. 
And I think it is important that regressivity be addressed. 

I would simply encourage that it be done outside of the VAT sys- 
tem. Because otherwise you will create a privileged sector that 
doesn’t enter into international trade, primarily housing, education, 
and medical care. They will become tax-preferred entities. As a re- 
sult, investment will flow into those sectors, rather than into the 
export sector or the sector that competes directly with exports. 
That could do us some damage. 

Ms. Dunn. OK, great. Thank you. 

I would like to ask the panel to answer a couple of questions I 
encountered when I was talking with constituents from my district. 
One is that the consumption-biased tax would unfairly hit senior 
citizens who had been through their income-producing years, paid 
their income taxes, had planned for their future and now they are 
on mixed incomes, then they are faced with a large, 15 or 17 per- 
cent, whatever it is, sales tax on products they buy. 

What would we do under this tax system or what should we do 
under this teix system to protect people like that? Anybody who 
cares to answer. 

Mr. Hall. Well, it is essentially a tradeoff between — essentially 
what you are talking about are key transitional issues, and no mat- 
ter what system we adopt, you are going have these transitional is- 
sues. And they are going to, at least in the short term, create com- 
plexities. 

Under the flat tax, just as an example, though, the couple you 
described may or may not have any tax liability at all. The retail 
sales tax would affect them, and if you choose to exempt them in 
some fashion, then you are going to just simply create more com- 
plexity. However, you know, this is an equity-complexity tradeoff. 

The U.S.A. tax system has essentially addressed this question in 
its preliminary transition rules, and once again it is an equity ver- 
sus complexity tradeoff. 

Ms. Dunn. OK Anybody else care to answer that one? 

And then. Dr. Hall, could you please explain to me, I have been 
in and out of this hearing all day, how you handle — once again, 
please explain how you handle mortgage interest on home owner- 
ship so that we could continue some policy of encouraging home 
ownership? 

Mr. Hall. Well, I think part of the problem is that we are in fact 
encouraging home ownership over and above other types of invest- 
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ment. And that may be an interesting policy matter, but it is in 
fact a tax distortion. 

The question, the real question is once again a transition ques- 
tion. People have bought their homes with the knowledge that they 
will have this interest deduction, and if you are taking it away 
from them or you remove it from the tax system entirely, then that 
will have an immediate impact on the net worth of their home. And 
that could cause problems. 

As a simple matter, simply the financial aspect of losing the 
home interest deduction, if you lower the tax rate enough, you sim- 
ply buy them out. Their tax bill is lower, even without the home 
interest deduction. 

Ms. Dunn. Anybody else care to comment on any of those ques- 
tions? 

Thank you. 

Mr. Hancock. Mr. English. 

Mr. English. Thank you, Mr. Chairman. 

Dr. Raboy, I wonder if you could comment on something that Dr. 
Hufbauer touched on in his testimony. And I think he had one 
viewpoint on this. If we fail to adopt a border tax, what impact 
would you anticipate that will have on exchange rates? 

Mr. Raboy. If we fail to? 

Mr. English. Yes. 

Mr. Raboy. Again, I think that the effect on exchange rates is 
indeterminative. It would be almost impossible to predict it, be- 
cause in order to answer that question, I have to put myself in the 
mind of an exchange trader. \^at is important is not what hap- 
pens to the actual amounts of goods and services crossing the bor- 
der, but what is going to go on in his mind. Because what goes on 
in his mind affects 80 to 90 percent of the foreign exchange trade. 

So if we do nothing, then what the exchange trader is going to 
look at is the other components of the tax system, and he is going 
to ask himself. How is that going to affect investment in this coun- 
try versus overseas? How is that going to affect what the Fed de- 
cides to do to the money supply? So I hate to punt on that one, but 
I am not sure I could give you a prediction. 

Mr. English. No, I appreciate it. 

Dr. Hufbauer also testified — and I would like to read a portion 
of his testimony and get your comment — the fundamental reason 
for border tax adjustments is neither to alter the Nation’s trade 
balance, nor to find a substitute for exchange rate adjustments. 
The fundamental reason for border tax adjustments is to deal with 
the burden on sectors that are more heavily taxed under the new 
system than the old. 

Any TBA system will impose higher taxes on many business 
firms than the current corporate income tax, both because some 
firms pay little or no tax under the current present complicated 
system and because under some TBA systems, a larger portion of 
wage taxes will be paid at the corporate level. 

I wonder if you would either concur or dissent from that and 
comment on it. And what sectors do you think would be adversely 
impacted under the new tax system? 
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Mr. Raboy. ok. Well, as a general rule, if you go to a consump- 
tion-based tax system, then companies that are more capital inten- 
sive clearly benefit relative to the situation they were in before. 

Mr. English. That would include steel, energy? 

Mr. Raboy. Yes. 

Mr. English. Heavy manufacturing? 

Mr. Raboy. Petrochemicals, all those industries. 

Now, having said that, though, I believe that these countries are 
currently in a situation of bias. In other words, the Tax Code is bi- 
ased against capital-intensive industries. So by going to a border 
ai^ustable or even a nonborder adjustable consumption tax, essen- 
tially what you are establishing is neutrality, so that firms are nei- 
ther benefited nor harmed if they choose to use labor or use capital. 

Mr. English. Thank you. 

Dr. Hall, Dr. Boskin in his testimony spoke to the complexity 
issue as it applied to the U.S.A. tax, indicating that it would be a 
more complex tax than some other alternatives because of the need 
to track assets. Would you care to comment on that? 

Mr. Hall. Yes. Well, that is in fact true. Under the — essentially 
what, if I could contrast the flat tax with the U.S.A. tax 

Mr. English. Please do. 

Mr. Hall. The reason the flat tax is administratively simpler is 
because it goes under what is called a prepayment approach. It 
taxes all income immediately, and then — at the individual level. It 
taxes all wage and income immediately, and then never taxes any 
income earned on savings and investment. So capital gains, inter- 
est income, dividends are never taxed at the individual level. So 
there is no reason to have to track all those assets because you 
have prepaid. 

Under the U.S.A. tax system, you tax wages and nonwage in- 
come, and by so doing — and also, and the key feature of what 
U.S.A. stands for, you have the unlimited savings allowance. 

So because of the unlimited savings allowance, you in fact have 
to document what you have saved — ^you in effect have to prove your 
net saving for the year, and by undertaking that exercise, there is 
a greater complexity. 

Mr. English. Dr. Hall, one thing that leapt out about your testi- 
mony as I reviewed it is where you talk about the compliance costs 
to small U.S. corporations with assets of $1 million or less. And 
that as a group, these small corporations have had to pay a mini- 
mum of $382 in compliance costs for every $100 they paid in the 
income tax. 

Could you get a little bit into the methodology for calculating 
that, and how solid an estimate is that? It is a stunning figure. 

Mr. Hall. Yes, it is. Essentially it is very simple. It is an IRS 
fi^re that — and all I simply did was apply a labor cost figure to 
what the IRS calculates, which is an hourly burden. If you take es- 
sentially the hour — the time cost burden of complying with form 
1120, which is the corporate income tax form, and you multiply it 
by a labor cost of $39 a hour, roughly speaking, or I ^ess for 1991 
it was somewhat less than that, and you simply multiply that fig- 
ure by the number of corporations that have $1 million in assets 
or less, you come up with a figure of roughly $15 billion. 
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Well, you can also track through IRS records what those compa- 
nies paid in income tax and it was roughly $4 billion. So we have 
a compliance cost to tax paid ratio of roughly 382 percent. 

Mr. English. Thank you. 

And I would like to thank all of the panelists. This has been very 
enlightening. 

Thank you, Mr. Chairman. 

Mr. Hancock. Mr. Gibbons, would you like to inquire? 

Let me express my appreciation to the panel. It has been very 
informative. We appreciate the conciseness of your remarks and 
the directness in answering the questions that the Committee has 
asked. 

The Committee stands in recess until 10 o’clock tomorrow. 

[Whereupon, at 3:11 p.m., the hearing was adjourned, to recon- 
vene at 10 a.m., Wednesday, June 7, 1995.] 




REPLACING THE FEDERAL INCOME TAX 


WEDNESDAY, JUNE 7, 1996 

House of Representatives, 
Committee on Ways and Means, 

Washington, D.C. 

The Committee met, pursuant to call, at 10 a.m., in room 1100, 
Lon^orth House Office Building, Hon. Bill Archer (Chairman of 
the Committee) presiding. 

Chairman Archer. The Committee will come to order. I would 
like to ask our guests and staff and press to please take seats so 
we may commence. 

This morning we are continuing the second day of hearings on 
replacements for the current income tax system, and we of course 
will have another full day of hearings tomorrow. 

[The opening statements follow:] 

Opening Statement of Hon. Bill Archer 

Today we hold the second of 3 days of hearings on replacing completely our cur- 
rent tax system. Yesterday we heard from several witnesses ^out the problems of 
our current system and some broad guidelines for framing a replacement. Today we 
will hear from the administration its position on fundamental tax refomi. We will 
also have presented two of the major replacement alternatives, the value-added tax, 
which will be advocated by the distinraished Ranking Democrat on the Committee, 
Sam Giblx)ns, and the LLS.A. tax which is advocated by Senators Domenici and 
Nunn. 


Opening Statement of Hon. Jim Ramstad 

Mr. Chairman, thank you for calling this series of hearings on one of the most 
critical economic policy issues facing our Nation. 

The current Federal income tax imposes huge costs on the American people. The 
time and money spent complying with Federm tax requirements is staggering. An 
IRS-commissioned study completed in 1985 concluded that the 5.4 billion hours of 
work expended by taxpayers for filing business and individual returns amounted to 
24.4 percent of income tax revenues — a sum of $159 billion. 

More recently, economists Robert Hall — who we’ll hear from tomorrow — and Alvin 
Rabushka have estimated that direct compliance costs — both in filing arid in buying 
expert advice — exceed $100 billion. Direct planning costs exceed $35 billion and rev- 
enue lost to the Treasury because of tax evasion exceeds $100 billion. 

Economists widely believe that there are five desirable characteristics of any tax 
system; Economic efficiency, administrative simplicity, flexibility, political respon- 
sibility and fairness. Our current system scores low marks in each of thew areas. 

\^ile today’s witnesses support different ways to reform our Tax Code, it is im- 
portant that we recognize the great degree of agreement — near unanimity — on the 
need to fundamentally overhaulthe current system. 

Again, Mr. Chairman, thank you for calling this series of hearings. I look forward 
to hearing from our distinguished guests ana to moving foward to improve the sys- 
tem for aU taxpayers. 
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Chairman ARCHER. We commence this morning with a represent- 
ative from the Treasury, Assistant Secretary for Tax Policy, Les 
Samuels, who will be our first witness. 

Les, if you would like to proceed. We are not going to strictly 
hold you to it, but as you know, if you can keep your oral presen- 
tation to within 5 minutes, we would appreciate it; and you of 
course can submit your entire written statement for the record. If 
you feel constrained that you have to go beyond 5 minutes, then 
certainly we will be pleased to accommodate that. You may pro- 
ceed. 

STATEMENT OF HON. LESLIE B. SAMUELS, ASSISTANT 

SECRETARY FOR TAX POLICY, U.S. DEPARTMENT OF THE 

TREASURY, ACCOMPANIED BY ERIC TODER, DEPUTY 

ASSISTANT SECRETARY 

Mr. Samuels. Mr. Chairman, I would first like to introduce Dep- 
uty Assistant Secretary Eric Toder, who is accompanying me today, 
and I do have a longer written statement for the record, and I 
would like to summarize it. 

Chairman Archer. Welcome, Mr. Toder. 

Mr. Toder. Thank you. 

Mr. Samuels. Mr. Chairman, at the outset I want to congratu- 
late you for calling this very important hearing. Frustration with 
our tax system is unacceptably high. We are committed to working 
with Congress to address this serious problem. An excellent way to 
improve our tax system is to consider alternatives. Thus, I am 
pleased to discuss today proposals for fundamental tax reform. 

Several plans have been introduced that would replace all or part 
of the income tax and payroll taxes with a tax on consumption. 
These reform proposals originate in part from frustration with the 
complexity of our existing system and concerns about our national 
savings rate. 

The most important reason to consider replacing the income tax 
with a consumption tax is the change could increase savings and 
capital formation, and thereby raise our standard of living in the 
long run. Depending on how it is designed, a consumption tax could 
also improve economic efficiency and simplify the tax system. 

Regardless of how they are collected, consumption taxes have one 
element in common — they tax income only when it is spent on 
consumer goods and services, or in other words, they exempt in- 
come from new saving from tax. 

The proposals that are currently under discussion include Rep- 
resentative Armey’s and Senator Specter’s plans to adopt a two- 
part rate consumption tax in place of the current corporate and 
personal income taxes. Representative Gibbons has proposed a sub- 
traction method VAT in place of the corporate income tax, the pay- 
roll tax, and most of the individual income tax. Senators Nunn and 
Domenici propose to replace the individual and corporate income 
taxes with two consumption taxes; A flat rate tax on businesses 
and a progressive rate individual consumed income tax. In addi- 
tion, Mr. Chairman, you have indicated that you would replace the 
present income tax with a national retail sales tax or a VAT, 
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As with all tax proposals, these reform ideas should be carefully 
evaluated according to their ability to achieve fundamental tax pol- 
icy objectives — ^fairness, efficiency, and simplicity. 

Reforms should also include rules to reduce windfall gains and 
unexpected losses during the period of transition to a new system. 
Consumption tax proposals, in particular, may require special tran- 
sition rules to prevent taxing consumption from previously taxed 
income, which could impose severe tax burdens on elderly Ameri- 
cans. In this regard, I would note that when many economists talk 
about an ideal consumption tax, they postulate that in order to ob- 
tain maximum efficiency, all existing wealth would be taxed as 
part of a transition to a new system. 

Also, it is widely acknowledged that consumption tax proposals 
will need special rules for certain sectors, such as financial services 
businesses. Another issue is coordination with State and local gov- 
ernments which depend heavily on retail sales taxes for revenues. 

The current Federal income tax promotes widely held social and 
economic goals, such as home ownership, private charitable giving, 
and provision of medical insurance by employers. We expect that 
a new consumption tax would still promote social and economic 
goals. But continued use of the tax system for these purposes 
would greatly lessen the possibilities for simplification and tax rate 
reduction from replacing our current system with a broad-based 
consumption tax. 

Moving from one system to another would be complex and costly 
and would create both intended and unintended winners and los- 
ers. It would also change asset values, and the levels of prices and 
wages. 

Mr. Chairman, we recognize that the current U.S. income tax 
system has many defects, and we welcome discussion on how to re- 
form it. But radical changes to the tax system involve major costs 
and risks. Replacing the entire income tax system with a consump- 
tion tax would be a grand experiment of applying theory to a prac- 
tical application that no other country in the world has chosen to 
undertake. Proponents of these plans must, therefore, overcome a 
si^ificant hurdle — they must show that it is worthwhile to conduct 
this experiment on the world’s largest and most complex economy. 

I will briefly comment on four issues: Distributional effects, ef- 
fects on saving, costs of compliance, and the treatment of existing 
wealth. 

A consumption tax would typically place a higher burden on low- 
and middle-income families than an income tax with the same rate 
structure. In this regard, eliminating the tax on income from new 
capital benefits high-income families because they receive the bulk 
of capital income. 

Chart 1 we have up on the board shows the distributional effect 
of replacing the revenue of corporate and personal income taxes, in- 
cluding the earned income tax, with a broad-based consumption tax 
with no exemptions and a revenue neutral flat rate of 14.5 percent. 
This baseline proposal is the simplest and most regressive form of 
consumption t^. It would increase Federal taxes for families in the 
first four income quintiles and cut taxes for families in the highest 
income quintile. 
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There are, of course, a number of ways to make consumption 
taxes less regressive or even proCTessive. European countries re- 
duce the regressivity of value-added taxes by exempting specific 
goods and services or taxing them at lower rates. This approach 
does not make the VAT much less regressive, however, because the 
tax relief from exempting specific goods and services is not directly 
ta^eted to low-income families. 

Consumption taxes that are collected wholly or in part from indi- 
viduals can be more easily made progressive than those collected 
solely from businesses. This can be achieved by providing standard 
deductions for low-income families or graduated rates. 

Chart 2, that we are just putting on the board now, illustrates 
the effect of including a standard deduction and personal exemp- 
tion in a general consumption tax. It shows the distributional effect 
of replacing the individual and corporate income tax with a modi- 
fied flat tax. This has a standard deduction of $24,700 for joint re- 
turns and a $5,000 personal exemption. The revenue neutral flat 
rate is 22.9 percent. 

Under this version of the flat tax, the aggregate aftertax income 
for the top quintile would still be 1.6 percent higher than under 
current law, a net tax cut, and the aggregate aftertax income for 
the group of families in the first four income quintiles would still 
be 1 to 2.2 percent lower than under current law, a net tax in- 
crease. 

Chart 3 compares the progressivity of the current Federal system 
with the modified flat tax I just described. It shows that current 
law is progressive — effective rates rise with each income quintile. 
The modified flat tax is progressive through the fourth income 
quintile. Compared to present law, the effective tax rate decreases 
from 24.5 to 16.4 percent for families in the top 1 percent of the 
income distribution. This decrease in tax burden occurs because 
under the flat tax proposal, income from new savings and invest- 
ment is not taxed. 

Addressing regressivity is a key challenge in designing a con- 
sumption tax that will not add burdens to low- and middle-income 
families. Thus, in analyzing any of the proposals, the first question 
to be asked — is it fair? Compared to the current system, who will 
be the winners and the losers? 

Consumption taxes will not tax the return to new savings and in- 
vestment. An income tax does tax this return and thereby discour- 
ages savings and investment to some degree. Consequently, one 
might expect that replacing the income tax with a consumption tax 
would encourage domestic saving and capital formation. 

The national savings rate in the United States has declined in 
the eighties compared to the previous three decades, due to a de- 
cline in private saving and increases in the Federal budget deficit. 
We consider the low rate of U.S. savings to be a very serious con- 
cern. But we must ask ourselves how much the proposals under 
public discussion would help. The decline in savings does not ap- 
pear directly related to changes in tax policy. Marginal tax rates 
were lowered substantially during the eighties and new saving in- 
centives were introduced, but the overall private savings still fell. 

How much would substituting a consumption tax for the income 
tax boost total private savings? If the aftertax rate of return on 
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savings goes up, individuals may increase saving for future con- 
sumption. Most statistical research by economists, however, finds 
that the effect of increasing the rate of return on savings is small 
or negligible. 

Our current income tax includes incentives for employers to pro- 
vide retirement savings plans for all of their employees — ^including 
low-income employees. The incentives for employers to establish re- 
tirement plans would be weakened under a consumption tax. 

Simplification of the tax system is a very important goal of many 
tax reform proposals. We strongly support this goal. A simpler tax 
system would lower compliance costs for taxpayers and administra- 
tion costs for the government. 

One source of complexity in our current income tax, the measure- 
ment of capital income, would be largely absent under a consump- 
tion tax. Three other important sources of complexity — provisions 
to distribute the tax burden equitably, rules to measure the con- 
sumption component of business income properly, and the provi- 
sions that use the tax system to advance certain social and eco- 
nomic policies — would continue under any consumption tax. 

For example, suppose it is desirable to have a consumption tax 
that continues to promote home ownership. Because consumption 
taxes, unlike income tax, would exempt interest income from tax, 
continuing to allow a deduction for mortgage interest paid would 
encourage homeowners to incur additional borrowings beyond their 
financing needs. Rules to prevent this type of tax arbitrage would 
be complex and difficult to enforce. 

Some commentators have suggested that a switch from the 
present income tax to a simpler consumption tax would promote 
compliance from the underground economy. This benefit may be 
easily overstated. The reporting of income and sales from illegal ac- 
tivities is unlikely to be affected by changes in the tax system. In- 
centives for not reporting income or sales from informal activities 
would also remain under a consumption tax. 

A very significant issue in converting to a consumption tax sys- 
tem is deciding how to treat the return to wealth that was accumu- 
lated out of aftertax income under the income tax. For example, 
without a transition rule for past savings, a retiree who accumu- 
lated $100,000 in savings out of aftertax income before the imposi- 
tion of a consumption tax would be taxed on withdrawals from that 
account that are for consumption. 

An exemption for existing wealth may be desirable to relieve the 
tax burden on individuals with accumulated savings, many of 
whom are elderly. However, it would also require higher tax rates 
on wage income and reduce much of the gain in economic efficiency 
that are predicted from a consumption tax. In this respect, transi- 
tion rales are not merely an inconsequential technical issue. How 
existing wealth is treated during the transition could have material 
economic effects. 

We are not at this time convinced that the case for completely 
replacing the income tax with a consumption tax is compelling. The 
most frequently cited economic benefit of such a change, an in- 
crease in private savings, is uncertain and could be small. Savings 
incentives within the existing income tax can increase savings 
without replacing the entire system. 
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The fairness of replacing the income tax with a consumption tax 
is also a concern. Moving to a flat rate consumption tax would in- 
crease the tax burden on low-income and lower the tax burden on 
high -income families. Efforts to improve the progressivity of con- 
sumption tax proposals would result in complexity. In addition, the 
effects of switching to a consumption tax on wage and price levels, 
interest rates, and the value of existing assets, including homes, is 
uncertain. 

In examining consumption tax proposals, it is inappropriate to 
compare a theoretically ideal consumption tax and the income tax 
system in place today. Instead, we should analyze a consumption 
tax that is likely to emerge from the political process. Exclusions 
would be made under a consumption tax, and those exclusions 
would reduce the economic benefits of the proposals and increase 
complexity. 

We commend efforts to develop consumption tax proposals that 
are proCTessive and revenue neutral. We are concerned, however, 
that su^ a consumption tax could be excessively complex. 

Mr. Chairman, we look forward to working with the Congress on 
improving our system. We believe that greater weight should be 
given to simplification in evaluating tax reform proposals than has 
been given in the past. A simpler tax system would lower compli- 
ance costs for taxpayers and administration costs for the govern- 
ment. We will pve serious consideration to proposals that would 
meet the tax policy objectives set forth in my testimony — proposals 
that would simpli^ the tax system and improve economic incen- 
tives without sacrificing revenue or fairness. 

While the debate is in process, simplification should also be given 

E reater weight in evaluating changes to our existing tax ^stem. 

ast year, the House of Representatives passed the Simplification 
and Technical Corrections Act. We ask the Committee to consider 
this legislation. 

Mr. Chairman, that concludes my remarks and I would be 
pleased to answer any questions you or Members of the Committee 
may have. 

[The prepared statement follows:] 
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Mr. Chairman and Members of the Committee: 

Introduction 

I am pleased to discuss today proposals for fundamental reform of the tax system. 
During the last two years, several proposals have been made that would replace all or part of 
the income lax and payroll taxes with a tax on consumption. The conceptual proposals under 
current discussion include Representative Armey’s and Senator Specter’s plans to adopt a two- 
part flat consumption tax in place of the current corporate and personal income taxes, 
Representative Gibbons’ plan to adopt a subtraction method value-added tax (VAT) in place of 
the corporate income tax, the payroll tax, and most of the individual income tax, and a plan by 
Senators Nunn and Domenici to replace the individual and corporate income taxes with two 
consumption taxes: a flat-rate tax on businesses and a progressive-rate individual consumed 
income tax. In addition, Chairman Archer would replace the present income tax system with 
a national retail sales tax or a VAT. Some of these proposals have been introduced as bills, but 
we understand that some of them are not yet in final form. 

The interest in consumption taxes apparently arises for several reasons. The most 
frequently cited benefit of moving from a system that taxes income toward one that taxes 
consumption is that a consumption tax will improve saving rates and capital formation, and our 
standard of living in the long run. Proponents of consumption taxes also argue that a 
consumption tax would improve economic efficieiKy — and thereby increase national output — 
and simplify the tax system. Some supporters of consumption taxes point out that most of our 
major trading partners rely more heavily on consumption taxes, panicularly VATs, and that 
adoption of a VAT in the United States would be more compatible with international practices. 

Mr. Chairman, we recognize that the current U.S. income tax system has many defects, 
and we welcome the discussion on how to reform It. Since radical changes to the tax system -- 
especially changes that would completely replace the existing system •• involve costs and risks, 
they should be carefully evaluated according to their ability to achieve the fundamental objectives 
of a tax system -- fairness, efficiency, and simplicity. We believe a tax system should: 

• raise sufficient revenue, 

• distribute the burden of taxes equitably, 

• avoid excessive intrusion of tax considerations into private economic decisions, 

• promote economic prosperity and growth, 

• and limit the costs to families and businesses of complying with the tax and the 
costs to the government of administering it . 

Reforms should also include rules to reduce windfall gains and losses during the period of 
transition to a new system. Consumption tax proposals, in panicular, should address the effect 
of the transition on the tax burden of the elderly, should include rules for the treatment of certain 
hard-to-tax economic sectors, such as financial institutions, and should address the coordination 
of a Federal consumption tax with State and local retail sales taxes. 

In addition to these general tax policy objectives, the Federal income tax has, over the 
years, been used to promote widely-held social and economic goals, such as home ownership, 
private charitable giving, and provision of medical insurance by employers. It is likely that 
these goals would continue to be seen as pursuits worthy of preference under a reformed tax 
system. To the extent that a reformed system is to be used to promote social and economic 
goals, possibilities for simplification and tax rate reduction would be materially reduced. 

The strongest argument for a consumption tax is that it will probably increase saving and 
investment, but the amount of any increase is highly uncertain and could be small. Other ways 
of increasing national saving -- such as further deficit reduction or expanding saving incentives 
within the income tax — can be used to further this objective either more surely or with less 
overall disruption than a wholesale replacement of the existing income tax. 

Replacing the income tax with a consumption tax also raises concerns about fairness, 
because many consumption tax alternatives would increase the tax burden on low- and middle- 
income families. Efforts to improve the progressivity of consumption taxes would require 
significant increases in costs of compliance and administration. Moving from one tax system 
to another would also be complex and costly and would create both intended and unintended 
winners and losers. It also would change asset values, and the level of prices and wages. 
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Replacing the entire income tax with a consumption tax would be a grand experiment of 
applying theory to a practical application that no other country in the world has chosen to 
undertake. Proponents of these plans must, therefore, overcome a significant hurdle -< they must 
show that it is worthwhile to conduct this experiment on the world’s largest and most complex 
economy . 

The remainder of my testimony will describe (i) various types of consumption taxes, (ii) 
the distributional and economic effects of replacing the income tax with a consumption tax 
(including the international aspects of the proposals), (iii) some issues related to specific 
economic sectors that would have to be addressed in implementing a consumption tax, (iv) 
observations about simplifying the tax system, (v) the effect of some consumption tax proposals 
on the underground economy, (vi) coordination of proposals with State and local retail sales 
taxes, and (vii) transition issues. 

Background 

Imposing taxes on the basis of income (whether from labor or the return to savings and 
investment) arises from the principle that an equitable tax system should take into consideration 
the variation among individuals’ ability to pay taxes. The "ability-to-pay” principle is often 
understood to mean that a tax should be progressive with respect to income; that is, the portion 
of income that is paid in taxes should rise as income rises. A broad-based income tax with 
graduated tax rates, as in the United States and other advanced economies, satisfies that 
criterion. An income tax need not have graduated rates, however. A flat-rate income tax 
applied beyond some base level of income would be progressive, but not to the same degree as 
a graduated-rate tax. 

What is a consumption tax? 

As an alternative to income-based taxes, consumption taxes are levied only on income 
(hat is spent on consumer goods and services; or, in other words, income that is saved is exempt 
from tax. Within this definition, broad-based consumption taxes can be administered in a 
number of ways. They can be collected wholly from businesses, either on final sales to 
consumers or on the value-added by ail businesses at each stage of production. They can be 
collected in part from businesses and in part from wage-earners by allowing businesses to deduct 
wages and taxing (hem at the individual level. They can be collected wholly from individuals 
by modifying the current individual income tax to allow taxpayers to claim a deduction for all 
net saving. Funhermore. the statutory rates under a consumption tax can be flat, or they can 
differ across individuals or across different types of consumption. And a consumption tax that 
is collected from businesses can be broad-based, or it can exempt certain goods and services or 
businesses from tax. 

Consumption taxes that are collected from individuals exempt income that is saved from 
tax in one of two ways: (1) by allowing a deduction from an income base for income that is 
saved and adding to the tax base the amount dissaved, or (2) by including compensation in the 
tax base arxl exempting the return to savings (interest, dividends, and capital gains). To see how 
exempting income that is saved is equivalent to exempting the return to savings, consider the 
effect of each approach on a taxpayer who begins a year with $1(X) of wage income and wishes 
to postpone all consumption for five years. The taxpayer saves all of his after-tax wage income 
in the first year and earns a five percent annual return on his savings. At the end of five years, 
he withdraws his principal and accumulated interest and spends it. In each year, the tax rate is 
28 percent. 

In the first case, the taxpayer is allowed a deduction for net saving, but is taxed on net 
withdrawals from savings. The taxpayer deposits his SlOO of wages in a savings account. He 
deducts $1(X) from his taxable income, leaving him with zero taxable income and zero tax 
liability. His after-tax consumption in (he first year is also zero . Because the taxpayer reinvests 
the interest income on his savings, he owes no (ax on the interest income during (he next five 
years. In the fifth year he withdraws $127.63: his original savings of $100 plus interest of 
$27.63. At a tax rate of 28 percent, his lax due on $127.63 of taxable income is $35.74. His 
after tax consumption is $91.89 . 
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In the second case, the taxpayer must pay tax on his wage income and receives no 
savings deduction. He pays $28 of tax on his $100 of wage income and deposits the remaining 
$72 of after-tax income in the bank. He has zero after-tax consumption in the first year. Over 
the next five years, his interest income is exempt from tax. In the fifth year he withdraws 
$91.89, his original savings of $72 plus interest of $19.89. His taxable income is zero, and his 
after-tax consumption is $91.89 . Assuming that the taxpayer is in the same tax bracket during 
the five-year period, exempting the return to saving results in the same pattern of after-tax 
consumption as allowing a deduction for income that is saved, leaving the taxpayer indifferent 
between the two approaches. 

Consumption taxes that are collected from businesses grant an immediate deduction for 
purchases of new capiul stocks (including machinery, buildings, land, and inventory). This 
immediate deduction - or ’expensing" - effectively eliminates the tax on the return from new 
investment. A consumption tax that is collected in part from individuals and in part from 
businesses would allow businesses to expense capital purchases and, under the individual lax, 
either exempt income that is saved or exempt the return to savings. The combination of these 
mechanisms ensures that iiKome from capital — the return to saving and investment - is untaxed 
at any level. 

Relieving new saving and new investment from tax is seen as the primary benefit of 
taxing consumption instead of income. Because the after-tax return to savers will increase, 
families will have an incentive to save more. But exempting the return to new saving reduces 
the tax base, requiring higher tax burdens on wage income. Moreover, because low-and middle- 
income households typically do not save as large a percentage of their incomes as higher-income 
households, flat rate consumption taxes are regressive - effective tax rates decline as family 
incomes rise. Addressing the regressivily problem is a key challenge in designing a consumption 
tax that will not add to tax burdens of lower- and middle-income families. 

While the key feature of a consumption tax is that it exempts income from new saving 
and investment, it should also be noted that many forms of consumption lax would reduce the 
number and types of deductions allowed to businesses. In general, a business-level consumption 
tax will allow deductions only for payments made to other businesses. Therefore, wage 
payments and the cost of non-pension employee fringe benefits - such as employer-provided 
health insurance - State and local taxes, and payroll taxes would generally not be deductible to 
businesses The disallowance of deductions for fringe benefits and for the employer portion of 
the payroll tax under some proposals represents a "hidden" tax on employees, since most 
economists believe that these taxes would be shifted by employers to their employees. 

Options for taxing consumption 

There are a number of ways to administer a consumption tax, although the various forms 
would all not tax the remrn from new saving. The distributional effects and administrative costs 
would depend on the details of each proposal. 

The theoretical model for each general option is described below. Applying theory to 
practice, however, will inevitably involve some compromises with the pure models. The degree 
of the deviations will be important in assessing both the possible viability and the overall 
economic effects of any particular proposal. 

1. Retail sales lax (RSTI . Businesses are the sole collection agents for retail sales 
taxes - like those used by most States — and VATs. A RST is applied to sales of goods and 
services to households. In order to tax only sales to consumers, the RST must exempt sales 
between businesses. It is necessary to distinguish between taxable aral exempt sales of capital 
goods. If the RST is levied on a broad base, it is a tax on total consumption. Because a RST 
is collected only on retail sales to domestic consumers, it automatically taxes imports and 
exempts exports State sales taxes in the United States are not broad-based for two main 
reasons. First, certain purchases, including purchases of housing and necessities like food and 
medical care, are tax-exempt for social policy reasons. Second, many services are exempt for 
administrative reasons. 

2. Value-added tax . Most countries that have a national consumption tax administer it 
as a credit-invoice VAT. Under this system, businesses are liable for VAT on their sales, but 
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receive a credit against their tax liabilities for VAT paid on inputs purchased from other 
businesses. Credit-invoice VATs in effect in other countries tax imports and exempt exports. 
They achieve this result by not taxing export sales, while allowing exporters a credit for all 
purchased inputs, and effectively imposing tax on goods purchased from other countries by not 
allowing their costs to be creditable. 

Under a subtraction method VAT (also called a "business transfer lax" or BTT). a 
business is liable for tax on the difference between its sales and its purchases from other 
businesses, Including purchases of buildings and equipment (but, as stated above, excluding other 
costs such as taxes paid and labor compensation). If the tax is applied to all goods and services 
at the same rate, a credit-invoice method VAT is economically equivalent to a similarly broad- 
based subtraction method VAT or national RST. Under Representative Gibbons’ proposal, 
businesses would be subject to a subtraction method VAT. 

3. Two-part individual/business consumption tax . Another form of consumption tax is 
collected in part from individuals and in pan from businesses. The tax could be administered 
in the same way as a subtraction method VAT, except that it would allow wages to be deducted 
from the business tax base and would tax them at the individual level. If wages are subject to 
the same, single tax rate that is applied to businesses, the tax is "flat." 

The proposals by Representative Armey and Senator Specter are consumption taxes of 
this form. In their proposals, wages are subject to a flat tax rate equal to the business tax rate, 
but wage earners are allowed to claim personal exemptions. These plans are economically 
equivalent to a VAT with a credit for wages up to the personal exemption amount. 
Alternatively, the individual portion of the tax could be levied at graduated rates. With no 
exemptions or deductions, the base of this two-part tax is the same as that ot a broad-based VAT 
or national RST -- total consumption. 

4. Consumed income tax . A consumption tax collected solely from individuals would 
be levied directly on their reported income, just like the current income tax. but would allow 
a deduction for net saving. The base of this tax is equal to consumption, because consumption 
is the difference between income and net saving. In order to measure income properly, proceeds 
from all forms of borrowing would need to be included in the tax base, and all forms of saving 
would be deductible. 

The USA Tax System proposed by Senators Nunn and Domenici is comprised of both 
a flat-rate tax on businesses that is similar to a subtraction method VAT and a progressive-rate 
individual consumed income tax. The Nunn-Domenici proposal would not allow a deduction for 
labor costs under the business lax and would include labor income under the individual lax. 
This means that wages and salaries and non-pension fringe benefits would be taxed twice: once 
at the business level and again at the individual level. However, the tax burden on wages would 
be reduced through tax credits to both employers and employees for payroll taxes paid. 

Distributional effects of replacing the income tax with a consumption tax 

Replacing the income tax with a flat-rate consumption lax 

The effect on the distribution of the tax burden of replacing the income tax with a 
consumption tax depends on (he details of the tax that is adopted and on which taxes are 
replaced. Generally, however, taxing consumption places a higher burden on low- and middle- 
income families - who typically do not save much of their income — relative to an income lax. 
Because capital income is concentrated among high-income families, eliminating the tax on 
income from new capital will disproportionately benefit high-income families. ' The change will, 
therefore, shift the lax burden away from high-income families to middle-and low-income 
families. 


^For example, about 40 percent of all taxable interest and dividend income reported on 1991 individual tax 
returns was received by the 6 percent of taxpayers with adjusted gross income over $75,000. See U.S. Internal 
Revenue Service, Statistics of Income Division, Individual Income Tax Relurns--I99l, U.S. Government Printing 
Office, 1994, pp. 28-30. 
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Table 1 shows the distributional effect of replacing the revenue of the corporate and 
personal income taxes (including the earned income tax credit) with a general consumption tax 
with no exemptions (such as a broad-based VAT or national RST).- The revenue-neutral rate 
of 14.5 percent used for these calculations assumes that the tax is imposed on all consumption 
in the economy, including consumption services supplied by the government and non-profit 
sectors, which would probably be exempt from a VAT or RST. In practice, therefore, the rate 
that would be required under a broad-based VAT or RST would probably be much higher.^ 

At the 14.5 percent tax rate, the aggregate after-tax income for the group of families in 
the first through fourth income quintiles would be lower under the flat tax (i.e., a net tax 
increase), while the aggregate after-tax income for the group of families in the highest income 
quintile would be higher under the flat tax (a net tax cut). Expressed as a percentage of after-tax 
income under current law, the proposal would cause a reduction in aggregate after-tax income 
of between 3.9 percent and 1 l.l percent for the groups of families in the first through fourth 
income quintiles and a 5.4 percent increase in after-tax income for the groups of families in the 
highest income quintile.'* This amounts to aggregate increases in Federal taxes ranging from 
15.5 percent to 134.1 percent for the group of families in the first through fourth income 
quintiles, and a 18.6 percent reduction in taxes for the group of families in the highest income 
quintile. 

In this analysis, the burden of the consumption tax is distributed to taxpayers according 
to components of current income. But individuals may base current expenditures on their 
expectation of future income as well as on current income. For example, college students who 
earn very little while they are in school might, nevertheless, have high current consumption 
expenditures if they are able to borrow against the expectation that they will have high incomes 
in the future. In such cases, annual income understates economic well-being. Annual income 
may overstate economic well-being in a year when a family receives income from a transitory 
source, such as a large bonus. For these reasons, some economists argue that lifetime income 
is a better measure of an individual’s long-term economic well-being than annual income. Our 
analyses, however, do not distribute tax burdens according to lifetime income because future 
earnings are uncertain, and even if future earnings were known, lifetime income would be 
difficult to measure with accuracy. In addition, lifetime income is an inappropriate measure of 
current well-being if individuals are unable to smooth their consumption over their lifetime by 
borrowing and saving. For example, if the college students mentioned above are not able to 
borrow against their uncertain future earnings, it may be inappropriate for the tax system to view 


^For an explanation of how to design a consumed income tax that is distribuiionally neutral across income 
quintiles, see U.S. Congressional Budget Office. Esiinuiies for a Proiorype Suving-Exempl Income Tax, 
Congressional Budget Office, 1994, pp. 19-28. 

•’The 14.5 percent tax rate would be applied on a tax-inclusive basis, in a manner similar to the income 
lax. The equivalent rate calculated on a lax-exclusive basis, as would be relevant under a VAT, is 17.0 percent. 

‘‘These results are illustrated in Chan 1. 

^The distributional estimates shown in (he Table I are based on the assumption that the consumption tax 
IS borne by taxpayers in proportion to (heir earnings and income from existing capital. Alternative assumptions 
could be made about who bears the burden of (he (ax. A traditional assumption is that a consumption tax is borne 
by consumers in proportion to their consumption. We have not followed this approach, because it overstates the 
tax cut for high-income families and the tax increases for low- and middle-income families by failing to adjust for 
temporary income fluctuations and normal life-cycle patterns of consumption and income. In addition, tack of 
reliable data on consumption by families with very high and very low incomes make distributional estimates based 
on ihc traditional approach less reliable than those shown in Table 1 . Following ihis approach would lead to a more 
regressive distribution of Ihe tax than that shown in Table I. 

’’The finding that replacing the income tax with a flat-rate consumption tax would redistribute tax burdens 
from low-income to high-income families is consistent with previous analyses. For example, CBO and JCT find 
that, under a broad-based VAT. low-income families would pay a higher fraction of their income in tax compared 
to high-income families. See U.S. Congressional Budget Office, Effects of Adopting a Value-Added Tax, U.S. 
Congressional Budget Office, 1992, pp. 32-7. and Joint Committee on Taxation, Methodology and Issues in 
Measuring Changes in the Distribution of Tax Burdens, U S. Govemmeni Printing Office, 1993, p. 54-5. 
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Table 1 

Replace Current Individual and Corporate Income Taxes (including the EITC) 
with a 14.5% Flat Rate Consumption Tax with No Exemptions(l) 

(1996 Income Levels) 




Chanoe in After-Tax income from Proposal (4) 



1 1 Flat Rate 


i 

After-Tax (3) 

1 ' Consumption 

Total Change 


^ Income Under . 

1 Repeal , Tax with No 

Percentage 

Family Economic 

Current Law 

Income Tax 1 Exemptions i 

Amount Change 

Income Quintile (2) 

! (SB) 1 

($B1 1 (SB) 

($8) (%) 


Lowest (5) 

171 1 

-45 

-14.5 

-190 

-11 1 

Second 

431 0 

99 

-531 

-43.2 

-100 

Third 

697.9 

59 6 

-100 6 

-40 9 

■5.9 

Fourth 

1 .091 9 

1266 

-168.8 

-42 2 

-3.9 

Highest 

2,693 " 

536 7 

•391 4 

145 4 

5.4 

Total (5) 

5,054 7 

729 4 

-729 4 

00 

0.0 

Top 10% 

1 699.8 

427 7 

■264 9 

162 8 

6 6 

Top 5% 

1,371 5 

341,2 

-180.5 

160.7 

11 7 

Top 1% 

683.5 

202 7 

-81 5 

121 2 

17,7 


Depanment of the Treasury 
Office of Tax Analysis 


' Percentage ! 
Change 
In Total 

'Feoeral Taxes. 

! (%) 


134.1 
70 5 
27 9 
155 
-10.6 


■26 B 


■ 38 7 
■54.6 


(1) This iabl« distributes the estimated change m afier'tax income due to the proposal with a revenue*neut'Si ra'e o> 14 S percent. 

(2) Family Economic Income (Fgl) is a broad-hased income concept FEi i$ constructed ty aad>ng to AGi unreponed ana undeneported income, IH* 
and Keogh deductions, nontaxabie transfer payments, such es Social Secunty and AFQC: empioyer*provioed Irmgt benerns: mside build-up on 
pensions. iRAa. Keoghs, and Me insurance. iex-e«empt inieiest and imputed rent on owner-occupied housing CapHei gems are computed on 
an accrual basis, adjusted for inflation to the e>lent reliable data allow. Inflationary losses ol tenders are subi'actao and of borrowers are added. 

There la also an adjustment (or accelerated deprecietion of rtoneerporele businesses Ffii is shown on a fam'iy. rstner man on a is> raturn basis. The 
economic incomes of ell members ef a family unit are added to arrive at the family s economic income used m the distributions 

(3) The taxes included are indrvidual and corporate income peyrol (Social Security and unemployment), ana rrc<ses Esraie and gift taxes and customs 
duties are excluded. The individual mceme tax is assumed ic be borne by peyors. tne co^orpte income tax by capital income generany. payroll taxes 
(employer and employee shares) by labor (wages and self*empioymeni income), excises on purchases by individuals by the purchaser, and excises 
on Purchases by business in proportion to total consumption expenditures. Taxes due lo provisions that expue pner to ihe end ot the Budget period 

(i e. before 2000) are excluded 

(4) Tne change in Federal taxes is estimated at 1 996 income levels but assuming fully phased m law and static behavior The incidence assumptions for 
the repealed income ttxcs is the seme as tor the current law taxes (see footnote 3). The portion ef the fiat rate consumption tax that falls on wages, 
fringe benefits, and pension benefits is assumed to be borne prooortionaleiy by weges fringe benefits and p«ns>on benefits Tne remaining portion 9 I 
the flat rate cansumption lax which falls on busmess cash flaw rs assumed to be be-ne by caprtei i.nco.me gceraMy 

(5) Families with negative incomes are excluded from the lowest quiniile but included m the total line 


NOTE Quinines begin at FEI of' Secona S15 6CM Thud $79717 PoutnSeeseo H<pr>esi $7$ oSe top 10S &i0d 7C4 TccS%$i4S<i2 Toe S34& 439 



Chart 1 : Distributional Effect of Replacing Current 
Income Taxes with a 14.5% Fiat Rate Consumption Tax 
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Source: Department of the Treasury (see Table 1 for details) 
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them as well-off currently.’ Nevertheless, some studies show that distributing a general 
consumption tax to families according to their estimated lifetime income makes the tax appear 
to be less regressive. 

Addressing the reeressivitv of a consumption tax 

An important difference among the various forms of consumption taxes lies in the 
mechanisms available for distributing (he tax more equitably among families with different 
incomes. One way that European countries attempt to reduce the regressivity of the VAT is by 
exempting specific goods and services from the lax or taxing them at a lower rate. This 
approach does not reduce regressivity effectively because tax relief from exempting sp>ecific 
goods and services is difficult to target to low-income families. While the tax preference does 
relieve the burden on low-income families, middle- and upper-income households also benefit 
when they purchase tax-preferred goods and services, requiring higher rates on other goods and 
services that low-income families buy to raise the same revenue. Other approaches, such as 
refundable credits and expansion in government transfer programs are more effective ways to 
offset regressivity, but would add to administrative and compliance costs and require explicit 
increases in government outlays. 

A consumption tax that is collected at least in part from individuals can better account 
for differences in ability to pay among families and individuals than one that is collected solely 
from businesses. Such a tax can be made less regressive through standard deductions, as under 
Representative Armey’s and Senator Specter’s flat tax proposals, and/or graduated rates, as 
under the Nunn-Domenici plan. Refundable credits like the earned income tax credit (EITC) 
can also be used to reduce the tax burden on low-income families, but credits carry with them 
administrative costs. For example, low-income families, who otherwise might be excluded from 
the tax system, would be required to file a remm in order to receive the credit. 

As an illustration of the effect of including standard deductions and personal exemptions 
in a general consumption tax. Table 2 shows the distributional effect of replacing the corporate 
and individual income taxes with a stylized flat tax similar to the Armey proposal.® With 
standard deductions of $24,700 (for joint returns) or $12,350 (for single-filers) and a $5,000 
exemption for each dependent, the revenue-neutral rate for the flat lax rises to 22.9 percent. 
Under this version of the flat tax, the aggregate after-tax income for the group of families in the 
first through fourth income quintiles would still be lower than under current law (i.e., a net tax 
increase), while the aggregate after-tax income for the group of families in the highest income 
quintile would be higher under the flat tax (a net tax cut). However, compared to the proposal 
without exemptions, the Armey-style proposal would cause a smaller reduction in aggregate 
after-tax income (between 1.0 percent and 2.2 percent of current-law after-tax income) for the 
group of families in the first through fourth income quintiles. The percentage increase in after- 
tax income for the group of families In the highest income quintile, 1.6 percent, would also be 
smaller than the increase shown in Table 1. These changes amount to aggregate increases in 
Federal taxes ranging from 8.9 percent to 12.2 percent for the group of families in the first 
through fourth income quintiles (compared to 15 5 percent and 134.1 percent, respectively, 
under the proposal without exemptions), and a 5.6 percent reduction in taxes (compared to 18.6 
percent in Table 1) for the group of families in the highest income quintile.'^ 

Table 3 compares the progressiviiy of the current Federal tax system together with the 
revenue-neutral, stylized flat tax described above. The last two columns In the table show taxes 


^For a more detailed discussion of these points, see Joint Committee on Taxation. Methodology and Issues 
in Measuring Changes in the Distribution of Tax Burdens. U.S. Government Printing Office, 1993, pp. 82-6. 

^Except for the inclusion of standard deductions and personal exemptions and the disallowance of certain 
deductions for taxes paid by businesses, the distributional estimates shown in the Table 2 are based on the same 
assumptions as those in Table 1 . 


’These results are illustrated in Chart 2. 
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Table 2 

Replace Current Individual and Corporate Income Taxes 
with a 22.9% (Modified) Flat Rate Tax (1) 

(1996 Income Levels) 


1 

Family Economic 
Income Quintile (2) 



Change m After-Tax Income Under Proposal (4) 


Percentage 

Change 

In Total 

Federal Taxes 

(%) 

; After-Tax (3) Repeal i22 9% Tax on|22 9% Tax on 

ilncome Under| IncomeTax j Wages Over Fringesartd 
: Current Law ! (except EITCjjstand. Ded. (S)Payroll Tax (6) 
(SB) (SB) ($B) i ($8) 

22 9% Tax on , 
Business 

Ca^ Flow 
(SB) 

Total 

Change 

(SB) 

Percentage 

Change 

(%) 

Lowest (7) 

171.1 

3.B 

-09 

-27 

•19 

-1 7 

■1 0 

122 

Second 

431.0 

25.0 

-11.8 

•9 0 

-95 

•5 2 

-1.2 

8.S 

Third 

697.9 

64 1 

•38.7 

-17 0 

-20.7 

-12.2 

• 1.8 

83 

Fourth 

1.091.9 

127 6 

-91 5 

-26 5 

-33.8 

-24.2 

•2.2 

8.9 

Highest 

2.693 1 

537 0 

-300.1 

-39.5 

-154.1 

433 

1.6 

-5.6 

Total (7) 

5.054.7 

758 6 

-443 7 

-94 9 

•220.0 

0.0 

00 

0.0 

Top 10% 

.899.6 

427.9 

-211 0 

-21 0 

-128.8 

67.0 

35 

.11 9 

Top 5% 

1.371.5 

341.2 

-142 2 

-106 

-108 6 

79 7 

58 

•19.2 

Top 1% 

683.5 

202.7 

-58 5 

-2.3 

-68 3 

73 7 

108 

-332 


Department of the Treasury / Office of Tax Ar\alysis March 7. 1995 


(1 ) This table distributes the estimated change in afler*tax income due to the proposal with a revanue>neutrai rate of 22 S percent (appioximately] 

(2) Family Eeonornic Income (FE1) b a broad-based incorne concept. FEi is constructed by adding to AGl umeported and underreported income IRA 
and Keogh deductions: nontaable transfer payments, such as Social Security aru) AFOC employer-piovided fringe benefits, inside build-up pn 
pensions. IRAs. Keoghs, and life insursnea tax-exempt interest: and imputed rent on ownei-occupied housing Capital gams are computed on 
an aeciual basis. ad|usled for inftatien to the extent rehabla date aHow inllaiioruiry tosses ol lenders era subtracted and ol borrowers ars added. 

There is stso an ad|utlment for accelerated depreciation of noncorporata businasses FEI is Shown on a family, rather than on a tax raturn bans The 
economic incomes of all members of a family unit are added to amve at tht tamil/s acortomic incorrie used in the distributions. 

(3) The taxes included are individual and cerpome income, payrelt (Social Securay and unemployment), and exciaes. Estata and gift taxas and customs 
dutiea ara axduded. The individual ineoma tax b assumed to be borne by peyen. the corporate income tax by capital ineoma genatslfy, payroll tarn 
(employer and employee shares) by bbor (wages and self-empioyinent mcome). exebes on purenasea by individuals by the purchaser, and axeises 
on purehasaa by buoirteaa in proportion to tobsl eenaumption oxpendituroa. Taxes dua to provisions that aipira prior to Iho and of the Budget period 
(i.e.. before 2000) are excluded 

(4) The change in Fader*! taxes is estimated at 1996 mcome levels b^ assuming hilly pnasad m law and static bahav or Tha meidanca assumptions for 
the repealed income taxes is the sam* aa for the current law taxes (see footnote 3). The fist lax on wages (plus pension benefts received) is astumtd 
to bs borne by wages plus perxsion benefits received m excess ofthostendard deduction. The flat tax on empioyer-providtd hmgo benoTits (excopt 
pension contributMrrs) ond payroll taxes b assumed to be born* by empioyoes in proportion to benefits or taxes Tne flat tax on business casn flow it 
assumed to be borrte by capital ineoma ganerally. 

(5) Tha standard deduction (in 19953) a 324.700 (joint) or 312.390 (single) phis 35.000 for each dependent Non-pension fringt bentfits of government 
and nonprclH employees are included in wages. 

(6) The proposal would disallow a dedueiiort for amployer-provided fnnge benefits (except pension contributions) msiting these benefits (primanly 
employer-provided health insurar>ce) aubjeci to the 22 9 percent flat tax The arnptoyer portion of payroll taxes would likewise be nondeductible. 

(7) Families with negative incomes are excluded from the lowest quiirtile but included m the total Ime 

NOTE. Quiniiiesecgin8lFEior.Seconc$i9 6CM:TnirCS2».7t7’FourthSS6660 Mgnes; $79 096 Topmsioa 7G4. Toc5%Si«9.4i 2. Too i%S349e36 



Chart 2: Distributional Effect of Replacing Current 
Income Taxes with a 22.9% (Modified) Flat Rate 
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Source: Department ol the Treasury (see Table 2 tor details) 
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Table 3 

Replace Current Individual and Corporate Income Taxes 
with a 22.9% (Modified) Flat Rate Tax (1) 

(1996 Income Levett) 


I FeSerii [ Fed«r»i ' ' Taxes »s a Percent of 

j Taxes Under I Taxes with | Pre-Tax Income Under 


j 

Family Ecoriorntc ; 

Income Quintile (2\ | 

Current | 
Law (3) 

ISB^ ' 

22.9% Flat 
Rale Tax (4) 
fSB> 

Change in 

Fetlera) Taxes 
( 46 ) ' 

! Current Law 

(%> 

with 22.9% . 
Flat Rate Tax ; 

(%> 

Lowest (7) 

14.2 

159 

7 

7.6 

6.6 

Second 

61.2 

664 

52 

12.4 

13.5 

Third 

146.5 

1587 

12-2 

173 

188 

Fourth 

271.8 

296.0 

24 2 

199 

21.7 

Highest 

779 5 

736 2 

-43 3 

22 4 

21.2 

Tout (7) 

1275.1 

12751 

00 

20 1 

20.1 

Top 10>i 

565.3 

4983 

-67 0 

22.9 

20.2 

Top 5% 

415.3 

3356 

-79 7 

232 

186 

Top 1% 

221.9 

1483 

-73 7 

245 

164 


Department of the T reasury June 5. 1 995 

Office of Tax Ar^alysis 

(1) This tabit distributes the esiimated cnenge in Pedersi taxes due to a (mooitied) flat rate tax with a reveriue-neunai rate ot 22.9 percent (app'oxunaiely) 
which replaces the currerM individual and corporate income taxes 

(3) Family Economic Income (FEl) >t e broad-baaed ineorrte concept F£i » constructed by adding to AOl unrepoted and unoerraported income; lAA 
and Koeph deductiont: nentaxaMe transfer paymerits. such as Social Socunty artd AFDC: ampioyer-providad tnnge banthls. insida build-up on 
pertaions. iRAa. Keogha. and lift inaurance, tax-exempt eitereat: artd imputed rent on ermer-occupied housing Capital gams are computed on 
an accrual basic, adjusted for inflation to tho odent reliable data allow Irdlelionary losses of lenders are luMraeted and of borrowers are added. 

There is atso an adjustmeni for accelerated depreeiahon of noncorporate buaineues. FEi is shown on a family rather than on a tax return bas's The 
economic incomes of all members of a family unit fe added to amve at the family's economic income used m Ihe distributions 

(3) The taxes included are individual and corporate income, payroll (Social Security and wnempJoymerM). ano excises Estate end gift taxes and eusiems 
duties ere excluded The individual income lex is assumed to be borrw by payors, the corporate income tax by capital income generally, pay'Oii taxes 
(employer and empieyat snares) by labor (wages ano setf-empioym«nt income) excises on puicnases by moiviowsis by th» purchaser, ano exciaes 
on purchases by business m prepohion to total consumpnon expenditures. Taxes dus to provisions tnai expire pno' to th* end of the Budget oerioo 
(I.e . before 3000] are excluded 

(4) The change in Fedeipi taxes is estimated at 1996 income levels btx assunrvngfwUy phases miaw >ne ttahc ben»v>or The ncidenee assumptions lot 
the repealed income taxes is the same as tor Ihe euneni law taxes (see footnote 3) The flat tax on wages (plus pension benefits leceived) is assumeo 
to be borne by wages plus pension benefits received m excess of Ihe stenderd deduction The flat lax on employer-provided Irmga benefits (except 
pension contribulions) arid payroll taxes M assumed to be borne by employees m proportion to benefits O' taxes The hat tax on business cash flow is 
assumed to be borne by cipitat income generally 

The standard deduction (in 19953] is $2e.700 ()0<r>t> or Sl2 350($ir<9io) phis $5,009 lor each dependent Non-pension fringe benefits of government 
and nonprofit employees are included in wages 

The proposal would disallow a deduction for employer-provided fringe benefits (except pension contributions) making these benefits (primarily 
employer -provided meatth insurance) subject to the 32 9 percent hat tax The employer portion of pay'on taxes would likewise be nondeducubie 

(5) Families wtih negative irKomes art included <n me iota' hne but rwi snown separately 
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as a percentage of pre-tax income (effective tax rates) for groups of taxpayers. The current tax 
system is progressive with respect to income by quintile - that is. effective lax rates rise with 
each income quintile — and the flat tax is progressive through the fourth income quintile, 
although the effective tax rate falls slightly from the fourth income quintile to the highest. The 
flat tax proposal, however, ceases to be progressive for the group of families with the very 
highest incomes. The effective tax rates for the groups of families in the top ten percent, five 
percent, and one percent of the income distribution fall to 20.2 percent, 18.8 percent, and 16.4 
percent, compared with a rate of 21.7 percent for families in the fourth income quintile. Under 
current law, effective tax rates continue to rise for the families with the very highest incomes."^ 
This decrease in tax burden on higher-income families under the flat lax occurs because income 
from new saving and investment (which is not taxed under a consumption tax) is concentrated 
among families at the top of the income distribution. 

While Treasury has not completed a study of the distributional effect of the Nunn- 
Domenici consumption tax, their proposal was designed to achieve progressivity through 
graduated rates under the individual consumed income tax. A top statutory individual tax rate 
of 40 percent, together with the loss of a deduction for labor costs under the 1 1 percent business 
tax, means that consumed labor income in excess of $24,000 (for joint filers) would be taxed 
at an effective rate of 46.6 percent under the Nunn-Domenici proposal. With the family living 
allowance and personal and dependent exemptions, a family of four would pay income tax at an 
effective rate of 46,6 percent on consumed labor income in excess of $41,600. 

As an alternative to a complete replacement of the income tax system, a VAT or BTT 
could be imposed at a moderate rate to replace a portion of the revenue from the income tax. 
A variant of this approach, taken by Representative Gibbons, would impose a VAT to replace 
most of the revenue from income and payroll taxes, but would retain an income tax for high- 
income individuals to ensure that they continue to pay an equitable share of taxes. Refundable 
credits or other mechanisms could be used to offset the effects of the consumption tax on low- 
income families. 

While consumption taxes can be made less regressive, there is a clear and important 
tradeoff between progressivity and simplicity. The forms of tax that are the simplest and 
probably the least costly to administer and with which to comply (the RST and VAT) cannot be 
made progressive without retaining some income-based taxes on high-income families and credits 
for low-income families. The forms that are collected solely from individuals are more easily 
made progressive, but would be at least as complex — and probably more complex — than our 
current lax system. Consumption taxes collected from individuals - such as the individual 
portion of the Nunn-Domenici USA Tax — would impose numerous reporting requirements on 
taxpayers and would introduce complicated tax calculations in ways that would be new to 
taxpayers, lax preparers, and (he IRS. I will describe some of these complexities in more detail 
later in my testimony when I evaluate the effects of tax reform on simplicity. 

Transition from the existing income tax to a new consumption tax raises an additional 
series of issues regarding equity, compliance, economic efficiency, and the impact on wages, 
prices, interest rates, and the values of assets. These important issues are also discussed below. 


'These results are illustrated in Chart 3. 



Chart 3: Distributional Effect of Federal Tax System 
Under Current Law and With Income Taxes Replaced 
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Economic effects of replacing the income lax with a consumption tax" 

Saving and investment s^ 

The main reason to consider replacing the income tax with a consumption tax is that this 
change could encourage domestic saving and capital formation and promote economic growth. 
A consumption tax would not tax the return to new saving and investment. The income tax does 
tax this return, and thereby discourages saving and investment to some degree. The key issue 
is whether substituting a consumption tax for an income tax will raise saving enough to 
overcome its other problems. 

I. National saving . The low rate of U.S. saving is a serious concern. The national 
saving rate in the United States has declined in the 1980s compared to the previous three decades 
(Table 4). Although private saving decreased during this period, it remained positive. Public 
saving, however, has been consistently negative as a result of Federal budget deficits. 


Table 4. Components of Net U.S. National Savings 
as a Percentage of GDP: 1950-1994 


Year 

Net 

Personal 

Saving 

Net 

Business 

Saving 

Total Net 
Private 
Saving 

Public 

Saving 

Total Net 
National 
Saving 

Average 1950-59 

4.7 

2.9 

7.6 

-0.1 

7.5 

Average 1960-69 

4.7 

3.6 

8.2 

•0.1 

8 1 

Average 1970-79 

5.5 

2.6 

8.1 

-1.0 

7.2 

Average 1980-89 

4.5 

1.5 

6.0 

-2.4 

3.6 

Average 1990-94 

3.4 

1.8 

5.1 

-3.1 

2.1 


Source; Department of Commerce, Bureau of Economic Analysis 


The reasons for the decline in private saving rates in the United States are unclear. It 
could be due to demographic factors chat may reverse as the baby boom generation enters later 
middle age and saves (or retirement. It may also be attributable to an increase in the availability 
of Insurance and Social Security benefits, which reduce the necessity for private saving.'^ The 
decline in saving does not appear to have been caused by changes in tax policy. Marginal tax 
rales were lowered substantially during the 1980s and new saving incentives were introduced, 
but the rate of saving still fell. 

According to a recent report by the Organization for Economic Cooperation and 
Development, the saving rates of our major trading partners also have declined since the 19608.*“ 
All of these countries except Japan, however, rely more heavily on consumption taxes for 
revenues than does the United Slates, both as a percentage of gross domestic product (GDP) and 
as a share of total tax revenues (Tables 5 and 6). While Japan depends the least on consumption 
taxes for revenues, it also had the highest saving rate during the 1980s (Table 7) and the highest 
rate of growth in real per capita GDP (Table 8). 


^^This section analyzes (he long-run economic effects of switching to a consumption tax system. The short- 
run effects could be quite different from the long-run effects, but analysis of short-run effects is beyond the scope 
of (his testimony. 

^^Discussion of the points made in this section of the testimony appears m Joint Committee on Taxation. 
Factors Affecting the Competitiveness of the United Stales, US. Government Printing Office, 1991 . pp. 44-52; U.S. 
Congressional Budget Office. Effects of Adopting a Value-Added Tax, Congressional Budget Office. 1992, pp. 51-5; 
and Joint Committee on Taxation, Description and Analysis of Tax Proposals Relating to Individual Saving, U.S. 
Government Printing Office. 1995, pp. 63-72. 

^^For a more detailed discussion, see Joint Committee on Taxation, Description and Analysis of Tax 
Proposals Relating to Individual Saving. U.S. Government Printing Office, 1991, p 72. 

‘‘‘Organization for Economic Cooperation and Development, Taxation and Household Saving, 1994, pp. 

17-24. 
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The most direct way to increase national saving is to reduce the Federal budget deficit. 
The Federal government may also be able to affect private saving through changes in tax policy 
However, if tax policy changes also increase the Federal budget deficit, there may be no net 
increase in national saving. 


Table 5. Tax Revenues by Type of Tax as a Percentage of GDP 
for Selected Countries: 1992' 



Total 

Income & 
Profits 

Social 

Security 

Property 

Goods & 
Services 

Other^ 

Canada 

36.5 

16.4 

6.0 

4.0 

9.5 

0.5 

France 

43.6 

7.6 

19.5 

2.2 

11.7 

2.7 

Germany 

39.6 

12.7 

15.2 

1.1 

10.6 

0.0 

Italy 

42.4 

16.6 

13.3 

1.0 

11.4 

0.1 

Japan 

29.4 

12.5 

9.7 

3.1 

4.1 

0.1 

United Kingdom 

35.2 

12.7 

6.3 

2.8 

12.1 

1.3 

United States 

29.4 

12.2 

8.8 

3.3 

5.0 

- 


Source: Organization for Economic Cooperation and Development. Revenue Statistics of OECD Member 
Countries . 1 965- 1993 . 1994. 


' Includes taxes at all levels of government. 

- Includes certain payroll taxes that are not earmarked for social security, taxes imposed on other bases not 
otherwise identified or identifiable and fines and penalties. 


Table 6. Tax Revenues by Type of Tax as a Percentage of 
Total Taxation for Selected Countries: 1992' 



Income & 
Profits 

Social 

Security 

Property 

Goods & 
Services 

Other^ 

Canada 

45.0 

16.5 

11.1 

26.1 

1.4 

France 

17.3 

44.6 

5.0 

26.8 

6.3 

Germany 

32.0 

38.4 

2.7 

26.9 

- 

Italy 

39.1 

31.3 

2.4 

26.9 

0.3 

Japan 

42.4 

32.8 

10.5 

14.0 

0.3 

United Kingdom 

36.1 

17.8 

7.9 

34.4 

3.7 

United Slates 

41.5 

29.9 

114 

17.1 

- 


Source; Organization for Economic Cooperation and Development. Revenue Statistics of OECD Member 
Countries . 1965-1993 . 1994. 


' includes taxes at all levels of government. 

' Includes certain payroll taxes that are not earmarked for social security, taxes imposed on other bases 
not otherwise identified or identifiable and fines and penalties. 
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Table 7. Average Net National Saving Rates for Selected Countries 


Country 

1980’s 

1990 

1991 

1992 

Canada 

8.4 

5.0 

2.5 

1.5 

France 

7.9 

8.6 

7.6 

6.5 

Germany 

9.8 

12.5 

10.4 

9.8 

Italy 

9.8 

7.8 

6.8 

5.2 

Japan 

18.2 

19 8 

20.0 

18.2 

United Kingdom 

4.8 

3.6 

2.4 

2.0 

United States 

4.5 

3 1 

2.8 

1.9 


Source. OECD, National Accounts 1980-1992 . 1994. 

Note: Data are based on the OECD System of National Accounts <SNA) methodology 

which differs slightly from the U.S. National Income Accounts System. 


Table 8. Average Annual Growth Rates of Real 
Per Capita GDP for Selected Countries; 1980 1992 
(percent) 

Country 1980 to 1990 1990 to 1992 


Canada 

1.9 

-1.9 

France 

1.8 

04 

Germany 

2.0 

2.0 

Italy 

2.0 

0.9 

Japan 

3.5 

2.4 

United Kingdom 

2.5 

-1,8 

United Stales 

1.8 

-0.1 


Source: Organization for Economic Cooperation and 
Development 


2. Tax policy and private saving . Two effects from substituting a consumption tax for 
the income tax could boost total private saving. Economic theory suggests that if the after-tax 
rate of return on savings goes up, individuals would increase saving to consume more in the 
future since the "price’’ of future consumption in terms of foregone current consumption is 
lower. However, most empirical studies find that the effect of increasing the rate of return on 
the level of saving would be quite small. In addition, some people are "savers," while others 
consume essentially all their income. Shifting the overall burden of taxes from saver to 
consumer households can increase aggregate private saving, but it would also result in an 
increased concentration of private wealth. 

While a pure consumption tax would encourage private saving more than a pure income 
tax, the effect on saving of substituting a consumption tax for our existing income tax is less 
clear. Our current income tax includes powerful incentives for employees to receive part of 
their compensation in the form of retirement savings plan contributions, and for employers to 
provide such plans for all their employees -- including low-income employees who would not 


Joint Committee on Taxation. Description and Analysis of Tax Proposals Relating to Individual 
Saving. U.S. Government Printing Office, 1995, p. 46. For additional discussion of this point, see Organization 
for Economic Cooperation and Development, Taxation and Household Saving. 1994. In Descriptions and Analysis 
of Proposals to Replace the Federal Income Tax {U.S. Government Printing Office, 1995. p. 69). the staff of the 
Joint Committee on Taxation states that the results of studies of the empirical response of saving to changes in the 
after-tax rate-of-retum are inconclusive. 
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be likely to respond to direct tax incentives. The incentive to establish retirement plans would 
be much weaker under a consumption tax. 

An alternative way to use tax policy to increase private saving is to broaden saving 
incentives within the framework of the existing income tax. Provisions that directly encourage 
people to deposit some of their earnings in tax-favored accounts, such as IRAs and 401 (k) plans, 
could be more cost-effective ways of increasing saving without replacing the entire tax system. 
Toward that end, the Administration’s budget has proposed an expansion in the eligibility rules 
for contributing to IRAs. 

3. Saving and investment . Advocates of replacing the income tax with a consumption 
tax often discuss effects on saving and investment as if they are interchangeable. But saving and 
investment can diverge significantly because of the increased amount of international capital 
flows in today’s global economy. More specifically, the relative effects on saving and 
investment would depend in pan on the extent to which the consumption tax revenues were used 
to reduce corporate or individual income tax rates. Eliminating the corporate tax would increase 
domestic investment more than private saving, while eliminating the individual tax would 
increase private saving more than domestic investment. 

4. Interest rates . It is not clear how a switch to a consumption lax would affect U.S. 
interest rates in the long run The net demand by U.S. investors for interest-bearing assets 
would be expected to increase, pushing bond prices up and yields down. This would occur 
because the consumption tax would remove interest flows from lax calculations Also, under 
a consumption tax, domestic borrowers would not be willing to pay as high a rate of interest 
because interest would no longer be deductible, and U.S. lenders would be willing to accept a 
lower rate of interest because interest income would no longer be taxed. But in today’s world 
economy, the U.S. interest rate is closely linked to rates in other advanced countries. With 
foreign interest rales unchanged and debt capital flowing freely across international borders, any 
reduction in U.S. interest rates would be dampened significantly. The likely result is that U.S. 
interest rates would fall somewhat, but by much less than the initial tax benefit to savers. After- 
tax yields to U.S. savers and after-tax interest costs to U.S. borrowers would increase. 

Prices and wages 

A frequent concern is that the introduction of certain types of consumption taxes, 
particularly RSTs and VATs, would lead to a higher price level because such taxes ate generally 
added to the price of the product. 

It is likely that such a one-time increase in the prices of consumption goods could occur. 
In addition, the indexing provisions of social welfare benefits and some labor contracts could 
lead to continuing inflationary pressures in later periods as a delayed effect of the initial price 
level change. The extent of this one-time increase and any further increases in the price level 
depend on the actions of the Federal Reserve. Such price increases can only occur if the Federal 
Reserve provides accommodative monetary policy.'"’ 


'^Under U.S. tax niles, corporate income lax is imposed on the return to equity-financed capital used in 
the United States regardless of who owns it. whereas the individua] income lax is imposed on the return to capital 
owned by U.S. residents regardless of where it is used. (U.S. corporations are laaed on their worldwide income, 
but receive a tax credit for foreign income taxes paid. The residual U.S. lax rate on active foreign-source income 
of U.S. corporations, after accounting for foreign taxes, is generally quite low.) Eliminating the corporate tax 
would be expected to increase domestic investment more than saving, because it would reduce the cost of capital 
to both U.S. corporations and foreign corporations inve^ing in the United Stales by much more than it would 
increase the afier-iax return to U.S. savers. In contrast, eliminating the individual income tax would be expected 
to increase saving more than domestic investment because it would increase the after-tax return to U.S. personal 
saving invested tM>ih in the United States and abroad, but. with iniemaiionaJIy-linked capital markets, would not 
provide a relative advantage to capital invested in the United Slates. 

^^The shon-run effects on interest rates would depend on actions taken by the Federal Reserve during the 
period of transition to a new tax system. 

^^For additional discussion of the effects on prices of adopting a VAT, see U.S. Congressional Budget 
Office. Effects of Adopting a Value-Add^ Tax, Congre^ional Budget Office. 1992. pp. 64-65. 
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If the introduction of a consumption tax does lead to an increase in the overall price 
level, wage-earners will suffer a proportionate reduction in their purchasing power. If the price 
level does not rise, however, after-tax payments to factors of production such as wages would 
have to be reduced. In either case, the net after-tax returns to labor are likely to be reduced 
under a consumption tax because of the need to obtain revenues to offset the reduction in taxes 
on capital income. 

Asset values 


Changing from income taxation to consumption taxation is likely to have material effects 
on the values of different kinds of assets. It is clear that there will be major winners and losers. 
But it is difficult to identify all effects on assets because such effects depend in complex ways 
on the details of specific proposals and on the economic responses to some of the changes. We 
can only comment generally on what some of the effects might be. 

Several economists have argued that expensing of new investments under a consumption 
tax will adversely affect stock prices to the extent that those prices reflect the value of existing 
capital . Expensing of new investment lowers the rental price of capital that is required to make 
new investment profitable. These lower rents, in mm, depress the value of claims to existing 
assets. But the acmal effect on the overall level of stock prices is likely to be less than predicted 
by these smdies. These studies are based on changing from pure income to pure consumption 
taxes, but the current income tax system already incorporams some features of a consumption 
tax such as accelerated depreciation and savings preferences. The short-run adverse effects on 
overall levels of stock prices are likely to be further cushioned because the adjustment costs 
associated with incorporating new investment will reduce the rate at which the capital stock 
increases. This will keep rental remms of capital from falling by maintaining the value of scarce 
capital.^' 

The exemption under a consumption tax for interest income and the elimination of 
interest deductions would tend to reduce interest rates, pushing up the price of existing taxable 
bonds. But in today’s international capital markets, high-grade bonds of different countries are 
close substitutes. Consequently, a change in the tax treatment of debt in the United Slates is not 
likely to affect world interest rates. On net, interest rates in the United States would probably 
fall only slightly in response to the imposition of a consumption tax, pushing bond values up 
only slightly. 

If the consumption tax is collected from businesses, and the Federal Reserve 
accommodates the tax by expanding the money supply, the price level will rise. Increased prices 
will effectively transfer real wealth from lenders (current holders of long-term bonds) to 
borrowers (current issuers of long-term bonds). New borrowers and lenders would be 
unaffected by this wealth transfer. 

Tax-exempt interest rates would be expected to rise in response to a switch to a 
consumption tax because, under most consumption tax proposals, tax-exempt bonds would no 
longer be favored relative to taxable bonds. Consequently, existing holders of long-term 
municipal bonds would suffer a capita! loss. 

Under the current income tax, investment in owner occupied housing is substantially tax 
favored compared to other forms of investment. TTiese advantages include allowing deductions 
for certain homeownership costs, such as mortgage interest and property taxes, even though 
housing produces no taxable income. Under most consumption tax proposals, housing would 
lose its relative advantage over other forms of investment. The switch to a consumption lax 


the consumption tax is a replacement for part of the income tax, however, there may be decreases in 
(he prices of invesimenc goods that would produce an offsetting effect and further reduce the likelihood of price 
increases. 

-“See, for example, Alan Auerbach and Laurence Kotlikoff. Dynamic Fiscal Policy. Cambridge University Press, 
1987, and David Bradford "Consumption Tax Atiemaiives: Implementation and Transition Issues." paper at Hoover 
Institution Conference, May II, 1995. 

‘^See Andrew Lyon, "The Effect of the Investment Tax Credit on the Value of the Finn," Journal of 
Public Economics, 38 (1988). pp. 227-247, 
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would affect housing most directly through the repeal of the mortgage interest deduction and 
corresponding elimination of the tax on interest income. Consequently, the cost of both debt and 
equity capital invested in housing would increase.^ The loss of preferential treatment means that 
the consumption benefits from housing would rise relative to the returns from other investment. 
This would lower the price of existing housing and substantially reduce the number of new 
homes that are built. In the absence of special transition rules or a continuation of tax 
preferences, housing values could fall considerably in the short run. Over time, the housing 
stock would be expected to decline, and the resulting scarcity of homes would push the prices 
of existing houses back towards their initial level. 

Economic efficiency 

1 . Allocation of capital . 

Because a consumption tax does not tax the return to new investment and treats all 
businesses uniformly, it would not favor some assets or industries over others. Unlike the 
current U.S. income tax, it would not favor non-corporate over corporate investment or 
investments in capital owned by State and local governments, owner-occupied housing, consumer 
durables, and other personal assets over business investments. As a consequence, investors 
would be encouraged to hold assets that were expected to produce the highest economic returns. 
Investment would be expected to shift out of the sectors that enjoy favor under the income tax - 

- owner-occupied housing, other personal assets, and noncorporate and State and local capital - 

- and into corporate capital. In addition, a consumption tax, unlike the current income tax, 
would not favor corporate debt over equity financing, reducing tax considerations from business 
financial decisions. 

The resulting gains in economic efficiency are substantially reduced if the replacement 
consumption lax departs from a very broad base. However, such departures may be desired for 
a number of reasons. For example, most countries attempt to reduce the number of taxpayers 
in the system by exempting small businesses from the VAT. Some industries, such as banking 
and insurance, are typically excluded from the VAT because their tax bases are difficult to 
define. Some forms of capital, such as owner-occupied housing, might be given a preference 
to support social and economic goals. Each such exemption reduces the efficiency and 
simplification benefits attributable to the uniform treatment of capital. 

2. Taxation of existing wealth . 

Economic analyses show that much of the gain in economic efficiency predicted to result 
from a switch to a consumption lax arises from the taxation of wealth in place at the time of 
transition to the new tax. Saving and investment that take place after the imposition of a 
consumption tax will be exempt from tax, but consumption out of existing wealth will be taxed, 
unless provisions are made to relieve this burden explicitly. Economists believe that a tax on 
existing wealth will not distort taxpayer behavior. Therefore, collecting revenue through this 
non-distorting lax will allow lower lax rates on the remainder of the consumption tax base, 
significantly increasing economic efficiency. Nevertheless, a full or partial exemption for 
existing wealth might be desired to prevent savings that had been taxed under the income lax 
from being taxed a second lime under the consumption tax. An exemption for all existing 
wealth would effectively convert the consumption lax to a tax on wage income alone, however, 
requiring higher lax rates on wages to compensate for the lost revenue.” Consequently, 
allowing a full exemption for existing wealth under a new consumption tax will substantially 


similar conclusion is drawn in Joint Committee on Taxation. Descriptions and Analysis of Proposals 
to Replace the Income Tax. 1995, U.S. Government Pnniing Office, p. 86. 

^^The decline in housing prices would be proportionately greater for high-priced homes than for low-priced 
homes. The owners of high-priced homes are typically in high tax brackets, making the mongage interest deduction 
relatively more valuable to them, while the owners of low-priced homes may be in low brackets or may be non- 
itemizers. 

A consumption tax with an exemption for existing wealth would be levied not only on wages, but would 
also collect revenue on profits that reflect "economic rents," for example, profits resulting from the ownership of 
a monopoly. 
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reduce, and could entirely eliminate, the gains in «:onomic efficiency that many economists 
expect from the switch. 

3. Labor suddIv . 

Both an income tax and a consumption tax affect the choice between work and leisure 
by reducing the relative purchasing power of wages. An income tax reduces the relative value 
of wages by taxing them directly. A consumption tax that is collected from businesses reduces 
the value of wages to the extent that the business tax is passed forward to consumers in the form 
of higher prices or back to workers in the form of lower wages. 

The effect on labor supply of switching to a consumption tax depends on changes in 
effective tax rates. Effective tax rates reflect the combined effects of the statutory rate structure 
and other tax proposal provisions, such as denying deductions for wages and employee fringe 
benefits at the business level and retaining payroll taxes. Examining the proposed statutory rate 
structure alone would overstate the possible decline in tax rates and the increase in work 
incentives. 

4. Consumption-saving choice . 

One source of economic inefficiency under an income tax is the distortion the tax imposes 
on a consumer's choice of how much to save. Because an income tax is imposed on the return 
to savings, it effectively increases the "price" of consumption in the future in terms of 
consumption foregone today. That is. under an income tax. a consumer must deposit more 
money in the bank today to finance a given amount of spending in the future than would be 
required in the absence of the income tax. Economic theory suggests that this increase in the 
price of future consumption reduces consumers* incentive to save. A consumption tax. which 
does not tax the return to savings, does not increase the price of future consumption relative to 
current consumption. A consumption ux is, therefore, neutral with respect to the consumer*s 
choice of how much to save. As I stated earlier in my testimony, however, while economic 
theory suggests that individuals might increase saving in response to the higher return to saving 
resulting from the switch to a consumption tax, most empirical studies find that the effect of 
increasing the rate of return on the level of saving would be quite small. 

International trade 


It is sometimes argued that, because indirect taxes can be imposed on imports and 
refunded on exports, the adoption of a VAT or other indirect consumption tax to replace part 
or all of our current income taxes would encourage U.S. exports. However, trade economists 
generally agree that such a lax change would not permanently improve either U.S. exports or 
the U.S. trade balance.” 

To see how a refund or exemption for exports under a consumption tax and the 
imposition of the tax on imports (called border tax adjustments), in fact, amount to neither a 
subsidy for domestic exports nor a penalty on imported goods, consider a very simple example. 
Imagine that both New York and New Jersey produce apples for consumption within the state 
and for "export" to neighboring states. Assume a competitive market for apples sets the price 
per bushel at $5.00. Now imagine that New York adopts a broad-based, 10 percent VAT that 
exempts exports and is imposed on imports. The price of apples produced and bought in New 
York would be expected to rise to $5.50. Since the New Jersey apples that are trucked into 
New York are subject to the 10 percent VAT. they would also sell for $5.50 per bushel. 
Imports into New York would, therefore, not be penalized relative to domestic produce. Over 


^^For a discussion of (he relative economic benefits of a consumption tax, wage tax, and income tax, see 
Alan Auerbach and Laurence Kotlikoff, Dynamic Fiscal Policy, Cambridge University Press, 1987. 

^^Sec U.S. Congressional Budget Office, Effects of Adopting a Value-Added Tax, U.S. Congressional 
Budget Office, 1992, p. 57. 

^^Sce U.S. Congressional Budget Office, Effeas of Adopting a Value-Added Tax. U.S. Congressional 
Budget Office, 1992, p. 63. A similar conclusion is drawn in Joint Committee on Taxation, Description and 
Analysis of Proposals to Replace the Federal Income Tax. U.S. Government Printing Office. 1995, pp. 69*70. 
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the border, New Jersey apples would still sell for $5,00 per bushel, as would imported New 
York apples that are exempt from New York’s VAT. The exemption for exports, therefore, 
results in no subsidy for New York’s exports. “ 

While adopting a consumption tax with border tax adjustments is generally considered 
to have no long-run effect on the balance of trade, eliminating or substantially reducing income 
taxes could affect the trade balance, because income taxes may discourage both saving by U.S. 
residents and investment in the United States, and lowering U.S. income taxes could affect 
private saving and investment by differing and uncertain amounts. If private saving increased 
more than investment, the United States would import less capital and net exports would 
increase; if investment increased more than private saving, net exports would decline. Which 
effect would dominate depends on the specific form of the income tax cut and on the relative 
responsiveness of saving and investment. 

Eliminating or reducing U.S. income taxes could also affect the relative competitiveness 
of different industries, because the income tax imposes different effective tax rates on production 
in different economic sectors. For example, reducing the cost of capital in the United States 
would generally favor the production of capital-intensive goods over labor-intensive goods. This 
differential benefit would affect the composition of trade, because goods that became relatively 
more expensive to produce in the United States would be increasingly imported, and goods that 
became relatively inexpensive to produce at home would be increasingly exported. However, 
there is little reason to believe that the net trade balance would be much affected by this change 
in relative trade positions.^"* 

Although border tax adjustments under a consumption tax are generally considered to 
have no long-run affect on the balance of trade, it should be noted that some types of 
consumption taxes are accepted as border-adjustable under the General Agreement on Tariffs and 
Trade (GATT), and others arc not. Indirect taxes, such as credit-invoice VATs used in most 
other countries, are border-adjustable under the GATT. Consumption taxes collected wholly or 
in part from individuals, such as a consumed income tax and a flat-rate tax of the type proposed 
by Represenutive Armey and Senator Specter, are unlikely to be refundable under the GATT. 
Although a broad-based, single-rate subtraction method VAT is economically equivalent to a 
similarly broad-based credit-invoice VAT, a GATT ruling would consider other factors. 
Whether a subtraction method VAT would survive a GATT challenge is an untested issue. 

Sector-specific issues of adopting a consumption tax ” 

Special treatment may be appropriate for specific business sectors under chose forms of 
tax that are collected at least in part from businesses. High administrative and compliance costs 
relative to revenue collected may justify special treatment for certain sectors and for small 
businesses. Special rules are required for taxing goods and services with hard-to-measure lax 


is not necessary (a have border tax adjustments to obtain this result, [f the market price for apples is 
$5.00, it will not be possible for producers to increase the price charged or lower (he price and remain in business. 
Labor will bear the burden of the tax through a fall in wages and there will be no effect on trade between New York 
and New Jersey. In the iniemaiional context, ii is also possible for (he currency of the country that imposed (he 
tax to depreciate, offsetting the effect of the (ax on the exported good. 

^^The Joint Conunittee on Taxation finds that replacing part or all of the corporate income tax with a VAT 
does not directly affect the U.S. trade balance. See Joint Committee on Taxation, Factors Affecting the 
Competitiveness of the United States, U.S. Government Priming Office, 1991 , pp. 303-4. 

^°These points are discussed in more detail in Jotm Commiiice on Taxation, Factors Affecting the 
Competitiveness of the United States, U.S. Govemroeni Printing Office, 1991 , pp. 302-4. and U.S. Congressional 
Budget Office, Effects of Adopting a Value-Added Tax, U.S. Congressional Budget Office, 1992. pp. 63-4. 

^^Thc Treasury Department responded on February 3, 1995. to a query by Senators Nunn and Domenici 
on (his issue. 

^^These issues are discussed in detail in Joint Committee on Taxation. Factors Affecting the Competitiveness 
of the United Slates, U.S. Congressional Budget Office. 1991 , pp 314-20. and U.S. Congressional Budget Office, 
Effects of Adopting a Value-Added Tax, U.S. Congressional Budget Office, 1992, pp. 26-30. 
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bases, such as financial services.^- The tax base for these services is not explicitly separated 
from other charges, and it is difficult to apportion the benefit from financial services to those 
who receive them. For example, the charge for intermediation services provided by banks is 
included in the difference between the interest rates charged to borrowers and paid on deposits. 
That difference also includes the return to equity -holders. Moreover, it is difficult to allocate 
the intermediation charge to a specific savings account or loan. 

While the current version of the Armey and Specter proposals contain no special rules 
for the treatment of financial institutions, the Nunn-Domenici plan would tax banks and 
insurance companies under a separate set of rules from those applied to non-financial 
businesses.'** 

Taxing governments and non-profit organizations is difficult because there often is no 
market price for their production and many are currently not subject to tax. Most countries with 
VATs attempt to tax the commercial operations of this sector, but this approach requires 
differentiating between taxable and non-taxable activities which can be administratively complex. 
While special treatment for specific sectors might ease administration of a consumption tax, 
exclusions from the tax base would increase economic distortions relative to a very broad-based 
consumption tax. The business tax portions of the Nunn-Domenici proposal would generally 
include the commercial activities of governments and many currently non-taxable non-profit 
organizations in the tax system. 

Taxation of housing and consumer durables also raises important issues. To minimize 
economic distortions, rental housing, owner-occupied housing, and other durable goods should 
be treated similarly. When businesses are allowed to expense capital purchases, purchases of 
buildings or durables for use as rentals would be deductible, and rental receipts would be taxed. 
However, the same theoretical treatment of owner-occupied housing and durable goods would 
require taxing the total purchase price, which reflects the current value of the services the home 
or durable good provides over its useful llfe.^' This approach can lead to significant tax bills 
for buyers and windfall gains for current owners, who would not owe tax on the consumption 
of their existing housing or durable good. 

Many consumption tax proposals assume that exports will be relieved of the tax and 
imports will be taxed. Making the appropriate adjustments can be difficult if the tax base is not 
broad or if tax rates vary. Border adjustments for certain services also create complexity, 
because it is generally more difficult to determine the location of supply or purchase in the case 
of non-tangible services than for goods. 

Simplicity 

Simplification of the tax system is a primary goal of many tax reform proposals, and one 
which we support. A simpler tax system would have lower compliance costs for individuals and 
businesses, such as the costs related to learning the tax rules, recordkeeping, and preparing tax 
returns, and lower administrative costs for the govemmem. such as the costs of processing tax 
returns and conducting audits. 

To evaluate reform proposals on the basis of simplification, however, it is usefial to 
examine the sources of the complexity that plagues our current system. One source of 
complexity, the measurement of capital income, would be reduced under some forms of 
consumption tax. Three other sources of complexity, the desire to distribute the tax burden 
equitably, the necessity to measure the consumption component of business income properly, and 


For a discussion of the difnculties related to taxing insurance and other financial services under a VAT, 
see Joint Committee on Taxation, Factors Affecting the Competitiveness of the United Slates. U.S. Government 
Printing Office, 1991, pp. 315-18. 

''’This is less of a problem under two-part consumption taxes like the Armey and Specter proposals than 
under other forms of consumption taxes, because the portion of value-added generated within the financial services 
sector by labor would be captured under the wage lax. Only the portion of value-added generated by capital would 
be lost, 


II. S. Congressional Budget Office, Effects of Adopting a Value-Added Tax. U.S. Congressional 
Budget Office, 1992, pp. 28-9. 
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the use of the tax system to advance certain non-tax social and economic policies, would likely 
persist under any consumption tax. If a consumption tax were Implemented in the United States, 
the final form of the tax would likely differ from the ideal for these same reasons. Divergence 
from the simple, broad-based, flat-rate, consumption tax model -- for whatever reason - will 
tend to lead to complexity, with higher administrative and compliance costs, higher tax rates 
overall, and reduced efficiency gains. 

Correctly measuring capital income is difficult, and approximations designed to reduce 
that complexity can invite tax avoidance and an inefficient use of economic resources. 
Therefore, one of the attractions of a consumption tax is that many of the onerous calculations 
related to capital income would be eliminated, and no tax would be owed on interest, dividends, 
and capital gains. Under a RST, capital purchases by businesses and capita! income are 
excluded. Under a consumption tax levied at the business level, such as Representative Gibbon’s 
VAT or the business tax portions of the Armey and Nunn-Domenici proposals, depreciation and 
other cost-recovery provisions would be replaced with expensing. Administrative and 
compliance costs would be reduced, since it would not be necessary to maintain records on asset 
costs in order to compute cost-recovery allowances and gains on the sale of assets. 

Unlike the existing income tax, however, a consumed income tax collected from 
individuals would require the measurement of annual changes in wealth. As suggested earlier 
in this testimony, a consumed income tax system like the Nurm-Domenici individual level tax 
could, therefore, be at least as complex as the current system, posing numerous new taxpayer 
reporting requirements and introducing new tax concepts and calculations. Compliance costs are 
likely to be significant for individuals who must report their net savings, particularly for 
taxpayers that both borrow and save and roll over prior savings into new accounts, and for the 
banks, mutual hands and other businesses that would be required to provide reports on 
investment and borrowing activities of individuals. Under one approach to a consumed income 
lax. proceeds from all forms of borrowing -- whether through a loan or a balance carried over 
to the next year on a credit card - would be added to a family’s tax base. The net contribution 
to all forms of savings would be deducted from (he tax base and withdrawals from savings would 
be taxed. It might not be complicated to calculate tax liability under this approach for a family 
that borrowed no money during the year, had no etKl-of-ihe-year credit card balance, and only 
made contributions to a passbook savings account. But in the modern U.S. economy, even a 
moderate-income family might in a typical year purchase deductible mutual fund shares through 
a dividend reinvestment plan, sell a taxable bond, and carry taxable balances on several credit 
cards. Some proposals might not require families to pay tax on some minimum amount of 
borrowing, such as under the Nunn-Domenici proposal, or might allow tax-free withdrawals 
from savings in cases of hardship, but these modifications would require complex rules to 
determine eligibility for exemptions and to prevent tax avoidance. 

Distribution of the tax burden 


Most of the mechanisms available under a consumption lax for minimizing the 
regressivity of the lax introduce complexities and their resultant costs. Exempting certain goods 
and services from a national RST or VAT and taxing others at alternate rates increases the 
compliance burden on businesses that would have to determine which rates to charge for their 
products and, in some cases, would be required to apportion their deductible costs among taxable 
and non-taxable sales. To make up the revenue loss from reducing tax on some goods and 
services, lax rales on the remaining goods and services would have to be raised. None of the 
proposals discussed in this testimony exempt specific goods and services, though State retail 
sales taxes in the United States and VATs in most OECD countries do u.se this approach. 

A tax that is collected wholly or in part from individuals can be applied at graduated tax 
rates, which would complicate the lax slightly: it is not much more difficult for taxpayers to look 
up their tax liability on a table — as they do now — than it would be for them to apply a single 
rate to all taxable Income. In the case of a two-part consumption tax, like the Armey proposal, 
ensuring that the same top statutory rate applies to both individuals and businesses would lower 
administration and compliance costs by enabling taxes on some forms of income to be collected 
wholly from businesses. 

Many consumption tax proposals, such as those of Gibbons, Armey, and Nunn and 
Domenici, offer large standard deductions and exemptions for dependents in order to relieve 
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some income from tax and to remove large numbers of people from the tax system altogether. 
The latter benefit is reduced, however, if refundable tax credits - like the EITC — are used to 
minimize the burden of the tax, as is done in some proposals. Low-income families that 
otherwise might not be required to file a tax return would have to fill out a return in order to 
receive the credit. So that credits can be targeted to needy households, a family might be 
required to calculate income, which it otherwise would not have to report under some forms of 
a consumption tax. The relative increase in administrative and compliance burdens of offering 
refundable credits might be small in the case of a consumed income lax, under which much of 
the income tax structure would be retained. The relative burden would be more significant, 
however, if the income tax had been completely replaced by a business-level consumption lax. 

Measuring consumption 

Like the existing income tax, a consumption tax that is collected from businesses, such 
as a VAT or two-part flat tax, would require rules for determining deductible business costs. 
Some business purchases have a consumption component that should be excluded from deductible 
business purchases. For example, a business’ purchase of a company car that is also available 
for an employee’s personal use has a consumption component, as do many business expenditures 
for travel and entertainment. The rules for determining allowable costs under a consumption 
tax would be similarly complex to the related rules under the income tax. Moreover, the liming 
of deductions for capital purchases would make the problem more serious under a consumption 
tax. Under a consumption lax, business assets would be expensed, accelerating the benefit 
received by the taxpayer - and tax revenue lost to the government - from circumventing the 
rules. 

Promoting social and economic goals 

A U.S. consumption tax is likely to be used to advance certain widely-held social and 
economic goals. To the extent that these goals are promoted through the tax system, 
administrative and compliance costs are increased under a consumption tax as they are now 
under the current income tax system. Home-ownership is treated preferentially under the current 
income tax primarily by allowing families a deduction for interest they paid on their home 
mortgages. Allowing current law treatment of mortgage interest under a consumption tax would 
encourage homeowners to incur additional borrowing beyond their financing needs. Because 
mortgage loan proceeds under current law are not included in taxable income, while the amounts 
deposited in a savings account under a consumption tax would be deductible, mortgage loans 
used to transfer money to a savings account would r«luce tax liability. In addition, allowing 
only some forms of loans to be exempt, such as under the Nunn-Domenici proposal, would 
introduce complexity and distortions relative to a system that treated all borrowing equally. As 
under the existing income tax, taxpayers would have an incentive to reclassify all forms of 
household debt as mortgage debt to maximize the berrcfit of the tax preference. 

Deductions for charitable contributions and State and local taxes paid could be allowed 
for families under a consumed income lax and for wage-earners and businesses under a two-part 
consumption lax. A lax preference for employer purchases of health insurance and fringe 
benefits could be provided under a two-part consumption tax by allowing businesses to deduct 
these costs. Under an individual-level consumption tax, employer-provided health insurance and 
other fringe benefits could be taxed by imputing their value to the recipients and including the 
imputed value In taxable income; not imputing the value to recipients would treat these benefits 
preferentially relative to other forms of compensation. Each of these tax preferences, however, 
would require rules to determine which fringe benefits are included in or excluded from the tax 
base, and these rules would be equally complex as those under current law. Rules would also 
be required to determine which business expenses to include or exclude from the tax base. The 
Armey and Specter proposals would disallow deductions for state and local taxes, and the 
employer portion of the FICA tax. The Nunn-Domenici proposal also would disallow those 
deductions, but would permit a credit for the employer portion of the payroll tax. 

The underground economy 

The underground economy consists of illegal activities and those which are "informal," 
but not illegal. A suggested benefit of a consumption tax system is that it may promote greater 
compliance with the tax laws from those presently operating in the underground economy. Some 
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commentators have suggested that a consumption tax collected at the business level would enable 
tax to be imposed on income of the underground economy, particularly the informal sector, that 
is untaxed under the current individual income tax. 

This benefit may easily be overstated. The reporting of income and sales from illegal 
activities, such as sales of illegal drugs, is unlikely to be affected by changes in the tax system. 
Incentives for not reporting income or sales from informal activities are likely to be similar 
under an individual income tax or a business-level consumption tax. For example, an electrician 
who does not pay income tax can charge a lower price, ju^as an electrician who does not 
collect a national RST or VAT for his services.^ 5>Tnce income and sales from purchases of 
goods and services in the legal sector by the uiKlerground economy, such as the electrician’s 
tools and supplies, are taxable now, it is unclear whether additional revenues would be obtained 
from this source by switching to a consumption tax. 

Coordination with State and local sales taxes 

An additional administrative consideration is the coordination of a Federal consumption 
tax with Slate and local government tax systems. Historically, States have depended heavily on 
retail sales taxes and excise taxes for revenues.^ The adoption of a national sales tax or Federal 
VAT is likely to be seen as an infringement upon this important revenue source for State and 
local governments. In addition, a Federal VAT or national sales tax would create a new type 
of tax for businesses to administer. Some businesses would be responsible for either the VAT 
(or national RST) or a State sales tax, while others would be liable for both. The amount of 
State sales tax or VAT (or national RST) collected would depend on which tax was applied first 
and whether that tax was included in the tax base for the other one. Particular goods and 
services might be taxable under a VAT (or national RST) and exempted under the State sales 
tax, or vice versa, thereby creating additional administrative and compliance problems. 
Although sales taxes are generally under the purview of the States, the closeness of the tax bases 
would put the States under pressure to conform to Federal law. 

Transition to a consumption tax and the tax on existing wealth 

The most significant issue in convening from an income to a consumption tax system is 
deciding how to treat the return to wealth that was accumulated out of after-tax income under 
the income tax. The return to new saving and investment would be exempt under a consumption 
tax, but without an explicit exemption for old wealth, the return to and withdrawals from the 
stock of existing assets that are not reinvested will be taxed. For example, imposing a Federal 
VAT would automatically tax all withdrawals from existing savings that are used for 
consumption -- even if those savings were accumulated out of after-tax income A full or partial 
exemption for current wealth might be desired to relieve the tax burden on individuals with 
accumulated savings, many of whom are elderly. But such an exemption would reduce the taxes 
paid by the holders of wealth, making the tax less progressive. In addition, economists believe 
that a tax on existing wealth would not distort taxpayer behavior, and that this non-distorting 
wealth tax is the source of much of the gain in economic efficiency predicted to result from a 
switch to a consumption tax. Consequently, an exemption for all existing wealth would 
effectively convert the tax into a tax on wage income alone, requiring higher tax rates on wages. 
The effect would be to reduce significantly, and possibly completely eliminate, the gains in 
economic efficiency that some economists expect from a consumption lax.^^ 

To illustrate the magnitude of this problem, consider the value of current household 
wealth. The total wealth of U.S. households is estimated at about $23 trillion.^* Much of this 
wealth is in the form of assets, such as pensions and unrealized capital gains, which have not 
yet been taxed. Excluding housing, the basis of private assets in the United Slates could be as 
much as $10 trillion. Rules governing the treatment of consumption financed by existing wealth 


^®See Advisory Commission on intergovernmental Relations. Significani Features of Fiscal Federalism. 
Volume 2, Washington, DC, 1994, Table 31. p.4. 

'^^For a discussion of the relative economic benefits of a consumption tax. wage (ax, and income tax, see 
Alan Auerbach and Laurence Koilikoff. Dynamic Fiscal Policy, Cambridge University Press, 1987. 

^®Board of Governors of the Federal Reserve System, Balance Sheets of U.S. Households. 
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during the period of transition to the new tax will determine to what extent this significant 
amount of previously taxed savings is subject to the consumption tax. In this case, transition 
rules are not merely an inconsequential technica] issue; how existing wealth is treated during the 
transition could have material economic effects. 

Transition rules could be designed to relieve completely the tax burden on savers who 
have already paid income taxes on their savings and would otherwise be taxed again when those 
savings were spent under a consumed income tax. For example, without a transition rule for 
past savings, a retiree who accumulated $100,000 in a savings account out of after-tax income 
before the imposition of a consumption tax would be taxed on withdrawals from that account that 
are for consumption expenditures. A transition rule could allow savings that were accumulated 
under the income tax to be segregated from ‘'new'' savings and deducted from income. This rule 
would treat the $100,000 as tax-paid savings and would enable the retiree to make tax-free 
withdrawals from the savings account. It is difficult, however, to design rules that differentiate 
between individuals who reduce their accumulated savings in order to consume, and individuals 
who only rearrange assets among accounts. Allowing tax-free withdrawals from past savings, 
for example, would enable any individual with accumulated wealth to gain a tax deduction 
simply by transferring old assets into "new” savings accounts. Such a rule would enable a 
millionaire living off the interest on her accumulated assets, for example, to receive the 
equivalent of tax-free interest income -- a substantial benefit compared with current law.^^ The 
Nunn-Domenici plan includes detailed rules that would prevent the taxation of most previously- 
taxed savings while prohibiting taxpayers from generating savings deductions out of existing 
savings. While these rules would largely prevent the imposition of unfair burdens on elderly 
households, they would add to the complexity and costs of the tax system and would result in 
lower economic benefits than if the return to accumulated assets were subject to tax. 

A similar problem exists for businesses that have purchased equipment prior to the tax 
change and have unused depreciation allowances. Denying depreciation deductions under the 
consumption tax would mean that businesses would not be able to recover fully the cost of those 
capital purchases, and that income from capital purchased before the effective date would be 
overtaxed. It would impose windfall losses on firms that invested prior to the effective date, 
placing them at a disadvantage relative to businesses that purchased equipment just after the 
effective date of the new consumption ux. 

Transition rules could reduce windfall losses in this case, but they would likely sacrifice 
tax revenue and lead to greater complexity. For example, if the consumption tax is collected 
only at the business level, businesses could be allowed to deduct immediately the balance of their 
depreciation allowances, though little revenue would be collected from businesses during the 
early years of the tax under this scheme. Extending the depreciation deductions over a number 
of years, an approach taken by the Nunn-Domenici plan, would spread out the revenue loss, but 
i( would require businesses to segregate old and new assets during the transition period and, 
therefore, would increase complexity. 

Conclusion 

A change as dramatic as replacing the income tax system with a consumption tax should 
only be attempted if the expected economic benefits of taxing consumption are reasonably certain 
to be larger than the total costs, burdens, and risks of moving to a completely new tax system. 
In making such a determination, it is misleading to compare a theoretically ideal consumption 
tax and the income tax system in place today. A realistic comparison would recognize that 
exclusions would likely be made under the replacement system — either for administrative 
reasons or to support social and economic goals — and that those exclusions would reduce the 
economic benefits of the change and increase complexity. A realistic comparison would also 
recognize that what we call an income tax in the United States is really a hybrid tax system. 
While it is based on income, it incorporates a number of consumption tax features that help 


^^Under a transition rule that treats withdrawals from existing savings that are deposited into new savings 
accounts as new savings, an individual could draw down existing savings, deposit the amount in a new savings 
vehicle, and receive a tax deduction for the amoxmi deposited. If the return to this "new" savings is used for 
consumption, the individual would pay tax on that retuin. But the origirtal tax deduction would provide a benefit 
that would be equivalent to receiving the interest income tax-free. For an illustration of this result, see the example 
in the "Background" section of the testimony. 
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promote saving. For example, contributions to pensions, deductible IRAs, and other types of 
retirement savings are deducted from taxable income, and the earnings on these savings are not 
taxed until they are withdrawn. Most of the savings of middle-income Americans are in assets 
such as pensions and home equity that are already exempt from tax. Proposals for further 
reduction in taxes on income from savings of middle-income Americans, such as the proposal 
in the President’s budget to expand the use of IRAs, should be caretully examined before we 
consider doing away with the income tax. 

Based on all of the considerations described in my testimony today, we are not convinced 
that the case for completely replacing the income tax with a consumption tax is compelling. 
The most frequently cited economic benefit of such a change, an increase in private saving, is 
uncertain and could be small. The fairness of replacing the income tax with a consumption tax 
is also a concern. Moving to a flat-rate consumption tax would increase the tax burden on low- 
income families and lower the tax burden on high-income families. Efforts to improve the 
progressivity of consumption tax proposals result in complexity. In addition, the effect of 
switching to a consumption tax on wage and price levels, interest rates, and value of existing 
assets ” including homes -- is uncertain. 

In general, divergence from the simple, broad-based, flat-rate, consumption tax model 
-- for administrative reasons, to address distributional problems, or to promote social and 
economic goals — will result in more complicated tax calculations, higher tax rates overall, and 
reduced efficiency gains. In addition, the transition could take many years to complete, and 
could be very costly and complex. Absent special transition rules, the move to a consumption 
tax could create many unintended wiruiers and losers. New savers would be advantaged relative 
to those who saved in the past, including many of the elderly. Businesses that invest after 
enacunent of the consumption tax would have a competitive advantage over businesses that 
invested just prior to the change. Rules could be designed to address these situations, but they 
would be complex and could lead to significant reductions in the economic benefits expected 
from a switch to a consumption tax. 

We commend efforts to develop consumption tax proposals that are progressive and 
revenue-neutral. We recognize that the details of some of the recent tax reform proposals have 
not yet been provided, and that the details will affect the analysis of any particular proposal. 
However, we believe that completely replacing the income tax with a consumption tax ultimately 
could be excessively complex and could create economic disruption. Moreover, while there has 
been substantial iniemaiional experience with credit-invoice VATs and broad familiarity within 
the United States with Slate reuil sales taxes, adopting a form of consumption lax other than a 
credit-invoice VAT or national RST would be venturing into the unknown. We can only 
speculate as to how a consumption tax collected at the individual taxpayer level would work. 
There is no experience upon which to gauge its effects on the U.S. economy or its administrative 
and compliance costs, and no way to anticipate all the potential tax avoidance schemes that could 
be designed to exploit the new tax rules. 

Other countries have typically introduced consumption taxes, not as replacements for 
progressive income taxes, but in place of existing distorting sales or turnover taxes. Most of 
our trading partners now rely on a mixed tax system that combines income and consumption 
taxes. Consequently, a wholesale replacement of the income tax with a consumption lax would 
represent a grand international experiment. The burden lies with the proponents of consumption 
taxes to show that it is worthwhile to conduct this experiment on the world’s largest and most 
complex economy. 

Mr. Chairman, the Administration is keenly aware of growing taxpayer frustration with 
the complexity of the income tax system, and we think that greater weight should be given to 
simplification in evaluating tax reform proposals than has been given in the past. A simpler tax 
system would have lower compliance costs for individuals and businesses and lower 
administrative costs for the government. Moreover, while the debate is in process, 
simplification should be given greater weight in evaluating any changes to our existing tax law. 
In this regard, we note that last year’s House of Representatives passed H.R. 3419, the 
Simplification and Technical Corrections Act of 1994. We urge the Committee to consider this 
legislation again on an expedited basis. We look forward to working with the Congress on these 
and other initiatives to improve our lax system. While continuing to work to improve our 
current income tax, we will give serious consideration to broader reform proposals that meet the 
tax policy objectives set forth above — proposals that would simplify the tax system and improve 
economic incentives without sacrificing revenue or fairness. 
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Chairman Archer. Thank you, Mr. Secretary. Obviously there 
are going to be many questions and colloquies with you by Mem- 
bers of the Committee. I would like to commence just by asking 
you, for the purpose of establishing a predicate of the discussion on 
your charts, are the distributional tables that you use as the basis 
of these charts based on the old family economic income distribu- 
tional concept that was discarded by the Joint Committee in the 
last Congress as being inappropriate, such as the imputing of in- 
come for the ownership of one’s home and a number of other arbi- 
trary and subjective numbers? 

Or have you changed it in the way that the Joint Tax Commit- 
tee, under the previous Majority, in the last year changed theirs? 

Mr. Samuels. Mr. Chairman, the distributional analysis has 
been done according to the traditional method that Treasury has 
used since the end of the Ford administration, which includes fam- 
ily economic income. 

Chairman Archer. So the answer is that you have not changed 
your standard, whereas the Joint Committee, under the previous 
Majority, in the last Congress, recognized that it was inaccurate 
and changed it. 

Yours is the same, correct? 

Mr. Toder. Our standard is the same, Mr. Chairman. 

Chairman Archer. OK Thank you very much. 

Now, have you considered the impact of reduction in interest 
rates and increased value of the dollar in benefiting every Amer- 
ican in the determination of these comparisons in these charts? 

For example, if one who wishes to buy a home, particularly a 
first-time home purchaser, is able to buy that home at interest 
rates that are 1 or 2 percent lower over the long term, isn’t that 
a massive reduction in the price of that home? And have you taken 
any of that into account? 

Mr. Samuels. Mr. Chairman, let me just say that the economic 
benefits that are discussed in tne context of moving to a consump- 
tion tax as set forth in our testimony are uncertain. So we have 
not taken any economic benefits or detriments, because there will 
be — there are possibilities of significant changes, as I said, in 
wages, prices, and asset values; and we haven’t taken those into 
account either way. Either way, we haven’t taken them into ac- 
count, because I don’t think at this point there is on — there can be 
a reasonable prediction as to what those might be. 

Mr. Toder. Let me just add, we believe that interest rates are 
set primarily on the world economy, and it is very unlikely that in- 
terest rates would fall very much. Americans would still be taxed 
the same on their interest at home and overseas, and foreign lend- 
ers would still not be basically taxed on the interest they receive 
from lending to the United States. 

The consequence, we believe, is that aftertax interest costs of 
housing would rise significantly from changing to a consumption 
tax, and that the value of existing housing equity would fall sub- 
stantially. 

Chairman Archer. Well, I sort of operate off of the basis of what 
my colleague from Georgia says is common sense, and maybe that 
doesn’t fit into the ivory tower. But common sense tells me that if 
you have zero tax on savings, you are going to have more savings. 
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If you have more savings, interest rates are going to go down. If 
you don’t tax income production in the United States to foreign in- 
vestments, more money is going to flood into the United States, 
which will increase the amount of savings and investment capital 
in the United States. And I think, if I am not incorrect, that 
money, as you say, on a worldwide basis is a fungible commodity, 
and that is going to relate directly to market forces. And if you 
have more savings coming into the United States, more demand, 
more interest in people putting them in here, the price of money 
is going to go down in the United States. 

Now, maybe that is too common sense for an ivory tower, but it 
seems pretty clear to me that interest rates are going to go down 
dramatically if you can convert to a consumption tax; and then, in 
addition, as Mr. Gibbons has articulated so well over the years, if 
you can remove the price of government as an expense of a product 
and thereby reduce its price in the world marketplace, you are 
going to sell more American products, which in turn is going to 
give you a lower trade deficit, which in turn is going to stabilize 
the value of the dollar and give people more pur^asing power for 
their dollars in the United States. 

Now, that is not ivory tower; that is just kind of the Archer rule 
of common sense. The important point is, whether I am right or 
whether I am wrong, that is not being considered in these (marts. 

Now, finally let me ask you this, Mr. Samuels. I appreciate your 
support of our effort to get into this evaluation of the current sys- 
tem and what we might do to replace it, and we welcome you 
aboard in that process. 

I am curious as to when you will have a proposal for us that we 
can look at as to what you think is the appropriate way to replace 
the current Income Tax Code. 

Mr. Samuels. Mr. Chairman, we are evaluating these proposals 
that have been made, and we are also evaluating how one might 
change the existing system to make it better, and that is the proc- 
ess that we are going through. 

In looking at the proposals that are on the table, one of the inter- 
esting things to me in considering them is that they are all ideal- 
ized proposals. I actually haven’t kind of thought about them as 
being ivoiy tower; I have kind of talked to my colleagues when they 
explained them to me as kind of being on another planet, because 
they assume an idealized system; and I think that — as a practical 
person, I don’t think they will ever actually be adopted through the 
political system. 

For example, the idealized consumption tax system assumes, as 
I mentioned in my testimony, in obtaining the efficiencies that peo- 
ple hope to get out of them, that there will be a tax on existing 
wealth in the transition; and I think that would be a very hard ob- 
jective to obtain in designing a practical system, and I think that 
is a serious problem. 

So what we are trying to do is evaluate all of these proposals, 
understand where the real pitfalls are. This is like peeling an 
onion, there are whole layers of issues, and we think at the end of 
the day, based on what we know, that the proponents of these have 
a very high burden that the projected benefits will, in fact, occur. 
And so, tnerefore, we think that at the same time we should be 
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carefully and seriously looking at what we can do to our existing 
system to make it simpler and easier for taxpayers; and so that is 
what we are doing. 

Chairman Archer. I am not sure what your answer is to my 
question. My question is, When will you have a proposal that we 
can look at in comparison to these other proposals? 

Mr. Samuels. Mr. Chairman, at this point we aren’t making a 
proposal. What we are saying is that we have looked at these pro- 
posals and consumption taxes — proposals to replace the entire in- 
come tax with a consumption tax, and we see very serious ques- 
tions that need to be answered. So we are not in the position to 
propose a new system that would completely replace the income 
tax, and we think that you should be making comparisons and 
evaluating these, and hopefully, out of this debate will emerge a 
consensus about how to make our existing system simpler and easi- 
er for taxpayers to understand, while maintaining fairness and 
raising the same amount of money; and we think that is the way 
the process should move forward. 

Chairman Archer. Well, it seems very difficult to get a precise 
answer from you, but I will say that we are not just considering 
consumption taxes. We are considering a flat tax. The proposal that 
Congressman Armey has made, and a number of other proposals, 
and we would welcome 

Mr. Samuels. Mr. Chairman 

Chairman Archer. We would welcome a proposal from the ad- 
ministration. You have tremendous resources through the IRS and 
through your own Treasury Department, resources that are of a far 
gpreater magnitude than we have up here at the Congress. And in- 
asmuch as you applaud this effort and you think something should 
be done, we would like to have your proposal in the mix so that 
we can look at it. 

And so I will ask you again, will you submit a proposal, and, if 
so, when? 

Mr. Samuei£. Mr. Chairman, we are looking at these proposals; 
we have spent a great deal of time — I am sure you can tell by read- 
ing our testimony — in listing the criteria by which these consump- 
tion tax proposals should be evaluated. 

I would add, the Armey flat tax proposal is a consumption tax. 
When you talk to the economists through your hearings, if you ask 
them, they will tell you it is a consumption tax proposal. 

We think that the right way to go through this process is to 
evaluate variations of the proposals and try to understand how 
they might come out of the political process and compare it to our 
existing system as it might be improved. 

Chairman Archer. I know. You have said that. You have said 
that several times. But do you not have any original ideas of your 
own? 

Mr. Samuels. Mr. Chairman, I think if you read our testimony, 
you will see that we have spent a great deal of time analyzing the 
proposals to try to make sure that everyone understands what the 
problems are. 

Chairman Archer. That is still not responsive to my question. 
You are talking about analyzing other people’s proposals. I am ask- 
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ing you whether you have an original proposal of your own and 
when we might be able to receive it? 

Mr. Samuels. Mr. Chairman, over the years, the Treasury De- 
partment has set forth analytical frameworks for all of the propos- 
als that this Committee is discussing today. The Treasury Depart- 
ment in 1977 put out an analysis of proposals; in 1984 the Treas- 
ury Department put out analytical proposals. I don’t think that we 
are scratching around for some ideas that haven’t been tho^ht of 
before. I think if you talked to the people who have been doing the 
research on the tax system and alternative tax systems, that you 
will see variations on the theme and the pros and cons of the vari- 
ations, and that is what we are suggesting. 

Chairman Archer. But which ones do you support? Let me see 
if I can get at this in a different way, because I am not getting a 
responsive answer to my question. I am getting the continued re- 
sponse of, well, we want to examine all of the various alternatives 
that have been submitted by somebody else, that we have a frame- 
work whereby we can evaluate those, and I really, I really, hope 
in fairness you will not respond that way to me again, because I 
would like something a little more precise. So let me try another 
way to get at it. 

If we had no tax system today to generate the money to pay the 
Federal Government’s bills, if we were starting from scratch, would 
you adopt as the best way to raise money the current Federal in- 
come tax system? That should be easily answered yes or no. 

Mr. Samuels. The current Federal income tax system? No. 

Chairman Archer. All right. In that event, and if you had the 
challenge, which is what we are accepting here today, to try to 
look, from scratch, at a system that would be the best for the 
United States for the raising of the money to pay the bills, what 
would it be, in your opinion; and if you don’t have it for me today 
to answer that, could you have it for me in 1, 2, 3, or 6 months? 

Mr. Samuels. Mr. Chairman, I think that at this point in time 
that you ask what is the ideal, as opposed to what in fact will actu- 
ally happen 

Chairman Archer. No, I am asking you for a proposal to help 
us make something happen. And certainly you have got ideas down 
there; you have got all kinds of, as you say, framework and back- 
ground and resources of a gigantic magnitude. Would you let us 
know what you think is the most appropriate way for us to raise 
money to pay the government’s bills; and if so — and either yes or 
no — will you or will you not? If the answer is yes, then in what 
timeframe might we expect to hear from you? 

Mr. Samuels. Mr. Chairman, we are in the position, as you can 
tell from our testimony, of saying that we should be analyzing 

Chairman Archer. No, no, no. I just said, please don’t give me 
that answer again. Answer me specifically whether you will have 
a proposal for us that you believe is the appropriate way, the best 
way, for us to raise the revenue to pay the government’s bills, yes 
or no; and second, if the answer is yes, in what timeframe? 

Mr. Samuels. Mr. Chairman 

Chairman Archer. I mean, it is very simple. Will you or will you 
not have a proposal? 

Mr. Samltels. I think that 
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Chairman Archer. You can say “not in my lifetime, no.” It is a 
very simple question. Either you will or you won’t. 

Mr. Samuels. I really think that it is a way of looking at this 
that we at this point have determined is not the path that we are 
going to follow. 

Chairman Archer. So you will not have a proposal for us; you 
will sit on the sidelines r.nd criticize every proposal that is intro- 
duced. Whether it be by Mr. Gibbons or by Senators Nunn and Do- 
menici or whether it be a proposal ultimately specified by me, you 
will sit and you will target those and you will criticize, but you will 
not come forward with a proposal of your own. 

Mr. Samuels. I don’t actually think that is what we are doing. 
We are not going to sit by and just criticize proposals. We are going 
to try to tell you what the pros and cons of various proposals are, 
and what we think 

Chairman Archer. You know, I don’t want to belabor this. You 
will not have a proposal for us. That is what you are saying; is that 
correct? 

Mr. Samuels. What I have said is that — explained to you how we 
are going to participate in the process at this point in time. 

Chairman Archer. No, no, no. It is a simple thing. Will you have 
a proposal or will you not have a proposal? It is very simple, a yes 
or no answer. 

Mr. Samuels. Mr. Chairman, we are here to discuss the pros and 
cons of these various 

Chairman Archer. That is not responsive. I mean, the adminis- 
tration has a wonderful computer programming system that must 
be embedded in the minds of every Representative that appears be- 
fore the Cong^ress, and it is to pattern their answers in the way 
that you have patterned your answer, but it is not responsive. 

Just say, no, you are not going to have one and then we can go 
on. 

Mr. Samuels. But I think that that isn’t really the point of this. 

Chairman Archer. That is my question. That is the point of the 
question. 

Mr. Samuels. I think that the point is that there are various 
ideas for how to design an income tax system. They have been 
around — they have been around now for quite a while, and I think 
it is an excellent idea to review our current system and the alter- 
natives that have been put on the table. 

Chairman Archer, ^^^ich one do you like? 

Mr. Samuels. I think 

Chairman Archer. Which one do you support of the various al- 
ternatives? And if you don’t support one of them, will you modify 
one and make that proposal to the Congress? 

Mr. Samltels. I think that given the 

Chairman Archer. Well, clearly you are programmed not to give 
a definitive answer to the Congress, and I accept it. I know you are 
put personally in a very difficult position. But it is very, very clear 
that the administration has instructed you that you are not to mve 
us a specific proposal that will be the administration’s idea of how 
we can better raise money. So we then have to, as in Medicare — 
where we face the same thing — we have to move forward with our 
responsibility to do what is right for the people of this country. 
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Mr. Gibbons. 

Mr. Gibbons. Mr. Archer, I think you did an excellent job of 
cross-examining the witness. Maybe they could use you out in the 
O.J. trial. 

Let me say, I have read Mr. Samuel’s statement, I have dis- 
cussed it with him. He gives a good analytical analysis of what the 
problems are. I don’t necessarily agree with all of his conclusions 
in his statement, wherever you can find a conclusion, but I don’t 
have any questions at this time. I would like to get on, so I can 
get down there and talk a little while. 

Chairman Archer. Well, we are going to be very interested, be- 
cause you at least are willing to come mrward with a specific pro- 
posal and defend it. 

Mr. Crane. 

Mr. Crane. Thank you, Mr. Chairman. 

Mr. Secretary, you have cited three criteria that should be em- 
ployed in evaluating alternatives to the existing Tax Code — name- 
ly, fairness, simplicity, and efficiency. Does the existing Tax Code, 
in your estimation, meet any of those criteria? 

Mr. Samuels. Mr. Crane, I think that to start, the existing Tax 
Code does not meet the criteria of simplicity. I think we have got 
ourselves in a situation where the complexity of the Code has obvi- 
ously resulted in enormous resentment and frustration among tax- 
payers, and we need to do something about it. So on that score, I 
think the simplicity criteria is not met and needs to be addressed. 

With respect to fairness, I think when 3jou look at the progres- 
sivity nature of the system, I think that — in very general terms, I 
think it is a fair system. 

With respect to efficiency, I think that the system could be sig- 
nificantly improved. I think that when you look at the number of 
the incentives in the system, which give rise to complexity, that 
you have to wonder at the end of the day how much those incen- 
tives actually achieve their goal. So I think that we need — we have 
a lot of work to do with our existing system. 

Mr. Crane. Now, when you talk about the fairness question, you 
cite progressivity as evidence of the fairness in the system. Do you 
think it is perfect as it exists right now? For example, on your 
chart over here, the top 1 percent of taxpayers are paying 24.5 per- 
cent of the total taxes; is that not correct? 

Mr. Samuels. That is correct. 

Mr. Toder. Excuse me. They are paying 24.5 percent of their in- 
come in taxes. 

Mr. Crane. All right. 

Mr. Toder. They are not paying 24.5 percent of taxes. 

Mr. Crane. All right, they are paying 24.5 percent of their total 
income in taxes. The bottom 20 percent are currently paying 7 per- 
cenf-'^ 

Mr. Toder. 7.6. 

Mr. Crane. 7.6. That kind of spread is evidence of fairness in 
your judgment? 

Mr. Samuels. I think that when you look at the issue of fairness, 
you should look at who is best able to bear the burden of taxes for 
running our government, and I think when you start with that 
premise, you Took at those who have total command on resources 



250 


as the best measure of a taxpayer’s ability to pay tax, and I think 
that that type of progressivity, roughly speaking, is an appropriate 
measure. 

Mr. Crane. But is it ideal as it exists right now? 

Mr. Samuels. It is hard to say anything is ideal. I think that is 
a reasonable — that is a reasonable 

Mr. Crane. Well, let me ask this question hypothetically. Per- 
sonal income, that top 1 percent of the taxpayers could probably 
pay 30 percent of all of the taxes, right? 

Mr. Toder. I think 

Mr. Crane. They would have a better standard of living than the 
bottom 20 percent? 

Mr. Toder. Yes. 

Mr. Crane. Yes? 

Mr. Toder. You are asking if the top 1 percent have a better 
standard of living than the bottom 20 percent? 

Mr. Crane. If their taxes were raised to say 30 percent of total 
taxes that we are taking in, they would still have a better standard 
of living than the bottom 20 percent of taxpayers, right? 

Mr. Toder. That is correct. 

Mr. Crane. So that would even be preferable to the existing sys- 
tem in your estimation? 

Mr. Toder. No, I don’t think Mr. Samuels was saying that. I 
think what he is saying is that it is appropriate for people in the 
higher income brackets to pay a higher percentage of their income 
tax. 

Mr. Crane. To be sure, I got that. 

Mr. Toder. I don’t think he said that any level 

Mr. Crane. Well, then, let me ask this question quickly before 
time runs out. If they paid 16.5 percent of total revenue out of their 
persona] income, and the bottom 20 percent paid 8.6 percent, that 
would be unfair; is that your estimation? 

Mr. Samuels. Mr. Crane, I think that the question is if you 
wanted to raise the same amount of revenue that we are — pick a 
target and apply this progressivity to it, the existing revenue that 
we are raising, I don’t see how one could design a system that 
would take the numbers that you used and raise the revenue that 
we need. Somebody is going to have to 

Mr. Crane. Well, except on your chart over here, you are raising 
the same amount under this consumption tax approach as you are 
raising under the existing tax structure. 

Mr. Samuels. Right. 

Mr. Crane. But you are saying under the consumption tax, that 
the top 1 percent of taxpayers would be reduced in their total pay- 
ment from 24.5 percent of the total to 16.4 percent of the total. And 
I am asking, is that evidence of unfairness? 

Mr. Samuels. I think what would be — give me great cause for 
concern is the fact that the top 1 percent, who have the effective 
rate of 16.4 percent, are paying less as an effective rate than the 
people in the third and fourth and most of the fifth quintile. So you 
compare them to the people in the second — I am sorry, the third 
quintile, who are paying 18.8 percent of their income as an effec- 
tive rate. Why is the top 1 percent — ^as a matter of judging the fair- 
ness, should they be paying less than the people in the 
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Mr. Crane. Because you are comparing 1 percent of the popu- 
lation with 20 percent of the population. 

Mr. Toder. No. We are talking about the taxes as a percentage 
of their income, not their share of taxes. So it would say if some- 
body had $200,000 of income, they would pay $32,000 in tax at a 
16 percent rate, and if somebody had $50,000 of income, they 
would pay $9,000 in tax at an 18 percent rate. That is the compari- 
son that we are making here. 

Mr. Crane. All right. Thank you, Mr. Chairman. 

Chairman Archer. Mr. Thomas. 

Mr. Thomas. Thank you, Mr. Chairman. 

Mr. Samuels, having read your testimony and then listening to 
your responses to the Chairman, I wind up, I think, much in the 
same position as my friend from Florida. It is difficult to ask you 
any questions, because I think I know what the answer is going to 
be. 

But you need to understand the level of frustration for us, and 
I mean on a bipartisan basis. When you respond to the Chairman 
that you are not going to criticize, you are just going to examine 
the pluses and minuses of the various proposals that are going to 
come before us, I shook my head at that point and went to the dic- 
tionary; and “criticize,” on page 308 of the Webster’s Ninth New 
Collegiate Dictionary, says: criticize, number one, to consider the 
merits and demerits of and judge accordingly, to evaluate. 

That is what I thought criticism was, and you said you are not 
going to do that, you are just going to examine the pluses and 
minuses of various proposals. 

You know, when you use the retiree example and the need for 
transition rules, maybe some of us here don’t have a long enough 
memory to recall what we did in the 1986 tax bill to folks who were 
retiring without a transition rule on a retroactive measure which 
destroyed people’s plans, based upon the belief that government 
would do what government said it was going to do and then didn’t. 
And I think that was just part of the ground swell that has led us 
here today. And, frankly, people sitting at this table were part of 
that, OK? 

So when you come in and preach to us about the need not to deal 
with theory, but to deal with the real world, and when you pre- 
sume to tell us what is going to come out of the congressional proc- 
ess and that you know it is not going to be what we are talking 
about, frankly, I will stack up what we say we are going to do with 
this new Majority in comparison to what we do with your adminis- 
tration, Mr. Samuels. 

It is a little galling to have you tell us you know we are not going 
to do what we say we are going to do, especially when you nave 
seen that the fundamental changes that are proposed are being 

E reposed on a bipartisan basis, that there is a level of frustration 
ere that transcends the partisan question. 

So when you find us talking to you, or Mr. Gibbons simply 
throwing up his hands saying, I don’t have any questions for this 
person, you need to know that it is based upon a frustration with 
the recent past in trying to deal with the present system. 

And when you sit and give us testimony that you know we are 
not going to deliver what we think we are going to deliver — which 
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argues to me that we start with the bolder concept since you have 
now told us it is going to get whittled back — but then that your re- 
quest is for something far less than kind of basic rethinking, you 
know we are going to get less than that even, if, in fact, you are 
correct; and when you tell us that you are shooting for fairness, ef- 
ficiency, and simplicity, that is awfully close to fairness, simplicity, 
and growth, which was the whole pursuit of the eighties in terms 
of the Tax Code. And so it is very difficult for me to sit here and 
listen to this administration, first of all, tell us what we are going 
to do in the legislative process, but not offer any alternative. 

The Reagan administration during that period. Treasury offered 
Treasury one and Treasury two, which were fairly bold flat tax con- 
cepts, which at least showed they were thinking about the issue. 
They were willing to engage. 

You have told us you are not willing to engage in fundamental 
tax proposals. But that is nothing new; you weren’t willing to en- 
gage on the budget, you didn’t engage on welfare, you haven’t en- 
gaged on reform in the health system, you are not engaged in the 
Medicare reform, so, gee, what is new, you are not engaged in tax 
proposals either. 

So you sit back and criticize. You tell us the pluses and the 
minuses of the ideas that we are offering, which obviously are theo- 
retical because they are not in place. But, Mr. Samuels, if you and 
your President really want to participate in an area that needs fun- 
damental change, you are going to have to participate. Sitting back 
on some higher level and offering criticisms of the work product 
that we are going to be presenting and telling us that we are not 
going to be able to accomplish what we are trying to accomplish 
isn’t worth very much. 

You occupy an important position. The Chairman has said that 
you have enormous resources on hand. You are cheating the Amer- 
ican people by not participating in a very active and aggressive 
w^. 

Chairman Akcher. Mrs. Kennelly. 

Mrs. Kennelly. Thank you, Mr. Archer. I think sometimes 
things can be looked at differently. Mr. Thomas and I were both 
here in 1988 and there was 'Treasury one and Treasury two. But 
I do remember Secretary Baker sat down there day in and day out 
as we did tax reform and he did exactly what you suggest, Mr. 
Samuels, you were going to do. He very definitely told us the pros 
and cons of the various things that we were looking at, the various 
votes that we took and how we moved forward in tax reform. And 
I think that over the years that has been the relationship of the 
Congress with the Treasury. 

In fact, I am quite sure Mr. Archer is very committed to this 
consumer tax, as Mr. Armey is very committedi to the flat tax; and 
I think every one of us at this table and on the other side in the 
Senate knows that the system right now is very complicated and 
needs reform. So I am quite sure, Mr. Samuels, that you will be 
right there telling us what would happen if we did certain things; 
and I am totally convinced that the Congress, no matter who is in 
the Majority, will do exactly what they want. 

So I think what is happening here this morning is just a dif- 
ference in semantics for how we Took at things. 
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Yesterday 

Mr. Thomas. Will the gentlewoman yield just very briefly on that 
point? 

Mrs. Kennelly. Sure. 

Mr. Thomas. I think it is telling, because I think you are accu- 
rate in that — but I think it is ironic that you used Secretary of the 
Treasury James Baker as the example who sat down with us day 
after day and talked about the changes. We asked for Secretaiy of 
the Treasury Rubin to come, but they chose not to send the Sec- 
retary of the Treasury, they sent someone else. So when Les Sam- 
uels is going to be sitting there, compare that with the previous 
commitment of the Secretary of the Treasury sitting there and 
working out the details. I thank the gentlewoman for yielding. 

Mrs. Kennelly. Mr. Samuels, yesterday Dr. Kotlikoff was here 
from Boston University and he testified that he thought since the 
Treasury and the IRS had made such advances in electronics, that 
there could be a card that every family could have, that as they 
bought consumer goods would tally their tax and then when April 
15 came the IRS could figure out what taxes these people owed or 
if they were going to get a refund. 

Could you tell me, knowing what you know now about the IRS 
and the Treasury, is this something that is possible, and if possible, 
could this really happen in the near future, or would this be some- 
thing that would take huge changes in the system to bring this 
about? 

Mr. Samuels. Mrs. Kennelly, we have been spending a lot of 
time thinking about modernization of the IRS and enhancing their 
computer capability. As you know, they have a long-term pro- 
gram — tax systems modernization that they have been requesting 
funding, so that they can do a much better job, and seeing the 
problems that they are having in getting that funding. And I would 
hope that Congress would respond and properly fund them so that 
they are able to not only collect the taxes, but provide better serv- 
ice to taxpayers. That is a fundamental part of that proposal. 

Mrs. Kennelly. So you think this was a practical proposal? 

Mr. Samuels. No. I think that that type of proposal would need 
an enormous amount of work, and a very significant commitment 
of resources, including financial resources, to have basically the ca- 
pability to try to make it work. 

I am not familiar with the details of that particular idea, and I 
would be happy to consider it. We have thought about cards in 
other contexts and have run up against various administrative 
problems, so I just — I would want to know more about the proposal 
before I would be able to make any judgment. 

Mrs. Kennelly. Thank you, Mr. Samuels. 

Quickly, in your written statement, you talked about taxation of 
existing wealth, and I agree with you. I think one of the things we 
have to look at as we look at a new tax system, or the possibility 
of a new tax system, is what happens in transition. As we know, 
the older members of our society have a great deal of the wealth 
at this present time in the form of savings. And yet if we leave that 
in place as we transfer it into a new system, it would mean the 
rates would have to be higher for the working individuals. 
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Mr. Samuels. Right. And, in fact, if you don’t tax existing 
wealth, you effectively have — ^you have turned the consumption tax 
into a wage tax. That is, if you talk to the economists, that is what 
you have. 

Mrs. Kennelly. So as a policy, you would say you would have 
to tax existing wealth in savings? 

Mr. Samuels. I think the economists and Mr. Toder here can 
comment on it. They all assume that in order to get the efficiencies 
in talking about a consumption tax that you would, in fact, tax ex- 
isting wealth. We think that would raise very serious problems. 

Mrs. Kennelly. Because it would be aftertax dollars? 

Mr. Samuels. Yes. 

Chairman Archer. The gentlelady’s time has expired. 

Mrs. Kennelly. Thank you, Mr. Chairman. 

Chairman Archer. Mr. Banning. 

Mr. Bunncmg. Thank you, Mr. Chairman. 

Mr. Samuels, do you believe that there is a lot of public dis- 
satisfaction under the present Tax Code? 

Mr. Samuels. Mr. Banning, absolutely, yes. 

Mr. Bunning. Do you believe also, then, that the burden of proof 
should be placed on those who defend the current tax system rath- 
er than on those who want to change it? In other words, if you 
think that there is a public upheaval occurring in this country 
about the Tax Code, those who want to defend it ought to be able 
to defend it and those who want to change it ought to be the ones 
that are encouraged to get the job done, that is my followup on 
Chairman Archer°s questioning of you. 

Why wouldn’t the administration, recognizing the public dis- 
satisfaction with the Tax Code, come forward with a proposal to do 
just that? 

Mr. Samuels. Mr. Bunning, I think that when you look at the 
dissatisfaction with the tax system, which we agree is there, when 
you — and I saw a recent poll that was quite interesting, it asked 
about dissatisfaction with the tax system, and a majority said, yes, 
they were dissatisfied, they would like to have substantial, fun- 
damental reform. 

Mr. Bunning. They want a fair Code. 

Mr. Samuels. And they also said that — a majority of those peo- 
ple also said, one, they want a progressive income tax and, two, 
they wanted to maintain itemized tax deductions. 

Mr. Bunning. I have never ever heard anybody say they want 
a progressive income tax. In fact, just the opposite. I have seen 
polls that say we don’t want an income tax, period. 

Mr. Samuels. I am just telling you the poll I saw. It is interest- 
ing to see. There are different polls. This was a poll that was just 
taken that I saw, and that was, because people in some ways they 
like kind of the basics of our current income tax system in the 
sense that it is a progressive income tax and provides 

Mr. Bunning. That must be a Treasury poll, because I have 
never seen that anywhere public. 

Mr. Samuels. No, it was not a Treasury poll. They also like cer- 
tain incentives in the income tax, like home mortgage deductions, 
charitable contributions, pension, the pension system. 
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Mr. Bunning. Only if the current type of system is continued. In 
other words, if everybody is treated fairly and we take out all de- 
ductions and all exemptions, then everybody seems to be OK, you 
can do whatever you want so long as the public sees that it is fun- 
damentally fair. 

Let me ask you, if I asked the question across the country do you 
think the United States should do away with the IRS, what kind 
of response do you think I would get? 

Mr. Samuels. Well, since no one likes paying taxes, I haven’t 
found anybody that likes to pay taxes, when you ask whether they 
would like to get rid of the life, I think most people would say I 
would like to live in a country where there are no taxes collected, 
and one doesn’t have to deal with any tax administration. The IRS, 
obviously, they have a very difficult job administering the laws that 
are written by Congress. That is a tough job. 

Mr. Running. You realize the tax system currently is a voluntary 
tax system. 

Mr. Samuels. It is, and we should be extremely proud of it. And 
that part of it, the voluntary nature of the system is something 
that is, I think, a tradition here in this country. On the other 
hand 

Mr. Running. Mr. Samuels, let me just get to the point I am try- 
ing to make. Are you defending the current system? That seems to 
be the case based on your testimony. 

Mr. Samuels. I don’t think I am defending the current system. 
What I have said that we simplify, I said we need to simplify our 
existing system. 

Mr. Running. Can I quote you at different functions that you 
have gone to where you have defended the current tax system, in 
other words, you have said if somebody wants to change this sys- 
tem, they better have a good reason for doing it because this is the 
system that is in place, even if it is bad? 

Mr. Samuels. No, I haven’t said that. 

Let me just say in my testimony today, as I said, I think that 
the proponents of changing the entire system, that is getting rid of 
the entire income tax, the individual income tax and the corporate 
income tax have a high hurdle to meet, and the comparison is what 
can we do to our existing system to make it better. There are a 
number of things that we could do to our existing system that 
would relieve burdens on taxpayers. 

Mr. Running. Mr. Samuels, if we don’t change the current sys- 
tem, the compliance or the voluntary part of it eventually will be 
severely eroded and that is what is happening presently. Voluntary 
compliance is eroding and the voluntary system will fall apart if we 
don’t change and make it more simple for people to comply. 'Thank 
you. 

Chairman Archer. Mr. Herger. 

Mr. Merger. 'Thank you, Mr. Chairman. 

Mr. Samuels, in your testimony you stated that you are con- 
cerned that any consumption tax Congress may enact could be ex- 
cessively complex. 

Do you seriously believe that a new consumption tax would be 
as complex as the current system? 



256 


Mr. Samuels. Mr. Merger, I think it depends on the form of a 
consumption tax. I think when you look at the proposals that Sen- 
ators Nunn and Domenici have set forth, and by the way, I com- 
mend them for their proposal, it is detailed. They spent an enor- 
mous amount of time thinking about how to make their system 
work, and when you look at that system I think you have to con- 
clude in evaluating it that one of the serious questions is its com- 
plexity, and you could wind up in a system where you are basically 
collecting the consumption tax at tne individual level, that you 
could wind up with a more complicated system because you have 
to keep track not only of your consumption, but the way you keep 
track of it is you look at your income, then deduct from it your net 
savings, and calculating your net savings is a brandnew calculation 
that taxpayers now don’t have to do. 

You don't have to keep a balance sheet now, thank goodness. We 
have a complicated enough system as it is. Under a consumed in- 
come tax system you would have to keep some kind of balance 
sheet, and Senators Nunn and Domenici have tried to minimize 
that burden in their proposal, and they have spent a lot of time at 
it, but it is still a new level of calculations in determining your net 
savings the taxpayers have to make that they don’t have to make 
now, and we think that that additional computation would lead 
some to think that it is more complicated than the existing system. 

Mr. Merger. So much of the complexity of our tax law today is 
because of the years and years of additions and underbrush, if you 
would, of refinements. Wouldn’t doing away with that also do away 
with all that underbrush and at least in a new system we would 
be starting new and would not be nearly as complex as the system 
we currently have? I mean, what you describe sounds very simplis- 
tic compared to what we go through today. 

Mr. Samuels. I think that the 

Mr. Merger. In comparison. 

Mr. Samuels. Right. The issue is when we are talking about con- 
sumption taxes, and I think one of the things that we hope we 
could add to the discussion is trying to explain what, in fact, people 
mean when they talk about the consumption tax. 

I am sure you will have other witnesses, along with economists, 
as you go through these hearings that will also provide that infor- 
mation. It is a theoretical model, and moving from that model to 
our very complicated and sophisticated economy, we have the larg- 
est economy in the world. We have the most complex economy in 
the world, and as you think about starting over with a brandnew 
tax system, you are going to run into a whole series of issues, like 
these transition issues of how to deal with the taxation of existing 
wealth under a consumption tax. Under a consumption tax, if you 
don’t have a transition rule, people who have earned money under 
the income tax system and paid taxes have now saved money in 
aftertax dollars. They have their $100,000 in the bank and they are 
retired and now they are dissaving because they are spending some 
of their savings in their retirement. 

To move just cold turkey into a consumption tax, they will pay 
consumption tax when they spend down their savings. 'They will be 
taxed twice on their efforts, and that is, I think, a very serious 
question as to how to deal with that issue. 
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Mr. Herger. My time is almost up, please excuse me, but you 
are now referring, as I understand it, to a transition period which 
obviously we will have in any type of change we make, but it is 
a transition period that we will work through, I think the point is. 
I don’t know how we could have a system that is more complex as 
is perceived by the American public, the American taxpayer, than 
what we have now. 

I share the concerns of those who have questioned before me on 
the fact that we seem to see a trend now with the administration. 
We had Secretary Shalala who was here on the Medicare bank- 
ruptcy. No suggestions from the administration, no plans. 

We see you here representing the administration again on taxes, 
again no plan, no timetable when, if ever, we will have a plan. I 
believe that if there is a reason for the American public perceiving 
the President as being irrelevant, it is precisely because of this. We 
aren’t seeing any plans, we are not seeing any leadership, and I 
think this is regrettable. I believe the American public deserves 
much more than what we are seeing. Thank you. 

Chairman Archer. Mr. Levin. 

Mr. Levin. Thank you. Mr. Samuels, I think the frustration with 
the present system is bipartisan, and I hope that the response can 
be accordingly. I think the question is whether we are going to use 
that frustration in part for political purposes or if we are going to 
respond to it. I hope we respond to it. So let me just ask you, be- 
cause I think, in a sense, the issue is clear, and that is whether 
we are going to undertake major reforms in the present system or 
discard it and essentially totally replace it. 

The answer may not be simple. I don’t think it is, but the issue 
is clear. I think that essentially your position today is one of re- 
forming the present svstem or your preference or your tendency 
rather than totally replacing it. Is that a fair characterization? 

Mr. Samuels. Mr. Levin, I think that that is a fair characteriza- 
tion in the sense that we are concerned about the consequences of 
trying to apply a model that no other country in the world has 
adopted to the most complex and largest economy of the world, and 
we think that there are significant things that you could do with 
the existing system that would go a long way to satisfying or trying 
to meet and reduce taxpayer frustration. 

Mr. Levin. All right. In answer to Mr. Crane you said on com- 
plexity it is much too complex; it needs improvement. 

Mr. Samuels. Absolutely. 

Mr. Levin. You gave it a decent grade on fairness, but also a 
somewhat poor grade on efficiency. 

Mr. Samuels. Right. 

Mr. Levin. So now the question becomes whether you have some 
proposals relating to complexity and inefficiency. In your testi- 
mony, you referred to the Technical Corrections Act of last year. 
Will you have some proposals relating to complexity and efficiency? 

Mr. SamueIjS. Mr. Levin, we are actively working on those pro- 
posals and the types of things that we are considering are issues 
of trying to — we have asked people about what they don’t like 
about the system, and for example the so-called Pease and Personal 
Exemption Phaseout is something that people find excessively com- 
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plex, so I think one ought to kind of look to see about how one 
would eliminate that. 

The individual AMT is too complicated, needs to be reformed. We 
have — as an example, we have 3 million people filing AMT forms 
and only 300,000 people pay the AMT. There is no reason why we 
need to have all those people filing forms that don’t owe AMT. 

Mr. Levin. So I think, then, is your answer that you may not be 
coming up with a totally new system in terms of a proposal, but 
you are going to be proposing some major reforms in the present 
system? 

Mr. Samuels. We are going to be proposing what we believe will 
have a material benefit on the simplification front. 

Mr. Levin. OK. When do you think that will happen? 

Mr. Samuels. We are working on it. We have a series of ideas. 
I don’t have a timetable as to v^en they are going to be released, 
but we are working on some actively, and I think one set is going 
to be released relatively soon. 

Mr. Levin. All right. 

Chairman Archer, I think, is perhaps interested in the answer to 
that. You are going to be coming forth with some proposals. 

Let me ask you, yesterday we heard testimony that the cost of 
compliance was $202 billion. Mr. Hall suggested that the annual 
cost is based on 5.1 billion hours of work. Is that at all in the ball- 
park, do you think? 

Mr. Toder. We have not looked very closely at that. From what 
people have advised me, that number, we think, is too high, but we 
would be happy to supply you with an analysis of it. 

Mr. Levin. So whatever the number is today, it is too high, the 
compliance; is that correct? 

Mr. Toder. Absolutely. 

Mr. Levin. And so there is a basis for frustration among the pub- 
lic? 

Mr. Toder. That is correct. 

Mr. Levin. And the administration intends to present some spe- 
cific proposals that relate to complexity as well as efficiency? 

Mr. Samuels. Correct. 

Mr. Levin. Will you in the next week or month, if possible, give 
us some kind of a timetable as to when those proposals will be pre- 
sented? 

Mr. Samuels. Sure. 

Mr. Levin. You will? 

Mr. Samuels. Yes. 

[The information was not received at the time of printing.] 

Mr. Levin. OK Thank you. My time is up. 

Chairman Archer. Mr. Hancock. 

Mr. Hancock. 'Thank you, Mr. Chairman. 

Mr. Samuels, we have kind of had a basic philosophy on taxation 
that the best tax is a tax with as broad a base as possible and as 
low a rate as possible. Would you concur in that thinking? 

Mr. Samuels. I think that that is an objective that we should try 
to achieve. 

Mr. Hancock. I said yesterday I didn’t think this ever would 
happen in my lifetime, that we would really be holding hearings 
considering elimination of the income tax. I would like to see it 
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done and as quickly as possible, but under those circumstances, 
even though we realize it is going to be a slow process, we are 
going to jbe extremely deliberate. We are talking about major, 
major changes in the way we finance the Federal Glovernment. 

Would Treasury or anybody consider an absolute total morato- 
rium on any changes whatsoever in the income tax laws and regu- 
lations, just leave it the way it is so that the public could under- 
stand what they are dealing with? I mean, would Treasury even 
consider it or would the administration even consider making that 
recommendation to the Congress until we can work out something 
better? 

Mr. Samuels. Mr. Hancock, I think we believe that we should be 
giving simplification greater weight in all legislation that is cur- 
rently under consideration. That is a serious issue right now. We 
all know people are frustrated, and I think that we snould all, in 
considering legislation and regulations, give simplification a much 
greater weight. 

On the regulatory side, we have recently announced a proposal 
that we have asked comments on where small businesses will be 
able to decide whether they want to be a corporation or a partner- 
ship by checking a box to get rid of all the difficulties of deciding 
whether an unincorporated entity is a corporation or a partnership. 
So we have been — we are committed in our regulatory process to 
simplification. 

On the legislative side, I would urge the Committee to take sim- 

S lification into account and mve it a much stronger weight than it 
as in the past because of the frustration the taxpayers have. We 
know we have a system that is too complex, and it is tilting. It is 
tilting over. There is no doubt about it. So I would hope that that 
would be the case, and I think that — when you talk to tax practi- 
tioners, one of the things that they say is that the constant change 
of the tax law is one of the things that, for them, is the most frus- 
trating, that they get to understand something and then the law 
is changed. So the idea to slow down the change in tax law, I think, 
is a valuable one. 

Mr. Hancock. In my business career, in my life, you know, I 
have lived through several simplifications, and it got so simple that 
I can’t figure it out. 

What I am asking you is would the administration and would the 
Treasury recommend to the administration or somebody that we 
just leave it alone at least for a couple of years so the practitioners 
and the businesspeople and the people that are planning the es- 
tates would know what they are dealing with. I mean, a 5-year 
moratorium or a 4-year moratorium or something because you can 
do something 1 day and then find out they have already made a 
regulation that messed it up. I am not talking about simplification. 
I am just talking about saying, look, leave it the way it is until we 
can work out something, a major change, would Treasury rec- 
ommend that? 

Mr. Samuels. Mr. Hancock, what we would recommend is that 
as Congress is considering legislation that they give simplification 
a greater weight and in the meantime, while they are considering 
this, there are some things that I think Congress could do to sim- 
plify the existing system, so I think that would be how I would do 
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it. I think the system now is so complex and there are so many 
problems I think there are some things that could be done. I 
wouldn’t want to wait 4 or 5 years while everybody has to live 
with 

Mr. Hancock. Here again, when I hear Treasury and Internal 
Revenue talk about simplifying something, I get nervous. I get real 
nervous. 

Quite frankly, I think there are a lot of people out there who 
think don’t try to simplify it again, just don’t change it at all for 
a while. I mean just leave it alone for a while. We have got a de- 
preciation schedule now. Let us live with that one; don’t hit us with 
a different one next month. Anyway. 

Mr. SAMUKI.S. I think, as I say, we have said before, we think 
that constant change to the tax law is a serious problem in terms 
of the issue of complexity and frustration, so I would think that 
given all the frustration that is out there that we ought to give sig- 
nificant weight, much more weight than we have in the past to 
simplification in considering tax law proposals. 

Chairman Archer. Mr. Hancock, your time has expired. 

Mr. Camp. 

Mr. Hancock. Thank you. 

Mr. Camp. 'Thank you, Mr. Chairman. 

Mr. Samuels, in your opening statement you state that frustra- 
tion with the current tax system is unacceptably high, and you also 
say that this frustration is a serious problem, and I think in re- 
sponse to one of the questions from Mr. Running, who asked you 
if there was a lot of dissatisfaction with the current system, you 
responded absolutely in testimony today. 

Are those all fair characterizations of what you think about our 
current tax system? Yes or no? 

Mr. Samuei.^. That is my view of how taxpayers are reacting to 
today’s tax system. 

Mr. Camp. Would some of those causes be — in response to Mr. 
Levin, you mentioned the complexity, the inefficiency, the 
equitability of the system, complexity, even the audit process, the 
fact that small business people literally have to hire a professional 
in order to prepare your returns, would all those be some of the 
reasons that you make the statements you do about the frustration 
with our current system? 

Mr. Samuels. I think that there are a variety of factors in the 
frustration. One is the sheer complexity of the system. It is inter- 
esting, about over 70 percent of taxpayers claim the standard de- 
duction, but about half the taxpayers go to professional preparers. 

Obviously, you know, if you have half the taxpayers going to pro- 
fessional preparers it is because they are intimidated by the sys- 
tem. They don’t think it works very well. 

I also think that there is a sense among some that they are frus- 
trated with the system because they feel that there are some tax- 
payers, very wealthy taxpayers, big companies who aren’t paying 
their fair share because of loopholes and so forth, so that they are 
frustrated about that as well, so I think it is a variety of problems. 

Mr. Camp. Do you think the taxpayers are satisfied with IRS 
audit procedures? 

Mr. Samuels. I don’t 
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Mr. Camp. I know obviously you have thought about this issue 
if you have testified that taxpayers are frustrated with the system. 
Do you think they are? 

Mr. Samuels. I think that the IRS has been given — ^has a very 
difficult job of administering this complicated system, and I think 
that we — my personal view is that we should be proud of all of the 
employees who are doing a difficult and, to some extent, unwelcome 
task under difficult circumstances, and I think that they are trying 
to do their best, and I think that, obviously, no one likes 

Mr. Camp. Do you think the procedures in themselves are such 
that they would cause taxpayers to be unduly frustrated with the 
system, the fact that there are reach backs, the fact that they may 
be audited and their audit is approved and then a few years later 
the IRS issues a regulation and changes that procedure. Do you 
think that might cause some problem? 

Mr. Samuels. Actually, I think if you look at — one of the issues 
that has been discussed is actually the decline in audits by the IRS 
over the years so that the audit rate has gone down, so it is hard 
to engage in that question. There are very, very few 

Mr. Camp. Let me move on to something we do agree on. We do 
agree there is a growing dissatisfaction with the current income tax 
system. Wouldn’t it then seem proper to consider an alternative 
system, given that huge amount of frustration? 

Mr. Samuels. I think we should consider alternative systems 
and consider how we could make the existing system substantially 
better. 

Mr. Camp. I know you mention in your testimony that the con- 
sumption tax, your concern is that it may be regressive. 

Mr. Samuels. That is correct. 

Mr. Camp. OK Would you suggest exempting some specific 
items? 

Mr. Samuels. No, no, absolutely we have not said that. We think 
that as one tries to deal with regressivity, that is, if you look to 
the Europeans that have VATs, that is one of the ways that they 
try to deal with regressivity is by providing exemptions for specific 
items or having different rates, and I think that their experience 
is that when they do that, that introduces complexity into the sys- 
tem and also it doesn’t do that much to address the problem of 
regressivity because if you exempt an item, you exempt it for all 
taxpayers, not just the low-income taxpayers. 

Mr. Camp. So you would not advocate exempting certain goods 
and services or changing rates? 

Mr. Samuels. Absolutely not. 

Mr. Camp. Thank you, Mr. Chairman. 

Chairman Archer. Mr. Cardin. 

Mr. Cardin. Thank you, Mr. Chairman. 

Mr. Samuels, thank you for your testimony today. 

Chairman Archer. Mr. Cardin, could I ask you to suspend just 
a moment? Please don’t take this out of his time. 

For the benefit of everyone and their schedules today, we plan 
to take a break between 1 and 2. We will not be in the hearing 
room between 1 and 2. You may proceed. 

Mr. Cardin. Thank you, Mr. Chairman. 
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In response to some of the questions that have been raised by my 
Republican colleagues, I think it would be premature and perhaps 
irresponsible for either the Republican leadership or the adminis- 
tration to come forward with a specific proposal to change our cur- 
rent tax structure, knowing the sensitivity of the markets and the 
fact that riding here from Baltimore this morning the stock ex- 
change reached an all-time high. 

I am not so sure it would be a good idea to put out there a spe- 
cific proposal, particularly when we haven’t had the Committee 
hearings necessary in order to try to formulate some national con- 
sensus as to which way we should move. 

Mr. Chairman, I have been very complimentary of the fact that 
we are holding these hearings. I think we need to hear about the 
current tax structure and various proposals that are under develop- 
ment, but I think it would be premature for the administration to 
come down on a side of this debate, and I am glad to see that you 
are here participating with us. 

I happen to believe that it is time to radically change our tax 
structure and believe that we need to move from an income-based 
tax to a consumption-based tax. 

Mr. Samuels, I would appreciate some of your thoughts here. I 
think many of us have been fixed on the income tax because in our 
college classes we learned that if we believe that ability to pay 
should be one factor in collecting taxes, the income tax is the easi- 
est way to get at that, but it seems to me as we look at the evo- 
lution of the current income tax here in the United States, we find 
that it has become so complex and that the progressivity of it has 
been compromised to such a point that perhaps we could work with 
consumption-based tax and accomplish the same progressiveness as 
we do under the current income tax structure. I point out the fact 
that many of us are concerned about the current use of the income 
tax or concerned about the savings ratios in this country which are 
at a historically low level. 

In just the last 12 years we have seen that the savings ratios in 
this country have dipped about 50 percent. We are close to what 
it was in 1929, which should alarm all of us. From the inter- 
national competitiveness standpoint, a consumption tax makes our 
companies more competitive internationally because it is border ad- 
justable. My question to you is that you have raised the three 
standards which I agree with — efficiency, fairness, and simplifica- 
tion. They are very important factors. 

You have acknowledged the fact that the current structure is less 
than simple and has some shortcomings as to efficiency. As far as 
fairness, couldn’t we construct a consumption-based tax that brings 
out fairness through use of low-income or modest-income tax cred- 
its or perhaps combining it with some modified income tax for 
higher incomes? 

Couldn’t we construct such a tax structure that, in fact, could 
meet your definition of fairness using consumption rather than in- 
come? 

Mr. Samuels. Mr. Cardin, I think that it is theoretically possible 
to design such a system, and I just would mention that you were 
talking about the nature. You said, well, we would have a con- 
sumption tax and then also some kind of income tax. 
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Mr. Cardin. Well, maybe a modified tax, but certainly not 

Mr. Samuels. Some kind of modified tax and I think that is 
what Senators Nunn and Domenici have tried to achieve with their 
proposal is to try to deal with the progressivity issue. I think that 
when you — we are very concerned about the savings rate. It is 
abysmally low and needs to be increased, and I think the issue is 
how much can tax policy affect the increase in the savings rate, 
and I think that when you look at the evidence that the economists 
have generated through their studies, it is unfortunate because 
thinking as a logical matter, well, if you reduce taxes or you in- 
crease the aftertax rate of return on savings, savings shoulci go up. 

I wish that were the case, but when you look at the economic 
studies that have been done, they don’t have evidence that there 
would be more than a small or negligible change. And so the ques- 
tion is do you want to change the entire system for something 
where the economists have been working for years, we don’t have 
extraordinarily good evidence that it will work, and you think 
about all the disruptions that will occur to the economy and to peo- 
ple in terms of the prices and wages, the prices of goods, the value 
of assets, all of those things you have to think about as a cost of 
going to a new system. 

Mr. Cardin. These are very valid questions and ones which I 
hope we will examine as we determine which way we want to move 
on our tax structure. We have two competing thoughts out there, 
a flat tax versus a consumption-based tax. I hope we gel around 
the consumption-based tax. 

Obviously, as we move toward dealing with the issues of fairness, 
we will be introducing complexity. There is no question about it. 
There is that tradeoff. But it seems to me there is also a balance 
here, and we could reach a better balance using a model of a con- 
sumption-based tax than we can our current income tax and I 
would welcome your thoughts as we move through these mazes as 
to how we can try to accomplish all of these goals. Once again, I 
appreciate your presence here today. Thank you, Mr. Chairman. 

Mr. Crane [presiding]. Mr. Zimmer. 

Mr. Zimmer. Thank you, Mr. Chairman. 

Mr. Samuels, you iust said that a consumption tax would have 
an impact on the value of assets, on wages, and on goods, but in 
your initial testimony you and Mr. Toder said that it may not have 
any effect on savings or interest rates. How do you square those 
two views, that it could have profound impact on the economy, but 
won’t do the kind of things that we think it might do for the econ- 
omy? 

Mr. Toder. Yes, Mr. Zimmer, we believe that people hold very 
different kinds of assets, and we believe depending on what your 
asset position is, whether you are invested in houses or corporate 
equities or bonds, your wealth would be substantially altered or 
could be substantially altered by changing the tax system. 

It will affect the different returns on different kinds of invest- 
ments in a very big way. The point that I believe that Mr. Samuels 
was making is the main overall effect is that the aftertax rate of 
return to saving will go up because we will no longer be taxing the 
return to new saving. We think as a theoretics matter that it 
would raise the rate of saving. 
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However, when we look at all the studies that have been done 
by the OECD, by many economists, we don’t really find very much 
evidence that aftertax rates of return aflFect saving very much, so 
while we do believe it will have many different effects across indus- 
tries and across people depending on people’s circumstances, we 
don’t believe that the overall effect on the economy will be very 
large in the long run. I think there will be adjustment costs which 
will be very significant. 

Mr. Zimmer. You have also said that a consumption tax won’t re- 
duce interest rates because interest rates are set by the inter- 
national market in debt securities. That is interesting because 

Mr. Toder. We believe they will come down a little bit, but not 
very much. 

Mr. Zimmer. OK, good. How much? 

Mr. Toder. I can’t give you a precise figure, but 

Mr. Zimmer. The reason I raised this is because your boss. Sec- 
retary Rubin, sat in the chair where you are and told us that the 
reason why U.S. interest rates declined over the first part of the 
Clinton administration, and even before that, was because of the 
policies of the Clinton administration, and so I wouldn’t ask you to 
contradict Secretary Rubin, but do you believe that international 
factors are much more important than domestic fiscal policy on do- 
mestic interest rates? 

Mr. Toder. We believe both have an effect. We also believe that 
changing the Federal deficit would have a much bigger effect on 
the national saving rate than changing the tax system, and so we 
think there was a much bigger effect from deficit reduction. 

Mr. Zimmer. I think we are in agreement that reducing the defi- 
cit would, in fact, lower interest rates, which is why we are push- 
ing forward for a balanced budget. Other than balancing the budg- 
et, could you name any other steps that you believe would either 
increase the savings rate or reduce interest rates? 

Mr. Samuels. Mr. Zimmer, we think that targeted savings pro- 
posals through the pension system may increase savings. The 
House-passed tax bill has some new incentives for IRAs, the Presi- 
dent’s budget has new incentives for IRAs that are somewhat dif- 
ferent than what the House passed, so we think that those are the 
types of savings proposals that we ought to be thinking about, how 
to make the pension system simpler so not so much money is spent 
on administration, and more of that money can be kept in the pen- 
sion system and investment, but those are the types of things that 
we think would be helpful for the tax system to do, but we 
shouldn’t expect the tax system is going to solve our low savings 
rate. 

It is very interesting, and it is actually kind of distressing that 
our trading partners, it is just not the United States whose savings 
rate has gone down. Our major trading partners’ savings rates 
have gone down. We have been kind of the leading edge, but the 
OECD has done a report and shows that our trading partners’ sav- 
ings rates have gone down, and Japan who has the highest savings 
rate, they have the lowest consumption taxes. Their consumption 
taxes are quite low. So I wish I could, from my position, I wish I 
could figure out some important ways that tax policy could make 
a real significant contribution to increasing savings, but when you 
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look at the experience here in the United States and look at the 
experience of other countries, there seem to be so many different 
factors that tax policy is not going to drive increases in savings 
rates in the way that we hope they would. We are frustrated about 
it, too, and think that this is an extraordinarily serious problem for 
the country. 

Mr. Zimmer. One final question. Do you believe that the IRA pro- 
posals that the President has made and those that are in the 
House bill will or will not increase savings rates in the aggregate? 

Mr. Samuels. We think that there are differences between the 
proposals. 

Mr. Zimmer. Well, the President’s. 

Mr. Samuels. We think the President’s proposals will have a 
positive effect on savings of middle-income Americans to whom it 
is targeted. We developed those proposals to give people a choice 
to kind of feed into the existing IRA system that people understand 
and know and so we think that it will be a positive contribution 
to improving the savings rate. But we also, I think, all have to real- 
ize that it is not going to solve our national problem. It is a step, 
but we shouldn’t assume that it is going to solve the problem. 

Mr. Zimmer. Thank you. 

Mr. Crane. Mr. Collins. 

Mr. Collins. Thank you, Mr. Chairman. Mr. Samuels, I can only 
give you one example of how the tax policy affects savings, and 
that is mine. I save all year to pay mv tax liability on August 15. 
I save past the April 15 deadline with an extension to pay those 
taxes. 

I find it interesting you changed within an hour’s time from 
when Chairman Archer asked are you going to come forth with any 
type of proposals to when Mr. Levin asked you the same question. 
Now, which one of those answers did I misunderstand or under- 
stand? 

Mr. Samuels. Mr. Collins, I explained to Mr. Levin, who said we 
have some proposals to simplify the existing system. I mentioned 
in my testimony the Simplification and Technical Corrections Act 
which the House passed last year, which we asked, we think that 
that is an important bill. It will improve the current system. 

Mr. Collins. I did understand, then, you are coming back with 
some type of proposal for simplification? 

Mr. Samuels. We are working on simplification ideas, and we 
will be coming up with simplification proposals for our existing sys- 
tem. 

Mr. Collins. I find it of interest, too, that you have compassion 
for a taxpayer who has accumulated, as you put it, wealth. Do you 
not have compassion for those taxpayers who leave an estate that 
you tax? This wealth is an aftertJix accumulation of wealth, is it 
not true? 

Mr. Samuels. Our estate tax depends on the composition of a de- 
cedent’s estate. Some assets in the estate, for example, assets that 
have unrealized capital gains are taxed not on the capital gains, 
but on the estate tax. 

Mr. Collins. Assets in an estate are accumulated after tax. You 
have compassion one way, but you lose the compassion the other. 

Mr. Samuels. No, I wouldn’t agree with that, Mr. Collins. 
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Mr. Collets. You don’t agree with many things anyway. That 
brings me to the next point that you say you are willing to work 
with the Congress, but every time I see you sitting across on that 
side you are countering anything that is proposed, changes that 
this side of the aisle proposes. You are over there countering those 
measures, but yet you are willing to work with the Congress. So 
I am not surprised that you have a difference of opinion on the last 
question. 

Is it not true that we already have two systems of taxation; one 
is income and the other is consumption? 

Mr. Samuels. Mr. Collins, actually our current income tax sys- 
tem is a hybrid of an income tax and a consumption tax system. 
We already have elements of a consumption tax in our existing sys- 
tem, and those elements are our pension system, where we give 
people a deduction for contributions to their pensions or their IRAs, 
and in addition we, the way we treat residential housing, owner- 
occupied housing is similar to a consumption tax system. 

Mr. Collins. How about excise tax, motor fuel tax and taxes of 
that nature? 

Mr. Toder. We have those taxes, but they account for a very 
small proportion of total Federal revenues. Other countries’ con- 
sumption taxes account for a larger proportion of their total reve- 
nues. I think the consumption tax at the State and local level are 
more important. 

Mr. Collins. We do have the two systems at the Federal level, 
too, but you mention intimidation. You know, the IRS is the most 
intimidating agency that I hear complaints about from my constitu- 
ency. Have you felt intimidated by the threat of abolishing the 
IRS? 

Mr. Samuels. No, sir. 

Mr. Collins. Let me just ask you this. When I hear the question 
asked to constituents do they favor revamping the current system, 
very few say, yes, but when you ask about a flat tax versus a con- 
sumption tax, usually it is split about 50-50, but if you mention at 
all abolishing the IRS, it is usually unanimous. The intimidation 
is real among people. 

Have you ever been audited? 

Mr. Samuels. Yes, sir. 

Mr. Collins. You have. Did you feel intimidated then? 

Mr. Samuels. One, I would say, never likes to go through that 
experience. 

Mr. Collins. The answer is, yes, with the intimidation? Well, I 
am glad you were intimidated at one time or another. 

Thank you, Mr. Samuels. 

Chairman Archer. Mr. Payne. 

Mr. Payne. Thank you very much, Mr. Chairman, and thank 
you, Mr. Samuels, and Mr. Toder, for your testimony today. I think 
as you have heard today and as we heard yesterday, there seems 
to be a broad consensus on the Ways and Means Committee on 
both sides of the aisle that the tax system that exists is broken. 
It is badly broken and it needs to be fixed, and I, yesterday, com- 
mended the Chairman and I do again today for bringing forth these 
hearings to talk seriously about how that might be done. 
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Let me see if I understand where you are relative to that same 
proposition. First of all, I understand you to say that you agree 
that the present system is broken and needs to be fixed, and so you 
are certainly in agreement about that. You also say to move from 
the income tax to a consumption tax and do what the Chairman 
said yesterday which is to pull this system up by the roots and 
throw it away so that it won’t come back is, in your view, a very 
radical fix. 

You mention that you see such a change as a major risk and we 
could incur major costs as a result of it. Then you go on to say no- 
body really knows what would happen if we made such a change 
and there is no other country that nas ever done it, and so fortn. 
The difficulty with that is how is it that we could ever make radi- 
cal changes, then, in the system, given the fact that there will 
never be enough information or we will never know enough about 
the future to be able to say with certainty that there won’t be some 
negative and perhaps some unintended consequences. 

Could I first get you to comment on that. 

Mr. Samuels. Mr. Payne, I think that when we think about deal- 
ing with a major change that we should do our best and use our 
best judgment in trying to evaluate what the benefits and the risks 
and the disruption to the economy might be. I think in this particu- 
lar context we think that if you look at the evidence of what the 
benefits are going to be based on the economic research in terms 
of increasing the savings rate and when you talk to the economists 
who have thought a lot about this about what these different sys- 
tems inherently mean — in other words, when people talk about a 
consumption tax and try to decide what efficiencies might aiise 
from a consumption tax — they talk about a model, and that model 
includes a broad base. Everything is taxed, and you would tax ex- 
isting wealth in order to get the efficiencies that they would hope 
to a^ieve in a consumption tax, and I think that those kinds of 
assumptions that if you went forward with them would carry sig- 
nificant risks of plunging into the unknown. 

I think we would be very careful with plunging into the un- 
known. 

Mr. Payne. I think we should be careful about plunging into the 
unknown, but would you say that there is an acceptable way to 
move into the unknown? As you have already mentioned, we have 
a hybrid system. I noticed from the information given to us by 
Joint Tax that compared to countries in the OECD, presently our 
general consumption taxes are 7.6 percent of all of our tax reve- 
nues, whereas the other nations are in excess of 17 percent, mean- 
ing that other countries have adopted more consumption taxes 
than we have. 

Would it make sense for us to be moving more in that direction? 
That then could be a test, if you will, to provide some of these an- 
swers so that if we don’t make the transition immediately or in a 
radical way, as you said, but if we begin to look at a way to make 
that transition over a longer period of time, would that be an ac- 
ceptable way to proceed? 

Mr. Samuels. I think it is hard to answer the question without 
exactly having a proposal, but the fact is the statistics that you re- 
ferred to, all of our major trading partners use different taxes. 
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They all have kind of a mixed system. They all rely on the income 
tax for an important part of their revenues, and they also all rely 
to a different extent on consumption taxes. 

And they also, I would say, if you look at the list, it is another 
interesting fact that Japan and the United States, that have the 
lowest consumption taxes as a percentage of the taxes raised, also 
raise as a percentage of GDP less than our other trading partners, 
so eveiwbody has a different system that they have evolved which 
kind of— they have applied what they think is important for their 
society. And look at the G-7, the United States and Japan are at 
the bottom in terms of percentages of tax that we take out of our 
GDP and our other trading partners take a greater percentage and 
they tend to rely more on consumption taxes. 

Mr. Payne. But let me just say if, in fact, we can’t make the rad- 
ical change are you saying that perhaps we shouldn’t be making 
any kind of an incremental change either? 

Mr. Samuels. No, I am not saying that. I think when you evalu- 
ate these proposals that you need to kind of — it is helpful to look 
on the experience of other countries and how their systems evolved 
and what their composition of taxes are, and it seems to me that 
if you wanted your suggestion of increasing the percent of con- 
sumption tax that we look to as a revenue source, that is an idea 
worth considering, but you would have to decide how you were 
going to get there and how you would do it and whether it would 
Be worth it. 

Mr. Payne. So while you can’t support a revolution in the tax 
system, you might look at an evolution where we would move incre- 
mentally to a different kind of system over a period of time, testing 
as we go what the impact would be on the economy and then mak- 
ing that transition as smoothly as possible? 

Mr. Samuels. What we have said is we will consider serious pro- 
posals that will simplify the system and improve economic incen- 
tives without sacrificing revenue or fairness. That is how we would 
look at that, absolutely. 

Mr. Payne. Thank you very much. 

Mr. Crane. Mr. Ensign. 

Mr. Ensign. Thank you, Mr. Chairman. 

I want to address the issue of fairness because 1 think that it is 
fundamental, the fundamental issue when we are looking at over- 
hauling our tax system, so I want to explore that just a little bit 
with you. You mentioned that your criteria for fairness is based on 
one’s ability to pay; is that correct? 

Mr. Toder. Yes. 

Mr. Samuels. Yes. 

Mr. Ensign. In your previous comments if somebody makes, let’s 
just throw out a couple of numbers here, if somebody makes $1 
million a year, is it not true that their ability to pav a 90 percent 
tax rate would be much greater than somebody’s ability to pay a 
10 percent taix rate that only makes $20,000 a year? I mean, that 
is a true statement. 

Mr. Toder. Well, certainly 

Mr. Ensign. Is that a true statement? 

Mr. Toder. That is a true statement. 

Mr. Ensign. OK, OK. 
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Mr. Toder. We are not endorsing 90 percent tax rates. 

Mr. Ensign. Let me go further with this. Based on your defini- 
tion, that would be fair. 

Mr. Toder. No, no, we would say that a person with $1 million 
has a greater ability to pay tax than a person who makes $20,000. 

Mr. Ensign. You said that was one of your criteria for fairness. 

Mr. Toder. But that doesn’t mean that that person has a greater 
ability to pay a particular tax rate. 

Mr. Ensign. You said that our current system is fair because of 
the progressivity. What determines that fairness? In other words, 
if we have 39.6 at the top, is that high enough? Should we go to 
90 percent for somebody who makes $1 million a year? At what 
point is it fair is my point. 

Let me address this another way. If you have two farmers that 
are farming fields, and farmer A over here produces x amount of 
crops and farmer B over here produces y amount of crops and the 
person over here works twice as hard as the person over there, 
should we tax at a higher rate farmer B that worked twice as hard 
as farmer A and produced twice as much crop? 

Now, his ability to pav is greater, but should he be taxed on his 
crops at a higher rate because he worked harder? Aren’t you, in 
fact, punishing someone for working harder? Don’t our current tax 
rates, based on progressivity, punish people for working harder and 
producing more r 

Mr. Toder. Mr. Ensign, it is clear that any tax system which, 
even if it is a flat tax system, which causes people to pay more 
taxes if their income is higher is going to have some adverse effect 
on incentives to work. That would also be true. 

Mr. Ensign. Not if it is at the same rate. In other words, if I 
produce 100 bushels and somebody else produces 10 bushels, I pay 
10 and they pay one. Yes, I am paying more bushels, but I am pay- 
ing the same rate, so I have the same incentive to make more, 
more and more, but if I make 100 bushels, somebody makes 10 and 
they pay 1 and I pay 40, that is where the unfairness to me comes 
in. It would seem the only fairness is when people pay the same 
rate. 

Mr. Toder. I suppose you can make that definition of fairness, 
and that is 

Mr. Ensign. Well, where do you come up with your definition of 
“fairness”? You said it was one’s ability to pay, and I just pointed 
out to you that, by that definition, you could have somebody paying 
a 90 percent tax rate and that would be fair. So where do you come 
up with your definition for “fairness”? 

Mr. Toder. We believe as general matter, and this has been dis- 
cussed in many writings of economists going back to John Stuart 
Mill in the 19th century, that people who have higher incomes can 
afford to pay a higher percentage. 

Mr. Ensign. They may be able to afford it, but is it right? I 
mean, we are talking about fairness here. Is it fair? Is it righu 

Mr. Toder. The question really is, do you want to tax somebody 
on the bread and milk for their kids by t^ing 

Mr. Ensign. Is not socialism based on redistribution of wealth? 
Is not that what the whole system of socialism and Marxism is 
about, that it doesn’t matter how hard you work, we are going to 
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take all of your money and we are going to redistribute it to make 
everybody equal? That is not the system the United States was set 
up on. We are set up on capitalism to reward somebody for working 
hard. 

Progressivity punishes people for working hard. It is one step 
closer to socialism. 

Mr. Samuels. Mr. Ensign, I think that our progressive income 
tax system, if you look back over the years — it has many faults now 
and needs to be revised, but it has served this country well. In 
times of national need and emergency and wars, our income tax 
system was able to raise funds for this country, for the government, 
to satisfy needs of the society. And I think that if you look back 
over the years to the beginning of the income tax 

Mr. Ensign. You are skirting the issue of fairness. I mean 

Mr. Samuels. You asked about a progressive income tax. 

Mr. Ensign. No. I asked you where your definition of “fairness” 
came from, and you haven’t answered that, just like you didn’t an- 
swer Chairman Archer. Where does your definition come from for 
‘Yaimess”? What are your criteria to determine what is fair and 
what is not? You haven’t answered that, and I guess you are not 
going to answer that. 

Thank you, Mr. Chairman. 

Mr. Crane [presiding]. Mr. Portman. 

Mr. Portman. I thank the Chairman and thank the witnesses for 
coming today. I have read your testimony before the hearing and 
listened patiently today to the questions and answers and to your 
remarks; and I guess my view is that, in fact, your testimony is 
“criticism” more in the common usage than the usage that Mr. 
Thomas found in Webster’s, and that is that it is mostly con and 
not much pro. And I guess what I would hope we could do over the 
next several months, now that Chairman Archer and Ranking 
Member Gibbons and others have begun this great debate, is to 
hear a more objective analysis. 

I think we all need to go into this with our options open. I think 
the biases need to be put aside, and I would hope that — ^particu- 
larly with regard to various consumption tax proposals, that you all 
could give us a more balanced analysis. 

With regard to the three criteria use of fairness, efficiency, and 
simplicity we have discussed today, I think we disagree on effi- 
ciency. I would hope that you could go back and look at some of 
the testimony from our hearing yesterday on the savings and in- 
vestment on going to a consumption-based tax. I think you are 
wrong, frankly, but I may be wrong. You may be right. 

Maybe it is not going to affect interest rates. It certainly runs 
counter to common sense and some of the testimony we have heard 
from the economists. But I won’t get into that. 

Simplicity, I think it is plain from your testimony and others’ 
and the other analyses we have heard that the current system 
needs to be vastly revamped, that either a flat tax system or some- 
thing closer to a VAT would be simpler for most Americans and 
most American businesses. 

Let me focus on fairness again, following up on my colleague 
from Nevada’s questions. 
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Again, when I look at your testimony, you say in your oral state- 
ment that addressing regressivity is one of the great challenges of 
a consumption tax system, and I like that, because you are at least 
saying, it is a challenge, it is not something that can’t be ad- 
dressed. I look at your testimony and you mostly point out the 
problems from a regressive or progressive standpoint. You talk 
about the fact that some European countries tax certain goods 
more than others through their VAT. You also mention the possi- 
bility of standard deductions for low-income families and so on, and 
in fact your charts reflect your certain assumptions with regard to 
that, wnich is why this chart is just based on assumptions, which 
is fine. But one could lower or raise those deductions and change 
the assumptions and the bars would all change. 

But from your experience from other countries, in addition to the 
European experience, would taxing certain goods more than others 
address some of what you consider to be the challenges of 
regressivity in a consumption tax system? 

Mr. Toder. Mr. Portman, I think the difficulty with addressing 
this by taxing goods, some goods more than others, is that there 
are very few goods in the economy that aren’t consumed by every- 
body. So if you exempt food because you want to help low-income 
families, as many of our States do and many European countries 
do, you exempt a lot of the consumption of high-income families — 
all of us eat — and you end up having to raise tax rates on every- 
thing else to fund the same revenue. So if you want to address the 
progressivity issue, it is much easier to do so by collecting some of 
the tax from individuals as opposed to collecting it from businesses; 
that is, to have some mechanism to differentiate among individ- 
uals. 

The Armey flat tax does that to a degree, because it taxes wages 
at the individual level, and the Nunn-Domenici tax does that more 
completely and also has progressive rates. But as we have testified, 
having that kind of a system is more complicated. 

Mr. Portman. But, Mr. Toder, within the context of a consump- 
tion tax, are you aware of any other countries that have a progres- 
sive element other than the higher VAT taxes or other excise-type 
taxes on goods? 

Mr. Toder. No 

Mr. Portman. Take your rates in your testimony, as an example. 
Are you referring to some sort of an income tax that would be con- 
current with a consumption tax? 

Mr. Toder. That is correct. 

No, actually, I am referring to a way of collecting the consump- 
tion tax. I mean Dr. Kotlikoff suggested electronic filing, which was 
mentioned here as a way to try to measure the total consumption. 

Mr. Portman. But the measurement of income as a part of that 
would be needed in order to meet your standard of progressivity; 
is that correct? In other words, you could have an annual aggregate 
consumption tax through the use of the technology that Mrs. Ken- 
nelly and others have talked about, but you would still need to ad- 
dress the issue of income? 

Mr. Toder. Well, you wouldn’t need to measure people’s income, 
you would actually measure people’s consumption by taking their 
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income and letting them deduct their saving. But you would have 
to collect it from individuals. I think that is tne distinction. 

Mr. PoRTMAN. Are there any other examples of countries where 
consumption tax has a progressivity element? 

Mr. Toder. As far as I am aware, what other countries have 
done is that they have used other taxes to bring progressivity into 
their system. So they have a flat rate consumption tax with some 
exemptions, and then they have income tax systems along with 
that. 

Mr. PoRTMAN. Any comments, Mr. Samuels? 

Mr. Samuels. I think that is generally the way our trading part- 
ners have — who have been using value-added taxes have tried to 
deal with the issue of regressivity. They have a mixed system, and 
then they deal with that 

Mr. PoRTMAN. On the income side. 

Mr. Samuels. On the income tax side. 

Mr. PoRTMAN. Thank you, Mr. Chairman. 

Mr. Crane. Mr. McDermott. 

Mr. McDermott. Thank you, Mr. Chairman. 

Mr. Samuels, you know the House of Representatives is led by 
a man who declared himself to be a radical, and so you have to 
take in context what has happened to you here today. I want to ask 
you some simple questions. 

Are you aware that the U.S. Government has three branches? 

Mr. Samuels. Yes, sir. 

Mr. McDermott. And one of the branches is the legislative 
branch covered under article I of the Constitution; you are aware 
of that? 

Mr. Samuels. Yes. 

Mr. McDermott. And as I understand article I, section 7, it 
gives to the House of Representatives the responsibility for author- 
ing all tax bills; is that correct? 

Mr. Samuels. That is correct. 

Mr. McDermott. Were you invited up today as the Assistant 
Secretaiy of the Treasury to make a proposal from the administra- 
tion or to comment on proposals which are before this Committee? 

Mr. Samuels. I believe I was invited to make comments on pro- 
posals. 

Mr. McDermott. So you were sandbagged. You were asked to 
come up here. I wouldn’t make you comment on that, but it seems 
to me that the Majority here today has taken unfair advantage of 
you, putting you in a position where you are asked to come up and 
comment on proposals and then they demand that you make a pro- 
posal. That is not fair. I think that you ought to take the advice 
of the Revolutionary War, which is to hold your fire until you see 
the whites of their eyes. 

Are you aware of any agreement between the House and Senate 
on this proposal or that proposal, either flat tax or a consumption 
tax? 

Mr. Samuels. No, sir. 

Mr. McDermott. You have heard another proposal from Mr. 
Hancock today to do absolutely nothing, just to hold steady, so we 
have another proposal here on the table today. So you have at least 
three proposals floating around; is that correct? 
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Mr. Samuels. There are many proposals floating around, yes. 

Mr. McDermott. And according to the Constitution, all bills 
have to pass both Houses, House and Senate, and be sent to the 
President for his judgment, and at that point, you will make a rec- 
ommendation to him about whether it is a good bill or a bad bill; 
is that correct? 

Mr. Samuels. That is correct, Mr. McDermott. 

Mr. McDermott. You might, of course, be willing to participate 
in the process of the groups drawing proposals up here, but you are 
not up here to force one on us, are you? 

Mr. Samuels. No, sir. 

Mr. McDermott. You would never see that as your role? 

Mr. Samuels. No, sir. 

Mr. McDermott. Let me ask you another question, because I do 
have another question. 

There is a recent GAO report, June 1995, that indicated that the 
estimated amount of taxes not voluntarily paid has held steady at 
about 17 percent of the total Federal income tax due to the IRS. 
In 1992 that is estimated to be about $127 billion. And the largest 
component of noncompliance appears to be that people do not re- 
port all taxable income on their tax returns. Now, is there any pro- 
posal that is before this Committee, as far as you know, that will 
tighten up compliance and force people to report all of their in- 
come? 

Mr. Samuels. Mr. McDermott, I am aware of that report, and 
that that is a problem that is kind of well-known and long stand- 
ing; and I am not aware of any proposal that, at this point, is be- 
fore this Committee on that issue. 

Mr. McDermott. Are you aware of any proposal that is being 
proposed by — to this Committee that would make the noncompli- 
ance worse? I mean, you are looking at these proposals, are they 

g oing to be tighter in terms of getting taxes owed to the Federal 
rovemment, or are they going to be more easily evaded? 

Mr. Samuels. Mr. McDermott, I think it depends on the type of 
proposal. For example, if the proposal is to replace the current sys- 
tem with a retail sales tax, that is one where one worries about 
compliance, because there is only one taxing point. And if you miss 
that point, you have lost all of the revenues. So we are, in looking 
at these proposals, we are trying to evaluate the compliance issues 
associated with them, and that is, I think, the one that we would 
have at this point the most concern about. 

Mr. McDermott. So you are talking, in that sense, about a con- 
sumption tax, about a VAT or that kind of tax where it all is col- 
lected at one point or another. 

Mr. Samuels. A retail sales tax. 

Mr. McDermott. A retail sales tax, not the VAT? 

Mr. Samuei^. Right. 

Mr. McDermott. The VAT, you think, is more efficient in terms 
of the ability to collect the tax, because there are more places 
where you can pick it up? 

Mr. Samuels. I think from the compliance point of view, the VAT 
has kind of this built-in safeguard that you have to report your 
purchases to get the credit. And I think — my understanding is that 
the experience of European countries that have both VATs and in- 
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come taxes is when they introduce the VAT, their income taxes 
went up, because people were paying more attention to their pur- 
chases and sales. 

Now, obviously, you can try to avoid the VAT by not reporting 
your purchases or your sales. That is a problem you have to watch 
out for. But it is, I think — a VAT, I think people feel, would have 
this safeguard for compliance and the tradeoff, of course, is that it 
is more complex, because you have more people who are paying the 
tax. 

Mr. McDermott. Is there any proposal being made before this 
Committee that will not have rules and regulations? 

Mr. Samuels. Mr. McDermott, I think all of these proposals will 
have rules and regulations. 

Mr. McDermott. So it is a myth to tell people that we are going 
to pass a bill that will allow you to compute your taxes on a post- 
card and that will be the end of it, no problem, just take a postcard 
and you will be all done? 

Mr. Samuels. Mr. McDermott, I think all of these proposals are 
more complicated than that. 

Mr. McDermott. Thank you. 

Mr. Crane. Ms. Dunn. 

Ms. Dunn. Thank you very much, Mr. Chairman. And Mr. Chair- 
man, my personal view of the Presidency is that this is not sup- 
posed to be a ministerial position, but it should be a leadership po- 
sition. And the President of the United States and his agencies 
that are subject to his direction ought to be coming up with visions 
for this country. As a result, I believe that Treasury, in coalition 
with the Presidency, ought to have a proposal for a good replace- 
ment tax system. 

So I think that — regardless of what you have been invited up 
here to testify on, Mr. Samuels — I think that you leave the country 
without leadership by not proposing some strong system that is 
simple, that is fair, that would replace our current income tax sys- 
tem, which everybody agrees lacks totally in common sense, fair- 
ness, and simplicity. 

I would just ask you, since apparently while I was gone at a 
press conference you did state to Mr. Levin that you will come up 
with some proposed changes to the current income tax system. My 
only question to you would be, how do you intend to handle the in- 
formal or underground income problem? 

Mr. Samuels. That is a difficult problem that all systems face. 
Under today’s conditions the underground economy is a problem. 
But I would note that there are kind of two parts to the under- 
ground economy. There is the illegal part of it, which I don’t think 
will change under a new system, that part of the economy is going 
to remain out of the system. 

The informal part of the underground economy would be someone 
who is engaged in activities that are not reported or are 
underreported. I don’t think, as we have said in our testimony, that 
you are going to make major inroads in that area, and I think it 
is unfortunate. And the reason is that if you have a consumption 
tax, the people who are in the informal economy, to the extent that 
they are dealing directly with persons who are not businesses, they 
can just as well go and say to you, I will paint your house and I 
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won’t charge you tax. That will be as possible under a consumption 
tax as it is now; there is no difference. 

The issue where you could have some impact on the informal 
economy is when you are dealing with taxable businesses, and in 
a value-added context, the business wants to have an invoice so 
that the way you could get some extra compliance from the infor- 
mal economy in a consumption tax system is through those trans- 
actions. But again, even there, some businesses will say, I won’t re- 
port my purchases or my sales, so you don’t necessarily solve the 
problem of an underground economy. 

I think if you talk to tax administrators from countries that have 
consumption taxes, they will explain that issue, that they have a 
problem with their underground economy, as well, even though 
they have a consumption — obviously, it is not a full consumption 
tax; no country has a full consumption tax, but it is not their only 
tax. But the countries that have a consumption tax will tell you of 
the problems that they have with compliance. 

So it is a vexing problem, and I think information reporting is 
a way of trying to improve that problem. 

The GAO report that Mr. McDermott referred to I think had 
some suggestions of how to deal with it. It is a problem that de- 
serves attention and I think that taxpayers who are paying are 
playing by the rules and paying what they should. They are the 
ones who are suffering because the underground economy isn’t pay- 
ing their share. 

Ms. Dunn. Do you believe, then, Mr. Samuels, that the under- 
ground economy is simply one of those problems that can’t be 
solved? 

Mr. Samuels. I would never, I would never give up. I am always 
an optimist. But it is a difficult, it is a difficult situation; and I 
think, for example, dealing with illegal activities is extraordinarily 
difficult, and we basically have to rely on our law enforcement ef- 
forts to try to deal with that. 

Ms. Dunn. Thank you. 

Mr. Crane. Mr. English. 

Mr. English. Thank you, Mr. Chairman. 

Secretary Samuels, in your view, is a consumed income tax, like 
the U.S.A. tax, border adjustable under GA'TT? 

Mr. Samuels. Mr. English, we have looked at that and have 
written a letter to Senators Nunn and Domenici on that, and we 
concluded that we don’t know. 

Mr. English. OK. Well, that is a direct answer, and 

Mr. Samuels. And we would be happy to share 

Mr. English. I would like a copy of that. 

[The information was not received at the time of printing.] 

Mr. Samuels. It is a complicated issue, and the so-called subtrac- 
tion method VATs are GATT-legal, and there is uncertainty about 
a subtraction method. 

Mr. English. And that would have to be, I believe, decided by 
an administrative procedure under GATT? 

Mr. Toder. That is correct. 

Mr. English. OK. I would like to explore the equity issue that 
a couple of my colleagues raised. 
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I noticed in your analysis of the progressivity of a couple of dif- 
ferent proposals, particularly the consumption tax proposal, the 
usual distributional tables. I wonder if your analysis takes into ac- 
count the secondary effects of tax changes, Mr. Secretary? In other 
words, are you simply looking at what immediate effect someone 
sees on their tax bill; or are you also taking into account the prob- 
able economic consequences and changes in economic activity? For 
example, for someone in the lowest quintile, although they might 
not see an actual immediate tax break, they mi^t experience 
greater economic opportunity, a CTeater likelihood of getting a job, 
and the other things that flow from economic growth. Does your 
analysis take that into account? 

Mr. Samuels. Mr. English, our analysis takes into account all 
Federal taxes. 

Mr. Toder. Our analysis is somewhere in between the two things 
you said. We look at more than what is on an individual’s tax re- 
turn. 

Mr. English. OK 


Mr. Toder. For example, we believe, and I think any economist 
will tell you, that businesses don’t pay taxes, that people do; and 
so we allocate taxes collected from businesses to people. And many 


of these proposals change the way taxes are collected from busi- 
nesses, and so we look at how those tax changes would affect peo- 
ple’s incomes. That is part of their tax burden. 

Mr. English. But as I understand it from your answer, you don’t 
take into account all of the effects, including secondary effects, 
from tax changes. And you don’t take into account behavioral 
changes, you don’t take into account likely impacts on the economy 
and the spinoff effects that are going to occur that do really affect 
individuals. 


You have offered an incomplete analysis here, but one consistent 
with the sorts of distributional analyses that are common in Wash- 
ington; is that fair to say? 

Mr. Toder. Well, we — let’s put it this way. We are not — don’t 
have any great expectation that these changes in the economy — 
and as we have testified, as Mr. Samuels has testified on the ef- 
fects of aftertax returns to saving — ^will have any material or sig- 
nificant or predictable effect on economic growth. If you believe the 
economy will grow, you would have to — obviously, people will be 
somewhat better off than is shown in the tables. 


Mr. English. So your position is that tax changes of this sort 
don’t affect economic growth? 

I also understand, and I assume this is the administration’s 
view, that tax changes don’t affect the savings rate. Is that accu- 
rate? 


Mr. Toder. We believe there would be a modest improvement in 
the savings rate. 

Mr. English. OK. Could you envision any tax change that would 
lower the cost of capital without making the Tax Code less progres- 
sive under your analysis? 

Mr. Toder. I believe that we could change — there have been 
many proposals that have been made. For example, there was a 
Treasury report in 1992 on integrating the corporate and individ- 
ual income taxes. That idea has been floated a number of times. 



277 


People have not responded to it very enthusiastically. But I be- 
lieve — and it costs money. 

But I believe one can develop proposals; to change the mix of tax- 
ation on businesses, if they are appropriately financed, could lower 
the cost of capital. 

Mr. English. Thank you, Mr. Chairman. Let me just say, I 
avoided in my questioning what the gentleman from Washington 
characterized as sandbagging our witness, but I would like to say 
for the record that I am also deeply disappointed that we have not 
been given guidance by the Clinton administration on what they 
would like to see in an alternative tax system in the form of a spe- 
cific. 

It was clear from the testimony that Secretary Samuels — ^you 
weren’t here to offer that, and that the administration apparently 
is not developing a proposal; and I intend to send to Secretary 
Rubin — and I hope you will take this back to him — a formal re- 
quest that they do so, which I believe is entirely appropriate. 

Thank you, Mr. Secretary. 

Chairman Archer [presiding]. Mr. Christensen. 

Mr. Christensen. Thank you, Mr. Chairman. 

I too subscribe to the Archer rule of common sense, and after lis- 
tening to the testimony here today by the administration, it is obvi- 
ous that we are not going to have any leadership out of the White 
House on this issue either. 

You know, as a freshman on this Committee, I have sat here in 
amazement and listened through the first 5 months when you 
punted on Medicare and punted on balancing the budget. As a mat- 
ter of fact, the President’s budget had deficits as far as the eye 
could see, he has threatened to veto the rescissions package, and 
now he’s offering no suggestions to help us overhaul the Tax Code 
and come up with a new system. 

You know, being a farmboy from Nebraska, I wonder what all of 
you are doing over there. Frankly, there is no leadership at all. 

I heard you answer Mr. Cardin’s question that you are going to 
offer a proposal. Do you have any idea when that might come out? 
You have been very careful in your words, and I know that you 
have been told to not say anything specific. Will you have it this 
month or next month? 

Mr. Samuels. Mr. Christensen, what we said is we are working 
on simplification proposals of the existing system and we are work- 
ing on that. We are considering options, and I don’t have a time- 
table for when we will make them public. 

Mr. Christensen. OK Let’s say that you were simplifying the 
current system. Precisely how do you plan to simplify the current 
system? \^at are some suggestions that you have looked at? 

Mr. Samuels. Well, here are the types of things that we are look- 
ing at. For example, the alternative minimum tax system for indi- 
viduals needs to be reviewed. Right now, you have about 3 million 
individuals who have to file forms that don’t pay AMT. Only about 
300,000 individuals pay AMT. So you have 3 million people filing 
forms and only 300,000 people actually pay it. 

We think that we should be looking at that area to see whether 
we can simplify the system. We think we should try to figure out 
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how to expand the number of people using 1040EZs and 1040As, 
that that would be a useful thing for today’s system. 

We think that we should look at the definition of “dependent,” 
because it is somewhat complicated, to see whether there are any 
simplification things that we can do there. 

We have a series of those types of proposals that we are consider- 
ing and evaluating. 

Mr. Christensen. Is the administration spending more time in 
this area of looking at simplifying the current Code, or do you 
think the administration is looking at the ideas that the Congress 
is exploring in terms of revamping the whole system and moving 
to a consumption-based tax that both the Ranking Member, Mr. 
Gibbons, and the Chairman are looking at, or the flat tax that has 
been floated out there by Mr. Armey and others? 

I hear more from your testimony that you are looking at trying 
to fix a bad tire rather than put a new tire on. 

Mr. Samuels. Mr. Christensen, we have been spending a sub- 
stantial amount of time evaluating the proposals that have been 
made — the flat tax proposal, that consumption tax proposal we 
have looked at and we are continuing to look at. We are looking 
at the proposal by Senators Nunn and Domenici. So we are spend- 
ing a very significant amount of time on those proposals, and if you 
look at our testimonies and you see the analysis that we have done 
and the simulations that we have done to try to understand how 
these proposals will work, who are the winners and who are the 
losers, you can see that we are spending a very significant amount 
of time on those proposals. 

Mr. Christensen. I will look forward to the President and his 
administration taking a stand and coming out with their specific 
recommendation, rather than being a reactionary, irrelevant part 
of the process. I hope that you will join the Republican Majority 
and help us change what has been a very complex, cumbersome, 
bureaucratic tax system. I appreciate your help on this. 

Chairman Archer. Is there any Member who has not inquired, 
who wishes to inquire? 

Mr. Samuels, thank you for spending so much time with us today 
and responding to some very difficult inquiries. One thing that was 
not mentioned today is that it is estimated that there will be 40 
million Americans who will have a confrontation with the IRS this 
year: 40 million Americans. Now, some of those will be very small. 
But each of them will get a letter from the IRS, and when an indi- 
vidual citizen gets a letter from the IRS, it is not a very pleasant 
experience. 

interestingly enough, it is estimated that over 50 percent of 
those confrontations will be won by the taxpayer, and yet what I 
hear you saying, that what you want to come to this Committee 
with at some point in time is a further tinkering around the edges, 
as we have done over and over and over again for the last 20 years, 
and still have a system that puts us in the position that we are 
in today. 

What are you going to do, for example, for a head of household? 
That is a fairly basic thing for people under this tax system. The 
IRS has to ask 42 specific questions of an inquirer before they can 
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give a definitive answer as to whether you are or are not a head 
of household. 

I think inherent in the fabric of this income tax is an impossibil- 
ity of fixing it, and so I really would hope that when you go back 
and you talk to Secretai^ Rubin, and perhaps to the President, 
that you will urge them to come forward with some sort of broad 
recommendation that we can consider; and we will give full consid- 
eration to it, because we are looking for answers. And you have the 
capability, I think, to give us a lot of good suggestions as to what 
answers might be the best for this country to put us ahead in the 
global marketplace, to put us ahead in capital savings and invest- 
ment and productivity and better real jobs for all Americans. 

So again I want to thank you very much for coming today, and 
I am sure it won’t be the last time that we will see you before the 
Committee. 

Thank you, Mr. Toder, as well. 

Mr. Toder. Thank you, Mr. Chairman. 

Chairman Archer. Our next witness is our colleague, Chris Cox. 

Chris, we are happy to have you before the Committee, and know 
that you will feel welcome; and we would encourage you under our 
Committee rules, and probably those of your Committee too, to try 
to limit your oral presentation to 5 minutes or less, and anything 
that is more extensive will be submitted for the record and accept- 
ed in the record. 

So welcome, and you may proceed. 

STATEMENT OF HON. CHRISTOPHER COX, A REPRESENTATIVE 
IN CONGRESS FROM THE STATE OF CALIFORNIA 

Mr. Cox. Thank you very much. I will be pleased to do so. 

Chairman Archer. If you will suspend for just 1 second, Chris. 

Our colleague, Sam Gibbons, was due to testify today; and be- 
cause of the way the time has worked out, he will be testifying to- 
morrow, and we will have a greater opportunity to spend the time 
in developing his recommendations. 

So Chris, you may proceed now. 

Mr. Cox. Chairman Archer, I am here to congratulate you on 
your vision and courage in proposing not simply to reform, but to 
replace, the income tax. I am here as the Chairman of the Repub- 
lican Policy Committee because this is the most pure issue of policy 
that our Congress will have the opportunity to debate. And I am 
here because the national debate that you have ignited is of such 
enormous importance that I am certain it will eclipse even such is- 
sues as term limits or the flat tax itself. 

For a brief time in my career, I taught Federal income tax, as 
you know, at Harvard University; and I became as familiar as a 
teacher might become with 8 volumes of IRS Code and regulations 
and 14,700 pages and another 200,000 pages of decisions and inter- 
pretations that ordinarily accompany our Code, and I was apprised 
that ignorance of the law is no excuse. 

I was once on a television show with Fred Goldberg, who was 
then our Commissioner of the Internal Revenue Service; and I had 
the opportunity to ask him, do you use an accountant to help you 
prepare your income taxes? And I confessed that I did with mine, 
and he said, yes. 



280 


What kind of a system have we got? 

What we have learned in the history of the income tax since it 
was first made possible in 1913 is that the Federal Government 
simply cannot be trusted with the power to wield this intrusive, de- 
structive, wasteful and counterproductive tax. Our Founding Fa- 
thers wisely prevented against an income tax in the Constitution 
itself. It took a constitutional amendment to permit what has de- 
veloped into the most invasive and hated interference of the Fed- 
eral Government in the lives of ordinary citizens. Not only the 
Founding Fathers, but the authors and the sponsors of the 16th 
amendment itself would be horrified to learn what we have per- 
mitted their income tax to become. Even its sponsors assured the 
Nation that a system such as ours today would be unthinkable. 

The Chairman of the Ways and Means Committee, Representa- 
tive Payne of New York, who sponsored the bill, supported it, voted 
for it, and managed it on the floor, supported the 16th amendment 
because he believed the country should have an income tax only in 
time of war. I now quote from his floor remarks. 

As to general policy of an income tax, I am utterly opposed to it. I believe, with 
Gladstone, that it tends to make us a Nation of liars. It is the most easily concealed 
of any tax, the most difficult of enforcement, and the hardest to collect. It is, in a 
word, a tax upon honest men and an exemption of the income of rascals. 

I hope, 

he added, 

that if the Constitution is amended — 

and remember, he sponsored the amendment, supported it on the 
floor and managed it — 

1 hope that if the Constitution is amended in this way, the time will not come when 
the American people will ever want to enact an income tax except in time of war. 

That was the Chairman of the Ways and Means Committee. 

How about the Democrats? As for the leading Democratic spon- 
sor, Representative Clark of Missouri, he offered his support for the 
constitutional amendment in the context of the income tax bill they 
were then debating. It had an exemption of $5,000, which meant 
that nobody who made that income paid any income tax at all. 

I have adjusted these figures so you can understand what it was 
like to hear that debate on the floor; I have adjusted the figures 
for inflation. 

I do not believe, he said, that $82,000 per individual exemption 
is too much. I certainly would increase it. And for this reason: 
$82,000 is not an unreasonable amount for a man to support a fam- 
ily on or educate his children, $99,000 would not be an unreason- 
anle amount, $115,000 would not be an unreasonable amount. But 
I say that when a man’s net income rises above $1.65 million per 
year, it does not make any difference to him practically whether 
you take 1 percent, 2 percent, and so on. 

It is easy to see why the income tax law was passed. Everyone 
believed someone else would pay. As recently as the eve of Pearl 
Harbor, only one in every seven Americans was required even to 
file an income tax return. The last time we had a Republican 
Chairman of Ways and Means was 1954. The Federal tax burden 
on the average American family then was one-tenth of what it is 
today. But today, in the late 20th century, each of you here and 
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each of your constituents pays several hundred percent more in 
taxes than your mother and father. In fact, today, over 95 percent 
of all taxpayers who are forced to file income tax returns are people 
who were promised by the sponsors of the 16th amendment that 
they would never be taxed at all. 

Mr. Chairman, in your other responsibilities in this Committee 
you are looking at major spending programs. And I urge you as you 
go about your business of cutting spending to think of this not as 
an exercise in rationing pain and scarcity, but rather an exercise 
in making possible the kind of America that my parents knew, that 
I had when I was a child, as recently as the fifties. 

At that time, the average American family making the average 
American income paid an income tax rate of 2 percent. TTiey paid 
a mortgage — on their 30-year mortgage, they paid an interest rate 
of 4 percent, because the government then balanced its budget, had 
a surplus in an era of low taxes. The FICA tax rate was 1.5 per- 
cent. All of this is possible if we are willing to reduce the size and 
scope of government, and hand-in-hand with that exercise goes 
your effort to not just reform, but replace the income tax. 

I will now close, because I see the red light is on. Within the 
memory of some of the people in our audience, on July 5, 86 years 
ago. Congressman McCall, a Republican from Massachusetts, 
looked into the future, into our own day, and he asked a troubling 
question about the constitutional amendment that the House voted 
to approve later that day. Why, he asked, drag every governmental 
power to Washington? So that a vast, centralized government may 
devour the States and individual liberty as well? I say this amend,- 
ment should be more carefully considered than it has yet to be con- 
sidered. 

In the intervening decades, the American people have had ample 
opportunity to consider the income tax and they have found it 
wanting. It has become everything that Congressman McCall 
feared. It now deserves to die. 

I wish you Godspeed in your efforts in igniting this debate. I 
thank you, Mr. Chairman. 

[The prepared statement follows;] 
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Chairman Archer, I appear here today to congratulate you on your vision and 
courage in proposing not simply to “reform," but to replace the income tax. I appear 
as the Chairman of the Policy Committee, because this is the most pure issue of 
policy that our Congress will have the oppodunity to debate. And I'm here because 
the national debate that you've ignited is of such enormous importance that I am 
certain it will eventually eclipse even such issues as term limits or the flat tax itself. 

For a brief lime in my career, I taught federal income tax at Harvard University, 
and I became as familiar as a teacher might become with eight volumes of the 
Internal Revenue Code, and Regulations comprising 14,700 pages, and another 
200,000 pages of decisions and interpretations that ordinarily accompany the Code, 
As a taxpayer, not to mention as a teacher. I was also daunted by the knowledge 
that, in the government's view, "ignorance of the law is no excuse." 

I was once on a television show with Fred Goldberg, who was then our 
Commissioner of Internal Revenue. ! had the opportunity to ask him: "Do you use 
an accountant to help you prepare your income taxes?" I confessed that I did with 
mine. He admitted that he, too, needed an accountant to figure his tax liability. 

When even the IRS Commissioner needs help to do his income tax. what kind of a 
system have we got? 

What we have learned in the history of the income tax, since it was first made 
possible by the ratification of the 16th Amendment in 1913, is that the federal 
government simply cannot be trusted with the power to wield this intrusive, 
destructive, wasteful, and counterproductive tax. Our Founding Fathers wisely 
prevented against an income tax in the Constitution itself. It took a Constitutional 
Amendment to permit what has developed into the most invasive and hated 
interference of the federal government in the lives of ordinary citizens. 
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Not only the Founding Fathers, but the authors and sponsors of the 16th 
Amendment itself, would be horrified to learn what we have permitted the income fax 
to become. Even the amendment's sponsors assured the nation that a system such 
as ours today would be unthinkable. Like many of his Republican colleagues, Rep. 
Sereno Payne of New York, the Chairman of the Ways and Means Committee-who 
sponsored the 16th Amendment, supported it, voted for it, and managed it on the 
floor-supported it only because he believed the country should have the option of an 
income tax in lime of war. 

I now quote from his floor remarks; 

As to the general policy of the income tax, I am utterly opposed to it. I believe 
with Gladstone that it tends to make a nation of liars; lijelieve it is the most 
easily concealed of any tax that can be laid, the most difficult of enforcement, 
and the hardest to collect; that It is, in a word, a tax upon the income of honest 
men and an exemption, to a greater or lesser extent, of the income of the 
rascals; and so I am opposed to any income fax whatever in time of peace. . . 

. I hope that if the Constitution is amended in this way the time will not come 
when the American people will ever want to enact an income tax except in 
time of war. 

That was the Chairman of the Ways and Means Committee, the chief 
Republican supporter of the income tax amendment. How about the Democrats? As 
for the leading Democtatic sponsor. Minority Leader Champ Clark of Missouri, he 
offered his support for the Constitutional Amendment in the context of the income tax 
bill that was then being debated. The bill contained a $5,000 exemption, meaning 
that nobody who earned this amount paid any income tax at all. I’ve adjusted these 
figures for inflation, so you can understand what it was like to hear Rep. Clark’s 
remarks on the floor: 

I do not believe that the $82,000 exemption is too much. ... I certainly would 
increase it rather than diminish it, and for this reason: $82,000 is not an 
unreasonable amount for a man to support a family on and educate his 
children; $99,000 would not be an unreasonable amount; $115,000 would not 
be an unreasonable amount, But I say that when a man’s net income rises 
above $1.65 million a year it does not make any difference to him, practically, 
whether you take one percent, two percent, five percent, or 25 percent. 

It is easy to see why the income tax law was passed. Everyone believed 
someone else would pay. As recently as the eve of Pearl Harbor, only one in every 
seven Americans was even required to file an income tax return. The last time we 
had a Republican Chairman of Ways and Means- 1954-the federal fax burden on the 
average American family was one-tenth of what it is today. 
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But today, in the late 20th century, each of you here and each of your 
constituents pays several hundred percent more in income taxes than your mother 
and father. Today, over 95% of all taxpayers who are forced to file income tax 
returns are people who were promised by the sponsors of the 16th Amendment they 
would never be taxed at all. 

Mr. Chairman, in your other responsibilities on this Committee, you are looking 
at major spending programs. As you go about the business of cutting spending in 
these huge federal programs, I urge you to keep this in mind: Cutting spending and 
reducing the size of government should not be an exercise in rationing pain and 
scarcity. Rather, it should be done in order to return the benefits of freedom to every 
individual citizen. Because of the twin evils of the income tax and the endlessly 
expanding welfare state, middle America now bears a much greater government 
burden that when I was a child. It need not be that way. 

When I was a child, in the 1950s, government did not consume 40 percent of 
our gross domestic product, but half that. As a result, the average American family, 
making the average national income, paid an income tax rate of just two percent. 

The average family of my parents' generation could afford a three-bedroom home, 
even though the norm was that only one spouse had to work. They paid only four 
percent interest on their 30-year mortgage. Their FICA tax rate was one and a half 
percent. All of this was possible because-despite such extravagances as the Korean 
War, the G.l. Bill, and the Marshall Plan-the federal budget was balanced in a low- 
tax environment. 

That kind of freedom and opportunity is again possible in our future. But it will 
only become reality if we are actually willing to reduce the size of government, and 
only if we recognize that the income tax, in the American context, is an experiment 
that has been tried and has miserably failed. 

On July 12, eighty-six years ago-within the memory of some of the people in 
our audience-Congressman Samuel McCall, a Republican from Massachusetts, 
looked into the future, and asked a troubling question about the Constitutional 
amendment that the House voted to approve later that day: 

Why drag every governmental power to Washington so that a vast, centralized 
government may devour the states and the liberty of individuals as well? I say 
this Amendment should be more carefully considered than it has yet been 
considered. 

In the intervening decades, the American people have had ample opportunity 
to consider the income tax, and they have found it sorely wanting. It has become 
exactly what Congressman McCall feared. It deserves to die. I wish you Godspeed 
in your efforts, Mr. Chairman. 
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Chairman Archer. Thank you, Con^essman Cox, for really put- 
ting what we are about here in historical perspective. I think it is 
very, very good for us to look back and to see the history of what 
has occurred. 

We had a witness here yesterday who said that 1 page of history 
is worth 200 pages of logic, so I thank you for your presentation 
today. 

Mr. Thomas. 

Mr. Thomas. Thank you very much, Mr. Chairman. I too want 
to thank you, Chris, not just for your testimony, but your leader- 
ship in a number of areas, not the least of which is the whole tax 
question. Having seen it as a payer, a user and a teacher, you have 
probably walked around it in more facets than most of us. 

You perhaps caught just a bit of the administration’s testimony 
before you began. What we will be looking for is guidance from any 
number of people who want to help us in choosing from the biparti- 
san alternatives that are in front of us, and I would hope as Chair- 
man of the Policy Committee of the Republican Conference that 
there will be a dialog carried out, not necessarily to pick a winner, 
but to at least indicate the general support in the direction that we 
are going. 

Wmat I found most ironic about Under Secretary Samuel’s testi- 
mony was an unwillingness to look at where we are today and 
where we may be tomorrow. When you phrase the question, do you 
want to get rid of the income tax and also the Internal Revenue 
Service at the same time, a number of people would be tempted to 
say yes. But when you say, as a bonus, you will also get rid of the 
payroll tax on the employer, that you will harmonize the tax struc- 
ture for trade with other countries, and that you will stop punish- 
ing savings and investment and really support accumulation of 
wealth all at the same time, some of us find it difficult to find peo- 
ple dragging their feet. 

When you are out talking to your constituents, do you find any- 
body able to muster an argument in favor of the current system or 
in favor of the current system with minor changes, or even in favor 
of the current system with major changes? 

What do you find out there? 

Mr. Cox. I find my constituents are not just tempted by the 
thought of abolishing the income tax and the IRS, they are deliri- 
ous about the possibility. But frankly, because this debate is just 
now getting underway because of the leadership of the Chairman 
of the Ways and Means Committee, what I find chiefly among my 
constituents is that they were not aware that it was thinkable. 
They are used to thinking of Washington as a calcified place where 
nothing changes, and even though they are utterly convinced of the 
illogic of the system, the wastefulness of it, of the enormous costs 
which they are very familiar with, even if they haven’t seen in the 
studies, they know in their own lives, their own businesses what 
it means. 

The compliance costs, they didn’t think that we were smart 
enough here in Washington to understand that. And now that this 
debate is underway and people realize that it is possible not just 
to tinker with the income tax, but to get rid of it, I think you have 
got a tiger by the tail here. 
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Mr. Thomas. Well, I looked forward to this moment as a Memter 
of the Taxwriting Committee, but I honestly thought it was going 
to take a change in the Majority control of the House to bring it 
about, and lo and behold, that is the case. 

We look forward to your continued input, not just as a Member 
who understands the system, but as someone who is in an ex- 
tremely important position to assist us in making choices among 
the very attractive alternatives that we will be looking at. I thank 
you very much for your participation. 

Chairman Archer. Mrs. Kennelly. 

Mrs. Kennelly. Thank you, Mr. Cox. No questions. 

Chairman Archer. Does anyone else wish to inquire? 

Mr. Hancock. 

Mr. Hancock. Yes. 

Mr. Cox, what type of law or kind of law did you practice in the 
private sector before you came into the Congress? 

Mr. Cox. General business law. 

Mr. Hancock. I understand that you were heavily involved, 
though, in the creation of capital — of venture capital, helping busi- 
nesses get started? 

Mr. Cox. That is exactly my specialty. I did capital formation. 

Mr. Hancock. OK. Under these circumstances, your business 
was primarily to create jobs, to start new businesses or to emerge 
businesses to where we could create jobs, and make us more able 
to compete on a worldwide basis and what have you through this 
type of structure. 

How much of your time would you say percentagewise with one 
of your clients was spent in the idea of how you developed jobs, or 
how you can do it from within the Tax Code, and to be able to keep 
enough of the capital to expand the business? What percentage of 
your time was spent on that part of starting a business, say? 

Mr. Cox. Probably a third to a half. I tried to make my specialty 
the business side, the venture capital, the initial public offering, 
how to start up your company, how to expand your market, go 
through financing and so on. But the tax side of it was sufficiently 
important and dominating in many cases that when eventually I 
was asked to teach Federal income tax at Harvard Business School, 
it was based on the experience I had gained allegedly in a nontax 
area. But I didn’t have to do too much prep work in order to teach 
an introductory course in Federal income tax because of that. 

I tried to teach a course called ‘Tax Factors in Business Deci- 
sions” which — the notion that students in business school should 
learn that you make a business decision and only take tax factors 
into account, but you don’t make decisions for tax reasons. It be- 
came increasingly hard to convince people, given the big numbers 
they were looking at with taxes, that that made sense. 

Mr. Hancock. Did you ever have a client that made the decision 
to establish his business outside of the United States because of 
the tax structure in the United States? 

Mr. Cox. I never counseled anybody who did that, but I did have 
clients who already had established operations overseas, in many 
cases, who take advantage of the lower tax, lack of capital gains 
taxes and so on. 
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Mr. Hancock. You never had a situation where, following your 
counsel, that organization made the decision without your counsel, 
though, to go to a foreign country to establish their business? 

Mr. Cox. [ did not, but I was counseling mostly startup compa- 
nies and so on that hadn’t gotten to the point yet where they had 
an operation to pick up and move. 

Mr. Hancock. But you know of a lot of cases where that has 
happened? 

Mr. Cox. I am well aware that people move jobs to other coun- 
tries on a routine basis in order to avoid the tax burden that is rel- 
atively higher here in the United States. 

Mr. Hancock. Thank you very much. I really appreciate your 
testimony, and I appreciate the work that you have done here in 
the Congress. Thank you. 

Chairman Archer. Congressman Neal. 

Mr. Neal. Thank you. Chris, you made reference to 4 percent in- 
terest rates. What kind of deficit reduction could you think would 
be necessary to get us to 4 percent interest rates again? 

Mr. Cox. Well, in those days we found that the Congress was 
able to support such extravagances as the Korean war, the Mar- 
shall plan, GI bill, all with a balanced budget, a surplus budget in 
a low tax rate environment. 

It is extraordinary to think how we have failed, in comparison. 
I believe if we were to do the same, that is to say, operate at a sur- 
plus to take on those major responsibilities of which we were capa- 
ble, but none of those of which we were not capable, that we would 
find ourselves in that same zero inflation environment that would 
permit 4 percent interest rates on 30-year mortgages. 

Mr. Neal. The interest rate on my home is 8 percent after all 
these years. If there is any suggestion that you could have that is 
going to bring interest rates down and I am not aware of any ideas 
in the current marketplace, could you share that with us? 

Mr. Cox. Roughly speaking, you are paying an inflation premium 
on top of the 4 percent rate that your parents paid. 

Mr. Neal. Thank you. 

Thanks, Mr. Chairman. 

Chairman Archer. Chris, would it not also have a major impact 
on interest rates if you had a zero tax on savings and investment? 
And if you were able to completely abolish the income tax, would 
you not have a far greater influx of interest in investment by for- 
eigners in this country which would once again put more money 
available for loan purposes? And under the Taw of supply and de- 
mand, because money is fungible, and fungible worldwide today, if 
there were far more money available for loaning in the United 
States, would that in itself not drive the interest rates down? 

Mr. Cox. That is exactly what it would do. Today we have an 
abysmal 3.9 percent savings rate. That is woeful compared to the 
rate at which Americans used to save and invest when I was a 
child, when my parents were working in the fifties. 

Interest — interest rates are one measure of the cost of capital. 
The price of money will, like the price of any commodity, go down 
as the supply goes up. If we can supply more savings, more invest- 
ment capital in the system, necessarily, we will drive down interest 
rates at the same time. And of course, if you relieve our American 
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system right now of the burdensome tax on savings and invest- 
ment, you will have exactly that result. 

Chairman Archer. Thank you. 

Ms. Dunn, did you wish to inquire? 

Ms. Dunn. I did want to. Thank you, Mr. Chairman. 

Chris, I remember last year when a group of us was putting to- 
gether the Contract With America your frustrations in not being 
able to include in that proposal the repeal of the 16th amendment. 
And I just wanted to tell you that I can understand your satisfac- 
tion now, sitting here, realizing that the impossible is now occur- 
ring; and Chairman Archer has put on the agenda for discussion 
this major, major change in public policy. 

Chairman Archer asked earlier today a question of the Treasury 
Assistant Secretary, who was not forthcoming with us, as to the ad- 
ministration’s proposal for a replacement Tax Code. He said. If you 
could design the most appropriate way to raise the money to pay 
the government’s bills, what would your proposal be? Are you in a 
position now to make a proposal to us for a new Tax Code to re- 
place the income tax? 

Mr. Cox. What you replace the income tax with is of vital impor- 
tance. Obviously, if we don’t have an income tax any longer, we are 
immediately in the realm of consumption tax. Many economists, if 
not most economists, tell us that that is a step in the right direc- 
tion, that that is an improvement, and I would dare say that that 
is something upon which economists who would consider them- 
selves of liberal stripe agree upon with economists who consider 
themselves to be conservative or supply siders. 

But what kind of a consumption tax and precisely how one im- 
plements it is very, very important. There are details here that I 
can’t possibly cover in 5 minutes or 30 seconds or however long I 
am permitted to respond to the question, that if tweaked, could 
change the fairness of the system, the advocacy of the system, the 
cost of enforcement of the system and so on. And that is what these 
hearings are all about. 

I concluded my formal remarks with a quote from Congressman 
McCall saying that when they passed the 16th amendment, they 
did it in a 4-hour debate, that they didn’t spend enough time think- 
ing about what they were up to. I hope we don’t make that mis- 
take. I know we will not. 

I think what Chairman Archer has done is started a national de- 
bate that will probably last more than 1 year, probably more than 
2 years. It will take some time for us to flush this out. The impor- 
tant thing is that today, yesterday, you began this, and this is a 
historic course. I just want to be sure that as we start at the front 
end of this process, everyone recognizes just how significant this is 
in the history of our country. 

Ms. Dunn. Thank you. 

Chairman Archer. Mr. Zimmer. 

Mr. Zimmer. Congressman Cox, I would like to know, at what 
point do you want to repeal the 16th amendment? While we are 
still debating tax alternatives? Because I would assume that ^ re- 
pealing the 16th amendment, then you take the flat tax off the 
table, and you take the Nunn-Domenici tax bill off the table, be- 
cause they would not be constitutional any longer. 
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Is that your understanding as well? 

Mr. Cox. Yes. There are two things that one must consider in 
passing a constitutional amendment affecting taxes. One is that it 
will make possible whatever tax system you have in mind at the 
moment, and that is of course the milieu in which the 16th amend- 
ment first was adopted. 

Second, you have to try to project what subsequent Congresses 
might do with the power that you have given or the power that you 
have subtracted. And so I believe we have to be just as sober about 
repealing the 16th amendment as we are when we passed the bal- 
anced budget amendment, as we are when we consider any amend- 
ment to the Constitution. As a practical matter, it will take mul- 
tiple years to ratify. 

In order to get us an income tax in the first place, we had about 
an 18-year period from the commencement of the debate in the late 
19th century until final ratification by the last State in 1913. I 
hope it doesn’t take us 18 years from the date of this hearing to 
get a result, but it will take as a practical matter something more 
than a year or two; and I think that is ample time for us to flesh 
out the whole debate and consider whether we have an acceptable 
alternative in the form of a consumption tax to substitute tor to- 
day’s income tax. 

Mr. Zimmer. As I understand it, one of the reasons the 16th 
amendment was enacted was because of some fairly cryptic lan- 
guage in the Constitution, as it was originally drafted, limiting the 
ability of Congress to impose direct taxes without allocating them 
among the States according to population. That is the best I can 
recall the language. 

What does that prohibition mean and would any tax, nonincome 
tax that you would foresee require some kind of modification of 
that proscription? 

Mr. Cox. 1 don’t think so. The Supreme Court ruled that the — 
I find, by the way, the language to be unambiguous in the Con- 
stitution. 

Mr. Zimmer. What is the direct 

Mr. Cox. The Supreme Court so held, the Court at that time held 
that, in consistency with the language in the Constitution, any tax 
levied by the Congress must either be a capitation tax — that is, a 
head tax, if it were to be a direct tax on individuals rather than 
on transactions — or the proceeds of the tax would have to be appor- 
tioned among the several States. So you couldn’t tax money from 
New Jersey, which would be a donor State, and give a net benefit 
to California. That was what was meant by the original constitu- 
tional provision. 

I think it remains unambiguous. It has never been the subject 
of a lot of constitutional debate or discussion beyond those deci- 
sions. 

So I think if you repeal the 16th amendment, what you are left 
with is the Federal capacity to tax transactions. 

There was a corporation income tax that was found to be con- 
stitutional that antedated the 16th amendment because it was a 
franchise tax on the privilege of being a corporation. So sales tax, 
for example, which is one of the things that you are considering, 
all other manner of transaction taxes, even a VAT, although I dorvt 
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favor it, all of these things would likely be squarely within the con- 
stitutional power to tax that the framers, the Founding Fathers, 
conferred upon Congress to begin with in article I. 

Mr. Zimmer. Would it be possible to include deductions and ex- 
emptions as means of assuring progressivity in a consumption t^, 
a sales tax-based system, or VAT tax system, under the proscrip- 
tion of the original Constitution? 

Mr. Cox. Yes. In my view, that is straightforward, in the same 
fashion that now we make a legislative judgment that we are not 

in State x going to levy a sales tax on groceries or on rent 

Mr. Zimmer. Or on people earning less than $10,000 a year? 

Mr. Cox. Well, no. Once you frame it as an income tax, I think 
you are going to get, at the very least, into a gray area. The whole 

E oint here is to tax transactions rather than to tax people on the 
asis of their incomes. That is why the language of the 16th 
amendment was incomes from whatever source derived. 

Mr. Zimmer. Thank you. 

Chairman Archer. Mr. Portman, and then hopefully we are 
going to recess at 1 o’clock. 

Mr. Portman. Thank you, Mr. Chairman. 

Briefly Chris, thanks for all of your work on this. And I found 
that last dialog fascinating; one of my questions was how much of 
the progressive/regressive concerns that were expressed by Mr. 
Samuels earlier could be addressed by not having the 16th amend- 
ment; and I think that is something we need to look into, because 
part of the response to my earlier questions to him I think were 
along the lines of having almost a concurrent system to have some 
income-based system in order to deal with what he considers the 
unfairness of the system. 

You have the experience of also working in the White House 
Counsel’s office; I believe you were there during part of the formu- 
lation of tax policy from that, independent of Pennsylvania Avenue, 
and then you went into the private sector and got involved with 
tax-motivated business decisionmaking, and then taught tax, so 
you are a glutton for punishment. You have a good background to 
talk about this. 

I didn’t want to have you leave here without pushing you a little 
bit further, therefore, on your views as to the future. Without get- 
ting into a lot of detail, in response to Jennifer Dunn’s comment, 
you indicated that you would indeed support movement away from 
an income tax and therefore to a consumption tax system of some 
kind, the details being more difficult. You then mentioned briefly 
that a VAT tax wasn’t necessarily your favorite or preferred option. 

Are you leaning more toward, then, a retail sales-type tOT, or 
what other ideas do you have, generally speaking, at this point as 
to where we might move? 

Mr. Cox. I would like to address two things that you raised: 
First, the kind of consumption tax that might operate best and 
what I think might be its features; and second, the notion, based 
on my experience with Mr. Zimmer, of repealing the 16th amend- 
ment and analyzing what powers would remain for the Federal 
Government. 

The only reason I think it is necessary for us to address the 16th 
amendment at all in the form of a repeal is that I don’t know that 
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the American people are willing to have this Congress pass a big 
new national tax right on top of the income tax they have already 
suffered through, even if some Confess promises them, don't 
worry, we will reduce the income tax burden so that this big new 
tax we are visiting upon you will be not so bad. 

Because we have seen the history. I quoted to you from the origi- 
nal debates in Congress, when it was proposed that they tax only 
millionaires. Now we know 95 percent of all taxpayers fall below 
the line that that original Congress intended to exempt. That is to 
say, they have to file now, and it was intended that they should 
not. So it was for that reason that I think, as a political matter, 
we would be wise to consider, if we are going to pass a big new 
tax of some sort, simultaneously to promise to the American people 
in a binding way that we mean it, we are not kidding, we are going 
to take away the income tax. You don’t have to trust us on this, 
we have taken away our power to levy, as to how best to structure 
the consumption tax. 

The opportunity is to have a broad-based tax and therefore a 
very low rate. The opportunity simultaneously is to have it be effi- 
cient in collection so that the burden on individuals is taken away. 
You don’t have to do all of that paperwork, you don’t have to think 
about April 15 all year long. The government is not intruding into 
your life, and you are not going to go to jail because your shoebox 
was out of order. 

By the way, in the constitutional debates in the House, I noticed 
that the sponsor said, nobody will ever go to jail. People opposed 
to it said, you are going to go to the penitentiary if you don't have 
the right papers and the government is going to snoop around and 
so on; and people said, that is ridiculous. But of course that is ex- 
actly the way the IRS operates today. So that is the benefit of that 
tax. 

The problems that this Committee are going to have to address 
in a sales tax include noncompliance. Will people cheat, will they 
be able to — will we stimulate somehow the underground economy? 
The basic precept of a consumption tax is, you get rid of the under- 
ground economy which is flourishing under the income tax because 
you tax transactions that are unavoidable. Structured properly, it 
seems to me some kind of transaction tax, modified sales tax, 
maybe sales tax just like we have right now would achieve that. 

You also need to make sure that it is procompetitive, that it 
stimulates all of the things that we as Members of Congress want 
to stimulate both in the economy, work, savings, investment, and 
so on. 

Those would be my criteria, and I suspect they would be yours 
as well. 

Mr. PORTMAN. Thank you. 

Chairman Archer. Thank you for an excellent presentation. The 
Committee will stand in recess until 2 o’clock. 

[Whereupon, the Committee recessed, to reconvene at 2 p.m. the 
same day.] 

Chairman Archer. The Committee will come to order. Jon 
Christensen and I are here, and that is great quality. While we 
may lack in numbers up here, we have the quality to speak to at 
least the panelists at the beginning. 
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Gentlemen, welcome to the Committee. I apologize to you for the 
delay in how long you have had to wait today. It really was pretty 
much beyond our control, but we are delighted to have you with us 
and we are looking forward to hearing your comments on the VAT. 

Cliff Massa, would you like to proceed. 

STATEMENT OF CLIFF MASSA III, PARTNER, PATTON BOGGS, 

L.L.P. 

Mr. Massa. Thank you, Mr. Chairman, and Member of the Com- 
mittee. My remarks are going to emphasize three points, on which 
there is more detail in my written statement. The first, just as a 
taxpayer and observer, we have an opportunity to perhaps try to 
establish some principles on which to build a tax reform package. 

Second, that whatever we do, a single-rate tax should be applied 
to all economic value added as the most sensible base on which we 
can build a new tax system, one that differs dramatically, by the 
way, from VATs around the world. Third, my observation that the 
subtraction method tax is the way to proceed. 

As to principles, it seems to me that if we are really going to con- 
template starting from scratch, perhaps we could agree on a few 
basic things. Peimaps, one, that the government’s general revenue 
system is there solely for the purpose of raising revenue; second, 
that it ought not be used to try to achieve particular purposes, eco- 
nomic, social, good, bad, or to penalize or encourage particular ac- 
tivities; third, that we finally integrate our tax system with those 
of our trading partners; fourth, that we develop a system that has 
the maximum amount of simplicity, but also the maximum effi- 
ciency so that we can eliminate a lot of wasted planning and com- 
pliance time and get the maximum part of the base covered. Fi- 
nally, let’s try to address any regressivity of the system outside the 
system. 

Granted, those proposals, those principles can be agreed with, 
disagreed with, but they are ones that kind of appeal to me, and 
on the basis of those principles it seems to me that economic value 
added in its most generic sense provides this country with the best, 
most neutral, least distortive tax base we can come to. 

I want to emphasize by this that I am not talking about VATs 
in the sense that most of us understand them. Systems in other 
countries in Europe, Canada, Mexico, which I think my colleague. 
Dr. Cnossen, may be able to comment more on than I am able to, 
are probably the worst possible models to deal with. I am going to 
suggest that economic value added in its most generic sense is, in 
fact, the best system to work with. 

By that, I understand value added to be the amount that each 
business adds to the production of goods and services as they move 
through the economy. In essence, as long as a business is selling 
goods and services for more than it pays for its inputs from other 
companies, it is adding value. 

Looked at another way, what it is using is its labor services, the 
services of its employees, and its capital services, the services of its 
lenders and its owners, to turn inputs into more valuable outputs. 
If that is the sum and substance of value added, which is what I 
understand it to be, it seems to me that that is as close to perfec- 
tion in a tax base as we can come. 
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It is going to treat labor and capital or more accurately the pay- 
ments for labor services and the payments for capital services the 
same way. It treats debt and equity the same way. It treats all 
businesses the same way. It treats foreign and domestic producers 
the same wsiy. 

There were some concerns this morning expressed by Treasury 
that we may not be able to reach an ideal system. Well, perhaps 
not, but it certainly seems to me that we ought to start there. If 
we are going to wipe away a rather complex system, let’s try to 
reach for the ideal, and I think value added in its economic sense 
is the ideal. 

Let me focus on the subtraction method value-added tax, which 
is what I was asked to deal with particularly. There is a different 
method that is used in other countries. It is known as the credit 
method whereby each transaction has a tax notation on the invoice. 
You add up your tax amounts, subtract the tax amounts on your 
purchase invoices, and you pay the difference. 

My collea^e, Alan Schenk, will go into much more detail on 
that. The subtraction method to me is a little simpler, although the 
economics are the same. Every business aggregates its sales re- 
ceipts for goods and services, subtracts its purchases of goods and 
services, and pays a tax on the difference, which is equal to its 
value added. It is interesting that all the tax proposals that are put 
forth at the moment rely to some degree or another on a tax on 
value added and particularly on a subtraction method — Mr. Gib- 
bons’ proposal, the U.S.A. tax, the business portion of it from Sen- 
ators Nunn and Domenici, former Senators Danforth and Boren’s 
business activities tax. While it may be a little controversial, I will 
ar^e that the flat tax is essentially the same thing. It just taxes 
value added in two pieces. The subtraction method, I think, is 
viewed favorably by the proponents because it is viewed as being 
inflexible, meaning you cannot with ease tiy to tax different goods 
and services with different rates, putting different preferences and 
penalties into place. 

Some people will argue that is a detriment, that the credit meth- 
od is more flexible and you can do more things with the system. 
I would argpie that the subtraction method being inflexible is a 
principal reason that it ought to be considered in this country. If 
we want to keep a single rate applied to every business activity, 
which I personally would find desirable, then the subtraction meth- 
od is the best way to go. I would be glad to comment in a lot more 
detail when time permits. Thank you, Mr. Chairman. 

[The prepared statement follows;] 
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STATEMENT OF CLIFF MASSA III 

TO THE 

COMMITTEE ON WAYS AND MEANS 


"The Subtraction Method Value-Added Tax" 

June 7. 1995 


This statement discusses the concepts and mechanics of a subtraction method value-added tax. 
To provide a context, section I presents five principles for the Committee's consideration as a 
foundation on which a new tax system could be constructed. Section 11 describes "value-added” and 
how it differs significantly from "profit" on which the business income lax is based. Section lU covers 
the subtraction method in more detail. An Appendix provides additional details and commentary. 


1 . SUGGESTED PRINCIPLES FOR TAX REFORM 

When federal tax policy is debated, two principal issues should be addressed. One is the "how 
much" issue - do we tax ourselves sufficiently? The other is the "in what ways" issue - do we tax 
ourselves intelligently? Recent national lax debates have focused heavily on how much, with little 
serious attention being given to in whai ways. Our political process may never produce a lasting 
consensus about what percentage of gross domestic product should be claimed by the government in 
taxes. However, a consensus may be forming on the need to change the ways in which the federal 
government generates the taxes that we are willing to pay and to do so in the most efficient manner. 

The early stages of the growing tax reform debate have produced a willingness on the part of 
many groups and policy makers to put a wide range of possibilities on the table. Such proposals and 
the growing public and press attention to the subject strongly suggest that the time for fundamental tax 
reform is approaching. 

Given this opportunity, is my hope that we will step back from a contentious bout of slogans 
and themes long enough to make a considered judgment about some basic principles under which we 
can lax ourselves intelligently If we develop such a context in which to work, the result may be both 
better and longer lasting. My recommendation that the Committee consider adoption of a subtraction 
method value-added tax is based on several factors, including the following five principles. 

1, The role of the federal government's basic tax structure should be to generate the desired 
level of revenue -- nothing more. Efforts to achieve economic, political and social objectives through 
the income tax are inefficient, wasteful, blunt and complicating Instruments. 

2, The tax structure should impose minimal distortions on the economic decisions made by 
millions of individuals and businesses every day. Any tax imposes a drag on private sector activities 
as the price for the governmental services that we require. But this unavoidable impact should not be 
aggravated by a general revenue system which encourages, discourages, penalizes, rewards or 
otherwise artificially influences particular actions of consumers, investors and business managers. 

3. The tax system should be able to be integrated with the systems of our trading partners. 
We are long past the time when the our tax system should have been reformed to allow border 
adjustments that reflect the increasing trade in goods and services across international borders and the 
increasing flows of capital investments across the same borders. 

4. The tax system should combine maximum simplicity wish maximum efficiency. 
Enormous amounts of money and of the time of very talented minds are expended annually in 
planning for and complying with federal tax laws. Also, there is a sizable underground economy that 
evades taxes, thereby raising taxes on everyone else. The tax system should be simple enough to 
eliminate extensive planning and compliance costs while also thorough enough to enable an efficient 
Internal Revenue Service to apply it to the maximum possible percentage of the tax base. 
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5. ''Regressivity " should be addressed directly, not by distorting the tax system itself. There 
may never be a consensus about the economic "incidence” of particular taxes, but economists and 
others have reached a general consensus that efforts to offset regressivity should be targeted to the 
intended households through direct spending programs or tax rebates. Offsets within the tax system 
itself - particulju’ly within value-added and sales tax systems -- are exceedingly wasteful. 


II. ECONOMIC “VALUE-ADDED" AS A TAX BASE 

A general tax structure which can be implemented under these principles is a tax that applies to 
economic value- added. Interestingly, there is already a substantial level of agreement that value-added 
IS the best tax base on which to build. Although not widely recognized, all of the major tax reform 
packages introduced in Congress or described in detail by Members of Congress rely on a system that 
taxes economic value-added. Included are (i) the new tax structures within the packages by Rep. 
Gibbons and by former Senators Danforth and Boren, (ii) the sales tax recommendation of the Cato 
Institute and Senator Lugar, (iii) the business portion of the USA Tax package by Senators Nunn and 
Domenici and (iv) the flat tax recommended by Rep. Armey and others. Perhaps this represents an 
emerging consensus which will enable us to focus more attention on the mechanics and details of a tax 
system with less disagreement about what the proper lax base is. 

A. A Tax on "Value-Added*' vs. a VAT 

The term "value-added tax" may have become a proper noun in the minds of many people. 
"VAT” almost certainly has acquired that status. The use of either term is generally intended to 
suggest a specific tax structure like those in place in Europe, Canada, Mexico and most industrialized 
nations. That structure applies multiple tax rates, exemptions and other preferences to the sales of 
goods and services in the economy, with invoices listing a VAT amount for each sales transaction. 

However, this does not describe what value-added is: it only describes a familiar means for 
computing taxes on a portion of value-added. In fact, most VATs in other countries are the worst 
possible models for a tax system that applies to value-added. The VAT’s reputation for complexity 
and economic distonions is well deserved. Those who heap scorn on VATs do so with considerable 
justification. If a VAT were the only option for tax reform. I would hope we stay where we are, 

But the widespread dissatisfaction with VATs as they are used in other countries is not grounds 
for opposing all value-added lax systems. I urge Members of the Committee to step back from the 
slogans and rhetoric and to consider what value-added really is. 

B. The Basks of Value-Added 

"Value-added” is what each business entity contributes to the economy as it does its part to 
move goods anc services through the various stages of production and distribution and to the ultimate 
consumer. As long a company is selling its goods and services to its customers for more than it pays 
to purchase inputs from its suppliers, the company is producing value-added. By applying a tax to the 
value created by each business entity, the system is actually reaching the total value of goods and 
services consumed in the economy. What the retail sales tax does at the last stage, a value-added tax 
does in increments at every stage along the way. 

To be more precise, value-added for a given company equals what that company pays to its 
providers of labor services and to its providers of capital services for the use of those services in 
converting "inputs" into more valuable "outputs." For example, when a company purchases inputs of 
raw materials, component parts and various goods and services from other companies, it does so with 
the intention of converting them into its own goods or services for sale to its customers. This 
conversion is accomplished by applying the company's available labor services — i e., the work of its 
employees -- and the company's capital services — i.e.. the use of assets acquired with its lenders' debt 
and its owners’ equity -- to process, assemble, rebuild, move, market or in other ways make its own 
goods and services more valuable to its customers than the sum of the purchased parts. 

Therefore, when you strip the system down to its basics, a tax on value-added is applied to the 
compensation that the company provides for both labor services and capital services. That means that 
the tax base is equal to the sum of (i) wages, salaries and benefits of all kinds for employees, plus (ii) 
retained earnings, dividends and interest for owners and creditors. This illustrates why value-added is 
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SO widely regarded as a sensible, neutral and efficient tax base for a general revenue system. It taxes 
both labor and capital or. more accurately, the payments made for both labor services and capital 
serv ices. It does so in proportion to how much of either is used by a company. 

This also illustrates why the flat tax is a lax on economic value-added. The flat tax applies to 
the payments made for labor services (wages, salaries, pension payouts) at the individual level and to 
payments made for capital services (interest, profits) and for some labor services (fringe benefits) at 
the business level. The mechanics are different and the numbers of taxpayers are radically differem. 
but the tax base is economic value-added in both systems. 

C. Contrasting "Value-Added” 

The value-added concept is simple to explain and easy to understand, provided that income tax 
concepts are set aside. For businesses, the income tax applies to profits for the years. "Profit" 
(whether distributed or retained) is a payment for capital services, so profit is an element of 
value-added. However, it is only one such element. Interest paid to lenders is another payment for 
capital services. Payments for labor services (including wages, salaries and all benefits) comprise the 
other element of value-added. Therefore, a company can still add value to the economy, even when it 
is not profitable. Labor and borrowed capital (if any) are still at work converting "inputs" into more 
valuable "outputs" even though the owners may be losing money (although a company which 
continuously pays more money to suppliers, employees and lenders than is coming in from sales will 
not stay in business long). But while a business activity continues, losses alone do not result in zero 
value-added lax liability. They merely reduce the value-added attributable to labor and to assets 
financed by debt capital. 

A related issue is the fact that any company’s value-adding activities can be negative for a 
period of time. If the company pays more for inputs than it receives for outputs during a particular 
accounting period, it has consumed more value-added than it has generated. Such temporary periods 
of "negative value-added" occur when a company engages in significant expansion programs such as 
major purchases of machinery and equipment or inventory accumulations. These purchases 
significantly increase the sales receipts of the company's suppliers that created the value-added 
represented by the equipment, inventory and other inputs. To prevent double taxation of the same 
value-added, the company with negative value-added for the period must be given a prompt refund 
equal to the tax rate multiplied by the negative amount.' Then, the system as a whole is taxing the net 
value-added in the economy for the period. A company's periods of negative value-added will be 
followed by periods in which its value-added is rather high, because its increased sales exceed its 
reduced level of purchases by considerable amounts. 


III. THE SUBTRACTION METHOD 


A. The Alternatives for Computing a Value-added Tax 

There are two methods for computing a company’s value-added and three ways to compute its 
value-added tax liability. 

1. Subtraction Method 

A simple way to measure value-added for any given period is to determine the excess of a 
company's gross receipts from the sale of its goods and services over its purchases of goods and 
services from other businesses. This is the basic "subtraction method," so named for the simple 
arithmetic process that it uses. The tax rate is them applied to the base. In a sense, the subtraction 
method computes value-added only when it is realized in a sale to customers. The subtraction method 
is often called a "period lax" or "books of account" tax because it can be computed for a given period 
using basic sales and purchases information from the company's books. 


An alternative is an indefinite cany for^vard of the “negative value-added.* plus interest. Hov^ever. this does not recognize either 
the cash flow implications to the company or possible perpetual cany forwards of exporters because of the border adjustment rules 


A less simple but perhaps more fully descriptive method requires identifying and then adding 
together the component pans of value-added for the company. Value-added is created by the 
company's own labor services and capital services, so value-added for the period is computed as the 
sum of (i) wages, salaries and benefits paid to employees, plus (ii) interest paid to creditors, plus (iii) 
profits (either paid or retained) for the owners. The tax rate is then applied to the total. This is called 
the "addition method." for the obvious reason. Although in use in two states, this method is 
sufficiently difficult that it is not under serious consideration at the federal level, so it is not discussed 
further in this statement. Under this system most of the value-added is computed without regard to 
sales because wages, salaries, benefits and interest are incurred without regard to the timing of sales. 

Often called a third method for computing value-added, the "invoice and credit method" is 
perhaps more accurately described as a third method for computing the tax liability itself. This method 
(called the "credit method" hereafter) requires the company to compute a tax amount for each sale and 
then record that amount on its invoice or sales receipt given to another business. The company then 
aggregates the tax amounts on its sales receipts to compute a tentative liability. It also aggregates the 
lax amounts on its purchase receipts to compute the tax attributable to what it has bought. By 
subtracting its purchases' tax notations from its sales' tax notations {i.e.. by crediting its taxes on 
purchase invoices against its taxes on sales invoices), the company computes its liability for the 
penod. The credit method is often called a "transactions" tax because the rate is applied to each sales 
transaction. 

In essence, the credit method is a variation of the basic subtraction method. The subtraction 
method subtracts gross purchases (P) from gross sales (S) and multiplies the balance times the tax rate 
(TR) to produce lax liability, so that Tax = (S - P)TR. The credit method multiplies each sale and each 
purchase by the tax rate and then subtracts taxes on gross purchases ftom taxes on gross sales to 
produce tax liability, so that Tax = (S)TR • (P)TR. The mathematical results under each method are 
the same because (S - P)TR = (S)TR • (P)TR. 

B. The Merits of the Subt raction Method Venus the Credit Method 

Even though the credit method and the subtraction method are substantively identical, 
conventional wisdom has long held that the credit method is preferable. This is due at least in part to 
the fact that the credit method is well known because it is used in VATs in Europe and elsewhere. 
Also, the credit method is generally perceived as being more flexible, easier to enforce and more 
visible than the subtraction method. The proponents of the major proposals in this country have 
chosen the subtraction method value-added tax as the preferred approach for the United States. Two 
basic reasons support this choice — (i) it offers the best means for keeping the tax simple and neutral 
and (ii) it is readily adaptable to the accounting and bookkeeping practices already in place for the 
income tax, public disclosure and basic business needs. 

1. Simplicity 

The subtraction method is the simplest means for computing the tax because it stems from a 
very basic concept. By computing the excess of gross sales receipts over gross business purchases, a 
company can readily determine the taxable amount to which the tax rate is applied. The subtraction 
method is also gaining favor because it is generally perceived as being incapable of handling multiple 
lax rates and other complexities. Commentators believe that the accounting difficulties of tracking 
categories of sales and purchases for purposes of applying different rates and other rules make the 
subtraction method incompatible with such complexities. In contrast, the credit method is widely 
regarded as being flexible enough to allow multiple tax rates and various preferential rules to be 
imposed. The credit method can impose a categorization process on the seller which allows different 
lax rales to be applied to sales invoices for different categories of goods and services. This, in turn, 
allows both the seller and the buyer to keep track of the gross amount of tax attributable to each 
transaction. The subtraction method would require both the seller and buyer to categorize each sale or 
purchase on their books as being in one rate class or another and then apply the appropriate rates to the 
aggregate amounts in each category for each accounting period. 
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This difference in flexibility alone is sufficient reason to adopt the subtraction method, if the 
’inflexibility" of the subtraction method helps to assure that a value-added tax in the United States will 
apply a single rate to all businesses without imposing biases or distortions on the economy, then that is 
an invaluable advantage to this approach. 

2. Fimiliarit? 

The subtraction method also allows a company to use its most basic financial data -- gross sales 
and purchases - when computing the lax amount. With far fewer accounting rules than are imposed 
either for generally accepted accounting principles ("GAAP”) or for income tax rules, the subtraction 
method is relatively easy to implement. The credit method, on the other hand, would require a 
company to add to each sales invoice a line which slates the amount of tax attributable to the sale. 
Then, when recording both its sales and its purchases, the company must create a new accounting 
category and place into that category the tax shown on each sales invoice and each purchase invoice. 
Although not fatal to a simple system, these steps would create some additional compliance 
requirements which the subtraction method would not impose. 

The subtraction method’s computations are also seen as being more familiar to U.S. businesses 
which are accustomed to the federal income tax where, simply stated, gross income minus deductions 
equals taxable income. Both financial and income tax accounting already require that companies 
record their aggregate receipts and expenses for a given accounting period, A subtraction method 
value-added tax would use the same basic data and procedure. 

Conversely, relatively few U.S. businesses are already accustomed to tax systems that are 
computed and recorded on each sales invoice with a subsequent record of the tax amount. Retailers 
which pay state and local sales taxes have such familiarity. Manufacturers which are subject to the 
handftil of federal excise taxes (such as on alcohol and tobacco products) and gasoline retailers have 
some familiarity with computations based on transactions, but these are generally based on quantities 
produced or sold rather than on invoice prices. So, in a sense, the American business tax "culture" is 
much better attuned to the subtraction method than it is to the credit method. 

C. Brief Comparison tQ_a Sales Tax 

While a subtraction method value-added tax and a retail sales tax apply to the same theoretical 
base, the sales tax concept presents the unnecessary risk of missing all of the value-added represented 
by (i) the "underground economy" which sells goods and services to consumers without reporting such 
sales and (ii) the banking and insurance industries which are unable to identify the actual fee that is 
charged as pan of each loan payment or insurance premium paid by consumers. When a consumer 
purchase is not taxable, all of Uic value-added in the goods or services are exempt. A value-added tax 
will at least apply to that portion created by honest businesses that are in the system. 

Also, some system must be devised to prevent the "cascading" effect of taxing sales of goods 
and services that are used by a business in the production of its own goods and services. Exempting 
goods that will be resold is not sufficient. Goods and services that a business purchases to use when 
producing its own goods and services cannot be subject to the sales tax because their value will be 
taxable again at a later stage. To avoid such cascading will place a significant burden on the seller to 
distinguish between types of customers. Consider this issue as it affects sales of goods and services by 
airlines, utility companies, computer and software dealers, hotels, gasoline retailers and lawyers -- just 
to name a very few. The value-added lax avoids these complexities completely because a business 
purchaser is able to deduct the cost of its purchases when computing its own tax liability. 
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APPENDIX 


A. The Economic Effects of a Value-Add^ Tax 

A value-added tax is neutral in its impact on a number of economic decisions which are 
distorted by the current hodge-podge of federal tax systems. For example, a value-added tax does not 
distinguish between the use of labor services or capital services. It applies equally to payments for 
both in whatever proportion each is used. Thus, the decision to use either more employees or more 
capital to transfoi*m inputs into more valuable outputs would be driven by factors other than the 
value-added tax. Similarly, whether a company decides to finance its operations through debt or 
equity is irrelevant under the value-added tax. Interest and profits both are in the base and are taxed at 
the same rate. 

A value-added tax does not distinguish between the sectors of the economy. The value-added 
that is created by the service sectors and the value-added that is created by manufacturers are subjected 
to the same rules smd tax rate. Also, a value-added tax is indifferent to the origin of goods and services 
as long as they ai'e purchased or consumed within the taxing country's borders. A value-added tax 
system eliminates the advantages currently enjoyed by foreign companies which sell in the United 
States while paying little of the existing income tax and none of the payroll tax on the value of their 
imports. 

A value-added tax also treats all entities the same, regardless of the form of the business 
organization involved - whether C corporations, S corporations, partnerships and sole proprietorships. 
These labels are irrelevant under a value-added tax system. 

B. Who Bears the Burden of a Value -Added Tax? 

Economic theorists will probably never scale the argument about who bears the ultimate 
burden or "incidence" of a value-added tax. The traditional view is that such taxes are fully passed 
forward to consumers in the form of higher prices. The theory is that a value-added tax can be passed 
along by businesses because the full cost of purchases (including taxes) is recovered when it sells its 
goods and services. This assumes that markets are completely inelastic, meaning that consumers will 
buy the same quantities of goods and services at the higher prices as they bought at lower prices before 
the value-added aix was enacted. In such an inelastic market, any business would be foolish not to 
pass along the value-added tax costs to its customers. But does this differ from the situations 
involving other taxes - or any other costs — paid by businesses? In other words, if markets are 
completely inelastic, wouldn't businesses also fully pass forward the costs of ail taxes? Does the label 
"value-added tax" insulate this tax from consumer resistance to price increases? 

The alternative economic view does not conclude that a value-added lax (or any other 
'consumption tax") is not passed forward to consumers. In fact, as a net addition to current taxes, a 
value-added probably would be passed forward to some degree. Rather, the alternative view concludes 
that there is no qualitative difference between the incidence of a value-added tax and that of any other 
business tax. The burden will be shared in part by labor, in part by owners and in part by consumers. 
Market forces will determine how large each part is, and mere labels will not dictate a result. 

C. Inflationary Effect of a Value-Added Tax 

Given the traditional view that a value-added tax is fully passed forward in higher prices, the 
conventional wisdom is that enactment of such a tax will have an inflationary effect. However, there 
is no way of predicting with certainty what effect a value-added tax will have on inflation, just as there 
is no certainty in predicting how other tax reforms, tax decreases or lax increases will affect inflation. 
That probably depends primarily on the Federal Reserve Board's response to such changes. A serious 
evaluation of the effects on prices and on inflation of the introduction of VATs in 35 countries was 
undertaken by Alan Tait at the International Monetary Fund. Tail’s research found that there was linle 
or no effect on the price index in 22 of the countries, that an acceleration of inflation followed the new 
tax in six countries and that a shift in prices followed in the other seven. Even though inflation did 
occur in a few of the countries, Tait noted that other factors — such as government monetary and fiscal 
policies, the use of the new tax revenues and advance commentaries and expectations by policy makers 
and the public - explain more about inflation trends than the introduction of a value-added tax. His 
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Study is strong suppon for the argument that a broad-based business tax alone does not accelerate the 
rate of inflation, p^icuiarly when it replaces other taxes. 

D. The Value-Added Tax Applies Equally to Labor Services and la Capital Servic ts, 

One persistent criticism of a value-added tax is that it taxes only labor, because machinery^ and 
equipment costs are ftilly deducted in the year incurred while employee compensation (including all 
wages, salaries and benefits costs) is not deducted at all. In fact, a value-added tax applies equally to 
labor and to capital. More accurately, it applies equally to payments for labor sendees and to 
payments for capital services. When a company purchases machinery and equipment, it must be 
allowed to remove the costs of such assets from its value-added base because the costs of such assets 
have been taxable to the producers of those assets. Not allowing a deduction for these costs would 
result in double taxation of the same value-added. 

What is generally overlooked is that the purchase (or lease) of more and/or better machines 
requires the use of more debt capital or more equity capital — or probably both - to fiind the purchase 
or lease. When this happens, the capital services component of the value-added base will be much 
higher than otherwise would otherwise be the case, interest costs will rise and profits must rise to pay 
the lenders and owners for the use of more of their coital (as well as to repay the lenders their capital 
itself). While there is a one-time reduction in value-added as the costs of machines are deducted, the 
capital services portion of the value-added base will be significantly increased for several years. 

E. Regressivitv 

VATs in Europe. Canada and other countries generally either exclude sales of food, housing 
and medical care from the system (using a zero rate of tax) or impose a much lower rate of tax on 
sellers of these and other "necessities." Conventional wisdom is that such exclusions and preferences 
arc necessary to offset the perceived "regressivity" of a value-added tax, based on the traditional view 
that it will always be passed forward to consumers in the form of higher prices whereas other taxes are 
not. 


But the usual approaches to addressing regressivity are ill-advised even if the traditional 
incidence analysis is correct. Preferential treatment of necessities is wasteful, minimally effective and 
distortive. When exclusions or preferential rates apply to sellers of food, medical care and housing, 
they apply to all sellers and to all of their sales. As a result, a huge portion of the anii-regressivity 
"benefits" are wasted on middle and upper income households which buy more quantities — and more 
expensive — food, medical care and housing. Furthermore, such exclusions can reduce the tax base by 
30 percent or more, which requires raising the tax rate on all other business sectors (whose products 
and services low income households ^so buy) to cover the revenue loss. This process destroys 
neutrality among business sectors, distorts economic decisions and creates a system that is very 
complex and costly to administer. 

Perhaps this is explains the trend in other countries to reduce or eliminate the use of such 
preferential rales for "necessities." The New Zealand lax enacted in 1986 (and widely regarded as a 
mode! brolly-based VAT system) uses only one rate and applies it to all businesses. Even the EC 
countries which introduced the use of multiple rales are trying to lessen the number of rates and the 
categories of activities. 

The better approach is to tax all businesses on value-added at a single rate which maximizes 
the efficiencies of the system and prevents distortions among industries. Then, a portion of the 
revenues that would otherwise be lost through exclusions or preferential rates can provide income and 
payroll tax reductions, refundable tax credits and/or income support programs that benefit only friose 
households which are the intended beneficiaries of such assistance. 

F. "Visibility'/^ of a Value-Added Tax 

Conventional wisdom holds that a value-added tax is a "hidden" or "invisible" tax and, 
therefore, its rates are very easy to increase. The theory is that voters will not notice a value-added lax, 
making it quite painless for government to raise the rate at will. Much of the commentary' on the flat 
tax and the sale tax emphasizes a need to make taxes almost painfully visible. Whether visibility is 
politically important to restrain the size of government or not is debatable. If it is, there is no 
mechanical reason why each retail sales receipt cannot say "includes XX% value-added tax." 
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G. How the Sub traction Method Valug-Add^d Tar Works 

The Taxpayers. The value-added tax base should include the value-added by every "business" 
in the economy, without regard to the legal form of the entity. Profit motive and profitability are 
irrelevant for value-added tax purposes. Alt that is important is that the entity has added value to the 
economy through the production and sale of goods and services. 

The Taxable Amount For purposes of a subtraction method value-added tax, the "taxable 
amount" is simply the excess of receipts from sales of goods and services in the United States over 
purchases of goods and services (ie.. raw materials, machinery, energy, intangibles, accounting 
services, pencils, etc.) used by the company to produce its output A company does not have to 
grapple with the income tax concepts of inventory capitalization, depreciation, bad debt reserves, 
intangibles amonizaiion, etc. These concepts are not needed in the value-added tax context. The 
specific tax liability is computed by applying the tax rate to the taxable amount. 

Exports. Any value-added tax attributable to exported goods and services must be removed or 
rebated. Otherwise, the value that is created and taxable in this country would be taxable again in the 
destination country if that country imposes a similar tax -- and all of our major trading partners do. 
The simple approach under the subtraction method is to exclude export sales from gross receipts while 
deducting all purchases relating to the exports, thus allowing the exponer to recover the full amount of 
value-added tax attributable to the goods and services which it purchased as inputs for its exports. For 
a company which sells exports exclusively, its sales receipts for the purposes of a value-added tax will 
always be zero. For a company which is primarily but not exclusively an exporter, its includible 
receipts will be low. When there is an excess of input purchases over sales receipts, producing a 
"negative value-added," a refund equal to the tax rate multiplied by the negative amount is necessary. 

Imported goods. The value of imported goods and services must be included in the 
value-added tax base to ensure that all of the economic value chat is added to goods and services before 
they arrive in this country is taxable identically to the value-added in domestic goods and services. 
Because there is an identifiable entry point for imported property, the importer can be subjected to the 
value-added tax system by computing its value-added at the time the import enters the United States. 
The amount of value-added for an imported item can be defined as the total amount which the 
domestic purchaser pays to acquire the item and to get it to the United Slates (including transportation 
and insurance fees). Whether we collect a check at the border or simply add the amount of taxable 
value-added to the importer's value-added tax return is an administrative choice. Alternatively, 
business importers can be denied a business purchase deduction equal to those costs. 

Imported services. In contrast to imported property, imported services have no "entry point" 
where it is pos.sible to either impose the tax or make a record that can be cross-checked later. 
Telecommunications, financial services, professional services and others move electronically and via 
the mails and couriers with no visible border crossings. International transportation services provided 
to passengers and goods are also difficult to track. Nonetheless, any value-added tax in the United 
States can and should be applied to all foreign services. One option is to ignore such services for 
border adjustment purposes and then deny the importer a value-added tax deduction for the costs of the 
services. This Nvould include the value of the services in the tax base without the need to monitor 
flows of such services across the U.S. border. 

Financial intermediation services. Financial service companies add value to the economy 
when they serve as intermediaries to the actual parties of financial transactions, such are between 
depositors and lenders or among those are poolii^ their insurable risks. This financial intermediation 
has value which customers are willing to pay for. either directly or indirectly. The value of such 
financial intermediation must be identified for value-added tax purposes. However, because no 
explicit fee is charged, financial intermediation services are routinely excluded from VATs around the 
world due to the perceived inability to determine "value-added" on each specific transaction such as a 
monthly loan payment or insurance premium payment One advantage of the subtraction method is 
that the value-added need not be computed cransaction-by-transaction. Instead, the bank can compute 
its implicit fees (which are part of the interest rate "spread," etc.) for each accounting period and take 
the aggregate amount into account along with its other receipts from sales of services. 

Small businesses. Small businesses representatives often criticize value-added taxes as 
imposing significant burdens on small business, based on VATs in other countries. Under these 
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svstems. small businesses - indeed, alt businesses - are definitely subjected to burdensome 
record-keeping requirements which track the categories of goods and services the\ sell in order to 
properly compute the tax. The problem is not the concept of a value-added tax. but how VATs have 
been structured. Small businesses would not face the same burdens under a single rate subtraction 
method value-added lax in the United Stales. In fact, complying with such a value-added tax would 
probablv be much easier for small businesses than complying with our current income and payroll 
taxes. Some proposals present mechanisms for providing targeted relief for small businesses under a 
value-added tax in the United States, primarily to lessen the administrative expenses of the government 
with ver>' little loss of revenue. Whether this is desirable or acceptable in the context of replacing 
taxes currently paid by small businesses is questionable. 

Real property. Real properly is yet another market segment that is often considered to be too 
difficult by many VATs that exempt at least some real estate aciiviiies. Nevertheless, real estate 
activities fie . buying, selling, and leasing of land, buildings and housing) should and can be included 
in the base of a value-added tax in the United States in one of two ways -- as an operational asset or as 
h financial asset. Real estate has some characteristics of both models. For example, some land and 
buildings are similar to the proverbial "widgets” because they are the products sold by home builders, 
commercial builders and developers. Both the seller/lessor and a business purchaser/lessee could 
reasonably treat such real estate transactions like any other sales of goods and services for value-added 
purposes. But some real estate transactions have more characteristics of the financial asset model. 
When financial services companies or developers hold land for future use. they could be engaged in 
mvesiment activities rather than business activities currently. The approach for including real property 
sales in a value-added tax probably should be based on some compromises between precision and 
administrative simplicity. 

Government and non-profit entities. Governmental entities add value to the economy when 
they engage in activities which, if carried on in the private sector, would be considered "business” 
activities. Such activities would include public utility services, medical services, postal services, mass 
transportation services and any other activities not involving the exercise of any essential government 
function. The value-added generated by these activities should be subject to the value-added tax in the 
same manner as the corresponding activities in the private sector. Many organizations which are 
exempt from the federal income lax also engage in value-adding activities that can be included in the 
tax base. The widely accepted social policy of exempting charitable and educational functions from 
most taxation may dictate that a value-added tax only be applied to those activities of the organization 
which produce unrelated business taxable income. 

Other faxes. A value-added tax should be the federal government's general revenue source. 
Other taxes should not be allowed as deductions or credits, no matter what purpose such taxes achieve. 
The practical result of allowing certain types of taxes - e.g.. sales taxes, excise taxes, other indirect 
taxes -- to be excluded from gross receipts or to be deducted when paid to a government will be an 
erosion of the federal tax base. All jurisdictions will be pressured by businesses to push as much of 
their own revenue base as possible through this loophole. To allow one or more taxes to be removed 
from the value-added tax base will sanction a superior status for such taxes by sanctioning that tax's 
first claim on that base. 

H. Administrative and Compliance Issues 

The difficulties of administration and compliance under a value-added tax are largely 
determined by the complexity of its underlying structure. A May 1993 IRS report concluded that the 
cost and diftlculty of administering a value-added tax would be directly dependent on the complexity 
of the sy stem and urged that "it is imperative to the interests of both taxpayers and the government that 
[such] legislation be kept as simple as possible.” A scries of varying tax rates, exemptions and 
preferences on sales of particular goods and services naturally requires more regulations and more 
complicated compliance procedures than would a single-rate value-added lax applied neutrally to all 
sectors of the economy. This, in turn, will generate major audit and litigation controversies. In 
addition to such potential controversies, businesses attempting to comply with all of the varying rates 
and exemptions would be required to establish procedures that identify those goods and services 
treated preferentially versus those that are not. Such administrative and compliance problems would 
be substantially reduced by enactment of a single rate value-added tax that applies neutrally to all 
business sectors. The Government Accounting Office estimates that a system with a single-rate and 
virtually no preferences would reduce audit costs by 30 to 50 percent, compared to one with multiple 
rates and exemptions 
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A single rate subtraction method value-added tax system should reduce the administration and 
compliance burdens of the current business tax system (if used as a substitute). Only two sets of basic 
data that most companies already keep for various reasons — gross sales receipts and gross purchases 
of goods and services — would be required. White certain categories may need to be identified rather 
than grouped with other sales and purchases exports, imports, interest), this should be a one-time 
change to bookkeeping procedures. Once these basic sales and purchases data are computed, a 
company's task would essentially be complete under a value-added lax system. It would merely apply 
the applicable tax rate to the base to determine liability. To this extent, a value-added tax would be 
relatively easy to comply with in comparison to the income tax or financial statements under GAAP 
rules because there would be far fewer adjustments and computations required . 

Because the basic information required to compute value-added is readily available in the 
business community, maintaining records for use by IRS audit agents will be no more onerous than 
current practices. The suggestion that a credit method tax will enhance compliance compared to the 
subtraction method seems implausible. The notation of tax amounts on invoices does not assure that 
the seller is propt.Tly reporting its liability to the govemmcni. The possibility that an audit agent will 
look through thousands of sales invoices -- hundreds of thousands for large companies -- to add up tax 
amount is equally implausible. The Internal Revenue Service is far more likely to assess a company's 
accounting practices and to take statistical samples of invoices sampling during an audit. 

Businesses should be allowed to use either the accrual or cash method for recording sales and 
purchases, based on the method currently used for their financial reporting. For accrual taxpayers, 
sales and purchases would be treated as occurring in the reporting period in which title passes or 
services are performed. For cash basis taxpayers, actual receipt or payment dales would determine the 
correct reporting period. 

The tax would be computed, collected and paid for each "taxable period." which probably 
should be a calendar quarter or a quarter of whatever year is sensible for the business. If some 
companies have negative value for that period because their purchases exceed their sales, that negative 
amount must be taken out of the total tax base. Otherwise the system is exposing some value-added to 
double taxation - once in the value-added tax bases of the companies which sold the goods and 
services to the "negative" company and again in that comf»ny's base. Therefore, taxpayers who have 
business purchas'js in excess of gross receipts for any period would be entitled to a refund from the 
Treasury equal to the value-added tax multiplied by the excess. 
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Chairman Archer. Thank you. 

Dr. Cnossen. 

STATEMENT OF SIJBREN CNOSSEN, PH.D., PROFESSOR OF 

ECONOMICS, ERASMUS UNIVERSITY, ROTTERDAM, THE 

NETHERLANDS 

Mr. Cnossen. Mr. Chairman, distin^ished Member of the Com- 
mittee. I am a professor of tax law and economics at Erasmus Uni- 
versity, Rotterdam. I have written widely on various consumption 
taxes and advised 17 countries on the design of their consumption 
tax system. 

I am honored, Mr. ChaiiTman, to discuss today proposals for 
broad-based consumption taxes, which are being considered by your 
Committee. In the U.S. debate five options of a broad-based con- 
sumption tax are under review: A national retail sales tax, a value- 
added tax, a business transfer tax — all indirect approaches to tax- 
ing consumption — and two direct approaches: A flat tax and a 
consumed income tax. 

In my written testimony, I have reviewed the pros and cons of 
these alternatives in some detail, generally by applying the criteria 
that you, Mr. Chairman, recently announced. Specifically, I have 
tried to find an answer to the following questions: First, what is 
the most robust form of consumption tax? 

In other words, which form permits the broadest possible base 
ensuring equal treatment and which form is least susceptible to 
erosion through the political system? 

Second, which consumption tax is the most difficult to evade and 
avoid? Third, which consumption tax has the lowest operational 
costs? Fourth, what is the most neutral form of consumption tax? 

Fifth, which consumption tax is best in freeing exports of tax, in 
line with your call for promoting competitiveness. And finally, 
which consumption tax interferes least with State retail sales 
taxes? 

Mr. Chairman, an analysis of these questions has led me to the 
following conclusions: One, a national retail sales tax would not 
seem compatible with State retail sales taxes: Bases would be dif- 
ferent, taxpayer resistance would be great, and such a tax would 
add substantial complexity. 

Also, a retail sales tax is not very good in taxing services, in com- 
prehensively excluding business inputs from taxation and by exten- 
sion making sure exports leave the country completely free of tax. 

Two, the value-added tax seems the most robust and neutral 
form of consumption tax. A sizable small business exemption — I 
would like to emphasize — of, say, $100,000 can eliminate most of 
the incompatibility with State retail sales taxes because most busi- 
nesses filing for the Federal value-added tax would not have to file 
for State retail sales taxes and vice versa. 

Such an exemption would cut in half the number of taxpayers 
that would have to be registered under a national retail sales tax. 
The number of taxpayers under a retail sales tax would be about 
20 million; the number of taxpayers under my VAT with a gener- 
ous small business exemption of $100,000 would be 10 million. Ac- 
cordingly, it would make the VAT a much less intrusive tax. 



305 


Three, the business transfer tax appears compatible with State 
retail sales taxes. However, it is very vulnerable to erosion through 
the political system. In contrast to the value-added tax, there is no 
penalty on being exempt from tax. The tax on value added that is 
not taxed is lost forever. Hence, the business transfer tax would 
generate relentless political pressure to exempt “worthy” products 
and industries. 

In my opinion, the system of freeing exports from tax under the 
business transfer tax would not be acceptable to the international 
trading community. 

Four, the flat tax resembles the income tax, and any tax that re- 
sembles the income tax would soon become like an income tax, rid- 
dled with exemptions and provisions for special treatment. Like the 
income tax, the flat tax has difficulties distinguishing business in- 
come from labor income. As an origin-based tax, moreover, that in- 
cludes exports in the tax base, it would face the same kind of cross 
border, intercompany transfer pricing issues as the current cor- 
poration tax. 

Five, the consumed income tax is the most costly and intrusive 
form of consumption tax. In addition to keeping records of income, 
taxpayers would be obliged to keep and furnish records of savings. 

Mr. Chairman, I must admit to a comparative advantage in the 
field of value-added taxation. Even after allowing for this, however, 
I believe that the value-added tax is the preferred form of con- 
sumption tax. The VAT has the broadest possible base and is less 
susceptible to political erosion than are the other options. 

Also, the value-added tax is most neutral with respect to domes- 
tic economic activities as well as foreign trade. This is an important 
attribute of an acceptable tax in a highly competitive and inter- 
dependent world which leaves the optimal allocation of resources to 
the free play of market forces. The value-added tax probably is less 
evasion-prone and less costly to administer than the other forms of 
consumption tax. To a large extent the value-added tax can be 
made compatible with State retail sales taxes. 

Mr. Chairman, if the United States were to give serious thought 
to adopting a value-added tax, it should be advised to stay clear of 
the mistakes and shortcomings of the European value-added taxes. 
In particular, it would be advisable to tax all goods and services 
with virtually no exemptions, to impose a single rate of tax and to 
provide for a generous small business exemption of $100,000, elimi- 
nating 60 percent of all potential taxpayers at a revenue cost of 
less than 3 percent. 

In conclusion, Mr. Chairman, if a value-added tax were adopted, 
it is crucial to get it right the first time — by simplicity and struc- 
ture in operation, stability and certainty in legislation and rulings, 
and convenience in payment arrangements. 

A broadly based value-added tax with a single rate, virtually no 
exemptions and a generous small business exemption would pro- 
mote the acceptability of the tax and keep initial and ongoing oper- 
ational costs within reasonable bounds. Mr. Chairman, distin- 
guished Members, I would be pleased to answer any questions, and 
thank you for permitting me to testify before this Committee. 

[The prepared statement follows:] 
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WHAT KIND OF CONSUMPTION TAX 
By Sljbran Cnotsen' 

Mr. Chairman, Distinguished Members of the House Ways and Means Committee; 

For some time, the body politic, the business community, and the tax 
profession in the United States have been debatirtg the desirability of introducing a 
broad-based consumption tax which is absent from the American federal tax system. 
Various options are being considered, ranging from in rem consumption taxes on 
transactions to a personal tax on aggregate individual consumption, akin to the 
individual income tax. I shall comment on these options, generally by applying the 
criteria that you, Mr. Chairman, have announced in the Committee's AcMsorv of May 
11, 1995. More specifically, I shall try to find an answer to the following questions: 

• What is the Most Robust Form of Consumption Tax? 

• Which Consumption Tax is the Most Difficult to Evade and Avoid? 

• Which Consumption Tax has the Lowest Operational Costs? 

• What is the Most Neutral Form of Consumption Tax? 

• Which Consumption Tax Permits the Most Unambiguous Border Tax 
Adjustments? 

• Which Consumption Tax is Best for Capital Formation and International 
Competitiveness? 

• Which Consumption Tax Interferes Least with State RSTs? 

The answers to these questions lead me to the conclusion that the value- 
added tax (VAT) is the prefened form of consumption tax (CT). The VAT has the 
broadest base and is less susceptible to political erosion than are the other options. 
Also, the VAT is neutral with respect to domestic economic activities, as well as foreign 
trade. This is an important attribute of an 'acceptable' tax in a highly competitive and 
interdependent world, which leaves the optimal allocation of resources to the free play 
of market forces. The VAT probably is less evasion-prone and less costly to 
administer than are the other forms of consumption tax. Rnally, to a large extent, the 
VAT can be made compatible with state retail sales taxes. 

1. What are the Choices? 

Five options are being considered in the current debate. These options are; the 
retail sales tax (RST), the value-added tax (VAT), the business transfer tax (BTT), the 
flat tax (FT), and the consumed-income tax (Crf). 

a. The RST purparts to apply the tax only to sales made by retailers to final 
consumers. To confine the tax to consumer sales, registered businesses 
are permitted to make tax-free purchases upon the presentation of a tax 
registration certificate. The U.S. and Canada are (the only) two countries 
with an RST, because it is suitable for administration by subordinate 
levels of governments (states and counties) in a federation. The Nordic 
countries anr' Switzerland used to levy RSTs, but they switched to VATs. 

b. Econom’ jly, the VAT is identical to the RST. It also taxes retail sales in 
full. Ir .aad of collecting the full tax from the retailer, however, the VAT 


' Dr. Cnossen is a Professor on the Economics Faculty at Erasmus University, 
Rotterdam, the Netherlands. He has written widely on the value added tax and has 
advised international organizations and several countries on the design and 
implementation of a VAT. 
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disburses the collection process throughout the entire 
production-distribution network. Retailers, who collect the full tax from 
consumers, remit the tax on their value added (the difference between 
sales and purchases) to the Treasury, but pay the remaining amount to 
their suppliers who, in turn, remit the tax on their value added, and so 
on. At each stage of the production-distribution process, the VAT-liability 
is determined by permitting registered businesses a credit for the tax on 
purchases of business inputs (raw materials, intermediate goods and 
services, as well as capital goods) against the tax on sales. The VAT Is 
the most widely imposed CT in the industrialized and developing world. 
More than 100 countries now have this form of CT. 

c. In principle, the BTT Is identical to the VAT, but instead of allowing a 
credit for tax on purchases, the BTT permits businesses to deduct 
purchases of (taxable) inputs from sales, applying the rate to the 
difference. Again, the whole production-distribution network is involved in 
the collection process, but each stage is only concerned with its own tax 
liability. There Is no accounting for the tax of other stages. No country 
has a BTT, but Michigan has some experience with this form of CT. 

d. In its simplest form, the FT is a modification of the BTT. If, under the 
BTT, purchases are deducted from sales, what remains are wages (and 
salaries) and 'profits* (a collective name for various ‘capital income' 
items rather than accounting profits, as usually understood). In addition 
to permitting a deduction for purchased business inputs, the FT also 
allows a deduction for wages. Subsequently, wages are taxed separately 
at the level of the individual recipient, permitting a basic exemption (and 
other deductions, if desired). This introduces an element of progressivity 
into the tax, even if the rate on the individual’s remaining wage would be 
flat. "Profits' are taxed at the flat rate, without a basic consumption. No 
country has an FT or a tax that comes anywhere close to it. 

e. The CIT is a fully personalized CT. At the individual level, the CIT taxes 
all income (a better word would be incomings), including the proceeds 
from all forms of borrowing, but permits a deduction for all forms of 
saving (including loan repayments). The remaining base ~ aggregate 
individual consumption ~ can subsequently be subjected to the same 
kind of rate structure as the individual income tax. In other words, the 
CIT, broadly and comprehensively defined, can be levied in accordance 
with ability-to-pay. No country has a CIT, although it is often pointed out 
that the cunent income tax is closer to a CIT than to a true "Haig- 
Simons' accretion type of income tax, mainly because retirement savings 
are treated on a CT basis. 

If the income tax is to be replaced entirely, the new tax will need to raise some 
$735 billion revenue. This is a very tall order that would require a rate of more than 20 
percent on aggregate consumption expenditures (assuming that three-fourths of those 
expenditures would in fact be taxable). More modest goals, such as reducing the 
income tax and/or the federal deficit, could bo accomplished by a broad CT levied at 
a uniform rate of, say, 10 percent. 

2. What is the Most Robust Form of Consumption Tax? 

Neutrality and fairness require that the new CT should be able to include nearly 
all consumer goods and services in its base. Also, it should not be susceptible to 
political erosion. If "worthy* goods and services can easily bo exempted, the CT 
would soon degenerate into an excise-type of levy. In short, robustness should be 
one of the characteristics of the now CT. 

RSTs actually in use (or previously levied in the Nordic countries and 
Switzerland) have never been able to integrate the taxation of services with the 
taxation of goods. The reason probably is that RSTs must rely on end-use 
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exemptions to segregate business use from private use of services {which are more 
often of the mixed-use type than are goods). End-use exemptions are notoriously 
difficult to apply and monitor, because exempt services must be defined, identified by 
the retailer (impossible in many cases), and separately accounted for. Whatever the 
case, potentially taxable services outside distribution easily comprise one-half of GDP 
in industrialized countries. This is too large a portion of economic acth% to be 
ignored under a CT if equal treatment and neutrality are taken seriously. Moreover, 
not being able to integrate services in the RST base is itself a source of considerable 
administrative complexity and ambiguity, since it then becomes necessary to devise 
arbitrary rules for separating the service element from the sale of a good whenever the 
two occur in combination. 

In contrast, the VAT is the first CT that successfully unifies the treatment of 
services with that of goods. Unfortunately, some important categories (health care, 
education, banking, insurance) are usually left out of the base. Nevertheless, some 70 
percent of consumer spending on services is taxed in countries that use the VAT, 
while very little of this spending is taxed in jurisdictions that adhere to the RST. The 
VAT easily segregates business use from private use of services. The type of service 
(or for that matter, the type of product) - business or private - does not have to be 
identified, nor the type of purchaser - business or consumer. Moreover, the VAT 
always collects tax on taxable inputs, even if the service or the establishment 
performing the service are exempt. Hence, the rate can be lower, given the yield of 
the CT. 

Obviously, the distinction between goods and services is not relevant under the 
BTT, FT and CIT which, as accounts-based forms of CT, directly tax value added, 
wages and “profits", or consumption. 

The RST base and the VAT base are both susceptible to erosion through 
political favoritism. Exemptions achieve this under the RST; under the VAT, a zero 
rate has the same effect. Clearly, the experience in the few countries that have a zero 
rate for "basic necessities" (Canada, the United Kingdom, Ireland) Is not favorable. 

Zero rates achieve nothing, but add greatly to administrative and compliance costs. 
Prior-stage tax must be refunded and small businesses eligible for exemption will still 
register voluntarily to get the refund. 

The VAT has the advantage that it is difficult to exempt pre-retail stages of 
production and distribution. Since the tax credit on inputs would then not be avail^le, 
cascading would occur which induces business to register anyway. This contrasts 
sharply with the BTT under which intermediate stages can easily be left out of the 
base since the succeeding stage would be permitted a deduction for its inputs 
anyway. This feature of the BTT would create relentless political pressure to exempt 
some "worthy" industry, sector, or product. The political system could also reduce the 
bases of the FT and the CIT, e.g. by allowing a deduction for mortgage interest, gifts, 
etc. 


3. Which Consumption Tax Is the Most Difficult to Evade and Avoid? 

In terms of the ease with which taxes can be evaded and avoided, transactions- 
based CTs, such as the RST and the VAT, seem to have an advantage over aox^unts- 
based CTs, such as the BTT, FT, and CIT. Under the RST, however, the whole weight 
of the tax is put on one stage only, i.e. the retail stage where businesses are often 
small and accounts not always adequately maintained. Evasion is always for the full 
amount of the RST. In contrast, the multistage collection feature under the VAT gives 
the tax authorities a lien, as it were, on suppliers for the tax they collect from their 
customers, induding reMers. The rationale for this arrangement is that texable 
businesses are less likely to default on tax invoiced by their suppliers than on tax 
payable directly to the tax authorities. 

Furthermore, under the VAT, each invoice exchanged between registered 
taxpayers represents an unequivocal agreement in respect of the gross tax liability 
payable by the buyer to the seller svtd by the latter to the tax authaities. The tax is 
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made visible each time a taxable transaction takes place. This ‘public declaration" of 
the tax liability is an important advantage of the VAT and the RST, if quoted separately. 
Obviously, its effect is stronger if, as under the VAT, the invoice is used as 
documentary evidence for the tax credK claimed by a registered buyer. This Implies 
that the effeA Is weaker at the retail stage (in particular under the RST but also under 
the VAT) where sales are made to consumers and users who cannot claim credit for 
the tax invoiced to them. 

Like the VAT, the BTT is also collected fractionally throughout the production- 
distribution process. Unlike the VAT, however, the tax is not calculated and quoted 
separately with resptect to each transaction. There is no 'lien' on suppliers for the tax 
payable in succeeding stages of production and distribution. No 'public declaration” 
of the tax liability exists. The absence of a clearly defined audit trail, as under the VAT, 
weakens the BTTs fractional collection mechanism. In terms of compliance control 
and enforcement, the BTT, as well as the FT and the CIT, are akin to the (business) 
Income tax. Since the tax liability is not based on transactions, evasion and 
avoidance, as under the income tax, would probably be greater than under 
transactions-based CTs. Moreover, the FT, like the income tax, has difficulties in 
distinguishing between income from business and from labor. 

4. Which Coneumption Tax haa the Lowest Operational Costa? 

Certainty and simplicity in tax design and operation are essential characteristics 
of an 'acceptable' tax, because they minimize compliance and administrative costs. 
Overall, operational costs are a function of how well the tax base has been defined, 
how simple the rate structure is, the complexity of taxpayer obligations (computation, 
filing, record keeping), the extent of tax administrative requirements (accounting and 
tax collection, audit and erTforcement), and the number of taxpayers. 

RSTs and VATs, being transactions-based, generally require sales clerks, not 
accountants, to perform the tax computatior\s. The VAT is somewhat more 
complicated than the RST, because in addition to tax on sales, credits for tax on 
purchases must be identified. Basically, however, only two spikes are needed: one on 
which all sale invoices are pinned and another one for all purchase invoices. The 
difference between the total VAT shown on all sale invoices and the total VAT shovm 
on all purchase invoices must be computed and remitted to the Treasury (or refunded 
by it, if the amount is negative). More formally, under VAT, registered businesses 
must keep a record of purchases in addition to the record of sales which they also 
have to maintain under the RST. If the tax base is not comprehensive, RSTs require 
separate accounting for exempt Items. VATs do not require separate accounting for 
zero-rated sales, but they do for tax on items (consumer goods bought through the 
business) for which the tax credit is denied. 

BTTs, being accounts-based, generaliy require accountants, not sales clerks, to 
perform the tax computations. In terms of compliance, the BTT although simpler, is 
akin to a business income tax. Presumably, as under the VAT, records of sales and 
purchases must be kept. In the absence of invoices showing tax, it would be difficult 
to ascertain which purchases had been subject to tax. If value added would be 
determined on an annual basis (when the balance sheet and the profit and loss 
statement are drawn up), presumably some form of prepayment system would have to 
be devised. The BTT would require separate accounting for purchases (identified by 
supplier) from small-businesses, if exempted. Otherwise, value added would not be 
taxed comprehensively. Compliance costs for the FT would be higher than for the 
BTT, because the number of taxpayers would be much larger. The CIT, being a 
personalized tax like the income tax, probably would involve a similar level of 
compliance costs. 

Administrative costs comprise mainly the cost of auditing taxpayer accounts. It 
is unlikely that audit costs, as a percentage of revenue, would differ very much 
between various CTs. In all cases, in-depth audits would have to be based on 
comprehensive accounts, such as balance sheets, profit and loss statements, and 
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bank accounts. VAT audits might be easier, because the tax on invoices provides a 
clear audit trail. 

Overall compliance and administrative costs would also depend on the number 
of taxpayers. There are approximately 25 million separate business enterprises in the 
U.S. Under an RST, some 20 million businesses (retailers as well as wholesalers and 
manufacturers selling at retail) would have to be registered. Given a small-business 
exemption of, say, $100,000, the number of registrants under a VAT should not 
exceed 10 million (including voluntary registrants). The BIT would probably involve a 
larger number of taxpayers, because more small businesses would have to be taxed 
to ensure neutrality. The number of taxpayers under the FT and CIT would be much 
larger than under either of the other CTs, because, in addition to business entities, 
individuals earning employment income would have to be registered. 

On the basis of a careful evaluation of various studies on the administrative and 
compliance costs of a hypothetical U.S. VAT fsee. Tax Notes . June 20, 1994), I 
concluded that the administrative costs would be on the order of $100 per registrant 
and the compliance costs on the order of $500 per business. Hence, with 10 million 
registrants, total ongoing operational costs would be some $6 billion on an annual 
basis. (In comparison, the operational costs of the income tax are estimated at $75 
billion.) The operational costs of other CTs likely would be higher. A federal RST 
would have more registrants, as would the FT and the CiT. Audit costs would be 
somewhat higher under the BTT, because there would be no presumptive record of 
tax-deductible purchases. 

5. What is the Most Neutral Form of Consumption Tax? 

Tax policy proceeds from the assumption that the market achieves the most 
efficient allocation of resources. This implies that CTs should not unintendedly 
interfere with producer and consumer choices. Specifically, it should make no 
difference for the CT-liability how often a product is traded before it reaches the 
consumer or whether its value is added earlier rather than later in the 
production-distribution process. Similarly, the CT-liability should be the same whether 
a product is manufactured with capital-intensive technology or labor-intensive 
technology. Also, CTs should not influence the form in which business is conducted. 

It should make no difference whether a product is made in the corporate or 
noncorporate sector, by integrated or specialized firms. 

The RST does not score highly on the neutrality list. The main reason is that 
RSTs have difficulty distinguishing between producer goods (that should not be taxed) 
and consumer goods (that should be taxed). How does a registered trader know that 
a computer it supplies will be used for entertainment purposes at home (taxable), for 
resale (exempt), or as an (exempt) capital good for (taxable) hotel services? The 
inability to distinguish effectively between producer and consumer goods in practice 
means that many producer goods are taxed. This discourages capital-intensive 
production and, hence, economic growth. For similar reasons, RSTs are not very 
effective in taxing services, again distorting economic choices, particularly of 
consumers who will tend to buy more (untaxed) services relative to (taxed) goods. 

The VAT scores much higher on neutrality grounds. Distinctions between 
producer and consumer goods and services -increasingly troublesome in 
sophisticated markets - are unnecessary. Registered sellers, including retailers, are 
simply told to always charge tax, leaving it to buyers to obtain a tax credit if they are 
also registered (and placing the tax unequivocally on consumers who are not 
registered.) Consequently, the universal tax credit for registered businesses eliminates 
tax on producer goods more comprehensively than does the ad hoc exemption 
approach under RSTs. By way of exception, under VAT, financial services and 
insurance rendered to producers are saddled with an element of VAT on taxable 
inputs, because their output is usually exempted. (VATs have exempted financial 
services and insurance, because thus far it has been difficult to separate the 
nontaxable interest element of a transaction from its taxable administrative cost.) 
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In ttieory BTTs, whirti allow a deduction of tax^le purchases from taxable 
sales, should be as neutri as the VAT. In practice, however, it would be difficult for 
registered businesses to ascertain with certainty whether or not purchases have been 
subjea to BTT. Presumably, sellers would have to show some tax registration 
certificate to buyers, inviting similar identification issues (albeit reversed) as under 
RSTs. BTTs with comprehensive coverage would mitigate, but not eliminate, friis 
problem, particularly if a sizeable smaH-business exemption is introduced. This issue 
would also arise under an FT. but not under a personalized CIT. These forms of CT, 
however, would have other neutrality problems, akin to those of the income tax. 

6. Which Consumption Tax Permits the Most Unambiguous Border Tax 

Adjustments? 

The neutrality criterion is also relevant for goods and services entering 
international trade. As is well known, such goods and services are nearly a^ays 
taxed on a destination basis, that is, in the country where they are consumed rather 
than the country where they are produced. The destination principle is effected by 
relieving exports of domestic CT and levying CT on imports at the same rate as the 
CT on domestically produced goods and services. These border tax adjustments 
(BTAs) ensure that tax distortions, if any, are not placed in producer markets 
(producers are faced with world market prices, free of tax), but in consumer markets 
(where they are probably less harmful). Other things being equal, CTs on exports 
would undermine the competitive position of American fimns in international markets. 
Similarly, undertaxation of imports would give foreign firms an unfair edge in U.S. 
markets. 

Prima facie, RSTs do not require BTAs, because, as a rule, retailers do not 
Import or export. (Exceptions arise with respect to occasional imports (and exports) 
by consumers.) Although exporters do not have to pay RST, their prices (and 
incomes) would be affected, however, by the tax imposed on producer goods which, 
as argued above, cannot be comprehensively excluded from the base. This should 
have a detrimental effect on international competitiveness. The RST, moreover, 
discriminates against domestiCEdly produced goods, because the price of those goods 
includes an element of tax on producer goods (in addition to the RST itself), while the 
price of goods imported from countries without an RST does not include that tax. 

The VAT has fewer difficulties meeting the requirement of unambiguous BTAs. 
Tax levied in previous stages of production and distribution, being shown on purchase 
invoices, is simply rebated at the export stage. Moreover, imports are not favored, 
because domestically produced goods are not burdened with an element of tax on 
producer goods (except banking and insurance). However, the BTA-arrangements for 
the VAT cannot deal effectively with non-tangible services whose location of supply or 
purchase is difficult to determine. Most VATs provide a workable solution by taxing 
services mainly rendered to final consumers in the country of purrSiase, which in 
virtually all cases is also the country of destination. On the other hand, services 
exported by banks, insurance companies, professional services, advertising agenoes, 
and similar enterprises, which are rendered mainly to business, are zero-rated. By 
deeming the location of the purchaser as the place of supply, imports of designated 
services are thus taxable in the hands of receiving businesses as though they had 
supplied them themselves. 

Under the BIT, exports would be completely freed of tax if the fox rate, wfriich 
must be untform, is applied to the value of taxable Inputs used in manufacturing 
exports, and the resulting amount is rafunded. But this approach requires proof that 
the inputs have indeed been taxed as sales in previous stages of production and 
distribution. In contrast to the VAT, invoices do not provide the presumptively correct 
documentary evidence that this has indeed been the case. No doifot, this would invite 
objections frw the tracing partners of the U.S. These trading partners woirid also 
argue that the BTT is not a tax on products per se (but rather an accounts-based tax 
on value added) and hence not eligible for export rebate under GATT. 
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The FT is an origin-based tax. tn other words, exports would be taxed and 
imports would be free of tax. Hence, the burden of the tax is on producers rather 
than consumers (who face world-market prices). Under the so-called equivalence 
theorem, exchange rate adjustments would cancel the effect of the origin-based tax on 
real trade, but in practice the effect would differ from one Industry to another industry. 
An origin basis of taxation also means that exports have to be valued for FT purposes 
so that no value added domestically escapes the tax. This would raise problems 
reminiscent of the potential for manipulating cross-border intercompany prices under 
the corporation tax. The CIT is also an origin tax or a source tax, to use the 
terminology of the income tax. 

7. Which Consumption Tax Is Best tor Capital Formation and International 

Competitiveness? 

In thinking about the effect of a CT on capital formation and international 
competitiveness, the comparison should not be between various forms of CT, but with 
the income tax. 

In contrast to an income tax, a CT is neutral vrith respect to the choice whether 
to consume now or to save for future consumption. Although a CT reduces the 
absolute return to saving (that is, the amount of future consumption), the tax does not 
reduce the net rate of return to saving. A comprehensive income tax, on the other 
hand, reduces the net rate of return to saving, because both the amount saved and 
the interest earned on that amount are subject to tax. Therefore, if it is assumed that 
saving increases as the net rate of return on saving increases, a CT is superior to an 
income tax in promoting saving. By the same token, a CT does not tax (new) 
investment or, in contrast to an income tax, (current) capital income (if not consumed). 
On the basis of this reasoning, a CT should be better for capital formation than a pure 
income tax. In practice, of course, the outcome might not be so pronounced, 
because the current income tax also does not tax current (institutional) saving; in 
addition, it has various investment promotion allowances. Also, second-order effects 
on interest rates and other economic variables would have to be taken into account. 

Furthermore, under a uniform CT, all consumer prices would rise exactly in 
proportion to the CT, thus leaving all relative prices unchanged. The imposition of a 
CT, therefore, does not involve a change in the allocation of resources and production 
incentives. Moreover, international competitiveness is not affected if proper BTAs are 
in place. In this connection, it should be pointed out ttiat these BTAs, particularly 
under the VAT, are not a tariff-cum-export subsidy. On the contrary, BTAs under 
VATs (and the BTT) put intemationaily traded goods and services on the same footing 
as under RSTs. In practice, as argued above, internationally traded goods and 
serwces are treated more neutrally under the VAT than under the RST. BTAs a'e 
troublesome under BTTs. 

This conclusion must be modified if the VAT, RST, or BTT were substituted tor 
the income tax. As a tax on current consumption (of domestically produced and 
imported goods), the CT would dampen domestic demand. By contrast, income tax is 
an inducement to current consumption. Substituting the CT for the income tax, 
therefore, improves the trade balance. Over time, however, this effect would cancel 
itself out, because the accumulation of foreign reserves would lead to increased 
imports. In short, the CT would have a positivo short-run effect on the trade balance, 
but no such affect would occur in the long run. 

Other things being equal, international competitivoness would suffer under FTs 
and CITS, because the tax would not be rebated at export Since world prices facing 
producers would not change, the CT on exports would bo borne by them, exports 
would decline, the U.S. dollar would depreciate, and imports would become more 
expensive. In effect, the nonrebatable CT would be a protectionist import tariff 
violating the spirit of the GATT. Presumably, little would change if the FT or the CIT 
were substituted for the income tax which is also levied on an origin basis. 
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8. Which Tax Interferea Least with State Retaii Saies Taxes? 

An important consideration in weighing the pros and cons of various CTs wouid 
be their relationship to the RSTs which are levied by 45 states and the District of 
Columbia (as well as some 7,000 local governments). With some justification, states 
would consider the imposition of a federal CT an intrusion into their tax domain. 
Obviously, much would depend on the type of CT. Moreover, a CT which would 
replace (part of) the federal income tax would, it might be argued, leave states with 
more room to use their income taxes for revenue purposes. 

A federal RST would score very low in terms of compatibility with state RSTs. It 
would have to be computed and paid by the same traders selling at retail (probably 
some 20 million) that now have to comply with the requirements for state (and local) 
RSTs. In addition, these businesses would have to account for federal RST charged 
on products and services exempt under state RSTs or vice versa. The incidence of 
the increase in compliance costs, like the incidence of the compliance costs of the 
RST itself, would be regressive: as a percentage of sales, they would bear more 
heavily on small businesses than on large businesses. Consumers would perceive the 
federal RST as a double tax on their purchases. One solution might be to merge the 
state RSTs with the federal RST, but this would require an unprecedented consensus 
on a nationwide harmonization of the various RST bases. 

Prima facie, the VAT would run into the same problems. After all, being levied 
through the retail stage, it also would seem to involve double imposition and 
accounting for tax. However, the VAT can be so designed that most businesses would 
not have to account for tax on their sales. The answer lies in a generous 
small-business exemption which, in contrast to a similar exemption under RSTs, can 
be very substantial without serious loss of revenue. Thus, a small-business exemption 
under a federal VAT of, say, $100,000, would reduce the number of potentially 
registrable businesses from 25 million to some 10 million (including voluntary 
registrants). Only some 2.6 percent of potential revenue would be lost, because 
exempt businesses would still pay tax on inputs. As a result, most VAT-liable 
businesses would not be subject to state RSTs and most RST-liable businesses would 
not have to pay federal VAT. 

As an accounts-based tax, the BTT would not be as visible as the RST and the 
VAT and hence might be expected to run into less opposition as a double tax on 
consumer purchases. Consumers might even perceive the BTT as a tax on business 
which, of course, it is not. Unlike the VAT, however, it could not incorporate a 
generous small-business exemption without jepordizing the neutrality of the tax or 
proper BTAs. For similar reasons, the FT and the CIT should not run into much state 
opposition. 

9. Rating Consumption Taxes 

In the table below, I compare the various CTs on the basis of the characteristics and 
criteria discussed above. The rankings are from poor to excellent. The table does not 
provide a score for capital formation and international competitiveness, because I do 
not think that a clear-cut answer can be provided on these issues. Generally, saving 
is best promoted by reducing the deficit. Effects on international competitiveness are 
swamped by exchange rate considerations. 
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The RST scores very low on compatibility with stats RSTs. Also, it is not very 
good in taxing services, excluding producer goods and, by extension, providing 
correct BTAs. 

The VAT is the most robust and neutral CT. Product and factor neutrality are 
important attributes of a CT in increasingly integrated and competitive world markets. 

A sizeable small-business exemption, not feasible under the RST, can eliminate the 
incompatibility with state RSTs and make the VAT less intaisive. 

The BIT appears compatible with state RSTs. However, it is very vulnerable to 
political erosion. BTAs can easily become indeterminate and unaccept^le to the 
international trading community. 

The FT also is not as robust as either the RST or the VAT. As an origin-based 
tax, moreover, it does not score very highly on neutrality grounds. Proper treatment of 
internationai transactions is problematic. 

The CIT is the most costly form of CT to administer and comply with. In 
addition to keeping records of income, taxpayers would be obliged to keep and 
furnish records of savings. 

Taxation probably is a risk-averse business. Accordingly, it should be pointed 
out that there is much experience with RSTs and VATs, but none with the BTT, FT or 
CIT. I find the BTT very vulnerable from a politicai point of view. Transitional 
problems with the FT and the CIT should not be ignored. In the final analysis, much 
would depend on how much of the income tax would be replaced. Considerations 
regarding the distribution of the tax burden - between rich and poor, young and old ~ 
would also have to be brought into the picture. 

To me, the real choice seems to be between the RST and the VAT. In making 
that choice, it must be borne in mind that the coverage of the RSTs (excluding capital 
goods) actually in use is little more than half that of most VATs, and that RST rates are 
on average only one-half to one-third of most VAT rates. Moreover, RSTs avoid the 
problems of hard-to-tax groups, such as service sectors, by simply excluding them 
from the base, just as they avoid the enforcement problems associated with higher 
rates by widely taxing capital goods. The conclusion is, therefore, that the VAT is a 
more robust form of CT: its administrative integrity seems easier to maintain as the 
demands on the inherent structural and technical capacity of the tax are increased in 
response to greater economic complexities and cross-border integration. 

10. Do's and 000*18 of a VAT 

If the U.S. were to give serious thought to adopting a VAT, it should be advised 
to avoid the mistakes of the European VATs fsee the EU’s Sixth Directive on Value- 
Added Tax). Specifically, the following mistakes should be avoided. 
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1 . Tax all goods and services, with the fevi/est possible exceptions. 

2. Impose a single rate of tax and confine the zero rate to exports. 
Generally, European VATs have two positive rates. These rate structures 
have been expensive to administer and comply with. They increase 
definitional problems, induce misreporting, necessitate additional 
recordkeeping, and require more intensive audit oversight. Moreover, 
multiple rates do not improve the burden distribution of the VAT. 

3. Provide a generous small-business exemption, eliminating 60 percent of 
all potential taxpayers. Instead, VAT would be collected on their inputs 
only. Voluntary registration should be possible. In contrast, many 
European VATs try to tax even the smallest business, greatly adding to 
compliance and administrative costs. 

4. Tax agriculture, subject to the small-business exemption. Taxation 
provides for much more even-handed treatment of food products. In 
contrast, the Sixth Directive exempts agriculture, but permits purchasers 
of agricultural products a presumptive tax credit for the tax paid in 
respect of farm inputs. Even-hartded treatment is not achieved. 

5. Tax real estate activities in full with the only exception of rents, rental 
values, and sales of residential properly. The Sixth Directive exempts 
‘immovable property', but taxes newly created real estate. This has led 
to much confusion. 

6. Try to find a way of taxing financial services and insurance, possibly on a 
cash-flow basis. The Sixth Directive exempts these services on 
administrative grounds, although exported services are subject to a zero 
rate. 

7. Include non-profit organizations in the VAT-base, subject to a very 
generous exemption of, say, double the small-business exemption. The 
Sixth Directive generally exempts non-profit organizations on the ground 
that they do not have a 'profit motive' - a criterion which in practice has 
proved to be unworkable. 

8. Tax specified commercial-type of activities by subordinate levels of 
government, but refund the VAT on major investment goods, such as 
buildings, roads and bridges. The Sixth Directive exempts all 
government activities, thus distorting competitive conditions vis-i-vis the 
private sector. 

9. Generally, do not tax secondhand goods, but apply the VAT to the 
margin of a few specified secondhand goods, e.g. cars. 

10. Reduce compliance costs by basing VAT reporting as much as possible 
on existing accounting information, including the cash basis, if used. 

Also, permit quick methods for the calculation of the VAT on fringe 
benefits and items supplied through the business for personal use. 
Closely related businesses should be permitted to elect "nil 
consideration." 

In conclusion. If a VAT is adopted, it is crucial to get it right the first time, by 
simplicity in structure and operation, stability and certainty in legislation and rulings, 
and convenience in payment arrangements. A broadly-based VAT with a single rate, 
the fewest possible exemptions, and a generous small-business exemption should 
promote the acceptability of the VAT, and keep initial and ongoing operating costs 
within reasonable bounds. 
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Chairman Archkr. Thank you, Dr. Cnossen. 

Professor Schenk, welcome, you may proceed. 

STATEMENT OF ALAN SCHENK, PROFESSOR OF LAW, WAYNE 
STATE UNIVERSITY LAW SCHOOL, DETROIT, MICH. 

Mr. Schenk. Mr. Chairman, thank you very much for the invita- 
tion to appear before this Committee to discuss the value-added 
tax. Mr. Chairman and Members of the Committee, these hearings 
provide a unique opportunity to initiate a public debate on simiii- 
cant tax reform and the role of a value-added tax in that reform. 

I will discuss the European and subtraction VATs and I will com- 
ment briefly on the Japanese tax which no one has mentioned, a 
modified European VAT that does not rely on invoices. I will look 
at the question of whether one form of VAT is better than the oth- 
ers. 

Thomas Hobbes, back in his “Leviathan,” suggested that it is 
more appropriate to tax individuals on what they withdraw from 
community resources in the way of a tax on consumption than on 
what they contribute to community resources by way of a tax on 
income. 

Any value-added tax should be broadly based in order to simplify 
administration and compliance and prevent distortion of consumer 
choices. Otherwise, we will be repeating the mistakes of the past 
with our income taxes. 

Congress should tax some services that are not taxed under 
many foreign value-added taxes, such as financial intermediation 
services and some services provided by government and nonprofit 
organizations in market transactions. Even the smallest businesses 
ultimately should be included in the value-added tax base. Exemp- 
tions are to be avoided. 

If Congress wants to tailor taxes to individual economic cir- 
cumstances of families through exemptions or other special provi- 
sions, this goal is better accomplished with an individualized in- 
come tax, not a tax on sales like a VAT. 

I want to cover two major points about a VAT: One, the WTO 
rules and our balance of trade, and the other, how a VAT would 
operate with State and local retail sales taxes. 

The U.S. taxation of imports and exports is circumscribed some- 
what by our obligations under the WTO rules. The European VAT 
is considered an indirect tax that is border adjustable under these 
rules. A pure sales subtraction VAT is economically equivalent and 
therefore should be border adjustable. Our trading partners, how- 
ever, may question the border adjustability of the Danforth-Boren 
and the Domenici-Nunn-Kerrey subtraction VATs but maybe not 
your tax, Mr. Gibbons, because the Senators grant credits against 
the VAT liability for a portion or all of the employer’s share of the 
OASDI payroll tax. Additional research is needed on this issue. 

The border adjustability of a subtraction tax may be jeopardized 
if Congress modifies the tax so that it resembles a tax on income 
rather than consumption. This is my concern about a subtraction 
VAT. It will be modified by Congress, and if it is modified too 
much, it may not be border adjustable. 

You have heard a lot about whether VAT tax border adjustments 
improve balance of trade. I just want to make one point. The Japa- 
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nese VAT and the proposed subtraction VATs, except for Mr, Gib- 
bons’ subtraction VAT, have features that may actually result in a 
negative tax on exports, sometimes called a subsidy. 

I want to say a few things about how a value-added tax could 
be operated alongside State and local sales taxes. The value-added 
tax appropriate for the United States ultimately may depend upon 
the kind of VAT that can operate alongside the existing variety of 
State and local retail sales taxes. 

Most forei^ countries employ VAT only as a Federal or local tax, 
not side by side with a second sales tax at another level of govern- 
ment. A European VAT that is separately stated on sales invoices 
looks like our retail sales taxes. The imposition of two different 
visible sales taxes on retail sales will create complexity at the 
checkout counter. 

A European VAT can be modified to require that the tax be bur- 
ied in retail prices and merchants can be required to post signs in- 
forming consumers of the tax rate included in the prices. The Japa- 
nese VAT that does not rely on tax reported on invoices also is an 
alternative worth considering. 

Canada to our north has experience with a visible Federal Euro- 
pean value-added tax operating alongside provincial sales taxes. 
Businesses complained about substantial compliance costs. Cana- 
dian consumers have voiced strong opposition, in part because of 
the sticker shock that results when two sales taxes are added at 
the cash register. A special committee on finance studied alter- 
natives to the Canadian GST and recommended major changes in 
the GST that would bury the tax and move it closer to a Japanese 
consumption tax. 

A subtraction VAT proposed by Mr. Gibbons and others is cal- 
culated on the results of operations for each tax period. By its na- 
ture it is buried in product prices. If the experience in Michigan 
with a State retail sales tax and a VAT calculated on period results 
and buried in product prices is any guide, then if Congress adopts 
a subtraction VAT and States continue to rely on transactional re- 
tail sales tax, businesses and consumers may not view these taxes 
as two sales taxes. 

In the United States, States may object to a VAT imposed on 
sales and added at the cash register as an intrusion into their sales 
tax domain. If Congress adopts a subtraction VAT or a Japanese 
or a European VAT that is buried in retail prices, the State opposi- 
tion may be more muted. 

Let me just conclude with a couple of comments. If Congress de- 
cides to enact a tax on consumption to be collected by business, it 
should seriously consider a VAT. Except for concerns about the co- 
existence of a Federal VAT and State retail sales taxes, one form 
of VAT does not stand out as the best VAT to adopt. Because a 
Federal VAT must coexist with State and local retail sales taxes, 
there may be administrative and compliance reasons to prefer a 
VAT that is buried in the prices of taxable goods and services at 
least at the retail stage. 

The administrative and compliance costs of a VAT are significant 
enough to dismiss the tax unless it replaces or substantially sim- 
plifies existing taxes or raises substantial revenue for other critical 
needs. If Congress decides to enact the European VAT, as a transi- 
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tion to the VAT, I urge you to look seriously at some of the attrac- 
tive features of the Japanese consumption tax. 

Thank you very much, and if I could add a personal note to you, 
Mr. Chairman. Thanks for holding these hearings. I teach a course 
in value-added tax, and so far most of the material has to be self- 
generated. Now, you have given me a lot of material, and I thank 
you. 

[The prepared statement follows:! 
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Mr. Chairman, thank you for the invitation to appear before 
this committee to discuss the value-added tax. These hearings 
provide a unique opportunity to initiate a public debate on 
significant tax reform, and the role for a value added tax in that 
reform. If Congress needs substantial revenue for debt reduction, 
to finance programs, or to replace revenue from existing taxes. 
Congress should seriously consider a value-added tax. 

There have been several proposals in the past few years to 
enact a federal VAT or national sales tax. They include Senator 
Hollings and Congressman Dingell's proposals for a European credit- 
invoice VAT, Congressman Gibbons, as well as former Senators 
Danforth and Boren, and Senators Domenici, Nunn and Kerrey's 
proposals for a sales-subtraction form of VAT, and Majority leader 
Armey and Senator Specter's adaptation of the Hall-Rabushka two 
part tax on a consumption base. Senator Lugar proposed a national 
sales tax to be administered by the states. I will discuss the 
credit -invoice and subtraction VATs, and comment briefly on the 
Japanese tax, a modified form of European VAT that does not rely on 
invoices . 

The credit-invoice and subtraction VAT proposals tax the sales 
price of taxable goods and services and grant credits or deductions 
for purchases from outside suppliers. Tax liability therefore is 
based on value added at each stage. Under the European credit - 
invoice VAT, a business credits tax on purchases against tax on 
taxable sales to calculate tax due (a tax against tax calculation) . 
Under a sales-subtraction VAT like the Danforth-Boren Business 
Activities Tax, a business multiplies the tax base (taxable sales 
less deductible purchases) by the tax rate to calculate tax due. 
The sum of the tax collected at all stages is equal to a tax on the 
retail prices of taxed goods and services sold to consumers. 
Appendix A contains an illustration of why these two forms of VAT 
and the retail sales tax are economic equivalents if they are 
imposed on the same base . 

There are many issues raised by these proposals, especially 
the proposals to replace the corporate income tax and some of the 
OASDI payroll tax with a VAT, With the hearings at an early stage, 
I will concentrate on only a few of the issues. If Congress 

decides to replace the corporate income tax with a VAT, is one form 
of VAT better than the others? 

I. Shifting From an Income Tax to a Tax on Value Added 

Our major trading partners balance their tax systems by 
relying both on taxes collected at the source (income and payroll 
taxes) and taxes collected at the point of use of funds 

(consumption taxes -- mostly VATs) . We rely very little on 

consumption taxes for federal revenue. 

Thomas Hobbes, in Leviathan, suggested that with limited 
community resources, it is more appropriate to collect taxes on 
what individuals withdraw from community resources (taxes on 
consumption) rather than on what they contribute to those resources 
(taxes on returns to labor and capital, or income) . 

A switch from the corporate income tax to a VAT would 
represent a major shift in tax from a tax imposed only on 

profitable companies doing business in corporate form to a broader- 
based tax on sales measured by value added by all firms, whether or 
not the firms earn a profit. The economic implications may be 
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substantial. I will touch on only a few in the succeeding 
sections. 


II . Scope of tbs Tax 

A. Broadly define the base and atlnlmize special treatment 

A VAT should be broadly based in order to simplify 
administration and compliance and prevent distortion of consumer 
choices. The VAT base should include at least personal consumption 
expenditures. Unlike the familiar state retail sales taxes that 
are imposed mainly on retail sales of goods, a VAT should be 
imposed on services as well. Congress should tax some services 
that are not taxed under many foreign VATs . For example, a VAT 
should apply to financial intermediation services, real property 
transactions and, except for essential government services, 
services of units of government and non-profit organizations that 
are provided in market transactions. Politically, it may be easier 
to tax at least purchases by nonprofit organizations and government 
entities if the tax is a subtraction VAT included in product prices 
than if the tax is a separately- stated credit -invoice VAT listed on 
sales invoices. 

Possible models for broadly-based European credit- invoice VATs 
are the ABA Tax Section VAT Committee's model VAT statute and the 
New Zealand Goods and Services Taoc. The latter has been successful 
in taxing many transactions that are exempt elsewhere. 

A VAT base can be altered by granting exemptions or zero 
rating to particular businesses (small business exemption) , to 
particular sectors (governmental entities) , or particular goods or 
services (education) . 

If sales are zero rated, they are completely free of tax. 
There is no tax on the sales and the seller can recover the tax 
paid on purchases. If Congress taxes international transactions 
under the destination principle (discussed later) , exports will be 
zero rated. 

If sales are exempt, there is no tax on the sales, but the 
seller can not recover tax paid on purchases attributable to the 
exempt sales. If government -provided services are exempt from VAT, 
the governmental entity bears t 2 uc on purchases but does not charge 
VAT on its services. Exemptions, however, may encourage vertical 
integration. For example, if education is exempt, a university 
that purchased stationery and forms from an outside printer before 
VAT becomes effective may establish a print shop in-house in order 
to avoid the new VAT on the purchases from the outside printer. 
Rules are needed to prevent this incentive to vertically integrate. 

Exemptions also complicate the tax by requiring businesses to 
identify noncreditable tax on purchases attributable to exempt 
sales and by requiring line drawing between taxable and exempt 
transactions. The latter breeds litigation. Whether it chooses a 
credit -invoice or a subtraction VAT, Congress should minimize 
exemptions and zero rating. 

If Congress wants to tailor taxes to economic circumstances of 
families, it is easier and more appropriate to accomplish this goal 
under an income tax, not a tax on sales like the VAT. 

B. Businassas sub j act to tax 

A person generally is subject to VAT on business activity. 
Who is a taxable person and what constitutes business activity? 
Congress should draw these lines broadly. 

Most foreign VAT systems exempt small businesses from the tax, 
although the threshold for exemption varies substantially. At one 
extreme, only the smallest businesses and street vendors are 
exempt. Japan is at the other extreme. Assuming an exchange rate 
of 85 yen to the dollar, Japan totally or partially exempts 
businesses with annual sales up to about $600,000, and allows 
businesses with annual sales up to about $4.7 million to calculate 
tax liability under a simplified scheme. Only about 10 percent of 
Japanese businesses calculate tax liability under the normal 
statutory method. 
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U.S. experience with state and local retail sales taxes 
indicates that even the smallest businesses can be included in a 
sales tax base. The question of whether to grant any small 
business exemption requires a balancing of the administrative and 
compliance costs of granting exemption against the fairness and 
competitive inequities of exempting some businesses and taxing 
others . 

What kind of activity is covered by the VAT? The trade or 
business, income-producing activity, and hobby distinctions under 
the income tax must be addressed under a VAT. Most VATs do not 
cover casual sales by individuals. Some high-priced casual sales, 
such as sales of planes, yachts, or real property, should be taxed. 
Rules must define the person who must file a return. For example, 
divisions of a single company may be required to file a single 
return or be permitted to file separately. Similar options may 
apply to businesses under common ownership or affiliated 
corporations . 

A credit -invoice VAT generally handles exemptions better than 
a subtraction VAT. Revenue lost through an intermediate stage 
exemption under a credit -invoice VAT can be recovered at the next 
stage. The same generally does not occur under a subtraction VAT. 
If the revenue loss and complications caused by exemptions will 
result in Congress granting no exemptions or fewer exemptions under 
a subtraction VAT, a subtraction VAT may be better. If exemptions 
will be granted under either form, the credit -invoice VAT is 
preferable . 


III. Balance of Trade laqplicatlons of a VAT 
A. Apply the destination principle to international transactions 

Congress can adopt either the origin or the destination 
principle to define the jurisdictional reach of a VAT. Except for 
House majority leader Armey's proposal <and possibly Senator 
Specter's as well), all of the proposals made recently are 
destination principle taxes. Under the destination principle, tax 
is imposed only on goods and services consumed in the United 
States. Imports are taxed and exports are relieved of tax. In 
contrast, under the origin principle, tax is imposed only on value 
added within the United States. Imports are not taxed and exports 
bear tax. 

Other countries with VATs rely on the destination principle to 
tax international transactions. To place American companies in a 
comparable position. Congress should zero rate exports (and refund 
excess credits) , so that the VAT does not enter into the sales 
prices of our exports. Congress should tax imports at the rate 
applicable to domestic sales. As discussed below, precise border 
tax adjustments may be easier with a European credit-invoice VAT 
than the proposed subtraction VATs or the Japanese Consumption tax 
in its present form. 

International trade has become an increasingly important 
aspect of our domestic economy. The U.S. taxation of imports and 
exports is circumscribed somewhat by our obligations under the 
World Trade Organization rules (formerly the General Agreement on 
Tariffs and Trade, or GATT) . Under these rules, a member country 
can rebate indirect taxes on export (but can not subsidize exports) 
and can impose on imports taxes no greater than those borne by 
domestically-produced items. A European credit -invoice VAT is 
considered an indirect tax that is border adjustable under these 
rules. Senator Hollings and Congressman Dingell's destination 
principle credit -invoice VATs comply with our obligations under 
these agreements. 

A pure destination principle sales-subtraction VAT is 
economically equivalent to a credit -invoice VAT and therefore 
should be border adjustable. It should not matter what method is 
utilized to calculate tax liability on value added at each stage of 
production or distribution. Our trading partners, however, may 
question the border adjustability of the Danforth-Boren or the 
Domenlci-Nunn-Kerrey subtraction VATs chat grant credits against 
the VAT liability for a portion or all of the employer's share ■ ' 
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the OASDI payroll tax. . If it is permissible to use VAT revenue to 
reduce payroll tax rates, as it should be, then the payroll tax 
credit feature in these proposals may be permissible. Additional 
research may be needed on this issue. 

The border adjustability of a subtraction VAT may be 
jeopardized if Congress modifies a subtraction VAT so that it 
resembles a tax on income rather than consumption, such as by 
granting deductions for compensation paid. 

B. Will border tax adjustments Improve the balance of trade? 

If Congress adopts a destination principle VAT to replace 
existing federal taxes included in export prices, the VAT may 
improve the U.S. balance of trade in the short term. The long term 
effects are less predictable. 

If a VAT is introduced as an additional revenue source, the 
VAT will not alter the balance of trade. For example, assume that 
a vehicle, before VAT, sold for export at $15,000. With the 
introduction of a 10 percent VAT, the same vehicle will sell 
domestically for $16,500. If the vehicle is exported, there is no 
VAT on the sale and the vehicle will sell for the same $15,000 
price it carried before the VAT was introduced. 

If a VAT replaces a federal tax that is included in the price 
of American exports, the replacement should reduce the price of the 
exports. For example, assume that the VAT replaces the corporate 
income tax and assume further (it is not clear that this assumption 
is realistic) that the corporate income tax caused the price of the 
exported vehicle to increase from $14,500 to $15,000. The switch 
from the corporate income tax to a VAT should lower the export 
price of the vehicle to $14,500 and the export sales should 
increase. Even if these assumptions are correct, in the long run, 
the exchange rate of the U.S. dollar may adjust so that the vehicle 
will cost the equivalent of $15,000 in foreign raar)cets. The 
exchange rate of the U.S. dollar is affected by many factors other 
than our balance of trade. It therefore is not clear if the 
increase in American exports prompted by a switch to a VAT will 
provide a long-term balance of trade advantage, or will be negated 
by an adjustment in the exchange rate. 

The trade effects of a credit -invoice and subtraction VAT may 
be similar, but not necessarily the same. The difference results 
mainly from the fact that the proposed subtraction VATs allow 
deductions for purchases from exempt sellers (such as exempt small 
businesses) . As a result, exports may bear negative tax to the 
extent that the exports contain purchased components or services 
that were exempt from VAT. The Japanese Consumption Tax provides 
treatment comparable to the subtraction VAT proposals. 

IV. Coordination of a Federal VAT With State Sales Taxes 

The VAT appropriate for the United States ultimately may 
depend upon the Itind of VAT that can operate alongside the existing 
myriad of state and local retail sales taxes (RSTs) . With any Icind 
of federal VAT that operates with RSTs that are not harmonized, 
businesses face increased costs when they are subjected to 
different federal and state rules on the administration, audit, 
collection and assessment of the taxes. Government costs to 
administer the tax may increase as well. 

Most foreign countries employ VAT only as a federal or a local 
tax, not side-by-side with a second sales tax at another level of 
government. This is one area where it is important to address 
European credit - invoice VATs and sales- subtraction VATs separately. 
The method of calculating VAT liability and the visibility of the 
VAT at the retail stage may be important. 

A. Credit- invoice VAT and State Sales Taxes 

A credit - invoice VAT that is separately stated on sales 
invoices looks like the more familiar RSTs. With a credit - invoice 
VAT, businesses must comply with two different sales taxes imposed 
on individual transactions. This will create complexity at the 
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check-out counter, especially if the seller does not use automated 
cash registers. 

A credit -invoice VAT can be buried in selling prices, rather 
than separately stated on retail sales. The merchants could be 
required to post signs informing consumers of the tax rate 
included in the prices. If the VAT is buried in retail prices, 
consumers subjected to both taxes may not be confronted with 
sticker shock, but businesses still must calculate the VAT and RST 
on each transaction. 

Japan has a credit method VAT that does not rely on invoices 
and that permits businesses to calculate tax from sales and 
purchase records for each tax period. The Japanese tax is an 
alternative worth considering. 

Canada, with its Goods and Services Tax (GST) , imposes a 
national credit -invoice VAT alongside provincial sales taxes (PSTs) 
imposed by all provinces except Alberta. Businesses subject to the 
GST and PST complain about the substantial compliance costs 
associated with the variety of sales taxes imposed on different tax 
bases and including different rules governing such obligations as 
the filing of returns and the submission to audits. Canadian 
consumers also have voiced strong opposition to the GST, in part 
because of the sticker shock resulting from the addition of two 
sales taxes at the cash register. While Quebec has harmonized (in 
large part) its sales tax with the federal GST, Quebec's provincial 
tax base and rules governing input credits differ somewhat from the 
federal GST rules. 

In large part due to business and consumer opposition to the 
GST, a special Committee on Finance studied alternatives to the 
GST. The committee report recommended major changes in the GST, 
including a simplified system to allow taxpayers with annual 
revenue of Can. $200,000 or less (80% of the taxpayers) to report 
sales and purchases on a tax- inclusive basis. The tax could be 
buried in retail prices. It also urged the government to seek 
harmonization of the federal GST and provincial sales taxes. The 
recommended system would move closer to the Japanese Consumption 
Tax system. 

No U.S. state opted to piggyback its state income tax on the 
federal income tax, even though, without charge, the IRS would have 
collected and remitted the state portion back to participating 
states. It therefore is unlikely that most or all of the states 
will give up their power to define their sales tax bases and hire 
their own agents in order to harmonize their RST with a federal 
VAT. 

While it is possible for states to administer a harmonized 
federal-state sales tax or VAT (see Senator Lugar's proposal), Che 
German experience with states (landers) administering the federal 
VAT suggests that the American states may seek to attract business 
by claiming that they are more lenient in administering the single 
harmonized tax. 

B. Sales-Subtraction VATs and State Sales Taxes 

Notwithstanding the advantages of a separately-stated, 
transactional credit-invoice VAT, an accounts-based subtraction VAT 
has one significant advantage over that kind of credit - invoice VAT. 
A sales-subtraction VAT, a period tax, is calculated on the results 
of operations for each tax period and is included in the prices of 
taxable goods and services. 

Relying on the experience in Michigan with addition and 
subtraction forms of VAT, if Congress adopts a subtraction VAT (a 
period tax) and states continue to rely on transactional RSTs, 
businesses and consumers may not view these taxes as two sales 
taxes that require harmonization to reduce compliance burdens. 

In the U.S., states may object to the credit - invoice VAT 
imposed on E:ales and added at the cash register as an intrusion 
into their sales tax domain. If Congress adopts a subtraction VAT 
(or a Japanese or even a credit - invoice form of VAT) that is buried 
in the retail prices of taxable goods and services, the state 
opposition may be more muted. 
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V. Administrative and Compliance Issues 

Our piece of the global economy is complex. A tax on 
consumption will be complex, even if Congress keeps the base broad, 
imposes a single rate, and minimizes exemptions. 

A. Single rate tax 

A VAT should be imposed at a single positive rate, with a zero 
rate only for exports under a destination principle tax. Multiple 
rates increase administration and compliance costs. Businesses 
must identify sales that come within each rate group and have 
clerks trained and registers programmed for sales at different 
rates. The IRS also must verify the rate for reported sales. 

A European credit - invoice VAT can accommodate multiple rates. 
With a subtraction VAT, it is difficult, if not impossible, to 
impose multiple rates, 

B. Separately stated tax and the audit trail 

A perceived advantage of a credit- invoice VAT is that the tax 
listed separately on each sales invoice provides an audit trail for 
the IRS to verify the seller's reported sales and the buyer's 
claimed input credits- The requirement for buyers to retain 
invoices to document claimed input credits is designed to encourage 
buyers to demand tax invoices from their suppliers. These invoices 
can be cross-checked with the suppliers' reported sales. 

The "audit trail" advantage of a credit-invoice VAT may be 
overstated. The foreign experience indicates that taxpayers cheat 
under a credit- invoice VAT. The sales and purchase data required 
on VAT returns prepared under the Japanese CT or the proposed 
subtraction VATs can be verified by checking a business's sales and 
purchase invoices, even if VAT is not separately stated on the 
invoices . 

There are other advantages if the VAT must be separately 
stated on sales invoices and purchasers can claim credit only for 
VAT listed on invoices. For example, businesses that are exempt 
from VAT or that sell exempt services can not list VAT on their 
sales invoices. Purchasers therefore can not claim input credits 
on these exempt transactions. The IRS auditor can verify allowable 
input credits by checking invoices on which VAT is listed. The 
Japanese CT and the proposed subtraction VATs allow credits or 
deductions for purchases from exempt small businesses. In part, 
this exception was made because it is so difficult to identify 
purchases from exempt small businesses under these VATs. 

C. Accommodation to rate changes 

A federal tax on consumption can be used as a tool to fine 
tune the economy. A change in the tax rate, coupled with 
consistent monetary policy, can encourage or discourage 
consumption. A credit-invoice VAT accommodates better than a 
subtraction VAT to rate changes. 

A change in rate under a credit -invoice VAT will be reflected 
in prices and revenue immediately. A seller claims credit for the 
actual tax listed on purchase invoices, whether the purchase was 
taxed at the old or new rate. The goods or services acquired 
therefore are free of tax in the hands of that seller. Beginning 
on the effective date of the rate change, the seller will charge 
tax on sales at the new rate, whether a higher or lower rate. 
Buyers, including final consumers, should bear tax at the new rate. 

With a subtraction VAT that is buried in product prices, there 
may be a time lag before the full effect of a rate change is phased 
in. If the tax rate is increased from five to 10 percent, the 
seller likely will include the new 10 percent rate in prices. 
Unless complicated rules are used to phase in the value of 
deductions for purchases, the rate hike may increase government 
revenue by only the value added after the effective date of the 
rate change. If the subtraction VAT is reduced from 10 to five 
percent, unless there are complicated rules to adjust the value of 
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deductions for purchases after the effective date that still may 
carry some of the old 10 percent rate, sellers may not reduce tax- 
inclusive prices charged on sales made immediately after the 
effective date to five percent. The tax revenue may reflect a five 
percent rate only on value added after the effective date. 

D. Administrative and Compliance Costs 

The General Accounting Office examined the cost of 
administering a European credit -invoice VAT with a single rate and 
minimal exemptions. The GAO report acknowledges that the addition 
of exemptions will substantially increase the costs. The GAO 
report estimates the administrative cost at between 1.22 and 1.83 
billion annually, once the tax is fully phased in. The cost 
differential reflects different assumptions about the level of the 
small business exemption threshold and therefore the number of 
businesses that are included in the system. Based on these cost 
estimates, Congress should not enact a VAT unless it is to raise 
substantial revenue --at least $100 - $150 billion annually. 

The estimates of costs of complying with a credit-invoice VAT 
vary widely. The compliance costs depend on such factors as the 
number of returns required each year, the amount of information 
required to be filed or maintained, and the number of rates and 
items given special treatment. Estimates under a British study 
place compliance costs at 0.003% to 1.94% of taxable sales. These 
costs are offset in part by the cash flow benefits that accrue to 
firms that receive VAT from their customers before they must remit 
the tax to the government. It appears that compliance costs tend 
to be regressive, when measured as a percentage of sales, placing 
the heaviest burden on the smallest firms. 

There is no reliable data available on the administrative and 
compliance costs of a subtraction method VAT. It is reasonable to 
assume that the compliance costs will be lower if businesses can 
take the data for the VAT returns from existing records of sales 
and purchases and the tax is not separately stated on invoices. 
The administrative costs may not change much, if at all. 

In estimating the costs to administer or comply with a VAT, 
Congress should consider the savings that will result if existing 
federal taxes either are substantially simplified or replaced 
entirely. 

The amount of VAT litigation and its attendant costs will 
depend in large part on the nature of the VAT base. If Congress 
grants exemptions and zero rating to particular sales or entities, 
it is predictable that there will be substantial litigation. In 
the United Kingdom, for example. Parliament created value added tax 
tribunals to handle anticipated disputes under their VAT that 
contained numerous exemptions and zero rating. 

E. Tax issues that exist under the income tax arise under a VAT 

Many issues that exist under the income tax apply under a VAT. 
For example, the definition of a taxable person and the proper 
reporting unit must be resolved under a VAT. A business can reduce 
its VAT li.ability by making purchases from outside suppliers but 
not by paying compensation to employees. It is necessary to make 
the familiar distinction between employees and independent 
contractors. To determine who is engaged in business, it may be 
necessary to make the income tax distinction among business under 
section 162, income-producing activities under section 212, and 
hobbies under section 183. Related party rules may be needed. 


VI. Transition issues 

A. Transition rules for purchases made between the dates the tax 
is enacted and becomes effective 


The transition to a VAT could disrupt markets for business 
inputs as well as for consumer goods. If a VAT replaces the 
corporate tax and the purchase of capital goods qualifies for input 
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credit, then if a business can not recover the cost of capital 
goods under the expiring corporate tax, it may defer discretionary 
purchases until the VAT becomes effective. 

If consumers anticipate that the introduction of the VAT will 
increase prices, they may accelerate purchases before the VAT 
becomes effective. This increased demand for goods and services 
may result in inflationary pressures that will increase when the 
VAT becomes effective, 

B. Transition period needed to prepare for VAT 

If Congress enacts a credit -invoice VAT, Congress should 
provide an effective date of approximately 18 months after the date 
the tax is adopted. The following represent some of the 
preparation work necessary to implement this VAT. Businesses must 
purchase new invoices to provide the data required for VAT 
purposes, train employees, and purchase or modify computerized cash 
registers and other record keeping equipment. The government must 
train personnel, issue guidance, educate businesses and consumers, 
the Federal Reserve must prepare to receive and process payments, 
and the IRS must purchase equipment and prepare to process and 
audit returns. The Customs Service must prepare for the collection 
of the tax at the borders and for the maintenance of records of 
export sales. 

If Congress enacts a subtraction VAT that is broadly-based and 
that can rely on records already prepared by business, the required 
transition period may be somewhat less. The cash register 
adjustments and other preparations required to list VAT on sales 
invoices would not be necessary, but much of the training and 
education of employees of businesses and the government still must 
be done. The preparation required by the Federal Reserve, the 
Customs Office, and IRS under a credit-invoice VAT will exist under 
a subtraction VAT. 


VII « Conclusion 

If Congress decides to enact a tax on consumption to be 
collected by business, it should seriously consider a VAT. If a 
VAT replaces the corporate income tax, except for concerns about 
the co-existence of a federal VAT and state RSTs, one form of VAT 
does not stand out as the best VAT to adopt. 

If Congress decides to add a VAT to the federal tax system, 
keep it simple and free from distorting and complicating exemptions 
or other special treatment. If it is necessary to reduce Che 
regressive effects of a tax on consumption. Congress should do so 
outside the VAT system, such as through direct grant programs, cash 
rebates to low income households, or through the individual income 
tax that can be tailored to individual circumstances. 

Congress should include as many businesses as possible in the 
tax system. It should apply the destination principle to tax 
imports and free exports from the tax. Make sure that the tax, 
whatever its form, is border adjustable. Do not adopt a VAT just 
to improve our competitive position in world markets in the long 
term. It is not clear that it will produce that result. 

The European VAT should not be adopted just to achieve the 
benefits from its "audit trail.” These benefits may have been 
overstated. Address transition issues and allow an adequate period 
for government and businesses to gear up for the tax. 

In principle, a federal VAT should be separately stated and 
visible to consumers. However, if a federal VAT must co-exist with 
state and local retail sales taxes, there may be administrative and 
compliance reasons to prefer a VAT that is buried in the prices of 
taxable goods and services, at least at the retail stage. The goal 
can be accomplished with adjustments to a European credit-invoice 
VAT. The Japanese VAT or the subtraction VAT provides these results 
without any tinkering. 

The European VAT handles rate changes better than a 
subtraction VAT. While the compliance costs of a subtraction VAT 
may be somewhat lower than a European credit - invoice VAT, the 
administrative and compliance costs of both are significant enough 
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to dismiss the tax unless it replaces existing taxes or raises 
substantial revenue for other critical needs. 

If Congress decides to enact a European credit -invoice VAT, as 
a transition to the VAT, Congress should look seriously at the 
Japanese Consumption Tax, with its simplified method for smaller 
businesses, as the first stage of a credit - invoice VAT. 

Appendix A 

European Credit-Invoice VAT, 
the Salea-Subtractlon VAT and the Retail Sales Tax 

The following example is used to illustrate the European-style 
VAT, the subtraction VAT, and the retail sales tax. 

Under the European-style credit -invoice VAT, a business's tax 
on purchases is credited against tax on taxable sales. Assume that 
a lumber mill sells lumber to a carpenter who fashions the lumber 
into tables and sells the tables to a retailer who resells them to 
consumers. Assume that the lumber mill sells the lumber for a pre- 
tax price of $1,000. With a 10 percent VAT, the mill would add 
$100 tax for a tax-inclusive price of $1,100. The carpenter sells 
the tables to a retailer for a pre-tax price of $5,000 (not 
including the $100 tax on the lumber) . The carpenter adds $500 
tax, for a tax- inclusive price of $5,500. The carpenter recoups 
the $100 tax on his purchases in calculating the tax that he remits 
to the government. The retailer sells the tables to consumers for 
a pre-tax price of $10,000. The retailer adds $1,000 tax, for a 
tax-inclusive price of $11,000, and recoups the $500 tax paid on 
her purchases. At each stage, tax is remitted only on value added 
by each business . This VAT is illustrated in Table 1 . 


Table 1 



Tax Liability 
of 

Each Seller 

Tax Remitted 
to 

Government 

Mill sale to carpenter 

Taxable sale $1,000 x 10% 
Purchases 00 

Tax Payable by Mill 

$ 100 

00 

S 100 

$ 100 

Carpenter sale to retailer 

Taxable sale $5,000' x 10% 

Credit for tax on purchases 

Tax Payable by Carpenter 

$ 500 

(100) 

S 400 

400 

Retailer sales to consumers 

Taxable sale $10,000^ x 10% 

Credit for tax on purchases 

Tax Payable by Retailer 

$1,000 

J 5001 

S 500 

500 

Total tax collected by govern^ 
aent and paid by consumer 


$1,000 


Tax liability under a sales-subtraction VAT like the Danforth- 
Boren Business Activities Tax is calculated by multiplying the tax 
base (taxable sales less deductible purchases) by the tax rate. 
The data will be taken frpm company records and it therefore is 
more convenient to calculate the tax using tax- inclusive figures. 
To raise the same revenue as the above lOV rate applied to tax- 
exclusive data, the rate should be 9.0909%. In Table 2, the tax 


' The price would be $5,000 instead of $5,100 because the 
carpenter recovers the $100 tax on his taxable purchases. 

^ The pre-tax sales prices would total $10,000 because the 
carpenter would charge the retailer $5,000 + $500 tax, and the 
retailer would recover that $500 tax. 
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payable by each business, the revenue to the government, and the 
tax imposed on consumers are identical to the amounts listed under 
the European-style VAT in Table 1. 


Table 2 



Tax 

Liability of 
Each Seller 

Tax Remitted 
to 

Government 

Mill sale to carpenter 

Taxable sale 

Deduction for purchases 

Tax Base 

Tax Rate 

Tax Payable by Mill 


$ 100 

Carpenter sale to retailer 

Taxable sales 

Deduction for purchases 

Tax Base 

Tax Rate 

Tax Payable by Carpenter 

$5, 500 
$1,100 
$4 ,400 

9.0909% 

$ 400 

400 

Retailer aalea to conauaiara 
Taxable sales 

Deduction for purchases 

Tax Base 

Tax Rate 

Tax Payable by Retailer 

$11,000 
( 5,500) 

$ 5,500 
9.0909% 

$ 500 

500 

Total tax collected by govern- 
ment and paid by consumer 


$1,000 


Under a federal retail sales tax, tax is collected only on 
sales to consumers. In the above example, the retailer will charge 
$1,000 tax on taxable sales of $10,000, producing the same revenue 
and the same tax- inclusive consumer prices as under the European 
VAT or the subtraction method VAT. 
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Chairman Archer. Thank you, Professor Schenk. I want to 
thank all of you. I am particularly grateful for your testimony, and 
I also must say because I think it is very much in line with my 
colleague and my friend Sam Gibbons, that I am very grateful to 
him because he has been plowing this ground for some time, and 
he understands the big picture and what is at stake, and I am 
hopeful that in some way or another we can reach a resolution of 
this issue that is going to help this country in years to come. 

I am curious as to what differences there might be between you. 
Professor Schenk, and you. Dr. Cnossen, and wmether those can be 
resolved. 

Mr. Schenk. Do you want to start, Sijbren? 

Mr. Cnossen. Yes, Alan, no difficulty. I think I have come down, 
Mr. Chairman, fairly strongly in favor of the tax credit method, 
value-added tJix. Professor Schenk has left the door open for a 
modified tax credit value-added tax with some elements of the sub- 
traction method, which is currently imposed in Japan. I hope that 
sums it up reasonably well. So I guess we aCTee that a full subtrac- 
tion method VAT probably would not be preferable. 

In this respect we disagree with Cliff Massa. I think the Japa- 
nese value-aaded tax does well at the low rate of 3 percent that it 
is currently being levied. If you were thinking of a consumption tax 
that would replace the entire income tax, I guess you would have 
to impose it at a rate of some 20 percent. Aggregate consumption 
expenditure is $4.8 trillion. If for one reason or another about one- 
fourth of that expenditure is exempted, then you would have to tax 
the remaining expenditures at 20 percent to raise some $735 billion 
in revenue. That is a very high rate. 

I believe that a high-rate subtraction method VAT would leave 
quite a bit of value added untaxed and would raise much stronger 
objections from your trading partners than the low-rate Japanese 
tax does. Although the rate is low, the Japanese tax nevertheless 
is a subsidy on exports and at the same time is an extra tax on 
imports. You didn’t mention that, Alan, but I think you agree with 
that aspect as well. I think both features would be problematic. 

Besides, I believe that the GATT arrangements for border tax ad- 
justments require that taxes should be imposed on specific products 
to be eligible for rebate at the time of export. In other words, they 
should be transactions-based taxes, not accounts-based taxes as is 
the subtraction method, business transfer tax. Furthermore, it 
should be possible to calculate border tax adjustments unambig- 
uously: There should be full certainty how much tax on exports has 
to be rebated and how much tax is imposed on imports, equivalent 
to the tax on domestically produced goods and services. Now, I 
would like to yield to Professor Schenk. 

Chairman Archer. Professor Schenk. 

Mr. Schenk. Mr. Chairman, I don’t think there is one right an- 
swer about the VAT. There are good and bad points of the subtrac- 
tion method. 'There are good and bad points about the European 
style. I have one major concern about the subtraction method, and 
you are certainly in a better position than I to know how to evalu- 
ate this concern. 

My concern is that your colleagues in the House and Senate will 
look at a tax that is based on sales minus purchases and think of 



330 


it — as they have been thinking about taxation in this country for 
decades — as a tax on income, and therefore be tempted to approach 
it that way and grant deductions, and enact other complications to 
the tax that would just destroy its nature. 

Why do I say this? Because in Michigan we have experience with 
value-added t^es. We used to have a subtraction VAT and now we 
have an addition VAT. Think of the businesses that come in to the 
State legislature and would come in here. For example, a real es- 
tate construction company or a service company may claim that 
under an income tax there were years that they hired a lot of peo- 
ple, did not earn a profit, and did not have to pay any income tax. 

Now, Congress is saying that even though we do not have any 
profit, but we are hiring employees, we have to pay a tax under 
this subtraction VAT. Michigan responded to this pressure by 
granting a special deduction for labor-intensive businesses. There 
were other special provisions like that that really changed the na- 
ture of the tax. That is my concern about the subtraction tax. If 
Congress could enact a pure subtraction tax, as Mr. Gibbons is try- 
ing to develop, I would not have those concerns. My question is 
whether or not that can get through Congress. 

Chairman Archer. So basically what I hear you saying is that 
you have a degree of flexibility in your own mind that might ac- 
commodate what Dr. Cnossen is recommending as a viable alter- 
native? 

Mr. Schenk. Yes. 

Chairman Archer. Let me ask all of you, if I can, three quick 
questions. First, let me say as a foundationpiece for my own views 
that I personally will not support any consumption tax as an addi- 
tion to the current income tax. It must be as a replacement for the 
entire income tax. 

I just want to make that very clear. 1 have tried to over the 
months, but perhaps you need to restate these things. But having 
said that, if we are to move from the current income tax structure 
to a type of VAT, which all three of you propose, can we do that, 
in effect, cold turkey? And if not, why? 

Mr. Schenk. From which tax, Mr. Chairman? From the cor- 
porate income tax or from both? 

Chairman Archer. From the corporate and personal income tax. 
Let’s say, hypothetically, let those cease on December 31 and on 
Januaty 1 go to one of your forms of value-added tax. 

Mr. Schenk. Speaking for myself, I think the transition issues 
would just be horrendous. I do not think that you can go cold tur- 
key. I think if you announce today that the change will become ef- 
fective December 31, you would probably have businesses defer 
purchases of capital goods, and you would nave consumers stock up 
on consumer goods before the new tax goes into effect. I think you 
need a transition period. 

Mr. Massa. I am not sure, Mr. Chairman. It seems to me that 
either path, once you decide where we are going to end up, the 
path from here to there, whether long or short, is not going to 
please everybody. There are going to be dislocations. We have to 
decide is the end result worth the trip. 

I am sure that if there is an extended transition period, this 
Committee will be busy like it has never been busy before with a 
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line of people, I would be included, I am sure, up here on behalf 
of people saying, but you have got to take this one into account and 
you have got to take that one into account. 

As I recall the Canadians, as they began to move to the goods 
and services tax, at least were coming to a conclusion that cold tur- 
key wasn’t going to be any worse than an^hing else. I am not sure 
I have the answer for you, but I certainly wouldn’t dismiss it out 
of hand because I am not sure that the answer cold turkey is going 
to be any worse than 3, 5, 7 years’ worth of transition rules which 
actually increase complexity and increase costs in the process. 

Chairman Archer. Dr. Cnossen. 

Mr. Cno^en. Mr. Chairman, I think I would not like to be in 
the driver’s seat — $735 billion in revenue, a rate of at least 20 per- 
cent in my view, possibly higher if Congress accepted some exemp- 
tions of the very broad base; enormous announcement effects; and 
very serious economic relocation issues, also because of the aboli- 
tion of the income tax itself. These relocations of economic activity, 
economic decisions, and so forth, in my view, at a 20 percent rate 
consumption tax that would fully replace the income tax might be 
called dislocations. 

Chairman .^CHEr. So how would you do it? 

Mr. Cnossen. I would phase it in. I would start with a value- 
added tax of 5 percent and reduce the income tax accordingly, Mr. 
Chairman, by the revenue that a broad-based consumption tax 
would yield, be it a national retail sales tax, a tax credit value- 
added tax, or a subtraction method value-added tax. 

Chairman Archer. OK, thank you. On two other quick issues, 
what would you do about education and medical services? 

Mr. Cnossen. I would tax them, Mr. Chairman, and I will ex- 
plain why. I think there used to be a time when we thought that 
food should be exempted and now we know that the rich spend 
twice as much on food as the poor do and we also know that a con- 
sumption tax is not the appropriate tax to affect the income redis- 
tribution, or I should say try to impart some deCTee of progressivity 
to the tax system. Income distribution issues should be dealt witn 
by the expenditure side of the budget. 

I think that this argument also applies to medical services. More- 
over, we have tremendous problems exempting medical services 
proper, because hospitals also do work for pharmaceutical compa- 
nies in the form of research, and so forth, for which they want to 
be taxed in order to be able to get the tax credit on inputs. By and 
large, the same argument, perhaps to a somewhat lesser extent, 
applies to education. 

Mr. Massa. Every sale of goods and services in the economy, 
whether it is currently a tax-exempt organization or not, let’s apply 
the system to it. Let the market sort out where the burdens go in- 
stead of trying to distinguish whether this business activity of sell- 
ing education or selling medical care or selling legal services or 
selling food is worthy of not being taxed. Let’s not start down that 
path. Let’s put everything in the system. Let the market sort out 
where the burden goes, and then attempt to deal on a much more 
directed basis with the households that you conclude need some off- 
sets to those effects. 
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Chairman Archer. In other words, there would be no tax-exempt 
entity? 

Mr. Massa. If they sold goods or services, I would recommend 
that they be in the system. 

Chairman Archer. Well, is a State university selling a service? 

Mr. Massa. Arguably, they are selling services in exchange for 
tuition. 

Chairman Archer. OK Professor Schenk. 

Mr. Schenk. I would agree. My dean and president might not 
like it, but I think that it is very important not to distort consump- 
tion, and obviously you have problems even with that simple an- 
swer, and you raised one, Mr. Chairman. When somebody at my 
law school pays $5,000 a year tuition at the law school, he or she 
is not paying the Aill cost. The State is paying part of that cost, 
and so if you only tax the $5,000, you are not really taxing the full 
value. I think it should all be taxed whether it is the football game 
or it is the tuition. 

Chairman Archer. All right. Then finally, do you have any con- 
cern about the problems in border areas in conjunction with Mexico 
or Canada, that if we convert our income tax completely to a value- 
added tax, will people simply go across the border and buy the 
products and services in a foreign country? 

Mr. Massa. Our two border countries currently have value-added 
taxes of their own, both Canada and Mexico. We are, in fact, the 
only major trading nation that does not have one. Perhaps the rel- 
ative rates would make a difference, and Dr. Cnossen’s experience 
in the European Community may help to answer that, but it would 
not seem to me to be either a large or an insurmountable problem. 

If somebody decided that the Canadian tax rate was lower and 
I will buy it over there, we probably would end up with some kind 
of modest exemption on tourist-imported goods anyway, so it would 
not seem to me to be a major problem. 

Mr. Schenk. Mr. Chairman, I think it is a problem. It is a prob- 
lem that Canada faced when it adopted a VAT and the United 
States did not have one. I live on the Detroit-Windsor border and 
people came over by the vanloads, and as a result the government 
had to do something in order to try to stem that flow. 

Chairman Archer. Were they able to do so? 

Mr. Schenk. I must confess I forgot exactly what they did. 

Chairman Archer. Dr. Cnossen. 

Mr. Cnossen. Mr. Chairman, I think that cross-border shopping 
would not be a serious problem. You have a long contiguous border 
with Canada, but not really that many people are living along the 
border. If I go by European experience, politicians and businessmen 
make a lot of hay about cross-border shopping, but in fact the 
quantitative significance of it is very, very low. 

Germans come and shop in Dutcn towns even though the value- 
added tax is higher in Holland. The reasons are that parking facili- 
ties or movies are better, the cultural climate is freer, or whatever. 
Rate differentials do not significantly influence cross-border shop- 
ping in European countries, although in the European Community 
some 10 percent of the population lives along borders within 25 kil- 
ometers on either side. 
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Mr. ScHENX. Mr. Chairman, I remember what resolved the cross- 
border shopping problem. The exchange rate of the dollar in Can- 
ada versus the United States changed and therefore it was no 
loiter profitable for Canadians to shop in the United States. 

Chairman Archer. I see. I would like to explore your ideas of 
how we handle the regressivity argument, but I have already over- 
used my time, so if I could get each of you to submit in writing, 
or if someone else wants to inquire about that, it would help the 
Committee a great deal to get specificity as to how you think we 
could best handle the regressivity argument. 

[The following was subsequently received:] 
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DR. SIJBREN CNOSSEN 
PROFESSOR OF LAW 
ERASMUS UNIVERSITEIT ROTTERDAM 
POSTBUS 1736 

3000 DR ROTTERDAM, NETHERLANDS 
(3110) 408-1485 


June 7, 1995 


The Honorable Bill Archer 
Chairman 

Committee on Ways and Means 
U.S. House of Representatives 
1102 Longworth House Office Building 
Washington, D.C. 20515 

Dear Mr. Chairman: 


I very much appreciated the opportunity to testify before the Ways and Means 
Committee earlier today on the critical issue of choosing between various consumption 
tax alternatives. During my testimony, you asked that 1 provide the Committee 
additional materials concerning my views with respect to the potential regressivity of a 
consumption tax. I have examined this issue closely, and indeed, I published an 
article in Tax Notes in which I specifically addressed the regressivity issue. I thought it 
would be most efficient to provide you a copy of that article. 


Once again, I appreciated the opportunity to testify, and I look forward to 
providing the Committee any additional information you may require to address this 
important issue. 


Sindei 


Sinderely, 


Sijbfen Cnossen 


Enclosure 
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Sijbrefi Cnossan is a professor in ttw economics 
I faculty at Erasmus University. RotterOam, the 
I Netherlands. He has written widely on the value- 
added tax (VAT) and advised international organi- 
zations and several countries on the design end 
implementation of a VAT. This article is based on 
his testimony on eonsumptioo taxes and interna- 
tional compatliivaness before the Committee on 
Ways and Means of the U.S. House of Representa- 
tives on June 20,^S91. 

Professor Cnossen points out that a VAT is the 
most product-neutral and factor-neutral tax which 
exists. This is an important attribute of a ‘good" tax 
in a world that leaves the optimal allocation of re- 
sources to the free play of market forces. In theory, 
a VAT is aguivalent to a national sales tax. a busi- 
ness transtertax. ora uniform busioess tax of equal 
base and rate, bat a VAT has greater feasibility and 
versatility. Also, it is mare certain to be neutral and 
to effect correct border tax adjustments. He points 
out that the integrity of a VAT is safeguarded best 
if it is applied to all goods and services. Moreover, 
a single rate with no exemptions is strongly recom- 
mended. Professor Cnossen explains that a VAT is 
note tariff-cum-export subsidy. Instead, the rebate 
at the export stage ensures that exporters are not 
disadvantaged vis-a-vis their foreign competitors. A 
VAT per se would have no favorable effect on the 
trade balance, but it is supertor to an income tax in 
promoting saving, capital formation, and economic 
growth. \ 


I. INTRODUCTION 

In considering a consumption tax. such as a value- 
added tax (VAT), the United States is iollowing the same 
pattern in tax development as many other countries in 
Europe and the rest of the world. Twenty-one of the 24 
member countries of the Organization for Economic Co- 
operation and Development (OECD) have accepted the 
VAT as their main consumption tax. Recent converts to 
the VAT include Canada and Japan. The United States. 
Switzenand. and Australia are the only OECD countries 
that have not yet done so. Outside the OECD area, the 
VAT is levied by approximately 35 countries in (.atin 
America. Asia, and Africa. 
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The VAT was pioneered in the European Community 
(EC). From the beginning the EC has attached great 
imponance to me VAT. because it is very successful in 
treating intra-community trade, as well as trade with third 
countnes. according to the destination principle. A VAT 
enables precise identification and rebate of the lax on 
exports so that they can leave a country free of tax. while 
imports can be taxed on exactly the same footing as 
domestically produced commodities. Obviously, this form 
of neutrality is essential for the proper functioning of a 
common market. More generally, the border tax adjust- 
ments under a VAT are consonant with the tax provisions 
of the General Agreement on Tariffs and Trade (GATT). 
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In addition to being neutral with respect to foreign 
trade, a VAT does not distort domestic production and 
distribution. Thus, under a VAT, it makes no difference 
how often a product is traded before it reaches the con- 
sumer or whether its value is added earlier rather than 
later in the production-distribution process. A VAT is 
neutral regarding the production technique that a busi- 
ness adopts. In other words, it makes no difference lor 
tax liability whether a product is manufactured with capi- 
tal-intensive technology or labor-intensive technology. 
Also, a VAT is not influenced by the forms in which busi- 
ness is conducted. Other things being equal, the tax bill 
IS the same whether a product is made in the corporate 
sector or by unincorporated businesses, or whether if is 
produced by integrated or specialized firms. 

It will be appreciated that the VATs neutrality with 
respect to domestic economic activities, as well as 
foreign trade, is an Important attribute of a “good* tax in 
a highly competitive and interdependent world, which 
leaves the optimal allocation of resources to the tree play 
of market forces. 

II. APPROACHES TO TAXING ‘VALUE ADDED' 

The type of VAT used in the EC and nearly all other 
countries is a multistage, destination-based, net con- 
sumption VAT that includes all goods and services in its 
base (except itpose explicitly exempted). It covers 
retailers, and it permits 'registered firms a credit or 
■■deduction" against the tax payable on their own sales 
lor tax paid on their purchases from registered suppliers. 
For any tax reporting period, the net VAT liability is simply 
the difference between the total amount of VAT shown on 
all sale invoices and the total amount of VAT shown on 
all purchase invoices. 

This method, which is used in all OECD countries, is 
called the indirect subtraction technique or tax credit 
method. Since the tax on sales must be stated on in- 
voices to provide documentary evidence for the credit 
claimed by registered buyers, the tax credit technique is 
also referred to as the invoice method. It should bo em- 
phasized that the net consumption VAT is levied accord- 
ing to a cash flow (Invoice) basis of accounting, instead 
of according to an accrual basis by which transactions 
are recorded in a firm's profit and loss account. Thus, 
under VAT. no correction needs to be made lor a change 
in inventory value, and the fax paid on the purchase of 
capital goods is credited immediately against the VAT 
payable on sales. 


Under a VAT, — the same value added is 
never taxed twice; that is, cumulative ef- 
fects do not occur. 


Under a VAT. the sum of a firm s purchases (the value 
added at earlier stages) and the value added by the firm 
itsell equals, by definition, the value ol the purchases 
ivrhich nave a lull tax credit atiacheo to them) by the next 
firm m the production-distribution process. As a result, 
the same value added is never taxed twice: that is. 
cumulative effects do not occur. Moreover, at the final 
retail stage, the sum ol all values added throughout the 
process equals the consumer price, excluding tax. In 
other words, the total tax collected piecemeal under the 
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VAT from all siagas of production ana distribuiion ts e- 
actly equal (o a tax collected on the sale by me retaiit 
to the final consumer or user: that is. a retail tax : 
national sales tax (NST). 

The net VAT liability can also be ascertained by de 
ducting the aggregate value of purchases from the ac 
gregate value of sales and taxmg the difference beiwee 
them. This approach to computing value added is calle 
the direct subtraction technique or accounts method. i 
the United States, it is Known as The business transit 
tax’ (BTT) or ‘uniform business tax" (U8T). The BTT wa 
proposed by Sen. William V. Roth. Jr., R-Del., in isae 
Sen. Roth proposed using the revenues to maKe possibi 
lower income tax rates, super saving accounts, ano mor 
rapid dapreciabon allowances. A UBT bill was introduce 
recently by Rep. Richard T. Schulxe, R-Pa. Its revenues 
in turn, would be used to replace the corporation mcomi 
tax and the employer-paid portion of the PICA payroll tax 


In ineiustrial countries, services cotnprist 
up to SO percent of national product, toe 
large a portion of economic activity to bt 
excluded from a broadly baaed eonaump 
tion tax. 


Finally, value added can be computed as the sum o 
factor rewards: wages, depreciation, interest, and ne 
profits. In the literature, this approach is referred to as 
the addition method. This approach is more compiicatec 
than either of the subtraction methods, because it re 
quires inventory accounting as well as adjustments fo 
investment income and capital goods purchases. Hence 
no country applies the addition method. However. Argen 
tina and Israel apply this method to selected economic 
activities, such as banKing, in which the value of inputs 
and outputs is difficult to measure. 

III. DIFFERENCES BITTWEEN A VAT ANO AN NST 

If a VAT IS Identical to an NST, why not collect the ful 
tax at the retail stage, that is. impose an NST? A VAT is 
preferred for lour reasons: (i) potential coverage: (ii 
ability to distinguish producer goods from consume- 
goods; (iii) ability to effect correct border tax adiustmems 
and fiv) loministrative feasibility. 

First. NSTs are less effective in taxing services tha: 
are rendered pnmarily by small business esiablisnments 
Not taxing services means that services are favored over 
goods. This distorts the economic choices of both con- 
sumers and producers, and it unnecessarily accentuates 
the regressive impact of the tax. because the demand loi 
services is generally more income-elastic than is the 
demand lor goods, in industrial countries, services com- 
prise up to SO percent of national product, too large a 
portion of economic activity to be excluded from a broadly 
based consumption tax. 

Second. NSTs have diflicuity distinguishing between 
producer and consumer goods. How does a registerec 
firm Know that a shovel it supplies tax free is not usee 
for (taxable) gardening purposes instead of as an (ex- 
empt) input for factory work? Who knows whether sugar 
is used to sweeten tea at home (taxable) or as an i ex- 
empt) ingredient for (taxable) bakery products? Similarly. 
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an NST has difficulty distinguishing taxable consumer 
services from exempt services rendered to business. A 
VAT has no such difficulty, because the seller is simply 
told always to charge tax. leaving it to the purchaser to 
obtain a tax credit if it also is a registered taxpayer. 

Third, because NSTs are unable to distinguish effec- 
tively between producer and consumer goods, in practice 
many producer goods (e.g.. fuel, office furniture, and 
computers) are taxed. This discourages capital-intensive 
production and. hence, economic growth. Also, it means 
that the NST enters into the cost of exports, with detri- 
mental effects on international competitiveness. Simi- 
larly, because the pnce of domestic goods includes the 
NST on those goods and incorporates an element of tax 
on producer goods, whereas the price of goods imported 
from countries with a VAT that is rebated lor exports does 
not. the NST artificially discnminates against domestic 
goods. 

Fourth, a VAT is a more robust form of consumption 
tax. It disperses the collection process over the whole of 
industry and commerce. It transfers pan of the burden of 
proof concerning tax liability to taxpayers (who must 
prove that they are entitled to the lax credit on pur- 
chases). It penaliaes dishonesty more than does an NST. 
because every invoice throughout the production-distri- 
bution process is a 'public declaration' with respect to 
tax liability. 

IV. DIFFERENCES BETWEEN A VAT AND A UBT 

11 a VAT is identical to a UBT. why not collect the tax 
on the difference between the aggregate value of sales 
and the aggregate value of purchases, rather than as the 
difference between the lax on each of these two cate- 
gories? The VAT is preferred for three reasons: (i) it is a 
more obvious and robust form of tax: (ii) it has fewer 
difficulties with exemptions and differentiated rates. If 
desired: and (iii) the border tax adjustments under VAT 
are more precise and sure to be accepted under QATT. 

First, the VAT is a transactions-based tax. i.e.. VAT is 
charged each time a product is sold or a seivice is 
rendered. The UBT. on the other hand, is an accounts- 
based tax under which the tax liability is calculated after, 
rather than at the time, sales are made. This means that 
the UBT is more of a hidden tax. that no 'audit trail’ is 
provided, and that the UBT is more susceptible to eva- 
sion. It IS not true that the VAT requires separate business 
accounts. Both taxes have to be ascertained from records 
of sales and purchases, but only in the case of the VAT 
would the entries be backed up by tax invoices. 


An exemption creates an arbitrary and in- 
determinabie benefit for favored products. 
Once lost, the tax cannot be recouped. 


Second, under the VAT. an exemption in the middle of 
the production-disinbuiion process means that the tax on 
purchases cannot be passed on. As a result, the tax load 
on the affected product will ultimately be higher than m 
the absence ol an exemption. This feature creates a 
strong inducement for business firms to register for VAT 
purposes. No such inducement exists under the UBT. An 
exemption creates an arbitrary and indeterminable bene- 
fit for favored products. Once lost, the tax cannot be 
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recouped. This means that the UBT will be subject to 
relentless political pressure to exempt cenain products, 
activities, and sectors. Fairness and neutrality would sui- 
ter. Furthermore, a UBT cannot accommodate diheren- 
tiated rales which, although not to be recoihmended. may 
be desired for technical reasons or to mitigate the regres- 
sive burden distribution of the lax. 

Third, under the VAT, the accurate valuation of imports 
Is of no great concern, because if less tax is paid due to 
undervaluation, there will be less tax to credit in the next 
stage. Under the UBT. on the other hand, valuation inac- 
curacies upon import do not simply wash out in succeed- 
ing stages. Similarly, under the VAT. the lax shown on 
purchase invoices is simply rebated at export. Under the 
UBT, on the other hand, there is no certainty that the 
inputs, which, incidentally, have to be valued accurately, 
have borne tax in stages prior to export. In short, border 
tax adjustments under a UBT are likely to be much less 
accurate than under the VAT. It so. they would invite 
objections from the trading partners of the United States. 

Not surprisingly, no OECD country has a UBT. Until 
recently, the Finnish VAT had some features akin to a 
UBT. but these have now been abolished. Also, the Jap- 
anese VAT has an optional subtraction method, but It is 
confined to small firms. Obviously, the ments of a VAT 
versus a UBT must be viewed separately from the use 
of the proceeds. If desired, a VAT, like a UBT. can also 
be used to replace the corporate income tax and/or phase 
out the employer-paid portion of the FICA payroll tax. 

V. DESIGN OF A VAT 

The integhty of a VAT is safeguarded best If It is 
applied to all final goods and services. Taxing one com- 
modity but not another distorts consumer choices and 
reduces the tax intake at a given rate, although some 
concessions must be made for social policy considera- 
tions and on administrative grounds. 

A. Exemptions 

No OECD country taxes free or govemmentally sub- 
sidized services in the areas of health and education, nor 
does any OECD country tax social, charrtable. or reli- 
gious services. In the OECD, these 'public Interest ac- 
tivities' are exempted. This means that no credit is given 
to the ‘exempt organizations' tor the tax they pay on 
purchases. Given the nature of the exempt services, 
which are renderid directly to consumers and which often 
are subsidized, distortions of consumer cnoices should 
be small. On the other hand, commercially provided 
education and health services generally are taxed. 

A second group of activities exempted m the OECD 
includes financial transacuons and insurance. There are 
various problems in trying to tax financial services. 
Should the tax be imposed on the lull pnce — the inter- 
est — of the financial service, or should the tax be con- 
fined to the gross margin of the intermediary as measured 
by the difference between its loan revenue and ns cost 
of borrowing? Because of these conceptual difficulties, 
as well as practical problems in measunng inputs and 
outputs, all OECD countries have opted lor the exemption 
approach. 

For similar reasons. OECD countries exempt all forms 
of life insurance from the VAT. Nonterm life insurance 
premiums, for instance, have a savings element that Is 
difficult >0 separate from the portion attnbutable to the 
costs ot administering the insurance scheme. Other 
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forms of insurance are also exempted, except in New 
Zealand, which taxes fire, general, and accident insur* 
ance premiums. To confiire the tax to the gross margin, 
insurers are allowed a credit lor the tax fraction of any 
indemnity payments. Naarty all counthes zero rate finan- 
cial and insurance saiviees which are exported. 

B. Real Eaute 

The treatment of real estate, that is. the lease and sale 
of land and the construction, lease, and sale of buildings, 
is one of the more complicated issues under the VAT. It 
warrants careful consideration. In most industrial 
countries, housing seivicss. con^rising rents arid rental 
values of owner-occupied property, constitute 15 percent 
or more of total annual consumption expenditures. This 
IS too large a portion of the potential tax base to be 
ignored under a VAT. Moreover, once an essential part 
of the taui base has been excluded, it becomes exceed- 
ingly difficult to recoup. 

Nearly all counthes in the OECD area tax building 
matenals. as well as repair and maintenance sennces, at 
the standard rate. Logically, these materials and ser- 
vices, broadly interpreted as construction activities, add 
up to a new building. Most countries recognize this, and 
under their VATs, newly created buildings are subiect to 
the standard rate as wall. This means that a nontogi- 
stered individual who buys a new dwelling pays the full 
VAT on it. In effe^in that case, the VAT on now residen- 
tial property is viewed as the capitalized value of the tax 
that would have been payable in respect of cun-ent hous- 
ing serviceB had the VAT been applicable to rents and 
imputed rental values. Basically, commercial buildings, 
which can be close subsbtutes. are acconled the same 
treatment. Potential cascading effects are eliminated by 
permitting commercial lessors to apply for registration 
and payment of VAT. 

Counthes that follow this approach also exempt the 
sale of real estate other than new buildings. This is logi- 
cal. although it means that increases in the value of the 
stock of building services ate not taxed, nor is a tax credit 
provided lor decreases in that value. Taxing the transfer 
of (exen^t) real estate would imply that a (presumptive) 
tax credit would have to be given lor the tax, if any, paid 
on the earlier purchase of the property, a choice that no 
country has elected. Again, owners of industrial and com- 
mercial real estate could become regrstered taxpayers 
and receive the usual VAT treatment. The sale of their 
property then would be taxable. but''any subsequent regi- 
stered owner would be able to claim a tax credit if it. in 
turn, were to lease or sell the property to a registered 
taxpayer. 

C. Small Traders and Farttiers 

Generally, small traders and tanners face relatively 
higher costs in complying with the obligations imposed 
under the VAT than do other taxpayers. Simriarty, the tax 
administration's cost of enforcing the tax on them is rela- 
tively higher. For these and other reasons, most OECD 
countnes with a VAT exclude small-scale traders and 
producers with an annual turnover below a specified 
amount (the 'registration thresholiT) from the obligations 
to register, furnish returns, pay tax, and Keep prescribed 
records. The VAT paid by small firms is confined to the 
tax invoiced to them by their registered suppliers. While 
small firms benefit from not being taxed on their own 
value added, they suffer from not being able to pass the 
VAT on to their customers, because, as nonregistered 
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users, they are not allowed to issue tax invoices. Alsc. 
they cannot obtain a refund when exporting their output 
or when purchasing expensive machinery. For these rea- 
sons, the small-firm exemption generally is optional. 

The VAT treatment of farmers requires special atten- 
tion. If taxed, fanners would have to comply with the usual 
VAT obligations. If they ware exempted, however, al- 
though they would not incur compliance costs, they none- 
theless would have to pay VAT on their inputs of feed, 
seed, fertilizer, equipment, and machinery tor which 
credits cannot be provided. Because farmers are situated 
at the beginning of the production-distnbution process, 
this element of tax would cascade down through the 
process. Clearly, therefore, a straightforward exemptioh 
of primary sectors, without compensatory measures, 
would be neither fair nor good social policy. 

New Zealand, Sweden, and the United Kingdom treat 
farmers in the same manner as all other producers of 
taxable products, that is. they must comply with the same 
requirements for furnishing returns and making pay- 
ments. Generally, modifications of these requirements 
can be obtained only under the small-firm exemption. 
Other OECD countries do not require farmers to register, 
and they compensate them lor the tax borne on the pur- 
chases of VAT-liable inputs. In some counthes. a pur- 
chaser of agricuftural products receives a presumptive 
tax credit approximately equal to the tax borne by the 
farmer on his inputs. Obviously, the purchaser is ex- 
pected to pass that benefit on to the farmer. In some other 
countnes, the pnmary producer is taxed at a rate (dif- 
ferent from the normal VAT rate) approximately equal to 
the rate of tax (expressed as a percentage of sales) he 
bears on his inputs. As a result, no tax needs to be paid 
nor a return furnished, but the farmer is able to invoice 
the tax to the purchaser of his products, who subse- 
quently can take a credit tor it. In all of these countries, 
the agricultural exemption is optional. 


The most appropriate approach to the VAT 
treatmen r of farmers depends to a large ex- 
tent on the size of production units. 


The most appropriate approach to the VAT treatment 
of farmers depends to a large extent on the size of pro- 
duction units. Compared to most other OECD countries, 
in the United States, the agncultural sector is organized 
primarily as large production units. The only sensible VAT 
treatment of these units is registration and payment of 
t&. which would ensure that agncultural products bear 
a more even VAT burden than they would if they were 
exempted. The small-firm exemption would then apply to 
small production units. 

D. Public Sector Bodies and Nonprofit Institutions 

Under the VAT. public sector bodies may be either 
exempted or taxable. Obviously, it does not make sense 
to tax the Depanment of Defense, if for no other reason 
than that it would be impossible to value us services. On 
the other hand, a good case could be made for taxing 
lelecommunications and the Postal Service, whicn 
charge tor their services through telephone bills and the 
sale of postage stamps. 

Under the VAT. public sector bodies must register for 
VAT purposes if they generate goods and services that 
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are used by or benefit businesses and individuals (ex- 
cept. of course, goods and services explicitly exempted 
by legislation) and lor which a price is charged. In other 
countries, such chargeable services include all public 
utilities. Exempt, as well as taxable public sector bodies, 
always pay VAT on their purchases of taxable suites, 
even if this means that they pay tax that is collected 
simultaneously by another government agency. This ap- 
proach safeguards the VAT's integrity in that taxable sup- 
pliers need not distinguish between taxable and nontax- 
able goods and services, and consumers cannot find 
illegitimate access to untaxed supplies. Obviously, for 
exempt government agencies which are financad out of 
general revenue, there is no net budget effect, since both 
the VAT receipts and the appropriations to pay the VAT 
are higher. Usually, arrangements are made to compen- 
sate subordinate units ot government tor the increase in 
the cost of their purchases upon the introduction ot the 
VAT. 


The easts of VAT administrstlon can be 
greatly reduced by introducing an appro- 
priate small-firm exemption. 


Broadly, nonprofit institutions and government entities 
are treated in a similar fashion; sales of goods and ser- 
vices that would be taxable if supplied by business are 
also taxable if supplied (or a price by noriprotit institu- 
tions, for example, canteens and gift shops. However, the 
VAT is not applied to services that are supplied without 
compensation, for example, by churches and charitable 
institutions. After all. there is no basis on which to calcu- 
late the tax. Even if nonprofit institutions are not taxable 
on services rendered, (heir purchases are taxed on the 
ground that suppliers should not be required to differen- 
tiate their sales according to the end user. 


E. Administrative Coats 

The administrative litmus test of a ‘good* tax is its 
ease of collection and compliance. In OECD counines. 
administrative costs as a percentage ol VAT revenue 
range from 0.3S percent in Sweden to 1 .09 percent in . 
Belgium. Measuring administrative costs in this way is 
misleading, because a simple rate change would affect 
the apparent efficiency ot the VAT administration even 
though there would be little or no change in absolute 
costs. A better yardstick would be to measure administra- 
tive costs per registered trader or per tax office staff 
member. Although figures are difficult to compare proper- 
ly, they clearly show that the cost ol adminisienng the 
broadly based, single rate New Zealand VAT is only a 
traction ot the cost ot administenng the U.K, VAT, which 
zero rates 40 percent of the potential tax base and has 
complicated schemes for real estate and small traders. 

The costs of VAT aoministration can be greatly reduced 
by introducing an appropriate small-lirm exemption. In 
1985. approximately 60 percent ol all agricultural and 
nonagricullural firms in the United States had business 
receipts ol less than S25.000. These small firms ac- 
counted tor less than one percent ot total business re- 
ceipts. Thus, exempting these lirms would hardly affect 
tax revenues, but the number ot taxable lirms would be 
reduced from 20 million to 7.5 million. The costs of VAT 
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administration also can be reduced by applying a single 
rate, providing lor less frequent returns, and by close 
integration with the administration ol the federal income 
tax. 

Although international data on administrative and com- 
pliance costs of the VAT must be treated with caution, it 
is clear that a VAT can be collected at a significantly lower 
average cost than can income taxes lor a similar amount 
of revenue. Data on compliance costs are even more 
sketchy, but a simple rule ol thumb (the ratio of VAT 
lawyers to income lax lawyera) indicates that VAT com- 
pliance costs are tar lower than income tax compliance 
costs. In terms of administration and compiiance, the VAT 
emerges rather well from a comparison with the income 
tax. 


VI. THE REGRESSIVITY ISSUE 

The most pointed cnticism ol a VAT is that its burden 
is distributed regressively with respect to income. Since 
consumption as a share of income falls as income nses. 
a VAT levied at a uniform rate falls more heavily on the 
poor than on the rich. While the criticism is valid, it is true 
only if VAT payments are expressed as a percentage ol 
income. If. instead, consumption is used as the de- 
nominator, then, by definition, the impact would be pro- 
portional. The burden ol a VAT levied at a uniform rale 
also would be largely proportional if the denominator 
were lifetime income rather than annual income, because 
many income recipients are only temporarily in lower-in- 
come brackets. They move imo the middle- or upper-in- 
come brackets as their earnings increase. A lifetime in- 
come concept takes account of this phenomenon. 

Whatever the case, in the political arena, the burden 
distribution of the VAT is usually measured against an- 
nual income. The question m this context is whether the 
regressivity issue should be addressed through the VAT 
itself or through other tax and expenditure measures. The 
VAT itself might be used to tax at a lower-than-standard 
rate (or even at a zero rate) essential consumer items 
•liat are disproportionately consumed by the poor and. 
conversely, to tax at a higher-than-standard rate luxury 
commodities that are disproportionetely consumed by the 
rich. Corrections outside the VAT system might include 
higher income tax exemptions, lower basic rates, or in- 
creases in transfer payments to the poor. 


Strong argument^ have been advanced 
against the use of multiple rates under a 
VAT. Rate graduation is a very blunt and 
expensive instrument to mitigate regres- 
sivity. 


However, strong arguments have been advanced 
against the use of multiple rales under a VAT. Rate gradu- 
ation IS a very blunt and expensive instrument to mitigate 
regressivity. As household budget expenditure surveys 
indicate, with rate graduation, the rich generally benefit 
twice as much as the poor in absolute amounts. This is 
because, for VAT purposes, it is nearly impossible to 
distinguish expensive higher-quality food products 
bought by the nch from less expensive ordinary lood 
products purchased by the poor. If such a distinction is 
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not feasible, lower rates become less effective in mitigat- 
iog the regressivity of the VAT. This is confirmed by the 
flndiiigs of four recent country studies, which Indicate that 
flie iit^cl of a VAT does not differ significatdly nvhether 
naoessWes ate zero rated <as in the UtriM Nr^dom). 
taxed a lower rate (as in the Natheiiands). ortamd at 
the standard rate (as In Oenmatfc aitd Norway). 

Furthermore, the costs of admlnisteriirg a VAT are 
Inovitabfy increased by a dHferentiated rate structure, 
because K brings In its train proMems of delineating prod- 
tiets and interpreting the rules regarding which rate 
should be applied. Even with careful d«dgn, anooudies 
cannot be avoided. Differentiated rates also invrdva a 
significant increase in compliance costs, particulatiy of 
aman firms. Usually, it is rtot possible for them to l^p 
separate accounts for the sates of diffetentialiy taxed 
prortucts. The tax liabinty must then be detemifoed by 
applying presumptive methods, an approach that in- 
croases the ddficidty of mordtoring the taxpayer's oom- 
piianoe. Also, dteie is evidertoe thtf the IncieiM in com- 
pliance costs attributable to differentiated rates is 
rfisMbuted regtessively with respect to kmome. Smaller 
firms with lower incomes bearproportiottately mote of the 
burden thw do larger rums. 

H should also be emphasized that, given the amount 
of revetuie to be raised, applying a lower or zero rate to 
esscmtial commodities means that4he standard rate must 
be higher than it would be in the absence of rate differen- 
tiation. This higher standard rate would magnify the dis- 
tortion of consumer and producer choices. This defect 
should be taken seriously because, as a rule. ^ severity 
of tax distortions itKreases progressively writh the tax rate 
that causes them. It has also been shown that high ad 
valorem rates have detrimental effects on product quality. 
The higher the starniard rate required to maintain reve- 
nue, the more serious are these effects. 


Normally, the introduction of a VAT would 
be accompanied by a general price inc'fease 
of some 0.7 percent for each percentage 
point of tax if its introduction were accom- 
modated by the monetary authorities, as is 
ordinarily the case. 


Similarly, increased rates make little sense. To the 
extent that they cover expenditures for drinking, smoking, 
and driving, increases in the related excises or user 
charges are indicated. Also, higher rates are difficult to 
enforce with respect to small high-value items, such as 
jewelry, perfume, and cameras, which easily can be 
smuggled in from abroad. In practice, the part of the VAT 
base that can be taxed at a higher rate is extremely small, 
at most five percent of total consumption expenditures. 
This is to be expected. As noted above, higher-income 
groups usually buy varieties of particular commodities 
that are more expensive than the varieties bought by 
lower-income groups, but it is nearly always impossible 
to distinguish between them in a way that is relevant lor 
VAT purposes. The rich also spend proportionately more 
than the poor tor foreign vacations and on education, but 
these expenditures either cannot be taxed or must be 
excluded on merit grounds. Overall, higher-lhan-standard 
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rates Impart little progressivity to the distribution of the 
VAT burden. 

Nonetheless, 15 of the 21 OECO countries with a VAT 
address the tegressivity issue within the context of the 
VAT by applying one or more lower rates to essential 
items. However, this picture owes much to the situation 
In the original EC member states, which arlopted the VAT 
in the late 1960s and early 1970s. These countries were 
oonoemed vrith staying as dose as possible to the tax 
burden distifeution of the previous turnover tax so as not 
to Jeopardize the acceptance of a completely novel levy. 
(Lately, these courrtries have begun to reduce the number 
of VAT rates.) Not surprisingly, later converts to the VAT, 
not cMnstrained by these cor»iderations, adopted a uni- 
form rate and adjusted the resultant regressive rlistribu- 
tion of burden tiMte effectively elsewhere in the tax and 
IribrMrM transfer system. 

In the Uitited ^tes. the legressivity of a VAT could 
be offset by (i) adiustments in food stainp payments and 
AFDC bandits to compartsate iow4nooffle tettiBies with 
children, (9) ar^ustments in Social Security benefits and 
SSI paytnenls to compensate the eldetty, (is) the pro- 
vision of a refundable vartisidng VAT credtt against per- 
sonal income tax liability, and (iv) an increase in the 
earned income tax credit to conipensate low-itxM>me 
workers. A highly knagirtalive approach would be to use 
part of the VAT revenues to reduce the payroll taxes that 
are highly regressive, distortionary, and which cannot be 
rebated on exports. 

Vn. EFFECTS ON PRICES, SAVING. 

AND CAPITAL FORMATION 

An often-voiced corrcem in countries without a VAT is 
that the introduction of the tax would set in motion a spiral 
in which the tax, prices, and wages would feed on each 
other, i.e., a VAT would be inflationary. Normally, the 
introduction of a VAT would be accompanied by a general 
price increase of some 0.7 percent for each percentage 
point of tax if its introduction were accomnwdated by the 
monetary authorities, as is ordinarily the case. The cru- 
cial question, however, is whether this one-time increase 
would lead to further price escalations. Empirical evi- 
dence suggests that in 11 of the 13 OECD countries 
surveyed, considering all circumstances, the introduction 
of the VAT either had little or tro effect on retail prices or 
simply resulted in a shift of the CPI trend line (one-time 
effect). The answer to the question raised above, there- 
fore, almost categorically, is that VAT introduction does 
not lead to'S price escalation spiral. - - - 

If approximately 70 to 80 percent of consumption ex- _ 
penditures would be taxed, a five-percent VAT would lead 
to a three- to four-percent increase in the CPI. In the 
absence of compensating wage adjustments, disposable 
incomes would be reduced correspondingly. It should be 
pointed out, however, that this reduction in take-home 
pay also would occur under an equal-yield increase in 
the personal income tax or in excise taxes. 

A VAT is neutral with respect to the choice whether to 
■ consume now or to save for future consumption. Although 
a VAT reduces the absolute return on saving (that is, the 
amount of future consumption), the tax does not reduce 
the net rate of return on saving. In contrast, an income 
tax reduces the net rate of return on saving, because 
both the amount saved and the interest earned on thal, 
amount are subject to tax. Therefore, it it is assumed that 
saving increases as the net rate of return on saving 
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increases, a VAT is superior to an income tax in promot- 
ing capital formation and economic growth. 

vni. INTERNATiONAL COMPETITIVENESS 

Since a VAT is levied on imports but rebated on ex- 
ports. it is often contended that the tax promotes inter- 
national competitiveness. The country’s trarSng partners, 
the argument goes, 'subshiize* exports to the United 
SUdes aiKi 'rtiscrimmate'' against imports from the United 
Sates. In a more sophisticated version of the argument, 
tt Is pointed out that sirxse the United States re^ tela- 
thraly more heavily on income taxes, which are not 
rabatable under GATT, in terms of intematiortal trade, the 
ooraitry is disarfvantaged vis-a-vis Ks trading partners, 
vMch collect relatively more revenue from indirect taxes 
less harmful to trade. 

Emphaticaliy. the argument that a VAT is a tariff-crrm- 
expoct subsidy is wrong. However, there is some ground 
for assuming that the heavy reliarKe on btcome taxes 
hampers exports. In thUtking about these two issues, H 
Is useful to orxnpare the intentatkmal trade effects of a 
VAT on the ot«e hand to its ^rsvalent— the NST, arto on 
the other hand to a substituting personal inoome tax. The 
latter comparison is appropriate if it is assumed that 
arfcfltional revenues must be raised through either a VAT 
or an income tax increase. AHematively, the proceeds of 
a VAT could be used to lower the income tax. 

It is wen known that exports am not taxed under an 
NST because they do not constitute retail sales. FOr the 
same reason, imports are not taxed until sold at retail. 
Exactly the same f^pens under a VAT. Exports must be 
“detaxed* by rebatmg the tax conected in eaifier stages 
of production and distribution so that exporters are not 
disadvantaged vis-a-vis their foreign competitors. Im- 
ports are taxed, but the tax that is nryMsed at the import 
stage under the VAT mechanism can be credited by the 
first taxable inland user, resulting in equrvalent treatment 
visa-vis domestically produced goods. Under VAT, ex- 
ports and imports end up bearing exactly the same tax 
as under an NST of equal rate. 


The imposition of a VAT does not in- 

volve a change in the allocation of re- 
sources, production incentives, or 
International competitiveness. 


Under a uniform VAT, all consumer prices rise exactly 
in proportion to the VAT, thus leaving all relative prices 
unhanged. The imposition ol a VAT, therefore, does not 
involve a change in the allocation of resources, produc- 
tion incentives, or international competitiveness, indeed, 
contrary to popular belief, international competitiveness 
would suffer if the VAT would not be rebated at export. 
Since world prices facing producers would not change. 
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the VAT on exports would be borne by them, exports 
«wKil<i decline, the U.S. dollar would depredate, and im- 
ports would become more expensive. In effect, ttie non- 
rebatabie portion of the VAT would be a pndectionist 
import tarW violating the spirit, if tMt the letter, of the 
GATT. 

This condusion must be mortified if the VAT were 
substituted for (an increase tit) the pereonal tiioome tax. 
As a tax on current consumption (of domestirsaliy 
produced and bnprtrted gorxts), the VAT wotM drui^n 
domestic demand. By contrast income tax is an indime- 
ment to current rxxisumption and disoourages saving 
because tt taxes savings as well as titcome from savings. 
Substituting the VAT for (part of) the Income tax, there- 
fore, promotes saving and improves the trade balance. 
Over time, of txxirse, this effed would cancel itself out, 
be<»use the accumulation of foreign reserves would lead 
to increased imports. In short the VAT would have a 
positive short-run effed on the trade balance, but no such 
effect would occur tii the long ruru What is plausStie, 
however, is that compared to an titcome tax, a VAT is 
iitore oondudve to promoting saving, capital formation, 
and eoorwmic growth. 
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Chairman 
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1 1 02 Longworth House Office Building 
Washington, DC 205 1 5 

Dear Mr. Chairman: 

During the Committee's June 7 hearing on tax reform, you asked me and the other 
members of the value-added tax panel to submit for the record our recommendations 
regarding regressivity offsets. This letter provides my comments on three issues -- (1) the 
nature of the regressivity problem of a value-added tax, (2) whether the tax system itself 
should be structured to address regressivity and (3) how the problem should be addressed 
outside the value-added tax. 

My general conclusions are that regressivity is not a fundamentally different problem 
under a value-added tax than it is under any other tax paid by businesses and that any 
problem which does exist must be addressed outside the value-added tax system itself. 

1. The Nature of "Regressivitv*' in a Value-Added Tax 

All fonns of taxes applied to economic value-added (e.g., a retail sales tax, the 
European VAT, the subtraction method business activities tax) are widely assumed to be 
regressive. This is based on the belief that the tax burden is fully passed forward to the 
ultimate consumer who pays the tax as a part of the total cost of purchased goods and 
services. Lower income households generally consume larger portions of their incomes than 
do middle and upper income households, so the burden of the tax is believed to fall 
disproportionately on them. 

Two fundamental questions need to be considered — is the assumption correct, and is 
this result unique to the various taxes on value-added? 



I have long been troubled by the assumption that a tax on value-added is always fully 
passed forward to the consumer. This phrase — "fully passed forward to the consumer" — 
cannot mean simply that prices go up. Prices could rise by the full percentage of the tax 
rate, and sales certainly will continue to occur at the higher prices. Instead, "fully passed 
forward to the consumer" must mean that the full burden of the tax — or the economic 
incidence of the tax — falls on people in our role as consumers because we buy the same 
quantities of goods and services at the higher prices that we bought at the lower prices. If 
that occurs, the tax is fully passed forward because neither the profits of the sellers of goods 
and services nor the wages and salaries of the sellers' employees are reduced. But if 
consumers purchase somewhat lower quantities of the same goods and services at the higher 
prices, they are not bearing the full burden. Instead, as sales volumes fail, some portion of 
the burden of the tax is actually being paid by the business owners (because their profits also 
fall) or by employees (because wages are reduced or people are fired) or some combination 
of the two. 

Both common sense and my experience as a partner in my own business tell me that 
any cost of doing business is included in prices to the maximum extent possible, When 
customers resist by buying fewer goods or by shifting to lower-priced goods, the business 
looks for ways to maximize its sales volume and profitability. A principal way is to scale 
back the price increase. In that case, the business owners bear a portion of that tax. Unless 
the market place is literate and can distinguish between taxes and other costs of operating a 
business, there is no apparent reason for concluding that a tax on value-added in any form is 
inherently more likely to be borne fully by consumers than is any other cost. 

b. Is the pass forward unique to taxes on value-added? 

If taxes on economic value-added ate passed forward to some unknown degree from 
business to business, is this result unique to these taxes? Aren't the taxes that a business 
pays on its profits, payroll and property passed forward, too? What about the individual 
income tax that is paid by employees from their gross wages — isn't this included to some 
degree in what the business collects from customers in order to pay gross amounts of wages 
and salaries? 

Looked at another way, what would happen to market prices if all taxes paid out of 
business receipts (including income taxes on employees' wages) were suddenly repealed? Is 
it likely that businesses could sustain current price levels for an extended period of time? 
How long would it take for enterprising companies to begin reducing prices - and to gain 
market shares — while retaining their desired level of profitability after the expense of taxes 
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had been removed? I believe that the process would begin very quickly and would continue 
until a new level of equilibrium is found in all markets. If so, that is at least intuitive proof 
that current taxes paid by businesses are also included in prices to some significant degree. 

My view is not that a tax on value-added would not be passed forward to consumers 
to the maximum extent possible. In fact, 1 believe that it would. Rather, my proposition is 
that a tax on value-added will be passed forward to the same degree that any tax or other cost 
of doing business is passed forward. This requires that the regressivity issue be assessed in 
terms of what effect, if any, will arise from the substitution of a tax on value-added for direct 
taxes on profits and/or payroll. 

This also suggests that federal policy makers and others should not encourage the 
conventional wisdom about price increases following enactment of any of the taxes on 
value-added, unless the conventional widsom can be proven. A prolonged period of telling 
people that prices will go up when one tax is substituted for another is likely to encourage 
that initial reaction and to delay the efficient work of market forces that will sort out the 
longer-term effects of substituting one tax for another. 

2. Addressing Regressivity Within a Tax on Value-Added 

Even if a one-time increase in prices can be proven, efforts to offset regressivity 
should not become part of the value-added tax itself. One approach to lessening regressivity 
is to exclude the sales of food, medical care and housing from the gross receipts of 
businesses under the subtraction method tax. This is the equivalent of the zero rate under the 
credit method VAT, and it is the chief source of the problems presented by VATs in other 
countries (and by state and local sales taxes in this country). This approach is wasteful, 
inefficient and complicated. 

First, such exclusions waste enormous amounts of foregone revenue on unintended 
beneficiaries. To provide the intended assistance for, perhaps, the 20 percent of households 
with the lowest incomes, exclusions also forego revenues from sales of food, medical care 
and housing to the other 80 percent. These middle and upper income households are very 
likely to buy more and higher priced necessities. So, to get the intended benefit to 20 
percent of households, at least four limes as much revenue is lost from everyone else. 

Second, the exclusion of food, medical care and housing cuts the tax base 
dramatically. Based on national income accounts data, a I S percent tax rate on a universal 
tax base must be increased to about 21 percent to recover the revenues lost because of the 
exclusions. Lower income households also purchase the goods and services that would now 
be taxable at the much higher rate. Thus, the already wasteful effort to provide a benefit to 
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such households becomes even more inefficient by taking back a large portion of the 
intended benefit. 

Third, the preferential rules set the stage for complexities and controversies that will 
swirl around the definitions of "food" and "medical care" and "housing" and anything else 
that is left out. These are the source of numerous controversies in the countries in which 
they are used. 

Fourth, many of the goods and services that would receive preferential treatment do 
not enter international trade. Housing, medical care and much of the food sector of the 
economy are purely domestic in nature. Absent the same tax burden as other sectors, these 
sectors will enjoy an artificial tax-induced cost advantage relative to export-intensive 
businesses and to those that compete with imports. This tax preference will encourage a 
shifting of resources to the untaxed sectors and away from trade-related sectors of the 
economy. Our trade-related sectors could contract, and competitiveness could deteriorate as 
an unintended but real consequence of the preferential treatment. 

For these reasons, it is clear that a system which taxes value-added should not be 
shot full of multiple rates and preferences in an effort to deal with regressivity issues. All 
businesses should be taxable at the same rate on their business activities. 

3. Addressing Regressivity Outside «f the Value-Added Tax System 

If it can be determined that a tax on value-added is certain to be passed forward to 
consumers to a greater degree than the taxes which it replaces, that issue should be addressed 
outside the value-added tax itself, for the reasons noted above. After quantifying the 
magnitude of the greater pass forward, the next step is to determine how much of this effect 
is offset by current government programs, A number of existing transfer payment and 
income support programs will be adjusted upward by their COLAs to reflect any price 
increases. These will include Social Security, military/govemment/railroad retiree pensions 
and various other specific benefits programs for certain employment categories and for food 
and housing support. Entitlement programs for medical care such as Medicare and Medicaid 
cover some additional portion of the effect, too. 

To the extent that there is a price effect that is not offset by these programs, a direct 
transfer payment can be used. If the income tax is repealed, perhaps a simplified refundable 
credit based on household income (including government programs) and dependents can be 
fashioned. The current review in Congress of the earned income tax credit should provide a 
basis on which to construct any direct transfer payment mechanism that is necessary, based 
on total receipts of the household and the number of persons living there. 


Summary 

I urge the Committee to undertake first a serious assessment of the regressivity issue 
with a reconsideration of the "full pass forward" premise itself and then a reconsideration of 
how current taxes are passed on to consumers. Only after a problem is confirmed will it be 
possible to assess its magnitude, the ability of existing government programs to address it 
and the possible need for even more targeted relief. 


Sincerely, 
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Response by Alan Schenk to Chairman Archer's Request for 
Information on Regressivity 

Mr. Chairman: You asked our panel to send you our conunents on how to handle 
the regressivity issue under a value-added tax. I wiii quote in part from an article I wrote 
in 7 Virginia Tax Review 207, 270 (1987), where I wrote: 

"Broad-based sales taxes are considered regressive because they impose a higher tax 
burden, as a percentage of income, on lower income groups (especially those below the 
poverty level) than on higher income groups.... [t]he regressivity of one tax may be 
accommodated by making adjustments in the progressive taxes if, as a result, the overall 
federal system possesses an acceptable degree of progressivity." 

If Congress is concerned about the regressivity of a VAT, it should look both at the 
distribution of the VAT burden and the distribution of the benefits Hnanced by the tax. 

If a consumption tax like a VAT, that is collected by business, replaces all federal 
income taxes, there is little opportunity to make adjustments for regressivity under 
remaining progressive federal taxes. A VAT is not adaptable to differing economic 
situations of individuals or households. 

If it is desirable to have a tax on consumption, it should be imposed on the broadest 
possible base in order to keep the tax neutral. The tax should not distort choices that 
consumers make about the products and services that they want to buy. It is undesirable 
to accommodate for regressivity within the VAT system, such as by granting exemption or 
zero rating to necessities like food, housing and medicai care. These adjustments in the tax 
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base complicate the tax and grant benefits to high income households as well as the low 
income households that need targeting to resolve the regressivity issue. 

If Congress retains the individual income tax or converts that tax to a progressive 
consumption tax like that proposed by Senators Domenici, Nunn & Kerrey, regressivity of 
the VAT could be addressed through credits like the earned income credit and increases in 
the standard deduction. Alternatively, the regressivity of a VAT could be accommodated 
through changes in direct grant programs to low income families, such as the food stamp 
program. Canada accommodates for regressivity by issuing a check quarterly to lower 
income households that were adversely affected by the introduction of the Canadian Goods 
and Services Tax. Unfortunately, Canada also complicates its tax by granting special 
treatment to food and other items. 

Some economists claim that if a VAT or other tax on consumption is tested over a 
lifetime, the tax is not regressive. Even if the data supports this conclusion, this claim is 
not responsive to the problem. We historically have measured fairness of federal taxes, 
particularly the individual income tax, by using a year as the period of measurement. It 
seems inappropriate to use a different period of measurement to evaluate a consumption 
tax. As Dr. Carl Shoup wrote almost 50 years ago, a nation’s "tax system must satisfy the 
deep, widespread feelings of the people as to what is fair." (Gen. Headquarters, Supreme 
Commander for Allied Powers, Tokyo, 1 Report on Japanese Taxation 17 (1949)). 
Ultimately, the question is whether the American public will view a VAT as a replacement 
tax, without any adjustment for the impact of the tax on low income households, as a "fair" 


tax. 
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Chairman Archer. Mr. Gibbons. 

Mr. Gibbons. First, I want to thank you, Mr. Chairman, for call- 
ing these witnesses and calling these hearings, and I want to thank 
the witnesses for their contribution that they have made to the 
whole understanding of taxation. I met and listened and read from 
each one of them and tried to profit by what they have thought. 

I am familiar with the Canadian experience. I have talked to the 
Canadian taxwriters, and they suggest that the best transition is 
to go cold turkey, but don’t write a law like their goods and serv- 
ices tax, write a law very similar to the one that I call my proposal, 
which is a simple subtraction method VAT. They think that their 
system as conceived was overly complicated. They also think that 
you ought to do it as a replacement tax, not as an add-on tax. I 
realize they were both adding on and replacing at the same time. 

I think that is the experience that you have nad in Europe, too, 
is you were adding on and inventing a tax system and you came 
up with a credit voucher system, subtraction system, and I think 
as you go through the evolution, Europe will sooner or later just 
go to a simple subtraction method VAT. That is what it looks like 
to me as you replace more and more of your income tax and your 
other systems of taxation with a value-added tax. That is the rea- 
son I ti7 to just make the jump all at one time. 

Now, I am concerned about the crediting at the border, the ad- 
justment at the border. Under my system, the tax is embedded in 
the price of the goods and services. You don’t have to keep display- 
ing it on every individual voucher, but we could require it to be dis- 
played on every voucher, although I think that would be a waste 
of time. It may make it difficult if we ever have to change the rate 
if we have it embedded in all those vouchers, too. 

So tell me, what do you think is the danger of us getting in a 
trade squabble with our world trade partners if we go to the simple 
subtraction method of the tax? Would any of you want to fight that 
one? 

Mr. Schenk. I would be happy to start. As I said during my com- 
ments, Mr. Gibbons, it seems to me that if, in fact. Congress adopt- 
ed your very broad-based sales subtraction VAT, it is economically 
equivalent to what the Europeans imposed. Therefore it would be 
a bit disingenuous if our trading partners said the Europeans can 
do it, anybody that follows the Europeans can do it, but you can’t 
do it if you choose a different method of calculating the tax of value 
added. 

Now, there are some concerns, and your colleagues in the Senate 
want to provide a payroll tax credit, not just repeal the payroll tax. 
The credit may be quite different when it comes to border 
adjustability. That is where we are going to get into trouble. 

I am not saying that the answer is clear, but certainly our trad- 
ing partners can argue that a p^roll tax credit has the effect of 
not taxing some compensation. If you are really not taxing some 
compensation, maybe you are not taxing value added any longer. 
It then becomes an income tax and therefore not border adjustable. 
It really depends. Sorry for an academic answer. 

Mr. Gibbons. That is all right. 

Mr. Massa. The problem, the potential problem that Alan just 
raised, I think, needs to be emphasized is not related to the struc- 
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ture of the value-added tax. It is how an additional tax relates to 
it. I would hope that our trading partners are not disingenuous 
enough to say if we are taxing value added this way it is different 
than if we are taxing value added that way. 

It is often observed that the credit method tax is a tax on prod- 
ucts or on transactions and that the subtraction method is a tax 
on books of account or on the period. But I would recommend very 
strongly that you consider the fact that your tax and the subtrac- 
tion method tax, in fact, compute a tax on the value of every good 
sold and every service sold. You simply accumulate it at the end 
of the period. 

It doesn’t seem to me that there is any fundamental difference, 
any difference except a mechanical one, so aside from the fact that 
perhaps our trading partners might not like our wising up and 
stepping into a border adjustable tax, I would hope we would not 
have real difficulty telling them that this is an apple and this is 
an apple, and we are going to treat them both the same way at the 
border. 

Mr. Cnossen. Mr. Chairman, I have two very distinguished law- 
yers here on my left side, and it is the first time I hear two distin- 
guished lawyers say that something which is economically equiva- 
lent is also legally equivalent. As I understand, lawyers go by what 
the law says and what the treaty savs, and the GATT treaty or the 
\^^0 treaty says that the tax must be imposed on specific products 
and it must be possible to calculate the rebate unambi^ously. 

I would like to say here that income, of course, is also value 
added. Under the flat tax, value added is the sum of wages and 
capital income, and yet income taxes, under the General AOTee- 
ment on Tariffs and Trade, are not rebatable at borders. We nave 
agreed to this provision, even though revenues and value added are 
the same thing. So I would tend to be more pessimistic about the 
chances that border tax adjustments for a subtraction method VAT 
would be accepted without a fight. 

I would like to add that the eligibility for export rebate also is 
in doubt because there is no presumptively correct record of the tax 
that has been paid in previous stages of production and distribu- 
tion. 

Mr. Gibbons. Well, we could just, each voucher that would sup- 
port the transactions, and there has to be vouchers somewhere, you 
know, people have some kind of record of what they did, you can 
simply put on each one of those vouchers, this includes x percent 
value-added tax. It would seem to me that would be the paper trail 
that you need. That is about all you really get with the European- 
style tax. 

Mr. Massa. It doesn’t prove it has been paid. 

Mr. Gibbons. It doesn’t prove it has been paid, that is right, I 
don’t want to take any more time. Other Members ought to have 
more time. I have talked to these gentlemen so muA over the 
years, I want to commend you again, though, each of you, for your 
thinking that has gone into all this, and I know that you realize 
I have stolen valuable material from you to include in my writings, 
and I thank you for it, and in my thinking, and so I will yield back 
the balance of my time. 

Mr. Schenk. Mr. Gibbons, could I make a personal comment. 
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Mr. Gibbons. Certainly. 

Mr. Schenk. I testified before this Committee for the first time 
in 1970. I was the 17th witness out of 17, and it was a very long 
day for me and for all Members of the Committee, and at the end 
of the day there were only three Members left, and thank you, Mr. 
Gibbons, you were one of them. 

Mr. Gibbons. Well, thank vou. Thank you. I sort of recall that. 
My memory gets a little dull going that far back, but thank you 
very much for remembering that. 

Mr. Collins [presiding]. Thank you, Mr. Gibbons. 

Mr. Portman. 

Mr. Portman. Thank you, Mr. Chairman. Just a brief followup 
to Mr. Gibbons’ questions. I have one specific issue as to services. 
Let’s assume the proposed tax system is border adjustable. How 
would you deal witn the imported services? 

Mr. Massa. Well, services are a good deal tougher to deal with 
because they are not tangible. They don’t cross the border. They 
don’t come through a customs point and say here it is, let’s levy 
the tax. I believe what you will find in the various subtraction 
method proposals that are out there, a business importer of serv- 
ices is simply not allowed to deduct the services in computing value 
added and therefore they get into the base. 

One of the areas on which more creative work needs to be done 
is telecommunications and professional services that are imported. 
There simply is no way to say, well, it crossed the border, therefore 
it goes into the base. The principal approach in the subtraction 
method is to say you do not treat it as a business purchase if you 
bought it from a foreign service supplier, therefore your own base 
is increased and the tax gets paid on it that way. 

Mr. Cnossen. Services cannot be imported or exported. Services 
are not mentioned under the General Agreement on Tariffs and 
Trade, so what all value-added taxes do is make the recipient of 
a foreign service liable for reporting and paying the tax on the im- 
ported service, and eligible for the subsequent tax credit. 

Mr. Portman. Mr. Massa, I enjoyed reading your testimony, par- 
ticularly your suggested principles for tax reform. In looking at 
them, it seems to me that they might apply equally, at least in 
most cases, to a national sales tax, and yet you come out strongly 
in favor of a VAT tax in your statement and your testimony. 

Can you talk a little about that, the tax base of a national sales 
tax as an example as compared to the tax base of a VAT tax, and 
Professor Schenk and Dr. Cnossen, feel free to chime in. 

Mr. Massa. The tax base is the same, it is value added. It is the 
value of all goods and services consumed. The national sales tax 
simply applies at one stage to what a value-added tax does in in- 
crements along the way, so at least in theory the tax bases are the 
same. 

There are some issues which sales tax proponents need to ad- 
dress and I think are addressing, one of which is if you miss a sale 
at the retail level, that entire tax base is gone. Therefore, in the 
underground economy which continues to operate, I assume, any 
goods and services that are sold when somebody is doing your roof- 
ing off the back of a truck or some such thing, that entire tax base 
is just missing. You miss it all. 
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Another major problem, certainly from the business perspective, 
is making sure that a business which buys goods and services for 
use in its own business doesn’t pay the tax. That is a troubling 
issue that I think still has to be dealt with. The multistage value- 
added tax does not have those problems, and that is why I think 
it is a simpler system to deal with and more efficient than a sales 
tax, but in the ideal world they reach exactly the same conclusion. 

Mr. PORTMAN. Professor Schenk, any thoughts on that? 

Mr. Schenk. Yes, Mr. Portman, what I would add is experience 
from Louisiana. Maybe Mr. McCrery could confirm this. Louisiana 
had a single stage retail sales tax, and many years ago they added 
a wholesale level to that tax and gave a credit to retailers so that 
it wasn’t a double tax. The State estimated what the revenue 
should have been raised just by adding this wholesale tax. They 
were amazed that revenue went up dramatically more than they 
expected. Well, it is not surprising. What they found is that with 
a multistage people subject to the retail sales tax who pre- 
viously cheated, now paid the tax. 

Mr. Portman. So retail taxes, as well as wholesale taxes, were 
probably increased, and people were identifying the taxable amount 
at both levels? 

Mr. Schenk. Yes. 

Mr. Portman. Dr. Cnossen. 

Mr. Cnossen. Yes, I think a retail sales tax would put too much 
weight on the weakest chain in the production distribution net- 
work. Moreover, I think a value-added tax, and I think that is an 
important feature, particularly in the United States, would enable 
you to exempt 15 out of 25 million businesses if you had a small 
firm exemption of $100,000 with a loss of revenue of only 3 percent; 
2.6 percent, to be exact, to quote the GAO’s report. 

Of course, a retail sales tax, because the whole tax is collected 
at the retail stage, not at previous stages of production and dis- 
tribution, could not accommodate that kind of exemption without 
very serious loss of revenue. 

Mr. Portman. Thank you, Mr. Chairman. Thank you gentlemen. 

Mr. Collins. Mr. Hancock. 

Mr. Hancock. Thank you, Mr. Chairman. 

We are talking about primarily at this hearing about a total re- 
placement of the income tax. Have you gentlemen ever given any 
thought to — or is there any credence in the possibilities of, for in- 
stance, a value-added tax replacing the income tax? You still got 
a whole bunch of other taxes, sales tax to replace the income tax. 

You still got a whole bunch of other taxes built in, excise taxes, 
what have you. Would it be even feasible to consider replacing the 
entire tax structure of the U.S. Government with a value-added 
tax, giving them back every tax except a value-added tax or a sales 
tax? 

Mr. Massa. I think Mr. Gibbons certainly believes so because 
that is the thrust of his package. It would seem to me that setting 
aside for the moment the issues of how much money you are going 
to accumulate to put into or earmark for Social Security or the 
highway trust fond or anything else, I don’t see any reason why 
things wouldn’t get more and more efficient if we had one uniform 
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neutral tax that was the government’s entire source of funding. 
Can it be done? I don’t know, but in theory it certainly could. 

Mr. Hancock. Is there any country that you know of that oper- 
ates on that basis, even a small country? 

Mr. Massa. None that I know of. 

Mr. Cnossen. No country has ever gone down the way that 
Chairman Archer is proposing, replacing the income tax by a value- 
added tax. If you did replace the whole tax system in the United 
States by a consumption tax, that probably would require a rate 
around 40 percent on all consumption expenditures. 

I think that would raise very serious compliance and administra- 
tive problems, very serious taxpayer resistance; moreover, I guess 
we all know, intuitively know, that the higher the tax rate gets, the 
CTeater the distortions of the tax system become. 'That is why we 
have more than one tax, because we can keep the rates low and 
distortions generally are less than if we had one unique tax. Be- 
sides, there are other taxes, excises, and so forth, with which you 
want to achieve goals other than simply raising revenue. 

Mr. Hancock. Thank you, sir. 

Mr. Collins. Mr. Ford. 

Mr. Ford. Thank you very much, Mr. Chairman. I will try to be 
very brief. Let me ask the members of this panel whether we 
should look at some of the other countries and whether they have 
an income tax as well as a VAT tax. Should we focus on changing 
the existing income tax system rather than change the whole Tax 
Code itself. If changing the system as we know it is advisable, 
should we implement a VAT tax with the subtraction method? 

Mr. Schenk. Well, Mr. Ford, it makes me a little nervous to go 
cold turkey, as the Chairman suggested, from one to the other. We 
have no experience, no country in the world has that kind of expe- 
rience. As Professor Cnossen just pointed out, a balance of taxes is 
maybe one way to move so that some of the taxes are collected at 
the source on income and some of the taxes are collected at the 
point of consumption. I agree with you, we don’t have experience. 

Mr. Ford. So, when choosing a new tax system, you favor the 
VAT tax. But it is your opinion that we don’t have the experience 
with this new system and we should gradually move into the area 
of a consumption tax or whatever new system that might be pro- 
posed. 

Is that an accurate representation of your testimony? 

Mr. ScHEN?:. Well, as I said in my testimony, I think that if Con- 
gress decides — and you know better than I — if Congress decides 
that it is valuable to impose a tax on consumption to be collected 
by business, then I would favor a value-added tax. I think that is 
the best tax to use. But it is that initial political judgment about 
which I have no judgment. 

Mr. Ford. Could I hear from you, Mr. Massa? 

Mr. Massa. I would be perhaps a little less cautious and more 
concerned that if we put a new system in place and kept what we 
have, the odds are in a few years we would be talking about an 
even messier and more complex set of taxes. 

I would encourage the Committee and your colleagues to at least 
consider the variable step of saying, we are going to change the en- 
tire system. If we find that the price is too nigh to pay to get from 
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here to there, then we won’t do it. But rather than put in place a 
new system and leave some substantial portion of the income tax, 
I would hope we would try to find a bold way of saying, we really 
want to change the whole system, and let’s do it. If we have to 
phase it in, fine; if we can do it cold turkey, fine. 

Mr. Ford. But what would make the consumption tax so attrac- 
tive? What makes it so attractive that you would proceed cold tur- 
key without regard to unforeseen consequences of the VAT system? 

Mr. Massa. For me, again as a lay economist, it is that a value- 
added tax taxes payments for labor, services and payments for cap- 
ital services; and hy that I mean, wages, salaries and benefits on 
the one hand, profits and interest on the other. At the business 
level, they are all taxed once, all taxed at the same rate, so that 
businesses are no longer pushed and pulled between uses of labor 
and capital services. To me, it seems that that is a much more neu- 
tral, less distortive, more efficient tax system than sort of the var- 
ious pieces we have got now. 

Corporate income tax, I think it is generally aCTced, is a tax on 
capital services. The individual income tax is a labor/service tax; it 
is also a capital tax, when you get capital gains, interest and divi- 
dends. We have the payroll tax that adds more taxes to labor/serv- 
ices. To a value-added tax, as I understand, it says we will tax re- 
turns to all factors of production, I think they are called, labor and 
capital once, and at the same rate; and that would be much better 
than what we do now. 

Mr. Ford. Should we focus on exempting certain small busi- 
nesses? 

Mr. Massa. I wouldn’t exempt them — I share Professor Schenk’s 
view — lest every law firm, accounting firm, doctor firm and every- 
thing else in the country all of a sudden breaks up, becomes a se- 
ries of individual businesses. Dr. Cnossen’s view about efficiency I 
understand, but I just think if you have a business level tax, every 
business ought to be in it unless there is some compelling reason 
to remove them. 

[The following was subsequently received:] 
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Hearings on Replacing the Federal Income Tax 
June 7, 1995 

Response to Representative Ford’s Request 
for Information on a S mall Business Exonption 


Mr. Ford. In many countries with VATs, small retailers do not maintain good 
records. Many of these countries also have a history of tax evasion at the retail stage. 
Typically, only a small percentage of the total value added in an economy is added by small 
businesses. It is not surprising that most countries with VATs grant exemption to small 
businesses with annual sales below a prescribed threshold. Taiwan, at one extreme, taxes 
even the smallest businesses, but these very small businesses are taxed under a different 
scheme administered by government auditors who visit these businesses. At the other 
extreme is the Japanese Consumption Tax (CT). I will assume an exchange rate of 85 yen 
to the dollar. Japan completely exempts businesses with annual taxable sales below about 
US$350,0(KI. It partially exempts businesses with annual taxable sales below almost 
US$<iOO,000. In addition, Japan provides a simplified scheme for businesses with annual 
sales below IJSS4.7 million. Only about 10 percent of Japanese businesses must use the 
regular method to calculate CT liability. 

The states in the U.S. have been very successful in including small businesses in the 
retail sales tax (RST) bases. Small businesses keep records adequate to account for a 
broad-based federal VAT, although compliance by small retailers will become more complex 
if the VAT must be separately stated on sales invoices and the VAT will imposed on a base 
that differs from the RST bases. If Congress decides to enact a European-style VAT, I 
urge Congress to study the Japanese CT, a good first stage toward a European VAT that 
ultimately should cover all businesses, regardless of size. 



362 


Mr. Ford. I yield back. 

Mr. Collins [presiding]. Mr. Ensign for a quick comment. 

Mr. Ensign. Thank you, Mr. Chairman. 

In the interests of time, I just want to make a quick comment 
and also I would like to receive your comments on regressivity as 
well. But you mentioned in hiding them in the price of goods, the 
taxes would be in the best interest of the States, helping get them 
onboard. 

The one caution that I have on that is that one of the drawbacks 
to the VAT tax is that in the future it is easy to raise the VAT tax 
rate and if you hide that tax into the price of a good, at that point 
it is even easier and easier to hide tax increases. And as we are 
growing, the size and the scope of government over the last ump- 
teen years, one of the reasons I think we now have a chance to 
downsize government is because people are sick of paying the 
amount of taxes, and that is a caution that I would add. 

Thank you for the time, Mr. Chairman. 

Mr. Collins. Thank you, Mr. Ensign. 

We appreciate you gentlemen testifying before the Committee 
today. We excuse this panel and call the two gentlemen from the 
other end of the hall, Mr. Nunn and Mr. Domenici. Thank you, gen- 
tlemen. 

We thank you two gentlemen for visiting with us at this end of 
the hall. We apologize. We have a vote on the floor and we under- 
stand that you have some votes coming up in just a few minutes. 
So we are going to go ahead. Mr. Domenici, would you like to lead 
off? 

Senator Domenici. Mr. Chairman, I am going to let Senator 
Nunn lead off and follow him. 

Mr. Ford. Mr. Chairman, let me say before the two Senators 
begin their testimony, I will have to leave the hearing because 
there is a vote on the floor. I will return, but I did not want my 
absence to be mistaken for rudeness. 

Senator Nunn. We understand that better than anybody, you 
know. 

Mr. Collins. It is a pleasure to welcome my colleague from Geor- 
gia to testify in front of the Committee. 

STATEMENT OF HON. SAM NUNN, A U.S. SENATOR FROM THE 
STATE OF GEORGIA 

Senator Nunn. You have taken over this Committee even sooner 
than I predicted. 

Mr. Collins. We move fast. 

Senator Nunn. I have just come from a hearing all morning on 
Bosnia and we have the President’s and Senator Dole’s terrorism 
bill on the floor, and now I am shifting to the IRS Code, and the 
only common denominator among those three subjects I think is 
terror. But I think all three probably fit in that category. 

It is a pleasure to appear before tne Ways and Means Committee 
as part of your hearings on tax reform, and I thank you and Chair- 
man Archer, Congressman Gibbons and all of the Members for 
holding these hearings. Senator Domenici and I appreciate the op- 
portunity to discuss our tax bill that we have introduced, which is 
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called the U.S.A. tax, which stands for unlimited savings allow- 
ance. 

I would like to summarize my prepared remarks, and I would 
put the rest of my remarks in the record. We can’t cover the whole 
subject today, and we know that, so I am just going to hit a few 
highlights. And then Senator Domenici is going to go into more de- 
tail on both the business and the individual side of the Tax Code. 

The most important fundamental principle of the unlimited sav- 
ings allowance proposal is the removal of the current bias in our 
Tax Code against the savings and investment that are the key to 
the higher living standards in this country in the future. In my 
view, higher savings lead to more investment, more investment 
means that we will have more productive American workers, the 
more productive our workers are, the more competitive we are in 
the international arena, and the more competitive we are in the 
international arena, the better jobs we have, and of course the bet- 
ter jobs we have, the higher income we have. So there is a direct 
connection between savings, more savings and higher income. If we 
can make that connection with the American people, I think we 
have got an excellent chance for real fundamental tax reform. If we 
don’t make that connection, if people don’t understand that, if they 
don’t buy it, if they disagree with it, then I think it is going to be 
very hard to reform the Internal Revenue Code in a significant and 
fundamental way. 

To efficiently use our time, Mr. Chairman, I am just going tc 
highlight four parts of our proposal that I think are very impor- 
tant, without getting into the details of the proposal, and then Sen- 
ator Domenici will fill in the very large gaps here and have his own 
comments. 

First, the question of fairness. I think that question has to be ad- 
dressed. We have heard a lot about simplicity; we want our Code 
to be much simpler, and we think it is much simpler, but we do 
not want to withdraw the question of fairness in the process. 

There are four main elements that we believe that make our 
U.S.A. tax on individuals fair; First, we retain progressive rates; 
second, we have a family living allowance that exempts from tax- 
ation the first several thousands of consumption for necessities. Ev- 
erybody has to have certain necessities. We have added a family 
living allowance and, of course, we retained the individual exemp- 
tions. For a single person, the standard family deduction would be 
$4,000; for a married couple, it would be $7,000. The bottom line 
is for a family of four, if you have a family living allowance plus 
the current exemptions, they would pay no tax on the first $17,600 
of income. 

The third part of fairness, we retain certain key elements of the 
current Code. We enhance the earned income tax credit — we in- 
crease that; we think that is essential — and we retain the tax ex- 
empt status of certain safety net benefits. 

Fourth, and most importantly, and we think this is fundamental 
and should be part of any tax proposal that comes forth into fru- 
ition as law, we have a new payroll tax credit to offset the most 
regressive part of the current Tax Code. This is a very significant 
and very important change. I will say more about that in a mo- 
ment. 
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Finally, on the question of fairness, the U.S.A. tax system re- 
flects a fundamentally different philosophy in that we do not focus 
on where the income comes from. We do not have different rates 
for wage income or dividends or capital gains. If our proposal is 
adopted, the debate about rich and poor on capital gains will be 
over because the wage earner will be able to save their money and 
defer taxes just as capital gains will be deferred if the gains are 
reinvested. So it will be the same principle. 

Under the U.S.A. tax, the point is not where the income comes 
from, it is what you do with it, and we think that is very impor- 
tant. 

The second point I would like to address is the payroll tax credit. 
Under the U.S.A. system, you would subtract from your income tax 
the amount withheld from your salary for the employee’s share of 
the Social Security payroll tax or the FICA tax. Now, this is a tax 
credit; it is not a deduction. It credits directly against taxes. That 
would also be true of the employer; they would get a foil 7.65 per- 
cent credit back against income taxes. We think this is a very im- 
portant feature. It would reduce the regressive nature of the cur- 
rent payroll tax that is today the most regressive part of our tax 
system. There are literally millions of Americans today that pay 
more on FICA tax than they do on income tax, and these are pri- 
marily low-income working Americans. 

The U.S.A. payroll tax would be refundable. Any worker with 
earned income can in effect subtract 7.65 percent, that is, the 
amount of the Medicare and the Social Security tax. Our proposal 
does not abolish the payroll tax or affect the operation of the Social 
Security system in any way. We know that revenue has to continue 
to come in; it will be collected as it is now, and the system would 
have just as much soundness as it does now. 

Senator Domenici and I both believe that some of those fun- 
damentals have to be addressed later, but not in terms of diminish- 
ing the revenue. So this is an important process for fairness. I 
think it will also eliminate one of the major impediments to people 
who have low skills, who now find themselves with a very large tax 
to the employer every time he hires a new individual. In effect, we 
have a tax on jobs in the name of the FICA tax that I think poses 
a tremendous problem to people with low income and low skills. 

The third major point I want to make is the U.S.A. tax promotes 
U.S. competitiveness. This is very important. Our tax would put us 
on the same footing as our competitors. The U.S.A. business tax is 
territorial, meaning it applies to all sales on U.S. soil, no matter 
where the business is headquartered, and it is border adjustable. 

Now, what that means is, we exclude, Mr. Chairman, from the 
tax base on business export sales. We do not include that in the 
tax base. Products made in America and exported would not be 
taxed. When a company, foreign- or U.S.-owned, manufactures 
abroad and sells in the American market, the company is subject 
to a new import tax, the same as if the factory were located in the 
United States. That is what we call border adjustability. Exports 
are excluded from the business tax and the business tax is added 
to imports, which means that foreign products sold in this market 
would have the same tax as American products made here. There 
would no longer be any incentive for a company to locate out of 
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America and export back into America because those goods would 
have the same tax. 

Now, this is crucial because our share of economic output that 
is exported and imported has changed dramatically over the last 
15, 20 years, yet the current Tax Code has not kept pace. In effect, 
this is what our competitors do. They have value-added tax for 
large parts of their revenue. They tax goods coming in and add to 
our products and then they rebate on taxes going out. We believe 
this is GATT-compliant, because it is very similar to what happens 
in Europe and what happens in Japan. 

Fourth and finally, the one new deduction that we add into this 
Code is the deduction for human capital. That is a deduction for 
tuition expenses for postsecondary education, whether it is college, 
trade or vocational school or remedial education. Under the U.S.A. 
proposal, we provide a deduction for up to $2,000 per person for the 
taxpayer and for the dependents. We feel this is enormously impor- 
tant because we are addressing the capital side of the equation 
with our individual and business taxes; and we also think we ought 
to address the human capital side because the education and skills 
that our people have will have just as much effect on the future 
of our economy, if not more, than the actual savings and the invest- 
ment. 

Mr. Chairman, I won’t even summarize because I know everyone 
is on a tight schedule today, but I would ask that my entire state- 
ment be put in the record, and I will turn it over to my colleague, 
Senator Domenici. 

[The prepared statement follows:] 
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Prepared Statement of Senator Sam Nunn 
Testimony before the Ways and Means Committee 
June 7, 1995 


Mr. Chairman, it is a pleasure to appear before the Ways and 
Means Committee as part of your hearings on tax reform for the 
21et Century. Senator Domenici and I appreciate the opportunity 
to discuss S. 722, the USA Tax Act of 1995, with you and the 
other members of this distinguished Committee. 

As you know, six weeks ago we introduced, along with 
Senators Kerrey and Bennett, the USA T«uc Act of 1995, a 
comprehensive tax reform proposal that we believe represents the 
best way to achieve the goals we all share -- increased national 
savings and investment, higher economic growth, and improved 
competitiveness. We welcome debate, comments, suggestions, and 
constructive criticism on this legislation. 

Mr. Chairman, as you cUid others on this Committee have 
suggested, our tax system needs more than a Band-Aid. It needs a 
transplant. If we are serious about our Nation's future, we have 
to scrap the current tax system and put in its place a system 
that will work for our people and for our country. 

Senator Domenici and I believe we have such a system. We 
call our proposal the USA tax system. USA stands for Unlimited 
Savings Allowance, which is the key, fundamental part of this 
proposal . We believe it represents fundamental change in the way 
America taxes itself, the way America saves, and the way America 
invests . 

What do we mean by a tax system that works? We mean a 
system that encourages savings and investment . He mean a system 
that is perceived to be fair and is fair. We mean a system that 
is understandable. We mean a system that reduces the complexity 
of paying taxes for ordinary Americans by taking less time, fewer 
forms, and fewer dollars to comply with. We mean a system that 
is attuned to the international competitive realities and gives 
U.S. companies and their employees a chance to compete fairly in 
the global marketplace, which we do not have today. 

We mean a tax system that is fiscally responsible. There is 
no point in creating a system that increases the private sector 
component of the national savings with one hand, while further 
reducing the public sector component of national savings, by 
increasing the deficit, with the other hand. Our proposal is 
designed to be revenue neutral. We do not have an official 
revenue estimate from the Joint Committee on Taxation yet, but we 
have designed this legislation with the intention of being 
revenue neutral . We are not proposing a tax cut or a tcuc 
increase. In our view, that debate is beet kept separate from 
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the issue of the what the proper structure of our teuc system 
should be, which is the issue we are addressing in this bill. 

Members of this Committee are well aware of the daunting 
task that lies ahead in order to fulfill the reconciliation 
instructions in the Budget Resolution. To find over a trillion 
dollars in savings over seven years will involve many painful 
decisions, some of which may not be sustainable over time. I 
believe it is counterproductive to increase that burden by 
simultaneously cutting taxes. To me that is like an alcoholic 
announcing that he was going on the wagon while chug-a-lugging a 
couple more bottles of whiskey. 

When Senator Domenici and I began advocating our concept of 
a complete overhaul of the Touc Code three years ago, the prospect 
of fundamental reform appeared to be several years off at best. 
Today, however, the clock has moved up. It is clear that, while 
we are just beginning the process of debating how to change the 
Tax Code, there is already a broad consensus in this country and 
in this Congress that fundamental reform is necessary. 

Mr. Chairman, 1 believe the central goal of any reform of 
our tax system should be to raise the level of national savings . 
Senator Domenici and I are proposing the unlimited savings 
allowance tax system because we believe it is better for 
taxpayers and for our economy, because it removes the current 
bias in our Tax Code against the saving and investment that are 
the key to higher living standards. Higher savings lead to more 
investment. More investment meauis that we have more productivity 
from American workers. The more productivity we have from our 
workers, the more competitive we are in the international arena. 
The more competitive we are in the international arena, the 
better jobs we have. The better jobs we have, the higher income 
we have as Americans . 

That is a very important chain. That is the bottom line. 

The bottom line is what happens to the real income of the 
American people in the future. There is a direct connection 
between how much we save and the real income of Americans . That 
is the direct connection that we have to make sure people 
understand. If we cannot make that connection in the American 
mind, there is no point in talking about a fundamental reform of 
the teuc system. If most Americans agree that this proposition is 
true, then I think there is a tremendous opportunity here to make 
the fundamental cheuiges we are proposing. 

The national savings rate in the United States is lower than 
that of any of our major competitors. In the 19808, our savings 
rate dropped to an average of 3.6 percent, half the level of the 
1960e and 1970s, and far below the comparable figures of 10 
percent in Germany and 18 percent in Japan. In the first five 
years of this decade, 1990 to 1994, the U.S. savings rate has 
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fallen almost 50 percent from the already low levels of the 
1980s, to just 2.1 percent. 

Without increased savings and investment, we cannot raise 
our long-term standard of living, meet our financial obligations, 
and build a better society for today and for the generations that 
follow. The United States cannot continue to be the major 
competitive force in the world if other countries continue 
outsaving us and outinvesting us. It simply cannot happen over a 
long period of time. That is fundamental. 

As Josef Joffe pointed out in a recent editorial in the New 
York Times . 

"... the U.S. has a big problem. America has lived like a 
person who writes checks at will. For almost a generation, 
it has bought more abroad than it sold -- hence, the 
zillions of dollars in global circulation. What happens 
when there is too much money? It buys less. Hence, no more 
four marks to the dollar. 

"Again, the external value of one's currency does not really 
matter as long as the fundamentals are sound. But the 
unstoppable fall of the dollar says that the fundamentals at 
home are askew. It virtually screams that America is 
consuming too much while saving and investing too little. 

The Government is living on borrowed money; so is the 
consumer . " 

It is often said that the best way to increase national 
saving is to reduce the federal budget deficit. I agree with 
that proposition. We not only need to reduce the share of our 
national savings being soaked up by the federal budget deficit -- 
we also need more savings. And we believe our proposal can turn 
the tax code from a major roadblock to higher savings into an 
important tool to promote higher savings. 

As the members of this Committee know better than anyone, 
the tax code has been and will continue to be used to encourage 
or discourage certain behavior through such provisions as the 
deductibility of home mortgage interest or taxes on cigarettes. 
Yet the current tax code not only fails to encourage private 
saving, which is vital to our future, it actually discourages it. 
Yet there is no doubt that future generations will not have the 
same level of entitlement benefits from the government that we 
have today. Our present entitlement programs are not sustainable 
at their current growth rates. That means that Americans are 
going to have to save more, to take more personal responsibility 
for their own futures. 

So we need to get the tax code working for us, not against 
us, to get people to once again adopt the mentality of savers who 
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think about tomorrow as well as today. We need to start an 
education process in this country to make saving a national issue 
-- not just a tax issue. People need to understand the 
fundamental importance of saving, both for their own future and 
for America's future. We literally and figuratively must "save 
America" . 

The USA Tax System is a Single Tax in Two Parts 

The USA proposal consists of a single, integrated tax in two 
parts: a progressive tax on individual incomes, and a low, flat 

rate tax on all businesses . These two parts are meant to work 
together. It is important that people not try to consider the 
two parts separately, because if they do they will not grasp the 
significance of the whole concept. It is a single tax levied in 
two places : at the business level where wealth is created and at 
the individual level where wealth is received. 

This proposal allows an unlimited deduction at the business 
level for capital investment and, more important, it permits all 
citizens an unlimited deduction for the amount of their annual 
income they save and invest . The USA Tax System directly and 
systematically addresses our saving and investment problems. 

To the individual, our system says, "If you choose to defer 
some of your consumption in favor of saving income for your 
future and the future of your children, the Tax Code will not 
penalize you for doing so." 

And to the business enterprise, whether very small or very 
large, manufacturing, service, or agricultural, the USA tax 
system says, "If you choose to invest your profits in a new 
machine or a new process that will help you grow and put more 
people to work, the Tax Code will help you." The USA Tauc System, 
by its very nature, would align the way we tax with our common 
desire to provide our children with a better tomorrow. 

Mr. Chairman, the details of this proposal are contained in 
the text of the bill we have introduced, and I hope the members 
and staff of this Committee will take the time to study it. 
Certainly Senator Domenici and I would value your views and 
suggestions. There are several major elements of this proposal 
that I think need some emphasis this afternoon. 

The Indiv idual Tax 

Let me describe the key features of the individual part of 
our proposal first. The individual tax would function in a 
manner similar to that of the current income tax. Grose income 
would include wages, salaries, interest, dividends, earnings 
withdra%iin from unincorporated businesses, proceeds from asset 
sales -- basically the same concept of income we have today. 
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From your gross income, you would make subtractions before you 
figure your tax, just as you do now. You would subtract personal 
exemptions, a new Family Living Allowance, a new savings 
allowance, and a limited number of itemized deductions. 

First, the USA proposal contains a family living allowance 
that is similar to the current standard deduction except that it 
is in addition to any itemized deductions, not an alternative to 
itemized deductions. This family living allowance exempts the 
first dollars spent on consumption from taxation, because we know 
that people in low income brackets spend a higher proportion of 
their incomes on necessities than people in high income brackets. 

In addition to the Family Living Allowance, you would have 
personal exemptions just as you do under current law. A family 
of four filing a joint return would have its first $17,600 of 
income exempt from taxation by adding this Family Living 
Allowance to its four personal exemptions. 

The Unlimited Savings Allowance 

In addition to these deductions, there would be a new 
deduction for the amount of income that is saved called the 
Unlimited Savings Allowance. We define savings in this proposal 
as net new savings. That is key. If you add to the national 
savings pool, you would deduct that money before you pay tcoces. 

In other words, to make it simple, if someone makes $40,000 a 
year and saves $5,000, they would pay taxes on $35,000, instead 
of today paying taxes before the savings on the entire $40,000. 
That is fundamental. We encourage people to save. 

The Unlimited Savings Allowance is similar to the IRA 
concept, but it is unlimited. It is not limited to $2000 or any 
other dollar amount. It is not limited to saving for retirement. 
But it is for net new savings. We do not give a deduction for 
merely shifting savings around. That has always been one of the 
problems with the IRA. 

The USA Tax System is fundamentally different from the 
current t^oc code, which penalizes savings. Under the present tax 
code, savings are taxed twice, once when you earn the income that 
you save, and again when you receive a return on those savings; 
consumption is teoced only once. 

The USA Tax System also reflects a fundamentally different 
philosophy in that we do not focus on where your income came 
from. We do not have different rates for wage income or 
dividends or capital gains. Under the USA Tax System, the point 
is not where the income comes from, it's what you do with it. 

The portion of your income you save, whether you're rich or poor, 
you defer paying tax on it. The portion you spend, above the 
level for basic necessities, is subject to tax at progressive 
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rates . 

The deduction for individual saving also permits a new 
perspective toward designing a business tax. Because our 
proposal defers tooces on individual saving until they are spent, 
we can eliminate enormous complexities in today's tax code. 

There is no reason to be concerned about people sheltering their 
saving in corporations, which creates a huge portion of the 
complexity in today's the tax code. We do not need elaborate 
rules to force businesses to distribute ” sheltered" saving. 

Other Ded uctions for Indi viduals 

In addition to the Family Living Allowance, the personal 
exemptions and the savings allowance, we propose a limited number 
of additional itemized deductions. The higher the number of 
deductions, as we all know, the higher the marginal tax rates 
would have to be. So, there is a trade-off. We are proposing to 
retain a deduction for home mortgage interest and charitable 
deductions. We could have more deductions, of course, and 
certainly we welcome debate on which deductions people think 
should be added to, or subtracted from, our proposal -- with one 
word of caution. The higher the number of deductions, the higher 
the rates will have to be to avoid increasing the deficit. There 
is a direct tradeoff between the number of deductions and the tax 
rate . 


Our proposal does have one such additional deduction which I 
feel very strongly about, and that is a deduction for tuition 
expenses for post - secondary education, whether it is college, 
trade or vocational school, or remedial education. We feel it is 
important that the tax system provide a deduction for investment 
in human capital that parallels the deductions on the business 
side for investments in physical capital, since both investments 
raise the productivity and real incomes of workers. 

The USA T ax System is Fair 

The USA Tax System is a progressive tax. Our system will 
have three graduated rates. We are proposing a progressive 
system, not a flat tax. We do not believe it is necessary to 
abandon the principles of fairness and progressive teucation in 
order to get a simpler, more efficient, growth-oriented tax code. 
It is important to keep in mind that the graduated rates in the 
USA Tax System will not create the same disincentives for saving 
and growth as today' s tax system, since tcuces will be deferred on 
income that is saved and invested. 

There are four main elements that make the USA tax on 
individuals fair. First, we have three progressive rates. 

Second, we have a Family Living Alloweuice that does not tax the 
first several thousand dollars of consumption for basic 



372 


necessities. Third, we retain some progressive elements of the 
current code, such as the Earned Income Tax Credit -- which we 
increase -- and the tax exempt status of food stamps and other 
safety-net benefits. Finally, we have a new payroll tax credit 
which I will discuss in a moment. 

We would apply progressive tax rates to the amount of income 
that is consumed, after subtracting the Family Living Allowance, 
personal exemptions, and deductions for mortgage interest, 
charitable contributions, and education expenses. 

The tax rates in the USA system are not directly comparable 
to the rates in the current income tax code, however. I know 
people are going to find that a little hard to understand at 
first, but the reason why they are not comparable is very 
important , and that is our payroll tauc credit . 

The Payroll Tax Credit 

Under the USA system, after you dete3rmine the amount of tax 
resulting from applying graduated rates to your taUCcdsle income, 
as I have just described, you would subtract from that income tax 
the amount withheld from your salary for the employee share of 
your Social Security payroll, or FICA, tax. We think that is a 
very important feature of the USA system that would reduce the 
regressive nature of the present payroll tcuc. The payroll tax, 
which is absolutely essential to fund Social Security and 
Medicare, has also become the most regressive part of our Tcuc 
Code. The Social Security portion of the payroll tcut does not 
apply above the first $60,000 of earnings. Higher-income people 
above that level pay only a limited portion for Medicare. But 
low- income people, medium- income people, are paying a very large 
percentage of their overall taxes on FICA tax. In fact, there 
are literally millions of Americans today that pay more FICA tax 
than they do income tax. 

Our payroll tax credit would be refundable so that if you 
had more withheld in payroll taxes than you owed in taxes, as is 
the case for many people, the difference would be refunded to 
you. Therefore, people with earned income can, in effect, 
subtract 7.65 percent, the amount of pay withheld for the 
employee's share of the Social Security and Medicare payroll 
taxes, from our tax rates. 

It is very important for people to understand this. To 
con^are a tax rate under the USA proposal to current rates, you 
have to subtract the 7.65 percent credit. A 20 percent rate 
under the USA system would be , in effect , equal to a marginal 
rate of 12.35 percent under today's system after you take the 
payroll tax credit. 

The payroll tax is a perfect example of why fundamental tax 
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reform is needed. While it was designed with the best of 
intentions, the payroll tax is a very regressive tax. It 
discourages hiring additional workers, especially lower-wage 
workers . 

Our proposal does not abolish the payroll tax or affect the 
operation of the Social Security System in any way. But what it 
does try to do is offset the negative side effects of the payroll 
tcix by crediting the payroll tax against an individual's or 
business's tax liability under the OSA tax. The employer would 
also get the 7.65 percent credit against their taxes -- not a 
deduction, but a tcuc credit. Employees get a credit for the FICA 
taxes against the individual income tax, and employers get a 
credit for the employer share against the business tax. 

So the same amount of revenue will continue to be deposited 
in the Social Security trust fund, but the payroll tax will be 
integrated into the income tax in a way that offsets its 
regressive nature. This is importcuit for fairness purposes. It 
is also important so that we eliminate one of the major 
impediments to people with low skills being hired. Now people 
with low skills, miniflium-wage-type jobs, the employer has to look 
very, very carefully before they hire because they are not only 
paying for the minimum wage, or whatever the wage is, they are 
also paying another, in effect, 15.3 percent because of these 
very high payroll teuces. 


Mr. Chairman, I will take just a few moments to describe the 
business side of our proposal. 

The second component of our new tax code is the business 
tax. The business tax would work like this; Under the USA Tax 
System the business would add up its sales receipts during the 
year, then add up the cost of the goods and services it purchased 
for use in its business. The cost of these business purchases 
would be subtracted from the sales receipts. The difference 
would be subject to a business tax at a flat rate of 11 percent. 

I am sure many people will wonder why the business rate 
seems so much lower than current law. The answer is that the two 
rates are really not comparable, because our tax would not be 
applied to corporate income as currently defined, but rather to a 
company's gross profits. It is a fundamentally different concept 
from what we have today, and it applies to all businesses, not 
just those that are incorporated. 

I think everyone who studies this business tax needs to 
understand we have a fundamentally broader base for the business 
tax so we are dramatically lowering the rate but we are producing 
the same amount of revenue. Ne are not lowering the overall 
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proportion that businesses are paying. They are paying the same 
proportion. But we are aible to lower the rate because we are 
greatly broadening Che base, and Chat needs to be understood. 

It is also important to understand chat under the USA Tax 
System, the cost of investment in plant and equipment and 
inventory would be fully deductible when spent. There would be 
no need for complicated depreciation schedules. Investment would 
be deducted up front. Investment creates jobs. New plant and 
equipment increases productivity and that increases the income of 
our people . So that is the behavior we should be encouraging 
rather than discouraging. 

Investment in plant and equipment is what we need in this 
country, and yet the amortization of these investments over a 
long period of time under current law discourages businesses from 
investing as much as they would otherwise. 

The USA Tax Promotes U.S. Competitiveness 

Another very important feature is that our USA Tax System 
puts U.S. companies on the same footing with our competitors. 

The USA business tax is territorial -- meaning it applies to all 
sales on U.S. soil no matter where Che business is headquartered 
-- and it is border adjustable. 

He want to encourage exports, and we do so in this proposal. 
We exclude Che proceeds from export sales from taxation by 
rebating the tax on goods exported for sale cibroad. And when a 
company, foreign or U.S. owned, manufactures aOsroad and sells to 
the United States market, the company is, through the operations 
of a new import tax, taxed essentially the same as if the factory 
were located in the U.S. That is border adjustability -- the tax 
is rebated on exports and added to imports, which is exactly the 
situation American exporters Co Europe and Japan face today. He 
believe our business tax will place American companies and 
workers on an equal and level international playing field. 

This is no small matter. The share of our economic output 
that is exported, and the share of our national income that we 
spend on imports, have both doubled over the past twenty five 
years. Yet the current U.S. tax code has not kept pace with the 
rapidly changing face of international competition. While our 
economy has shifted dramatically over the past 30 or 40 years, we 
have not made a comparable shift in our tax code . He have simply 
tinkered with it year in and year out. 

Our current tax system is a holdover from another era, when 
international trade was a small component of our economy, when 
having a tax rule that applied to all American corporations 
equally was enough. But today American companies do not just 
compete with each other, they compete globally. And the current 
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U.S. tax code puts our companies at a disadvantage. 

Under the rules of the General Agreement on Tariffs and 
Trade, or GATT, certain types of taxes can be levied on imports 
and rebated on exports -- border adjustability -- while other 
types of taxes cannot . Our competitors in Europe and Japan have 
business taxes that can be rebated under GATT, while we do not. 

We believe the USA business tax is legal under the GATT, since it 
would work essentially the same way as European and Japanese 
value-added taxes, which are GATT-legal, although without the 
complexity that adding a VAT to our current income tax would 
have . 


Let me give a simple example of how our business tax applies 
to exports and imports. If a company has $2.5 million in sales, 
of which $500 thousand are export sales, for purposes of the 
business tax its receipts would be only the $2 million it had in 
domestic sales, not $2.5 million. But it will not have to go 
through a lot of complicated calculations to allocate its 
production costs between its domestic and foreign sales. All 
domestic input costs will be deductible regardless of whether the 
sales are domestic or export sales. Under our proposal there 
will no longer be a tax incentive to move production overseas. 

Conversely, if the facilities used for the production of the 
$2 million in domestic sales are moved overseas and the $2 
million of goods are imported into the U.S., an 11% import tax of 
$220,000 will be collected on those goods; the same as the 
domestic conwany I mentioned earlier. 

In order to comply with the requirements of the GATT, 
businesses would not deduct wages. This is a key point, and I 
know there will be concern about this . But there are two 
important things to remember. First, our rates are much lower -- 
11 percent -- than the rates currently imposed on corporate 
profits . 

The second thing that we need to remember is that under our 
proposal, the deduction for wages would be replaced by the credit 
for the employer's share of the Social Security payroll tax -- 
which is 7.65% of its payroll -- which is the other half of the 
credit that employees get under the individual tax that I have 
already described. Businesses would get a credit back on that 
tax up to the maximum Social Security wage . 

The USA Tax Is Designed to Be Deficit -Neutral 

Under our proposal, the individual and the corporate shares 
of our total revenue would remain the same . We are not trying to 
shift the tax burden from businesses to individuals, or vice 
versa. We are not trying to shift the burden from the rich to 
the poor, or from the poor to the rich. We are not looking for 
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the fellow behind the tree to tax that my friend from Louisiana 
Russell Long often mentioned. We are designing this system to 
produce the same amount of revenue as the current tax code. It 
is not a proposal to cut taxes or raise taxes . 

Because of the comprehensive nature of our proposal, and the 
enormous workload the Joint Committee on Taxation has had this 
year, they have not been yet been able to perform an official 
revenue analysis or a distributional analysis of this proposal. 

It is our intention that this system retain the progressivity of 
the current system, and that it be revenue neutral compared to 
the current system. Should the official estimates indicate that 
the bill we have introduced fails to completely meet either of 
those goals, we intend to work with the Joint Committee to refine 
this proposal so that we meet both, because we think they are 
very important . 

The USA T ax Is Simpler and More Efficient 

Although it is certainly possible to desicfn a "simpler” tax 
system than the one we are proposing, 1 think the USA tax system 
also makes great strides in making our current tax code simpler 
and more economically efficient. The USA tax eliminates the need 
to calculate depreciation year after year, because investments 
are expensed immediately. We also eliminate the complicated, and 
in many cases counterproductive. Alternative Minimum Teuc, or AMT. 

The USA business tax puts debt and equity financing on an 
equal footing. We treat all forms of businesses the same - 
corporations, partnerships, and proprietorships. 

One of the greatest contributions the USA system will make 
to simplification is that no longer will people have any reason 
to seek out unproductive, economically wasteful tax shelters in 
order to cut their taxes. If you want to lower your taxes, put 
your money in savings where it can work for all of us -- buy a 
CO, invest in a mutual fund. It might take a few minutes to do 
your net savings calculation once a year, but the net savings 
calculation should result more efficient use of our national 
income, as well as higher economic growth as saving and 
investment increase . 

In an economy with a gross domestic product of over $S 
trillion, taxation will never be a completely simple affair, and 
I do not think it is the only standard by which tax reform should 
be judged. But because the USA Tax System eliminates the need 
for rules against sheltering income in corporations, and because 
it is based on cash rather than accrual accounting, it promises 
major advances in sinplicity and clarity. 

Under the USA system, we believe whole volumes of teuc code 
complications would fall away into welcome oblivion. The teoc 
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shelter industry would shrink and compliance costs would plummet . 
All income would be treated alike. The key is what people do 
with their income. If it is reinvested, then the tax on it would 
be deferred. It is not reinvested, if it is consumed, then 
ordinary tax rates would apply. Those rules would be the same 
for everyone, for the factory worker, for the capitalist, for the 
miser, and for the wealthy conspicuous consumer. 

There would be no more need for fights over capital gains, 
investment tax credits. Individual Retirement Accounts, and other 
targeted incentives for saving. The USA Tax System eliminates 
these issues because it offers a blanket deduction for personal 
saving and business investment. 

And under the USA system, taxpayers will not have to keep 
track of the basis of their newly purchased savings assets such 
as stocks and mutual funds, the way they do now, and most 
taxpayers will not have to worry about the basis of savings 
assets they already hold. Finally, the USA tax system will not 
take a whole new bureaucracy to administer. 

The USA Tax System is a Revolutionary Concept 

In a way, the USA tax system could be described as simply 
taking the current tax system and adding a deduction for savings. 
That may be the major change most people would notice. But the 
USA Tax System represents a much more profound change in its 
effects than in its form. 

For any given level of income, those who save and invest 
more will pay lower taxes. The teuxpayers in the top bracket 
would pay roughly the same total amount of taxes they do now. 

But within that bracket, there will be those who pay less and 
those who pay more. The same will hold true whether you are in a 
higher or a lower tax bracket. That is the essence of our 
proposal. Those who help our economy, help create jobs, and 
boost productivity by saving euid investing, will pay less than 
their neighbors with similar incomes who do not . 

We are basically going to tax people on what they take out 
of the economy -- above a tax free level for necessities -- 
rather than what they put into the economy by working and saving . 
Our proposal represents a revolution in the philosophy of the 
income tax system. But we don't have to make major changes to 
the system already in place to administer the tax system to make 
our proposal work. 

By contrast, a consumption or expenditure tax, such as a 
value-added tax, would impose enormous administrative expenses on 
American businesses, without the progressivity, and without 
creating the same explicit incentive to save and invest, that the 
USA tax system has. 
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Conclusion 

Mr. Chairman, the USA tax proposal is a revolutionary 
concept with important advantages for our country. 

The first advantage: This proposal will increase national 
savings by eliminating the bias in the current tax code against 
savings, without increasing the budget deficit. Increasing the 
pool of private savings will in turn allow increased investment 
at lower cost, which will increase the productivity of our 
workers . 

Second, it will level the international playing field for 
U.S. companies, and promote U.S. exports of domestically produced 
goods, by rebating the business tax on goods sold for export. It 
will equalize the tax treatment of American-made and imported 
goods by having foreign companies pay their fair share of taxes 
on goods sold in America, just as American exports are taxed when 
they are sold in foreign markets. 

Third, it will make our tax code more understandable and 
more efficient which will save both billions of dollars and 
millions of hours preparing individual and business tax returns. 
It will do so without sacrificing the principle of fairness in 
allocating the tax burden. 

Fourth, the USA tax credit for the employer share of payroll 
taxes will help create jobs for workers who might not otherwise 
be hired by reducing the current disincentive to hire low skill 
workers that results from the regressive payroll tax which 
applies to the entire wage of lower-paid workers but to only part 
of the wage of higher-paid workers . 

Finally, we believe it will foster greater personal 
responsibility by clearly showing the costs and benefits of 
saving versus consuming. 

The current tax system is broken and, in my opinion, it 
cannot be fixed. In a very real way, it has aided and abetted 
our irresponsible tendency to live beyond our means . Our current 
tax code must be abolished and replaced. 

We must being anew. The USA tax system provides a way to 
eliminate the complexities, the special subsidies, and the 
crippling biases present in the current code. By enacting real 
reform of the tax system, this Congress can take a giant step 
toward securing our nation's future. 



379 


Mr. Christensen [presiding]. Thank you, Senator Nunn. 

We would be pleased to hear your testimony, Senator Domenici. 

STATEMENT OF HON. PETE V. DOMENICI, A U.S. SENATOR 
FROM THE STATE OF NEW MEXICO 

Senator Domenici. Thank you very much, Mr. Chairman. I have 
a detailed statement and I have asked that it be made a part of 
the record. 

Mr. Chairman and Members of the Committee, it seems to me 
that what we are trying to determine is what it is we ought to tax. 
And so the central focus of this set of hearings, as I understand it, 
is to determine what is the best tax base; or said another way, is 
it better to tax income that is earned or income that is spent? 

We believe the better system is the latter, to tax income that is 
spent, not income that is earned. Our Tax Code is more neutral 
than the income tax in its treatment of present versus future con- 
sumption; it is neutral regarding the choice of savings or spending. 
It would be easier to administer than the income tax. Our tax base 
can be measured more accurately and simply than an income tax 
base. 

Now, you will be looking at a number of proposals, and Senator 
Nunn and I submit that we don’t just have an idea or a thought 
or a theme or a philosophy; we have actually put together an entire 
new Tax Code. It took a long time. So as you proceed through your 
deliberations, people will ask very specific questions about the 
U.S.A. tax, the Domenici-Nunn bill, because we have done away 
with the entire individual and corporate Internal Revenue Code, 
and substituted a brandnew Tax Code for it. In the process, we set 
some specific things that we wanted to make sure would happen 
in this Code, and frankly, we have spent a great deal of time, ef- 
fort, and resources in modeling it so we know precisely where the 
tax burden lies. We know how it comes out vis-a-vis today’s taxes, 
and as a consequence, clearly we can, in due course, have all of 
these details at your staff’s disposal. We don’t intend to do that 
today, obviously. But I would just talk about several quick things 
and then go through two tax returns, an individual return and a 
corporate return. 

We create a system in which wages, if saved, and interest earned 
from those savings would be deferred from taxation until spent. 
Now, let me just make that very simple. 

If in the United States anyone who is a taxpayer has income — 
and that is all kinds of income — if they have disposable income, 
they can, under this bill, make a conscious decision to lower their 
taxes by either saving the money or investing the money, in which 
event tney pay no tax on it until they take it out of the savings 
pool or out of the investment pool of America, bring it back to their 
own and spend it. 

Now, that concept is fundamental to chanmng American’s culture 
and the way they treat their income and other financial resources. 
Because many will now be able to say, “why don’t I start regular 
savings and investment, because I don’t pay any tax on that until 
I cash it in and spend it.” 

Dividends received and saved would be deferred from taxation 
until the proceeds are spent. Tax on capital gains could be indefi- 
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nitely deferred as long as the proceeds are rolled over into other 
qualified investments, so the debate about capital gains is gone 
under the U.S.A. tax. And then, I would say, there is no bias — and 
this was one of our criteria — no bias in favor of either debt or eq- 
uity financing. 

The export competitiveness of the United States would be en- 
hanced by providing border adjustability in terms of meeting the 
requirements of GATT. And we think we have done that. 

The expensing of costs would replace other cost recovery systems; 
and seventh, dividends would be taxed only at the corporate level 
if the recipient invests or otherwise saves the dividends. 

Now, obviously there will still be two kinds of tax returns filed. 
One will be for businesses and one will be for individuals. Let me 
quickly go through the individual and the business and then we 
will be ready to answer questions or to proceed however you would 
like. 

First, individuals in the future, once this is adopted, would figure 
their total income by adding up wages, salaries, interest, dividends, 
royalties, whatever, wherever they would get money. They would 
add that all up, and then there would be a family living allowance, 
which recognizes that every family budget includes necessities, as 
Senator Nunn has indicated, and then there is the unlimited sav- 
ing's allowance. 

So you take those earnings that I have just described, and deter- 
mine how much of it was invested or saved. The total amount that 
you saved or invested is deducted from that total income that we 
just told you about. No difference as to sources. This deduction for 
personal savings parallels the business tax expense deduction for 
capital investment, and we will talk about that in 1 minute. This 
encourages people to save for whatever purpose they deem worth- 
while, not to save pursuant through some government-concocted 
list — save it for whatever purpose you want, invest it in whatever 
you would like to invest it in. 

It puts no time constraints on savings or investments, so that in- 
dividuals can move from investment to investment without tax con- 
sequences so long as they don’t take the proceeds, put them in 
their income and spend them. Not only is it an expanded universal 
IRA, it is a new and improved capital gains mechanism which al- 
lows taxpayers a series of investments and rollovers without incur- 
ring tax liability, so long as they leave it in the investment pool 
of our country or the savings pool of our country. We believe that 
investing in a home is a worthwhile investment. Therefore, we 
would keep the home mortgage deduction as in current law, and 
we would keep the charitable deduction as in current law. 

Senator Nunn has indicated we have a new postsecondary edu- 
cation deduction, and that was to create some symmetry since we 
have investments in stocks and bonds and other things, which is, 
to provide capital for our country to grow and prosper, we thought 
we ought to encourage secondary education and have an incentive 
for investment in human capital. It is not large, $2,000 per year 
per student. 

The employee payroll tax, or FICA payroll tax are often a larger 
tax burden on American families, than the current Federal income 
tax. It is a flat rate tax and it is regressive. Our system would ad- 
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dress both of these problems by providing a tax credit for FICA 
taxes paid both to the employer and the employee. The employee 
credit is refundable. 

The FICA tax credit changes the way Americans should think 
about rates. We should think about rates as a combination of the 
U.S.A. tax and the FICA tax rate. We will have a combination rate 
structure for you to look at. We think that is very innovative, we 
think it is very progressive. Or put it another way, it rids the sys- 
tem of one of the most regressive taxes we have, the FICA tax on 
working men and women in the country. 

The rate structure contained in our bill as we now have them fig- 
ured out were modeled with one idea in mind, no new taxes. Our 
objective is to raise the same amount of tax we are collecting today. 
Our tax system is a replacement tax. 

The business tax rate will be a flat rate. We think it will be 
about 11.5 percent on all businesses. Note that the business tax 
does not just tax corporations. You know that subchapter S cor- 
porations and partnerships continually have problems about how 
do they accumulate resources in their business so it can grow and 
prosper? We treat all businesses alike from a farm to a major cor- 
poration to a family partnership. There is a flat tax on those busi- 
nesses of 11.5 percent. The base is very broad, and therefore, the 
tax rate is quite low. The business tax includes an unlimited de- 
duction for capital investment, in the form of unrestricted 
expensing. The expensing deduction allows businesses to recover 
capital before they pay tax. 

One of the worst challenges facing American businesses is the 
complexity of filing a Federal corporate tax return. I don’t know if 
you have talked to any American companies’ tax counsel, but there 
are some who have the IRS agents permanently officed in living 
quarters in their company headquarters. These live in IRA agents 
would get an eviction notice under the U.S.A. tax. Business tax- 
payers would be on a cash basis. They would expense what they 
buy as they pay for it, and if they don’t, if they don’t have enough 
resources that year, they carry the deduction over. The U.S.A. tax 
system puts American business on a cash basis instead of an ac- 
crual basis. Utterly simple. 

Small firms favor expensing for several reasons. It is simple, it 
helps cash flow, it permits them to accumulate without paying in- 
come taxes on what they leave in there, again until they take it 
out and spend it. 

Now, let me describe the nuts and bolts of the U.S.A. business 
tax. Businesses would add up all of their receipts from sales of 
goods and services excluding sales of American-made products to 
foreign markets. Let me repeat. We would put our American cor- 
porations on the same footing that foreign competitors are. What- 
ever exports American firms sell overseas would be deducted from 
their gross income. This makes the system border adjustable. A 
firm deducts foreign sales. Even with this export-enhancing fea- 
ture, the 11.5 percent modeled into this system will still yield you 
the same amount of corporate tax because the U.S.A. tax base is 
much broader. The business deducts the cost of purchases from 
other businesses, the cost of plant and equipment, parts, cornpo- 
nents — and no depreciation, it is on a cash basis with unlimited 
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expensing. After subtracting purchases from U.S. sales, the re- 
mainder is gross profit or the tax base to which this flat business 
tax is applied. 

Out of these gross profits, the business may pay a business tax, 
wages and salaries to workers, and dividends and interest to share- 
holders. The businesses would also continue to pay their share of 
Social Security taxes into the trust fund just as they are now. 

There is a FICA credit which would then be available to the busi- 
nesses and individuals. We replace the wage and salary deduction 
with a payroll tax credit — not deduction, but credit — to make our 
exports more competitive by achieving border adjustability. We did 
this so that we comply with GATT, which permits us to have bor- 
der adjustability with reference to American sales overseas. For- 
eign companies or American companies producing goods outside 
America but selling inside America, would pay an import tax equal 
to the flat business tax paid by U.S. firms. 

Now, there are a lot of other technical aspects on banks; there 
is a major transition section, and I call the transition section to 
your attention only because you are going to have a transition 
problem in all of the different tax systems that have been sug- 
gested. 

Example: A sales tax, 20 percent. Many, many millions of seniors 
have already paid a tax on their savings. Now we are going to say, 
when you spend your savings, you pay 20 percent sales tax. That 
is obviously going to be very hard to sell. 

The U.S.A. tax provides a mechanism whereby savings acquired 
with aftertax dollars under current law would not be taxed again 
under the U.S.A. tax system. While there will have to be some ac- 
counting during that transition period, we think we treat the “old 
savings^ fairly. We are not going to tax them again, since they paid 
taxes as they saved. 

So let me close by saying, we believe that it is time to do two 
things in America; and I am very proud to be part of both of them, 
and I hope you are. We need to balance the Federal budget, stop 
spending more than we take in, because the biggest user of our 
savings is the Federal deficit and its accumulated debt; and second, 
we should abolish our current Income Tax Code — a Tax Code which 
is antigrowth, anti-investment, antisavings — we should turn it into 
the opposite, and let it be an instrument and tool for business 
growth and job creation that is fair. The current tax system does 
not help individuals who might not be able to save and invest even 
though it is in their best interests to save and invest. The U.S.A. 
tax system would help individuals save and invest because it al- 
lows people to get a tax deferral for whatever they save or invest. 
They can save with pretax dollars. 

Thank you very much. It is a pleasure to be with you. 

[The prepared statement and attachments follow:] 
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TESTIMONY OF SENATOR PETE V. DOMENICI 
S. 722-THE USA TAX 

BEFORE THE COMMITTEE ON WAYS AND MEANS 
June 7, 1995 

The tax code determines our standard of living. The rise and fall of the 
American families' standard of living is tied to the amount of capital theii 
employers are able to invest in them. To have access to investment capital, we, as 
a nation, need to increase the national savings rate. 

We will be addressing two-thirds of the decline in the national savings 
rate (which has taken place since the 19S0‘s) when we enact a balanced budget 
plan. With the enactment of this year's budget plan we will, for the first time in 
three decades, stop deficit spending and stop adding to the national debt. That 
debt is increasing at $335,000 a minute; $20 million an hour; $482 milli on a day. 
Government. Deficit spending and adding to the national debt is a form of 
dissavings that lowers our national savings rate. Out of shape individual savings 
habits are responsible for the other one third of the decline in our national savings 
rate. 

We have to balance the budget and enact a new tax code in order to 
inaease our savings rate so we can increase the national savings pool. A higher 
savings rate permits more investment in plant and equipment, R&D, improvements 
in technology education and training. A higher savings rate means more, better- 
paying, jobs, a higher standard of living and brighter future for our families. 

The USA Tax, or the Unlimited Savings Allowance Tax System, S. 722 
introduced by Senator Nuim and me would achieve those objectives. We could 
call it the Tamily Standard of Living Improvement Act of 1995” because that is 
what it would accomplish. It would accomplish much more. 

Before explaining our proposal, I want to commend the Chairman of the 
Ways and Means Committee for holding these hearings. It has been too long since 
the Congress engaged in a serious examination of how our current tax system is 
working. We have never, in a systematic way, examined alternative tax systems. 
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With a new century only five years away it is an opportune time to stop and 
determine what our tax system should do and how to best accomplish it. 

There are some startling facts that emphasize how badly our current income 
tax system is serving us and the urgency of reform. 

The U.S. ranks dead last among industrial nations in the fi-action of GDP 
devoted to investment. More ominously, since 1 986, our investment rate has 
fallen. U.S. tax policy explains much of this. And the investments our companies 
have been making are at a higher price. According to Professor John Shovan of 
Stanford, the tax code adds one-third to the cost of capital. 

Economists proclaim that the nation's savings rate is the lowest among 
industrialized nations, and as a result, America is risking a bright economic future 
to pay for the present. These trends are unlikely to reverse themselves without a 
major tax policy change. 

But, how do we encourage more savings among individuals? When 
Americans save they are really investing in America and our tax code should 
reflect that national priority. Our major trading partners encourage saving in their 
tax codes, and so should we. 

The philosophy of the USA tax is to tax income that is not saved or 
invested rather than to tax all income that is earned. It should vastly expand the 
pool of savings, and achieve significant simplicity in the bargain. 

The USA Tax base is total Gross Domestic Product (GDP). The Business 
Tax and the Individual Tax are two parts of a single tax on a single tax base. The 
Business Tax is intended to be the first in a two-step tax collection process. The 
Business Tax base would begin with Gross Domestic Product (GDP)— the sum of 
all goods and services produced and sold by all businesses together— minus, in 
order to avoid double taxation, those goods and services they have bou^t fi-om 
one another. The first taxable event would take place when businesses create 
income by producing and selling goods and services. The second taxable event 
takes place when individuals receive that income, net of the Business Tax, in die 
form of wages, salaries, interest, dividends and similar distributions to the owners 
of a business. 
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The Unlimited Savings Allowance Tax System described in the Act would 
replace the current progressive-rate income tax system with a simplified, 
progressive-rate tax on gross income which provides that income saved or invested 
by individuals, and the income generated by those investments would not be 
taxed, until the financial resources are spent on non-qualified purposes. 

The bill replaces the current corporate income tax code with a simplified 
cash flow tax on business gross income (sales minus cost of goods sold) which 
would allow a deduction for savings reinvested in plant and equipment used for 
business purposes. 

Our system recognizes that saving and investing is good for the economy 
and that people shouldn't be called upon to pay taxes on income that they are 
dedicating to the savings pool. 

This deduction for personal saving parallels the business expensing 
deduction for capital investment. The former allows individuals to defer tax on 
that portion of income that is saved, and ultimately, converted into capital. The 
latter allows a business to recover capital costs before paying taxes. 

The "Unlimited Savings Allowance" is the central feature of the individual 
tax. The objective is to raise the level of national savings because there is a direct 
relationship between how much we save and the real income of working 
Americans. If we increase savings and investment we can raise our long- term 
standard of living, meet our financial obligations and build a better society for 
today and for generations who will follow. 

The aging of America adds a new sense of urgency for saving. The next 
century will see many Americans spending as much time in retirement as they did 
working. Adding to the savings pool is in the national interest but saving is also 
in the taxpayers' best interest because it will insure a better retirement life as well. 

Wifli fliat general introduction, let me go through the description of the 
individual USA tax: 

Individuals calculate their total income by adding wages, salaries, interest, 
dividends, earnings withdrawn fi’om unincorporated businesses, proceed fi'om asset 
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sales, rents, royalties, annuities, withdrawals from savings accounts, taxable 
transfer payments and other similar cash inflows. The bill assumes that there will 
be a transition period, during which some withdrawals from savings acquired prior 
to enactment of the USA tax would be excluded from income. 

The taxpayer would then subtract: 

THE FAMILY LIVING ALLOWANCE 

A standard deduction, personal exemptions similar to current law, and 
together are known as the "family living allowance." The family Uving allowance 
recognizes that every family's budget includes necessities and that the federal 
government should not tax that portion of a family's monthly bills. For a family of 
four, the annual "family Uving allowance" would be about $17,600. There would 
be bigger family living allowances for bigger famiUes. This ensures equitable 
treatment of larger families because who typically spend more and save less than 
smaller families with the same incomes. 

THE UNLIMITED SAVINGS ALLOWANCE 

The "Unlimited Savings Allowance" is an important feature of the 
individiuil tax. For those who want to expand IRAs, this is the ultimate expansion. 
It wiU give all Americans, including those of modest means, more control over 
how much of their income is taxed each year. As a consequence, it empowers 
taxpayers to have some say in how large their tax bill will be. 

The Unlimited Savings Allowance combines the best tax poUcy of the 
Individual Retirement Accounts (IRAs) and the Capital Gains differential. It 
maximiz es taxpayer choice and flexibiUty. It encourages people to save for 
whatever purpose they deem worthwhile— not some government concocted Ust. 

It puts no time constraints on the savings or investment so that individuals can 
move from investment to investment without tax consequences as long as they 
continue to save and invest the proceeds from the preceding investment. In this 
respect the "Unlimited Savings Allowance" is not only an expanded, universal 
IRA, it is a new, and improved capital gains mechanism which allows taxpayers a 
series of investments and roll-overs without incurring tax liabiUty. 
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The Unlimited Savings Allowance woiks like a zero rate on coital gains as 
long as the proceeds are reinvested. However, mere portfolio shufOing without a 
net addition to saving does not result in a deduction. 

From adjusted income, the taxpayer then subtracts what he or she 
saved, including net increases in bank accounts, purchases of financial assets, 
other investment purchases, and life and casualty insurance payments. 

HOME MORTGAGE DEDUCTION 

F amili es think of their home as an important investment in their financial 
portfolios . Our tax proposal thinks like most American families think. Our new 
system would retain the current law home mortgage deduction. A taxpayer would, 
therefore., deduct his/her mortgage interest. 

POST SECONDARY EDUCATION DEDUCTION 

The USA tax system recognizes the importance of investment in human 
capital as well as the investment in productivity-enhancing plant and equipment. 
Investment in the education and training of taxpayers and their children will 
produce a significant, long lasting return on investment which will benefit the 
entire nation. Greater future earnings generated by those attending college and 
post secondary technical schools would eventually be taxed. 

Therefore, the taxpayer would also be allowed to subtract an education 
allowance or deduction of $2,000 per year, per student, with an $8,000 per tax 
return limit. 

PHILANTHROPIC TRANSFER DEDUCTION 

This is the same as the charitable deduction under current law. 

ASSETS ACQUIRED WITH AFTER-TAX DOLLARS UNDER THE 
CURRENT CODE-TRANSITION BASIS DEDUCTION 

The USA tax recognizes that many taxpayers have accumulated savings 
assets with after tax dollars under the current tax system. It would not be fair to tax 
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those assets again when we switch to the USA Tax system. The USA Tax 
provides that if the basis does not exceed $50,000, one-third of it is added to the 
savings deduction in each of the first three years after enactment . If the basis 
exceeds $50,000 and the taxpayer has spent more than he saved or as the 
economists would say, if the taxpayer's savings are negative, the basis is used to 
offset the negative savings so that it does not become taxable. This continues each 
year until the original basis is used up. 

If the basis exceeds $50,000 and the taxpayer added to the savings pool 
during the taxable year, there are additional transition rules. 

RATE STRUCTURE— Joint Returns. 

The taxable income under the USA Tax is very different from the current 
concept of taxable income. The rate structure looks similar— three brackets 15, 20 
and 40 percent— but they are applied to a very different tax base and need to be 
viewed in conjunction with the payroll tax credit. In addition, people have to 
change their thinking about rates because they have a great deal more control over 
the size of their tax bill as a result of the Unlimited Savings Allowance. It is 
progressive, a goal achieved through a combination of graduated rates, exemptions, 
personal deductions, a family living allowance and for lower income individuals, 
the earned income tax credit. 

EMPLOYEE PAYROLL TAX CREDIT 

The USA Tax recognizes that for lower and middle-income Americans who 
work for salaries and wages, the existing FICA payroll tax withheld from their 
paychecks is a often a larger tax burden on American famihes than is the current 
income tax code. Since the FICA tax is a flat tax, it is also inherently regressive. 
The USA Tax System would address both of these problems by providing a 
refundable tax credit. 

The lowest bracket is 15 percent (or a 7.35 percent combined USA tax and 
FICA tax after the payroll tax credit is taken) for taxable income up to $5,400. 
After a transition period and begiiming in 2000 that rate can be lowered to 10 
percent (2.35 percent combined USA tax and FICA tax, after the payroll tax credit 
is taken). After the transition period the second bracket rate of 20 percent (12.35 
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percent combined USA tax and FICA tax, after the payroll tax credit is taken) for 
taxable income up to $24,000 in 1 996 dollars. 

EARNED INCOME TAX CREDIT 

The current law Earned Income Tax Credit is reformed. The current law rate 
is retained, but the maximum amount is essentially doubled. 

LOW INCOME FAMILIES FREED FROM USA AND FICA TAX 

The family living allowance combined with a reftmdable payroll tax credit 
would fi'ee the lowest income families from both USA tax and employee payroll 
taxes. 


Those not exempt would pay USA tax on the remainder— his or her 
"taxable income." The marginal rate of taxation is progressive and increases with 
taxable income. 

These are but a few of the features of our new individual tax system. 

THE USA BUSINESS TAX 

The USA business tax is a flat tax on all businesses including corporations, 
partnerships, sole proprietorships and other forms of business organization. The 
base is very broad so that the rate can be quite low. 

THE EXPENSING DEDUCTION 

The business tax includes an unlimited deduction for capital investment- 
unrestricted expensing. The expensing deduction allows a business to recover 
capital before being taxed. Small firms favor expensing for several reasons; it is 
simple, it helps cash flow and it encourages capital formation. Expensing allows 
businesses to escape the complexity associated with calculating and tracking the 
depreciation schedules for every piece of equipment. Expensing is good for all 
businesses, but it is particularly attractive to small businesses because it helps them 
with the day-to-day cash flow problems that they face. It allows them to deduct 
more up front —putting resources back in the hands of the entrepreneur faster 
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instead of keeping it in the hands of the federal government. 

Expensing facilitates firms who need working capital, as well as the 
entrepreneur who wants to expand his business through the purchase of an 
important piece of productivity-enhancing equipment. Finally, expensing is good 
for the economy. If businesses are allowed to write-off their investments in the 
year they are purchased, businesses are much more likely to make such 
investments, thereby, increasing jobs and economic growth. 

Now let me briefly describe how the USA Business Tax would work: 

First, the business would add up its receipts from sales of goods and services 
made during the year, excluding sales of American-made products to foreign 
markets. The business would deduct the costs of purchases from other businesses: 
the cost of plant and equipment (equivalent to expensing), parts, components, and 
contracted services. 

After subtracting purchases fi'om U.S. sales, the remainder is "gross profit," 
or the tax base to which the business tax rate is applied. Out of "gross profit" the 
business must pay the business tax, wages and salaries to workers, and dividends 
and interest to shareholders and debtholders. 

FICA CREDIT REPLACES WAGE DEDUCTION TO ACHIEVE BORDER 
ADJUSTABILITY 

The business would also continue to pay its share of Social Security payroll 
taxes on its wage and salary distributions, and those taxes would be deposited in 
the Social Security trust funds just as they are now. The business would, however, 
receive a credit against the business tax for the amount it pays in employer payroll 
taxes. Our system replaces the wage and salary deduction with the payroll tax 
credit in order to make our exports more competitive by achieving border 
adjustabihty which may of our trading partners already enjoy. The Employer 
Payroll credit would neutralize the payroll tax' adverse impact on job creation. 

The integrity of the social security trust fund is protected. 
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BORDER ADJUSTABILITY ACHIEVED/IMPORT TAX ACHIEVES 
PARITY FOR ALL GOODS COMPETING IN U.S. MARKET 

To complete the "border adjustment" for import/export parity and fairness, 
an import tax equal to the business tax would be imposed on the production of 
goods and services outside the U.S. that are sold in the U.S. Through the import 
tax, any company (regardless of whether it is U.S.- or foreign-owned) located on 
foreign soil t^t manu^tures goods to be sold in the U.S. market would be taxed 
essentially the same as if the factory were located in the U.S. 

DIFFERENT RULES FOR FINANCIAL INTERMEDIARIES 

There are different rules for banks, for insurance companies, for financial 
pass-thru entities and other businesses engaged in financial intermediation, for 
international transportation services and international communications. 

BUSINESS TAX RATE 

The Business USA Tax rate is modeled to be a flat 1 1 .5 percent. And 
remember, total business taxes collected would be the same as today, but collected 
in a greatly simplified and more efficient way. 

GENERAL DESIGN ASSUMPTIONS 

As we started to design the Unlimited Savings Allowance Tax Act (USA) 
we made certain general assumptions; 

* Raise as much revenue as the current code; corporations and 
businesses would continue to shoulder the same share of the total 
revenue burden as under current law. 

* Retain current code progressivity so that people as a group would pay 
no more, no less in taxes. The top 20 percent of taxpayers would still 
pay the same percentage of taxes as they currently pay. The bottom 
20 percent would still pay the same percent of the individual USA 
taxes. 



392 


* Replace the anti-savings and investment incentives in the current 

income tax code with a system that defers savings from taxation. 

* Create a system under which: 

1 . wages, if saved and interest earned from those savings would 
be deferred from taxation until spent. 

2. dividends received and saved would he deferred from taxation 
until the proceeds are spent; 

3. tax on capital gains could be indefinitely deferred as long as 
the proceeds are rolled over in to other quaUfied savings and 
investment assets. 

4. there would be no bias in favor of either debt or equity 
financing. 

5 . the export competitiveness of the United States would be 
enhanced by providing border adjustability on terms meeting 
the requirements of the General Agreement on Tariffs and 
Trade. 

6. expensing of capital costs would replace other cost recovery 
systems. 

7. dividends would be taxed only at the corporate level if the 
recipient reinvests or otherwise saves the dividend proceeds. 

With a new tax code, America's rate of corporate investment in new plant, 
equipment and technology can be improved and increased—reversing a dangerous 
trend in the opposite direction. 

We hope we will achieve simplicity by eliminating at least three-quarters of 
the tax code. 

Our current code is primarily a wealth redistribution system. Recent tax 
policy debates quickly degenerate into class warfare shouting matches. Our 
proposed system is a wealth creation system for all Americans. 

A central focus of your hearings is what is the best tax base, or said another 
way: whether it is better to tax income that is earned or income that is spent. We 
believe the better system is the latter. Our tax is more neutral than the income tax 
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in its treatment of present versus future consumption. It is neutral regarding the 
choice of saving or spending. It would be easier to administer than the income 
tax Our tax base can be measured more accurately and simply than an income 
tax base. 

Our tax system would avoid the basic inequity that arises depending upon 
how savings are accumulated and managed. It would eli mina te the need to 
determine when "realization" and taxation occur. There would be no need for the 
nonrecognition rules. Our system eliminates the lock-in effect, the potential 
bunching of gains, and the need for a distinction between capital gains and 
ordinary income. Under our system amounts invested in productive assets are 
immediately deductible, making capital recovery deductions unnecessary. Asa 
result, there would be no need to guesstimate decreases in value due to wear, tear, 
and obsolescence of assets and there would be no need to continue current law 
recording keeping. Because inflation is often dealt with on an ad hoc basis in the 
current code and has been used as a justification for accelerated capital recovery 
deductions, preferential capital gains rates and other special provisions in the 
income tax system those provisions and their accompanying complications would 
not be necessary under our system. The mismeasurement of real net worth 
changes that takes place under the current code because of inflation would not be 
factor under our system . 

There would be no: 

Alternative minimum tax. 

Foreign tax credit calculations requiring supercomputers. 

Heavy-weight tax returns weighing pounds. 

REASONS FOR ABOLISHING THE CURRENT CODE 

We want to abolish the current income tax system and replace it with the 
USA tax system because the federal income tax code is unamerican in spirit and 
wrong in principle. It levies a double tax on dividends and taxes savings, it 
discourages risk-taking, entrepreneurship and the creation of jobs. It is hostile to 
savings and investment and tilted toward consumption. It &vors debt over equity 
financing. It encourages corporate management to neglect long-term investment 
in favor of focusing on short term profits. 
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Our current code is £ar too complex. Companies complain about IRS agents 
being permanently housed in their corporate headquarters and that the IRS is years 
behind in their auditing. Others perversely brag about needing supercomputers to 
calculate certain foreign tax credit computations. 

Our current code penalizes savings by taxing income first when it is earned 
and again if that income is saved and earns interest or dividends. When an activity 
is penalized in the tax code, it influences behavior. Taxpayers do less of those 
disfavored activities. And the current code is doing a good job of discouraging 
saving. Americans are only saving about 2.8 percent of GDP. 

This lack of saving leads to a shortage of investment, which, in turn, leads to 
insufficient growth, stagnating incomes, and the loss of high-wage jobs. 

S. 722 IS THE STARTING POINT 

We took the approach that the tax base in our bill should be as broad as 
possible. Since we introduced the legislation, we have been contacted by various 
groups who where included in the base broadening initiative of our bill. It will not 
surprise you that each group is eager to retain the favorable treatment they receive 
under the current code. We urge the tax writing committees to carefully evaluate 
each of these base broadening provisions. You are the experts, and are in the best 
position to determine which provisions would make sense in this new tax universe 
should you choose to create it. 


Thank you , Mr. Chairman. 
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Updated May 11. 1995 



Features of the Business Tax 


The business adds up its receipts from sales of goods and services made during the year, excluding sales of 
American-made products to foreign markets 


The business deducts the costs of purchases from other businesses; the cost of plant and equipment 
(equivalent to expensing), parts, components, and contracted services such as accounting, engineering, legal 
and transportation services 


Afler subtracting purchases from U S sales, the remainder is "gross profit,” or the tax base to which the 
business tax rate is applied. The business tax rate would be imposed at a flat rate of 11.5 percent. 


To complete the "border adjustment" for fairness, an import tax equal to the business tax would be imposed 
on the production of goods and services outside the US. that are sold in the U.S.. Through the import tax, 
any company (regardless of whether it is U S - or foreign-owned) located on foreign soil that manufactures 
goods to be sold in the U S. market would be taxed essentially the same as if the factory were located in the 

U.S.. 


Out of "gross profit" the business must pay the business tax. wages and salaries to workers, and dividends 
and interest to shareholders and debtholders. The business would also continue to pay its share of payroll 
taxes on wage and salary distributions. The Domenici/Nunn business tax proposal therefore allows the 
business to take a credit against the business tax for the amount it paid in employer payroll taxes. 
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Features of the Individual (USA) Tax 


To figure his or ho- tax, the individual subtracts total new savings from total income, and pays tax on the 
remainder. A standard deduction, personal exemptions and an ETTC are allowed as under current law, and 
together are known as the "family living allowance." Fch* a family of four, the "family living allowance" 
would be close to S 1 7,600. 


Individuals' total income includes wages, salaries, interest, dividends, earnings withdrawn from 
unincorporated businesses, proceeds from asset sales, rents, royalties, annuities, withdrawals from savings 
accounts and other similar cash inflows. During a transiticMi period, some consumption from savings 
acquired prior to enactment of Domenid/Nunn would be excluded. 


Individuals total up their income, then deduct any amount of inconte that is saved. Amounts deducted as 
savings include net increases in bank accounts, purchases of financial assets, other investment purchases, 
including homes, and life and casualty insurance payments. 


The USA Tax allows charitable contributions, mortgage interest, large out<of>podtct medical cscpenses and 
to be deducted from income. 

Retains current taw treatment of mcKtgage interest. 


Low and middle income workers are allowed a credit against the individual USA Tax for employee payroll 
taxes paid during the year. This way. the family living allowance combined with a refundable p^rroU tax 
credit would free the lowest income frunities from both income and employee payroll taxes. 


The marginal rate of taxation, as under current law, is progressive and increases with consumed income. 

The brackets are designed so that the richest 20% of funilies continue to pay their current share of federal 
taxes, and the poorest 20% continue to pay their share of federal taxes. Aft« allowing fr>r the "ftnoily living 
allowance," the aopromnatc consumed income brackets are: 8 percent, 19 percent, 40 percent. 
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USA INDIVIDUAL TAX 


1 . GROSS INCOME Wages, salaries, interest and 

dividends and income from sale of 
stocks and other assets. 

If it is included in gross income 
under current law it is included in 
gross income under USA Tax. 

2. VALUE OF Counted as part of Gross Income. 

FRINGE BENEFITS 

MINUS 

3. PERSONAL $2,550 for taxpayer, spouse and each 

EXEMPTIONS dependent. 

4. FAMILY LIVING $4,400 single 

ALLOWANCE $7,400 joint return 

$5,400 head of household 

4a. AMOUNT OF $17,600 Total 

GROSS INCOME 

EXEMPT FROM comprised of: 

TAXATION FOR $7,400 family living allowance and 4 
FAMILY OF 4 $2,550 exemptions 
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4b. AMOUNT OF $ 6,950 Total 
INCOME EXEMPT 

FOR SINGLE comprised of $4,400 family living 

INDIVIDUAL allowance and one $2,550 exemption 

4c. AMOUNT $13,050 Total 

EXEMPT FOR 

HEAD OF comprised of 

HOUSEHOLD WITH $ 5,400 family living allowance and 

3 CHILDREN 3 $2,550 exemptions 

5. UNLIMITED Taxpayers can deduct any amount of 

SAVINGS new savings or investment. 

ALLOWANCE 

One investment can be sold and 
another purchased without incurring 
USA Tax liability— unrestricted 
rollover. 

Tax is deferred on income saved or 
invested until income is spent. 

6. MORTGAGE Same as current law. 

DEDUCTION 


7. 

PHILANTHROPIC 

DEDUCTION 


Same as current law. 
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8. $2,000 per person for the taxpayer, a 

POSTSECONDARY spouse and up to two dependents 
EDUCATION capped at $8,000 per year. 

DEDUCTION 

9. ALIMONY PAID Same as current law. 

DEDUCTION 

10. PREVIOUSLY A retiree living on previously taxed 

ACQUIRED ASSET savings accumulated prior to the 
ADJUSTMENT USA Tax can spend that savings 

without paying USA Tax. (This is 
fair because it has already been 
taxed under the old federal income 
tax system). 

This rule applies to anyone with 
assets acquired with after-tax dollars 
prior to enactment of USA Tax. 

1 1 . TREATMENT Borrowing is not included in gross 

OF BORROWING income. 

Repayments are not counted as 
qualified savings. 

This makes the tax a consumed 
income tax (income minus savings) 
and not an expenditure tax. 
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12. CAPITAL Determining factor is use of 

GAINS proceeds. If proceeds are reinvested 

the tax on the gain is zero. 

13. TREATMENT Treated as a business 

OF RENTAL 

PROPERTIES Purchase expensed instead of 

depreciated. 

Income taxed at 1 1 percent business 
rate. 

14. TREATMENT Same as current law. 

OF TAX EXEMPT 

BOND INCOME 

15. TREATMENT Same as current law except that 

OF SOCIAL amounts saved are eligible for 

SECURITY INCOME unlimited savings allowance 

deduction. 

16. TREATMENT Not a taxable event for USA tax 

OF GIFTS purposes. 

Beneficiary takes same basis in the 
gift as the person making the gift. 

If recipient spends the gift it would 
be included in his/her taxable 
income. 
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ADJUSTED GROSS 

INCOME 

Minus 

17. EMPLOYEE Both Social Security and Medicare 

PAID PAYROLL portion of the payroll tax are eligible 
AND HEALTH for the tax credit. 

INSURANCE TAX 

CREDIT 

18. EARNED Credit is doubled but eliminated for 

INCOME TAX wage earners without children. 

CREDIT 

Equals 

TAXABLE INCOME 

Multiplied by 

USA TAX RATES 8 percent 

after transition 1 9 percent 

(beginning in year 40 percent 

2000 ) 

COMBINED USA .35 percent 
TAX AND 11.35 percent 

PAYROLL TAX 32.35 percent 

RATES (beginning in 

year 2000). 















CHANGE IN People with taxable income of : 

COMBINED USA 

and PAYROLL TAX 0 to $10,000: Combined USA and 
BURDEN BY payroll tax burden decreased by 

VARIOUS INCOME 75% 

GROUPS after 

transition (beginning S 1 0,000-$20,000 decreased by 9% 
in year 2000). $20,000-$3 0,000 decreased by 14% 

$30,000-$50,000 decreased by 5% 
$50,000-$75,000 decreased by 0 
$75,000-100,000 decreased by 0 
$100,000-$200,000 increased by 3% 
Over $200,000 increased by 4% 
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Mr. Christensen [presiding]. Thank you, Senator Domenici. I 
have a couple of questions, and then I will let my colleagues ad- 
dress you. 

First of all, I want to thank you for your leadership on this issue. 
It has been fun being on this Committee and listening to the var- 
ious proposals that have been outlined. One of the things that we 
are trying to do is look at a system that will provide efficiency and 
equity, simplicity, and administration that gets away from the 
14,000-plus pages of our current Code. 

You stated that you currently have no bias in favor of debt or eq- 
uity in the Nunn-Domenici plan. So that would apply in the munic- 
ipal bond market. How would that affect that area? 

Senator Nunn. The municipal bond market? The reason why we 
don’t have any basic distinction between equity and debt is because 
neither is deductible in the business tax we have. They are placed 
on the same level playingfield. 

Today, of course, interest is deductible and dividends are not. 
They are both on the same playingfield. So it neutralizes it in that 
way. 

As far as the municipal bond market, that is a very good ques- 
tion. We wrestled with that one long and hard, and we basically 
came to the conclusion that municipal bonds had to continue to be 
given a preference. The way they are given a preference on our pro- 
posal is, since you can save and put money into a savings account 
and get the same kind of exclusion or deferral as you do today 
when you buy a municipal bond, in terms of interest, that would 
be level. But when you bring in that municipal income fi'om a mu- 
nicipal bond or a State bond, you basically can consume that with- 
out being taxed on it. 

So the preference is there as it is today. It is less of a preference, 
in all fairness, than it is today, because you can put money in the 
savings account or you can put money in a stock and defer income 
on it because it is investment — or defer income tax on it. So the 
preference remains, but it is not quite as significant a preference 
over other forms of saving as we have today. 

Mr. Christensen. OK. 

Congressman Merger. 

Mr. Merger. Thank you, Mr. Chairman. I thank both of our Sen- 
ators for being here. Your contribution — if there is one thing we 
hear as we go around to our townhall meetings in our districts is 
that people are universally unhappy with the system that we have 
now. It seems like every time we talk about simplifying it, at least 
in the years past, has made — that has merely meant that we made 
it more complex. 

Senator Domenici, if you can tell me, compared to our current 
tax system, how much easier would it be to comply with your new 
U.S.A. tax proposal? 

Senator Domenici. I can only give you what we have collectively 
assessed. 

On the business side, it is about as big a simplification as you 
are going to get. I mean, the business side is truly simple. We actu- 
ally believe it will be a revolution in terms of how corporations and 
businesses keep their books, how many records they have to keep; 
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and at the same time, there will be a bias toward investing rather 
than a bias against investing by the businesses. 

On the individual side, we estimate that it is about 75 percent 
simpler than what we have now. How do I estimate that? I merely 
look at how many pages we get rid of and we get rid of about 75 
percent of the Code pages, or more. 

If there is some tax bill that this Committee, in the best interests 
of America, could pass that is as simple as the notion of a flat tax 
then we will admit to you the U.S.A. tax is not that simple. But 
we aren’t here to criticize other plans, merely to say that a flat tax 
can’t be flat; there will have to be some other things added and 
some appendages put on, and everybody knows that. 

We opted for progressivity, because as my cohort, Senator Nunn 
said, we want — we think there is a certain fairness to progressivity, 
and so we built it in. In fact, wherever we could make things more 
progressive, we did, even on the FICA tax as you have heard us 
explain. We tried to get rid of its lack of progressivity by building 
a tax credit into the total tax base here. 

Mr. Herger. Also, in the area of the small businesses, I ^ess 
businesses in general, how would your payroll tax credit work? For 
employees that you have, as you pay them, how would that work? 

Senator Nunn. The basic tax we anticipate at the business level 
for small business, every level of business, would be about H per- 
cent. And remember also the goods coming in would be taxed at 11 
percent. So we broadened the tax base rather significantly. 

We bring in an import tax — not in a discriminatory way; we 
think it is GATT-compliant— and therefore we have a much lower 
business tax rate than today. If you paid 11 percent on your busi- 
ness tax and then whatever your payroll is, you would take the 
payroll and you would take the full $60,000 where the cutoff is on 
FICA and Medicare and Social Security, you would then apply the 
7.65 percent to that and that would be a complete tax credit 
against the 11 percent. So it is not a deduction, it is a credit back. 

If your tax were $100,000 and you are multiplying 7 point — 
whatever the percent is, 5 or 7, I forget the exact number — times 
your payroll up to $60,000, then you would — ^if it was $50,000, you 
would credit that $50,000 against the $100,000 in tax otherwise 
owed. 

Senator Domenici. So, Representative Herger, what we are doing 
now is, we have the experts that put this together, modeling dif- 
ferent scenarios, because we have heard from businesses that are 
highly professional and they all are highly paid professionals and 
they want to know whether this approach, as compared with de- 
ducting all of the salary, turns out to be reasonably fair to them 
or not. We can’t tell you that in every case it is. But you under- 
stand, we don’t deduct total payroll; we give a tax credit for the 
FICA tax against business income, as defined. That is our ap- 
proach. And we think we have to do that for border adjustability 
reasons, to comply with GATT. And we think there are a lot of ben- 
efits from it, and this will be looked at carefully, I am sure, by var- 
ious committees. 

Senator Nunn. Some of our friends in Europe and Japan may 
raise the issue of whether it is GATT-compliant, and I think the 
answer to that is rather simple. Isn’t that what you do in your 
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value-added tax? You basically do not charge value-added tax on 
your businesses’ products going abroad. You do tax us coming in. 
We are tiying to level the playingfield. It is not discriminatory; we 
are trying to level the playingfield. 

But the reason we could not have a wage deduction in that and 
also accomplish that competitiveness purpose, which we think is a 
very big purpose, is because we do not believe if you deducted 
wages it would be GATT-compliant. 

Mr. Merger. Thank you. 

Senator Nunn. I think everyone needs to recognize when we say 
“not deducting wages,” that is — at first sight is frightening, but you 
have to compare the percent. We are down to about an 11 percent 
rate. So the percent is much, much lower and you have the PICA 
credit back. So it is a different picture when you start looking at 
it in that light. 

Mr. Christensen. Mr. Levin. 

Mr. Levin. Thank you very much, Mr. Chairman, and welcome 
to our two, to put it mildly, very distinguished colleagues. You 
know, we have talked about at least three standards here — simplic- 
ity, efficiency, including the savings rate, and fairness — and I think 
your proposal is — embodies an effort to touch, if not cover, all 
three. And I am not sure that some of the others make as serious 
an effort. But let me ask you a few questions within that spirit, 
and I mean it that way, and then a general question. 

For example, health insurance payments by employers. How does 
that fi^re? Reading your testimony in the Joint Tax Committee 
analysis I can’t quite tell whether health insurance payments 
today, which are now deductible, would continue to be. 

Senator Nunn. They would not be deductible. 'The main exemp- 
tions today that we retain would be home interest, the mortgage 
deduction which we preserve, current law, and charitable, and then 
some of your low-income safety net proposals. But on health insur- 
ance, it would not be deductible and it would be includable. 

We think that at first glance some people will not like that, but 
we think it is essential in order to have the rates get down, and 
we also think it would be part of health care reform in a way. We 
are not trying to do that, but it would, because it would make peo- 
ple think about the kind of plan they were going to have. 

And third, it would add an element of progressivity because nor- 
mally the people with the highest health benefits are those in the 
highest income brackets. 

Mr. Levdm. I think, if I might say so, that is an example of an 
issue that needs to be seriously considered. I think many people, 
though not all, would admit that if we had had that kind of a sys- 
tem 30 years ago without that kind of deductibility, that probably 
a large number of middle-income families, truly middle-income 
families that today have health coverage would not. 

Senator Nunn. If you had had the savings account deduction 
over the years along with that, it would make an enormous dif- 
ference, because people are going to be able to save. They also are 
going to be able, in our proposm, to deduct $2,000 for the cost of 
education. So you have to look at the offset. You have to be — ^you 
have to look at the opportunity people have. 
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Any of these deductions, though, that are currently available 
that we would eliminate could be added back. It would simply re- 
quire higher rates. That is the tradeoff. The same thing under the 
flat tax. 

I am not sure how Dick Armey’s proposal handled the health in- 
surance. I would imagine, though, to get his rates down, he is going 
to have to abolish virtually every deduction. It is a real tradeoff 
here. Any can be added back as a matter of policy; you just have 
to adjust the rates accordingly. 

Senator Domenici. Representative Levin, I think that one has to 
look at the tax brackets and how much we have lowered the brack- 
ets for low/middle income and low income; and obviously, if we 
start putting more things off the table, so to speak, those rates go 
up. 

Mr. Levin. Sure. 

Senator Domenici. And frankly, we are trying to make it simple, 
and we have three progressive rates — we started with two, but we 
thought three was more fair — and that is part of the overall 
scheme. 

Mr. Levin. All right. But take the typical family. I was going to 
talk about real estate taxes, but let me forget that for a moment. 

Take the typical family, two or three kids, middle income, and 
you have a several tiered system, but the emphasis is on savings. 
Now, they have kids; the $2,000 a year education credit, or what- 
ever it would be, doesn’t go very far toward meeting those needs. 

So this family that isn’t able to save much over the years — it 
isn’t easy — it is possible their rates would go up under your pro- 
posal. I mean, somebody’s rates have to go up if other rates go 
down, right, if you receive the same amount in the Treasury; and 
I think yours is revenue neutral. 

Senator Nunn. That is right. 

Mr. Levin. So what assurance for middle-income families is there 
for those with several children, two or three kids, that this isn’t 

f ;oing to hit them hard? Remember, what, 50 percent of the fami- 

ies kind of live, if not week to week, month to month. To 

Senator Nunn. I would say. Congressman Levin, I think that 
that is a very important question. 

First of all, I would say that we think that the FICA credit back 
will really be a tax break for literally millions of people. 

The second point I would make, our low-income brackets and 
low/middle-income brackets actually — by all tax measurements we 
have been able to have, their taxes go down. 

The third point, we would retain the home mortgage and chari- 
table deduction. 

The fourth point, it is almost impossible for the kind of family 
you talked about to save money today because they have to pay 
taxes before, and it is the aftertax income that they save. In our 
proposal, it is before-tax income that they save, an enormous dif- 
ference in their ability to save. 

And finally, I would say we designed our system so that in each 
bracket, you are right, when taxes go down for somebody, they 
have to go up for others to be revenue neutral, or the economic pie 
has to grow. The more the economic pie grows — we think ours will 
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have enormous growth in the economic pie, but we don’t claim that 
in terms of our scoring. 

We tried to design our system so that within the present brack- 
ets, generally speaking — I am not saying it is absolutely precise — 
that within each bracket there would be about the same amount 
of income as coming in today. Obviously, those who save more will 
pay less taxes; those who save less will pay more taxes. But I 
would say to those who save less, they usually are — like me, they 
are borrowing money. The interest rates are going to be lower in 
this country than they would otherwise be, because our savings 
pool is going to go up. So even for borrowers who save less money 
and pay, thereby, more tax under our proposal, they are going to 
pay less interest, and I would think that over a period of time the 
economic pie is going to grow and our jobs are going to be better 
and they are going to make more income. So I would say, even for 
people under our proposal who actually pay some slightly more tax, 
I believe they are going to be net beneficiaries because the eco- 
nomic pie is going to grow and they are going to pay less for their 
borrowing, whether it is on an automobile or a house or a washing 
machine or whatever they would otherwise do, because our savings 
pool is bound to go up under this proposal. 

Mr. Levin. Thank you. 

Thank you, Mr. Chairman. 

Senator Domenici. Could I also comment? 

We went to great lengths in the modeling of this tax proposal to 
use the quintiles which are commonly used on the distributional ta- 
bles prepared by the Joint Tax Committee. Each 20 percent current 
structure will pay essentially about the same amount that they 
paid before. So that the adjustments within each quintile will be 
for those who save or don’t save. But essentially, each 20 percent 
of the current tax total will still yield about the same amount. So 
the top end will still yield its, the bottom end will yield its — it is 
a small amount, but it will yield the same; and some might want 
to change that as you move through this process. We just used 
that — and that is a partial answer to your question. 

Mr. Levin. My time is up, and I appreciate the indulgence of the 
Chair. 

You have some material, because I think it is an interesting pro- 
posal, but we really need to — ^and I know you agree, to think of it 
in terms of the impact on the people who pay the taxes. And any 
material that you have that would show the impact on middle-in- 
come families on the third and fourth quintiles, for example, by the 
number of dependents or the ability to save, the likely expenses for 
education. 

I don’t think either of you want a proposal that helps — in order 
to help savings, squeezes families, especially with several children, 
for whom savings isn’t so easy, though it would be helpful if they 
would save more. So any material you have on that I would love 
to see. 

[The information was not received at the time of printing.] 

Senator Nunn. We have a number of examples, and we really 
thought as we were developing this right along the same line you 
are thinking now. We do not claim perfection. We do not claim that 
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this proposal can’t be improved. We welcome constructive improve- 
ments in it. But that is exactly the kind of questions we asked. 

We spent about 2 years doing this, and a lot of the second year 
was addressing this question that you have just posed and address- 
ing the very difficult question that Senator Domenici has already 
alluded to; and that is, when you go to more of a consumption tax, 
what do you do about old savings? That is a tough question. 

We believe we have a transition here that takes care of that 
problem as well as it can be taken care of for 90 percent of the peo- 
ple. The other people will have a little bit more complexity, the 
other 10 percent, but for the people who have net savings of 
$50,000 or less in financial, we think we have handled that. 

Now, what you will face if you go to a sales tax or a value-added 
tax, let’s take a couple that have $100,000 that they have saved. 
That is their life savings. They are now 70 years old or 75 and they 
want to spend that. They have to spend that. When you take a 17 
to 20 percent sales tax, you have just tabbed $17,000 to $20,000 
of that $100,000 right out of their po^et. And you are basically 
taxing old savings twice. 

Now, that comes into play bigtime with a value-added or a sales 
tax, as it would in ours, but we think we have handled that. We 
let people who have $50,000 or less write off that $50,000 by claim- 
ing new savings over a 3-year period. That takes care of 90 percent 
of the savings in the country. 

Mr. Christensen. The gentleman’s time has expired. 

Mr. Ramstad. 

Mr. Ramstad. Thank you, Mr. Chairman. Distinguished Sen- 
ators, I want to thank you for your leadership on fiscal issues gen- 
erally, and certainly no two Members of either body have done 
more to point out the savings crisis — and I use that term advisedly, 
as I am sure you would concur — that we have in this country. I 
think it is alarming that when you think of the G-7 nations, we 
have such an abysmally low savings rate, rating a distant seventh 
with our trading partners. 

Professor Feldstein did a study not long ago, I am sure you are 
familiar, saying if we converted all of — everything in terms of plant 
and equipment into savings, we couldn’t — or savings, rather, into 
plant and equipment, into capital formation — we couldn’t sustain 
any long-term economic growth. So I applaud your leadership cer- 
tainly in that area. 

Let me ask you a question specifically on your testimony, your 
proposal here today. I think we all know that the current t^ sys- 
tem penalizes savings, as you have pointed out, through double and 
triple taxation and certainly discourages work and entrepreneur- 
ship. Any time you have marginal rates in excess of 50 percent, you 
can get no other result. 

Tomorrow we are going to hear from proponents of the flat tax 
proposal. Doesn’t the flat tax proposal in a more simple and direct 
way really also eliminate the double taxation of income derived 
from savings that you are trying to accomplish, thereby providing 
the same incentives to increase savings? 

Senator Nunn. I would say that the flat tax has many 
similarities with our proposal. I think that — a lot of things in com- 
mon, I believe that those who are proposing the flat tax are striv- 
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ing for more savings and for more investment and more simplicity. 
I believe that is the advantage that our proposal has over the flat 
tax, although I am saying I identify with almost every proposal as 
an alternative to what we have now, so I don’t want to say that 
I am negative on other proposals vis-a-vis the current Tax Code. 
But comparing it to ours, we are revenue neutral, first of all, and 
I think any tax in this fiscal environment is going to have to be 
revenue neutral. I think the flat tax hasn’t yet met that challenge. 

The second thing is, I believe our proposal does much more on 
the competitiveness feature, putting businesses on the same level, 
because of what I have already explained in terms of goods sold in 
this country, and goods sold from other countries in this country 
would have the same tax. 

The third thing, I think we have — the FICA credit is a big 
change in the current position. I think it is a much bigger improve- 
ment. Perhaps a flat tax could incorporate that change. It doesn’t 
necessarily preclude that. 

And finally, I think ours is much fairer than a fiat tax. Just as 
Congressman Levin mentioned a few minutes ago, if somebody’s 
rate goes down from 50 to 25 percent and you are going to be reve- 
nue neutral, somewhere, somebody else’s rate has got to go up. 
Now, where is that going to be? As I understand the flat tax, it ba- 
sically takes care of people at low-income levels by having a much 
bigger exclusion, but still, somebody has got to make up that reve- 
nue. 

Now, where that will come from I think is probably — I haven’t 
analyzed it and others would have to — it is probably going to have 
to come from people in middle income who now have a deduction 
on mortgage interest and also a charitable deduction. I think they 
are going to have to end up paying more, but that would be subject 
to someone else’s scrutiny. 

So those would be the big differences in terms of where I see our 
proposal having an advantage, but the flat tax would have — under 
the current reference, it would have some advantage on simplicity. 
It is more simple than ours because it has not dealt with some of 
these challenges that I think eventually it will have to deal with. 

Mr. Ramstad. I am glad to hear you say, Senator Nunn, that ei- 
ther is preferable to the current structure and the current system. 
And certainly conceptually I like what you are saying and I support 
what you are saying. I also like the flat tax. But both look certainly 
superior to the situation we currently have. 

My last question in the remaining seconds I have, when you look 
at value-added tax on businesses, aren’t we really talking about a 
sales tax, because won’t this in effect be passed on to consumers? 

Senator Nunn. On the business tax? 

Mr. Ramstad. Right. 

Senator Nunn. That is a very good question, and our tax panel 
coming up next can talk about that incidence of taxation. I don’t 
pretend to know how you basically allocate business tax. Some peo- 
ple say it falls on wage earners, some people say it falls on consum- 
ers, some people say it falls on profit, and it depends on the model 
that the Joint Economic Committee uses. That is a raging and 
technical debate. 
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But certainly any tax at a business level has to — businesses are 
not people, generally, but somebody has to pay it. It is either the 
stockholders pay it through less dividends or tne consumer pays it 
through higher prices, or the wage earner pays it through lower 
wages. Somebody has to pay a business tax. 

Senator Domknici. I would say obviously you could solve the 
problem and answer your question unequivocally if you had no 
business tax. There is plenty of thinking based on sound economics 
and tax policy that you don’t necessarily — shouldn’t necessarily 
have to have a business tax. We understood that and we went all 
the way through that in our thinking, but we thought in passing 
a new Tax Code you would probably have to have a business tax. 

We went with a flat one, made it much broader because we taxed 
what people — what companies outside America bring in. That is, 
they are as if they were located in Savannah, Ga., or Albuquerque, 
N. Mex., as to what they import. And in addition, it seems that we 
could not find an easy way, such as not paying any tax on divi- 
dends, which some would have; and maybe the flat tax has that. 

We don’t think ultimately the people are going to support a sys- 
tem that taxes people on what they earn for working, but doesn’t 
tax dividends they get. So we have something in between that we 
think works pretty well. 

Senator Nunn. I think one of the big features in ours that is very 
important and Senator Domenici just referred to is, really, we get 
very close to treating all of the income alike, municipal bonds being 
one exception. 

But we have had this raging debate ever since I have been here. 
We walk up the hill on capital gains and we walk back down. It 
goes back and forth and back and forth, and it is always a rich ver- 
sus average income ar^ment. But I would like for the first time 
to say to someone who had a $100 capital gain, fine, if you reinvest 
it; it keeps the money working for all of our citizens. Then it is tax 
deferred. But if you go out and get yourselves — if you have a party 
or you basically buy consumer items, you will pay the same tax 
that the wage earner pays. 

We say the same thing to the wage earner. If you are making 
$45,000 a year and you save $5,000, you deduct tne $5,000. So it 
puts both capital income and wage income on the same level. I 
think that would be an enormously important breakthrough in 
terms of both fairness and understanding and encouraging rein- 
vestment. 

The one other thing I would say is that there will be a complaint 
from some that wealthy income people can save more than others. 
There is no doubt about that. But as long as wealthy income people 
in America keep their capital working for the good of all of us, then 
fine. It is when they put it in the consumption stream and use it 
for themselves — nothing wrong with that, but at that stage, they 
ought to pay taxes on it. So that is the theory. 

We are not trying to tax people that make a big income as long 
as their money is working for the whole good of the country. And 
when they are putting it in plants and equipment and savings ac- 
counts that we can all borrow, it is. So that is the philosophy be- 
hind it. 
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Mr. Ramstad. Thank you both for your bipartisan, pragmatic 
work in this area. 

Thank you, Mr. Chairman. 

Mr. Christensen. Ms. Dunn. 

Ms. Dunn. Thank you, Mr. Chairman. And I too have enjoyed 
your discussion of this tax program that you have proposed. We 
nave been hearing a lot about it at home and here and there for 
the last — actually since about 2 years ago. So I have been eager to 
hear your explanation of it and will look forward to reading it in 
detail. 

During the conversations we have had with folks in the last day 
and a half, we have heard about different types of replacement 
taxes, including the consumption-based tax and where your pro- 
posal has touched in a favorable way on all of the items that are 
of concern to me that I have heard back from the folks in my dis- 
trict, what I don’t see mentioned here — and it may be. Senator 
Nunn, because I missed your explanation since we had a vote — I 
am wondering what your thoughts are on the underground econ- 
omy. 

Is this a problem that simply cannot be solved, or do you find 
that your proposal is more effective in getting your arms around 
this problem? 

Senator Nunn. That is a very good question. I was hoping I 
wouldn’t have to make any concessions to alternatives today, but 
on this one I have to make a concession, and that is, we do not get 
to the underground economy in our proposal. I kept thinking, how 
can we do it, and I can’t think of where you can do it at the income 
tax level. I think that is the advantage that value-added tax or 
sales tax would have over our proposal. 

There are a whole lot of disadvantages that they would have, in- 
cluding greatly increasing the cost of living, including the fairness 
challenge; the more you try to make it fair, the higher the rates 
are going to go. All of those things come into play. 

But on the underg^round economy, I think you have to go to 
something like a sales tax or a consumption tax to really get at 
that. 

Senator Domenici. Representative Dunn, I concur whole- 
heartedly, but I would have a caveat obviously. In going after the 
underground economy, I think we all have to be careful as to what 
kind of tax law we write for eveiybody else. 

Senator Nunn. The other thing I would add is, I don’t — although 
we don’t get at the underground economy, that is, the taxes that 
are avoided altogether, I do think we dramatically reduce the 
search for loopholes, because there is a loophole that is available 
to everybody. Just put your money in a savings account. It is up 
front, you don’t have to go paying a lawyer or an accountant or 
anyone else to tell you how you basically defer taxes. You don’t 
avoid them, but you defer them. You put it in a savings account 
or a stock or a bond. 

Ms. Dunn. I think that when we talk about incentives, there is 
an incentive in the current Tax Code to create an under^ound 
economy, so I think that is really going to have to be the effect we 
look for. 
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You have been sensitive in how you address senior citizens, and 
I appreciate that, because this is a big problem for them when they 
have gone through their income-earning years and have paid the 
penalty and now have — many of them nave been self-reliant and 
responsible and set aside funding, but they are on fixed incomes 
ana would be hit terribly hard by any kind of a national sales tax. 

I also appreciate your keeping in the tax policy the incentive for 
home ownership, because I believe that is terribly important, and 
I think we really — we really have to pay attention to what our Tax 
Code is doing in terms of encouraging certain types of behavior 
here. 

So — and the border adjustment, I like that very much too. I 
think that is just great, and I think you have been very good on 
that. 

So I look forward to this, and thanks very much 

Senator Nunn. It sounds like to me you have already done your 
homework on this proposal. I am amazed. 

Ms. Dunn. Thank you. 

Senator DOMENici. The last time I worked with you, Representa- 
tive Dunn, was on the reform package, and I just want to say, if 
you spend as much of your good effort on this, you will come up 
with some good things, because I was very pleased to have an op- 
portunity to work with you on that. 

Ms. Dunn. Thank you. 

Mr. Christensen. Mr. Payne. 

Mr. Payne. Thank you very much, Mr. Chairman. And welcome 
and thanks very much. Senator Nunn and Senator Domenici. I too 
want to commend you for the leadership role that you are playing 
in terms of fiscal responsibility, in terms of economic development 
and competitiveness, and I too appreciate your testimony and ap- 
preciate what you have done. 

Earlier today Les Samuels was here from the Treasury Depart- 
ment and he was commenting on various proposals. He nad a lot 
of good things to say about your proposal, but he went on to say 
he had some concerns about complexity and specifically mentioned 
that your proposal would require some new calculations. In effect, 
you would have to calculate a personal balance sheet. Because of 
the fact that as long as your money was in either a savings pool 
or an investment pool it wouldn’t be taxed, but if it should come 
out, then it would be; there would have to be some way to know 
when it was coming in and out. 

Also, you spoke about the fact that there would be an attempt 
over 3 years to look at old savings, and so there would have to be 
some way to identify what old savings were and how then each 
year you would show what might have been used out of old savings 
versus other sources. How would you respond to that? I don’t know 
what these calculations are, but do you think they are onerous? Do 
you think this is something that would make it more difficult for 
the taxpayer? 

Senator Domenici. Well, I will take the old savings and Senator 
Nunn will take the other part. Actually I believe almost any pro- 
posal that you are going to be considering has a real problem for 
senior citizens with a pool of old savings, savings acquired with 
aftertax dollars under an old system. Because we all know, they 
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have already paid tax on that and now we are trying to figure out 
a way to tax income completely different, and so you have their 
savings that they are going to start spending, and you have got to 
work on trying to alleviate that double taxation. 

We think if you admit that to be a problem and acknowledge it, 
we think our experts have come up with as good a way as you can 
come up with. There will be some recordkeeping, but obviously if 
you are trying to make that transition in a 5-year period, I would 
assume what we propose would be welcome compared to what 
might happen under some proposal where they would have to pay 
20 percent of every dollar they take out of there and spend or 23 
or 18 percent. 

Sam, do you want to take the other part? 

Senator Nunn. Yes, I think by the time people get through exam- 
ining a sales tax or consumption tax that is more prob^ly from 
one point of view more simple, they will be screaming for some 
complexity, that is, what do we do with old savings. They will be 
demanding one complex alleviation of that burden on old savings. 

On the question of balance sheet, we don’t think it would take 
a balance sheet approach for 90 percent of the American taxpayers. 
You basically — let’s assume, for instance, and this is pretty close in 
concept of what we do — let’s assume you had an IRA account, and 
you basically said you could take any amount of money and put it 
in an IRA every year and you would basically keep up with how 
much you deposited and you would keep up with how much you 
were withdrawing. 

For 90 percent of the American people, it is going to be that sim- 
ple, and whoever is handling your IRA would give you a sheet at 
the end of the year, you would have net deposits, net withdrawals, 
and the calculation would be what you actually net in terms of in- 
creased savings or what your decreased savings, which would be 
consumption, so it would be that simple for most people. 

Obviously, people having more financial transactions would have 
a more complex account of calculations because they have to keep 
up with it but they already have to keep up with it. They have to 
keep up with it now for capital gains purposes, they have to keep 
up with it for any kind of basis on any kind of investment, so we 
don’t think it adds complexity, we think that basically it is rather 
simple to do for most people. 

But we do, and this is important, we do have a different ap- 
proach than what we had on the IRAs. We are talking about net 
savings. We are not talking about simply shifting from one bank 
account to another, we are talking about net savings. So, basically, 
if you have a net withdrawal from savings, that is deemed con- 
sumption. 

Mr. Payne. Let me shift gears just a minute. Another thing Les 
Samuels said was that Treasury didn’t think, given the research 
that had been done by various economists, that there were any of 
these tax proposals that could be guaranteed to increase savings, 
no matter what they were, and he mentioned the OECD economist 
and what had happened in other countries and so forth. 

How do you feel about that? 

Senator Nunn. I think that, analytically, in terms of us being 
able to show you analytically that this is going to increase savings. 
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that he is right. We don’t have an analytical study doing that. You 
would have to have a system in order to be able to do that, but in 
terms of common sense, if you get to deduct your savings, I think 
just good old common horse sense tells you we are going to increase 
savings in this country. 

Senator Domenici. I agree. There is no empirical way we can 
present to this Committee that the U.S.A. tax system will increase 
savings 10 percent. However, if you think of it, think about fami- 
lies, you know, who are making family budget decisions, wouldn’t 
they — aren’t they apt to say, well, this year I think we should save 
$5,000 instead of spending it, especially since we deduct it from our 
income. If we spend it we pay taxes, if we save it we don’t. And 
by saving we will have a better future. 

I think it is going to change American attitudes in due course 
and that will result in higher savings rates and more investment 
in stock. It doesn’t have to be a savings account. I think all of that 
turns out on the plus side for America’s future. 

Mr. Payne. I agree, and I commend you both very much for com- 
ing up with such an innovative plan. 

Senator Nunn. Thank you, Mr. Payne. We appreciate it. 

Mr. Payne. Thank you. 

Mr. Christensen. Mr. Collins. 

Mr. Collins. Thank you, Mr. Chairman. 

I noticed in your schedule of the different taxes in the back, Mr. 
Domenici, I do not see anything on estate tax, so I am assuming 
that estate tax will be eliminated or abolished? 

Senator Domenici. We left current estate tax laws on the books. 
We didn’t raise it, change it, we just left it as it is. 

Senator Nunn. We didn’t address that. We figured that is some- 
body else’s, we are going to leave that up to the wisdom of the 
Ways and Means and Finance Committees. 

Mr. Collins. But the estate tax, though, those are assets that 
have already been tax paid; is that not true? 

Senator Nunn. It taxes previously taxed items, that is right. 
Now, it is important in our proposal to understand that, let’s say, 
an individual bought a stock and that stock had gone from a value 
of $100 to $1,000, and it was passed on in the estate, we don’t 
change the estate tax, depending on the bracket, they would still 
pay tne estate tax. If the heirs kept the investment in that stock, 
though, there would still be no tax on income tax. 

Mr. Collins. How about a farm that exceeds the $600,000 or the 
$750,000 limit that we set in place, how would you treat that? Say 
the estate was worth $1.5 million based on the value of the farm 
but no cash in the estate. 

Senator Nunn. If we keep the same system we have today, I 
favor increasing that exemption on estate tax. I think the House 
bill that has passed does that, and if Senator Domenici can assure 
us he has found the revenue to pay for that, or the spending cuts 
to pay for it, then I think there will be a lot of support for adding 
it to the $1.2 trillion that he is already hunting for or found. 

Mr. Collins. We figure he will be able to find some somewhere, 
he is good at that. How about the earned income tax credit? That 
is a refundable credit today that has created a lot of problems for 
the IRS, especially in the area of fraud and abuse. I notice you are 
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doubling the credit. What do you anticipate being the results based 
on the current situation with the IRS and the fraud? 

Senator Domenici. Well, frankly, this was another part of our 
struggle to see if we could create fairness in lower income groups 
of working people, people that were earning some money. We are 
fully aware that the current EITC is subject to fraud. In theory and 
in numbers, we think something like this would work very well for 
lower income groups to assure more fairness. 

We started this out this way. Representative Collins. We knew 
that by proposing a tax system that taxes income spent rather than 
income earned, people would say; “how about those who don’t have 
enough money left over at the end of the month, who cannot save, 
and therefore this plan doesn’t help them.” We wanted to prove to 
the American people and the taxwriters that we have a proCTam 
that is not going to make it more difficult for those who don’t nave 
enough to save, and the EITC expansion was one effort to build 
into our new tax base an assurance that that would occur. That is 
the best way I can explain it to you. 

Senator Nunn. I think whether this proposal goes into law or 
not, that fraud in the earned income tax credit has got to be ad- 
dressed. We did not pretend to solve that problem, but we do be- 
lieve that the fairness element here is absolutely essential for low- 
income working people. 

Mr. Collins. The FICA refundable credit, it is refundable ac- 
cording to the statement. Will this again add another situation 
similar to the EITC or possibly add another area of fraud? 

Senator Domenici. I wouldn’t think so. As you probably know, 
the earned income tax credit is not based on any records as authen- 
tic as payroll tax and the FICA tax. Those will come right off, ev- 
erybody prepares them, everybody has them, they are turned in 
regularly, and it will come right off those. Now, ingenious tax 
cheaters can use any system and they may be using FICA today 
to cheat, but essentially we think that is pretty authentic and 
authenticatable. 

Mr. Collins. I was thinking more in the area of the independent 
contractor whose bottom line may be very small, and the 11 per- 
cent, very small, sure enough, and you have a large credit based 
on FICA, that could exceed what his bottom line was before tax- 
ation, you are opening yourself up again for possible fraud. 

Senator Domenici. It is possible. 

Senator Nunn. Remember one thing on this one, it would be 
money already paid in under our present deduction system, so it 
would be money paid in and they would be asking for money back. 

Mr. Collins. But they could get back beyond what they paid in? 

Senator Nunn. I think it is possible under any system to cheat, 
and that would certainly not be exempt in ours. That possibility is 
there. 

Mr. Collins. Well, I too commend both of you for your work. I 
think you put together a package that has a lot of merit to it, 
makes a lot of sense. We thank each of you. 

Senator Nunn. Thank you very much. 

Senator Domenici. Thank you. 

Mr. Christensen. Mr. Ensign. 

Mr. Ensign. Thank you, Mr. Chairman. 
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I talked earlier to the administration, and got to the issue of fair- 
ness because I think that that is an issue within our Tax Code that 
we need to address as a fundamental issue. Where does our defini- 
tion for fairness come because that word is bantered about quite 
a bit, progressive taxes seem to be more fair than flat taxes and 
you have attempted to make this a fair tax system. 

So, first of all, what is your definition of fairness and where do 
you come up with it? 

Senator Nunn. I guess the ultimate definition is the perception 
of the American people. And I think this proposal will depend on 
whether the American people believe that it is fair to everyone for 
savings to be deferred, for savings not to be taxed, and that de- 
pends on whether we can convince people that when even wealthy 
people save and defer tax, that it helps everybody, it helps us all, 
the economic pie grows, the less interest paid by people who have 
to borrow, I think it will depend in terms of this proposal on 
whether people who are borrowers and don’t believe they are going 
to be able to save even when they get savings deductions before 
they pay taxes believe that it is in their benefit for the economic 
pie to grow, the savings pool increase, all of us pay less interest 
rates. So, on these features, I think those are the big elements of 
fairness that I think this proposal has to be weighed against. 

What we didn’t want to do was do something in this proposal 
that made the system on its face an unfair system, and we did ev- 
erything we could to avoid that by the earned income tax credit, 
by the FICA credit, by the progressive rates and so forth. So it is 
a matter of perception in the eyes of the taxpayers, but if you are 
going to have a fundamental reform, I think people have to be con- 
vinced that the system is not tilted in favor of the rich and against 
the working and middle-income people. 

Mr. Ensign. Well, you know, I think that when we are address- 
ing the question of fairness, the reason that I think it is such an 
important issue is because if 90 percent of the people benefit by 
something and 10 percent are hurt by it, those 90 percent can per- 
ceive that as fair. When we start getting to definitions based on 
perception, the administration’s definition today was based on abil- 
ity to pay. 

And, you know, in that case, somebody who makes seven figures 
a year could afford to pay a 90 percent tax rate much better than 
somebody could pay a 10 percent tax rate making $20,000 a year, 
so I think we have to be very careful. 

While I like your proposal, I like a lot of the aspects of your pro- 
posal, I just have a lot of problems with progressive taxes, progres- 
sive tax rates in that we still get to the fact that we penalize people 
that work harder than other people, not all the time, sometimes 
people get lucky or whatever. But the bottom line is that most peo- 
ple that make more money than other people work a lot harder 
than everybody else, that has been my experience in the workplace. 

And it gets back to the old analogy, if you have two farmers and 
one works twice as hard and produces more crop than the other 
one, should the farmer that works twice as hard be taxed at a high- 
er rate or should they both be taxed at the same percentage? 'That 
is where I think we get into penalizing instead of rewarding effort. 
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Senator Domenici. Well, let me say, while I tend to agree with 
my partner. Senator Nunn, on perception, I would not agree that 
the basic premise of fairness is based on perception because I 
would have thought of the same concern that you raised, but you 
must be assured that these two Senators are staunch believers in 
a capitalistic system of government. 

We didn’t go to this trouble because we were for taxing people 
more than they ought to pay or for taxing people at a marginal rate 
which would knock out drive and enthusiasm and effort, quite to 
the contrary. But we also understand that the American people 
would be very leery of a Tax Code that permitted people who were 
making a lot of money each year, part earned and part unearned, 
to get by without paying any taxes or paying the same percentage 
as somebody making $22,000. 

Mr. Ensign. That is because we have allowed that. That is be- 
cause we have allowed that in the public debates. When the 16th 
amendment was adopted, nobody thought that. This is something 
that we have allowed to develop, and we are perpetuating it. 

Senator Domenici. I would agree that we have allowed it, but I 
think so long as you don’t go with your marginal rates to the point 
where you are truly having an adverse effect on the things that you 
obviously are concerned about, the farmer that works harder than 
somebody else, so long as you are not having an adverse effect on 
that, and I think that might be measurable, marginal rates, when 
they get to a certain level, are probably negative in a quantitative 
and quantifiable way, and we don’t think we are at that level. We 
are not up in that 70 and 80 percent which we had at one point 
which just pushed Americans into loopholes seeking tax shelters in 
order to convince people we were being fair. 

We think this is, in concept, fair, and unless one believes that 
every dollar earned and unearned that goes to a citizen should be 
taxed at the same percent regardless of how much they earn each 
year, which maybe you believe, and you are entitled to it, it might 
be as fair as ours, we are not quite there, but, otherwise, we think 
we are pretty much for a system where capitalism will flourish, 
people will save to make the system work better, and have a little 
more control over how much tax they pay. 

Mr. Ensign. Thank you very much for my time, Mr. Chairman. 

Just one last quick comment, and that is, politically, you guys 
are probably more realistic. Just ideologically, I would just oppose 
the progressivity of what you have done but, politically, it is a lot 
better and, even from an ideological standpoint, it is a lot better 
than the current system. Thanks, 

Senator Nunn. I would say there is a pretty good test of fairness, 
whether it is perception or some other definition, in whether you 
can get a proposal that is sweeping tax reform through the U.S. 
ConCTess, that is a test, it is a democratic test of both perceptions 
or \^matever one might say it takes a lot of convincing. 

But I would ask you to remember one thing, Mr. Ensign, that 
marginal rates in our proposal are fundamentally different than 
marginal rates today, not just amount of money, whether it is 40 
percent or 30 or 35 or 25, you have marginal rates that are applied 
after you have deducted your savings and investment. That is a 
major difference in the current Tax Code. 
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Mr. Christensen. Mr. Neal. 

Mr. Neal. Thank you. Thank you, Mr. Chairman, and thank our 
two panelists for a thoughtful analysis. 

I guess one of the jobs that we have in the governmental system 
is to draw the distinction between what is fair and what is favor- 
able, and that indeed is not an easy responsibility because those 
who find themselves outside of the argument will typically say we 
have been treated unfairly when oftentimes they mean we nave 
been treated unfavorably. 

I also might say that I want to thank you for your comments 
about the earned income tax credit today because I think that 
there has been an effort in some quarters to kind of demagog that 
issue when there seems to be considerable empirical data that sup- 
ports what the earned income tax credit set out to do. This morn- 
ing, Congressman Cox offered kind of a thoughtful analysis, again, 
of tax policy in the country. Also, Chairman Archer spoke of a fair- 
ly compelling statistic, and I thought you two fellows might want 
to comment on it. 

Mr. Cox talked about, increasingly, the IRS is seen as the oppo- 
nent of the American people, and then Chairman Archer suggested 
that there are up to 40 million people in any given year who will 
have a problem with the IRS. That is a fairly chilling statistic if 
you consider there are about 260 million people in the country. He 
did not suggest that all those problems were adversarial, but there 
appears to me to be the growing perception, if we want to use that 
word, that the IRS indeed is overreaching, and I think, in some 
measure, that is what is driving this tax debate. 

Perhaps you two gentlemen would want to comment on that. 

Senator Domenici. Well, I was kind of surprised. I conducted in 
my State a series of meetings with small business people. I used 
it to form an advocacy group and I went to 7 cities and talked to 
about 800, maybe 1,000 small business people in a conference mode 
where they actually sat down and talked about their problems. And 
before we were finished, they told us which agencies of the Federal 
Government were most adversarial and most considered to be their 
enemy instead of one to work with them, and I would not have 
thought that the number one was the IRS, but it was. Number two 
was OSHA, number three was EPA, the latter two in some order, 
second or third. There is no question. 

Oh, let me give you another one. I talked to a major American 
corporation that said that the IRS year after year was in their of- 
fice for 9 months out of the 12, and they went to Japan and talked 
to their counterparts, somebody about equally as big with a similar 
amount of workers and the factories and that in Japan they au- 
dited them in 3 weeks with a similar sized team. So obviously 
something is very wrong. 

On the business side the current Code is utter complexity of the 
amount of records you have got to keep and subjective determina- 
tions. Taxpayers are constantly being put to the test by the audi- 
tors. That has to be fixed, and I think our bill meets that test. 
When you look at the corporate side, I think we have done that. 

On the individual side, you have got to have less and less inter- 
pretations. We are very hopeful that we got rid of a lot of the Tax 
Code that is subject to interpretation. We can’t claim that it is the 
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most simple ever and will eliminate IRS. You can’t just say we 
don’t need them anymore, but we think a lot of CPAs and lawyers 
will be out of work if this Code is adopted. 

Senator Nunn. We hope. 

Mr. Neal. Thank you. 

Mr. Christensen. Thank you. 

Mr. Johnson. 

Mr. Johnson. Thank you, Mr. Chairman. 

I would like to welcome you all and thank you for bringing this 
issue up because I have heard a lot of good comments about how 
thoughtful the process has been, and I agree with you on the IIIS. 

As a matter of fact, they not only send whole teams in, but they 
make companies provide office space for long periods of time, which 
is an expense that shouldn’t be, and it is too much government, 
and I think you both agree with that. 

Senator Nunn. 1 certainly do, though I wouldn’t defend them for 
1 minute, but I would say we need to keep in mind two things: We 
have given the IRS the Code they are enforcing, as the Congress 
has done that. 

Mr. Johnson. That is true. The fault lies everywhere. 

Senator Nunn. That is right. And we have given them the $200 
billion deficit, and somebody over there in Treasury keeps telling 
them they need more money, and that basic premise is probably 
correct. 

Mr. Johnson. The U.S.A. tax, as I understand it, would disallow 
current deductions for wages and benefits and, therefore, increase 
the cost of doing business for companies that have a relatively 
large number of employees and a relatively small investment in 
plant and equipment. And, you know, the problem is masked by 
the fact that these proposals lower the corporate tax rate and pro- 
vide some relief from current payroll taxes. 

The lower rate, the payroll tax relief that we see doesn’t nec- 
essarily offset the effect of the loss of deductibility of wages and 
benefits, and that is due, I think, in part to an effort to increase 
the value of deductions from investments in plant and equipment, 
while keeping your proposals revenue neutral. 

In a revenue neutral proposal, which is confined to tax issues, 
the only way to reduce taxes for one sector of the economy is to in- 
crease taxes on another sector. In this case, the proposals result in 
double taxation of wages, sort of. I am wondering what the effect 
of this proposal would be on deductions for wages and benefits and 
would there be any net increase in the cost of labor. 

Senator Domenici. Let me try my hand on it. Certainly it is a 
fundamental question that we must answer every time we appear. 
First of all, I don’t think you were here. Representative Johnson, 
when we discussed the fact that we have a proposal which is bor- 
der adjustable. Therefore, it meets GATT. We believe that if we 
have a business tax system where wages would be deductible we 
would not have a GA'TT-legal cleared Code to help exports by al- 
lowing the tax on exports to be reported. 

So we went with two or three concepts that we think make up 
for the problem, but it is being modeled now, most of the companies 
we modeled, it came out all right, even if they were service indus- 
tries. What we are now hearing from a few who are highly profes- 
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sional with very few investments and high paid and we are run- 
ning those through, but when you get a tax credit for FICA, that 
is a credit that is against a very low corporate tax. The tax is some- 
where around 11 percent and you get to deduct all of the — not de- 
duct it, you get a full credit for it. 

When you add all of those things together, we thought the bene- 
fits, overall, were on the side of the country and were not going to 
discriminate against businesses. 

Now, when you put something like this together, even though 
there are a lot of resources and wonderful people putting it to- 
gether, we cannot sit here and tell you as you proceed with hear- 
ings you won’t find some companies that are going to be able to 
show you their balance sheets and say it won’t quite work, but we 
start with the proposition that for most American businesses and 
for many, many small businesses it is going to work very, very 
well. 

Mr. Johnson. Thank you, sir. 

Senator Nunn. If I could just add to that, Mr. Johnson, I think 
that as you think about this proposal, you are probably going to 
hear from companies that have a very large number of people that 
make over $60,000, the excess over $60,000 would not get the cred- 
it back because that is where it would cut off on FICA. 

Those companies would tend to be service companies that don’t 
have much in the way of investment in terms of depreciation be- 
cause they wouldn’t be investing much. I think that they will prob- 
ably be able to show that their business tax will go up, but on the 
same hand, this has got to be viewed as a whole proposal. And 
those people are high-income people by definition, those people who 
work there. So if you look at their individual opportunity for sav- 
ings and investment, it is going to be substantially more than peo- 
ple who make $60,000 or less. 

Mr. Johnson. It will be an individual benefit. 

Senator Nunn. So the individuals in those companies are going 
to tend to benefit. When companies come in and focus on nothing 
but the business tax and don’t think about the opportunities, their 
people will have 

Mr. Johnson. I agpree with you. Thank you for your answer. I ap- 
preciate it. I appreciate you all being here. 

Mr. Christensen. Mr. McCrery. 

Mr. McCrery. Thank you, Mr. Chairman. 

I want to congratulate both of you on your proposal. Senator 
Breaux and I introduced a very similar bill 2 or 3 years ago, at 
least on the individual tax side. Although we did not have it scored 
by Joint Tax, the initial reaction of the staff from Joint Tax was 
that by offering this unlimited savings exemption you would have 
a big hole, a big revenue hole in the short term at least. 

Can you explain to me what you have been told by Joint Tax or 
anybody else as to what the effect of this is going to be in the short 
term and how you are getting it scored? 

Senator Nunn. This is a very interesting question. And there is 
a real paradox there because, if you claim increased savings coming 
out of this, you will be probably accused by Joint Tax of dynamic 
scoring, because if savings really go up and we lose revenue in the 
short run, the first 3 or 4 years, the economic pie is going to grow 
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by most economic definitions and we are going to gain huge 
amounts of revenue over a 10-year period. 

That would be the tempting way to show this proposal, would ba- 
sically be a revenue gainer over 10 years, loser in the first 4 or 5 
years because more savings, economic pie grows because more in- 
vestment, therefore, it grows, then you can lower your rates, so as 
tempting as it is to do that, because I think that probably is what 
may happen, it would be said to be dynamic scoring which we know 
has its own criticisms, so we did not do that. 

We used basically the model as best we could, we had experts 
model our proposal in terms of revenue loss, guessing what they 
think the Joint Tax Committee may do, and the next panel, I think 
Rudy Penner can address that in some detail, but we don’t know 
yet now the Joint Tax Committee is going to score this, but if they 
show revenue losses in the first 3 or 4 years under this, by almost 
a consensus economic definition, that means revenue gains over a 
longer period of time. 

Senator DoMENici. Joint Tax Committee is not going to do that. 
That is way too much dynamics for them. They won’t do that, and 
essentially we think it is going to work much better than IRAs in 
the past. 

We also want to share this with you because, if you recall, there 
are still two schools of thought about IRAs and did it really in- 
crease the net savings pool or not. But part of that argument cen- 
ters around the fact that you didn’t have to have a net increase in 
savings. Remember when we started, that you could have a bank 
account and you could just determine that part of that was your 
IRA and the net effect on the savings pool of the country was zero, 
net increase. That is not the case here. 

At a point in time when this becomes law, you will be talking 
about net, net savings, and we think that will have a big positive 
effect. But Senator Nunn is right, if it is as positive as we think, 
then it is positive on the other side, too. 

Mr. McCrery. Well, thank you. I can’t speak for Senator Breaux, 
but I can certainly say I appreciate what you have done with our 
proposal, and we look forward to working with you on it. 

Senator Nunn. Thank you for your leadership. You and Senator 
Breaux helped pave the way on this. We appreciate it. 

Mr. Christensen. Mr. Hancock. 

Mr. Hancock. Just a quick question. 

Frankly, I haven’t heard any of the panels address the question 
of abolishing the current income tax system, in fact, changing the 
income tax system or just getting rid of an income tax system com- 

E letely. As you are well aware, there are an awful lot of States that 
asically have piggybacked their income tax onto the Federal tax. 
What would be, or, in your judgment, have you had an oppor- 
tunity to look at what the impact would be to those States that are 
in that position? 

Senator Nunn. I would have to say that I don’t know about Sen- 
ator Domenici; I have not. That is a challenge for us that lies in 
front of us. We have not done that, and it is an important question. 

Senator Domenici. I think we can ask our technical people, but 
my own conclusion would be that since we have not changed the 
percentile, the bottom 20 contributes about the same as they do 
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now. And right up the percentile, probably there is not going to be 
a very significant change if the States continue to pigg>^>ack on it, 
but our experts have looked at it because I recall them saying it 
sometime, but I don’t remember it precisely. 

Mr. Hancock. One of the things I would like to possibly suggest, 
and that is, I am very much in favor of, quite frankly, the repeal 
of the 16th amendment, the total abolishment of the income tax. 
If in fact we would advise people that probably would result in the 
abolishment of their State income tax, it might generate some sup- 
port to get it done up here. 

Thank you very much. 

Senator Nunn. Thank you. 

Mr. Christenskn. I thank the panel, and I would like to call up 
the fourth panel. 

Senator Nunn. Thank you, Mr. Chairman. Also, if you would 
thank Chairman Archer and Mr. Gibbons for both of us for holding 
these hearings. 

Mr. Christensen. Thank you for your leadership. Around here 
we call it the Archer rule of common sense on the fact that this 
would allow more savings in this country, and appreciate your 
leadership on this issue. 

Senator Domenici. Thank you very much. 

Mr. Christensen. Ernest Christian, Hon. Murray Weidenbaum, 
Rudolph Penner, and Barry Rogstad, our fourth and final panel of 
the day. 

The oral testimony will be limited to 5 minutes. A red light will 
come on when the 5-minute timer is up. Your full written state- 
ment will be entered into the record. 

Dr. Penner, would you please start. 

Mr. Christian. I think we have agreed among ourselves that I 
would start first. 

Mr. Christensen, Whoever would like to start first. 

STATEMENT OF ERNEST S. CHRISTIAN, APPEARING ON HIS 

OWN BEHALF, FORMER TAX LEGISLATIVE COUNSEL AND 

DEPUTY ASSISTANT SECRETARY FOR TAX POLICY, U.S. 

DEPARTMENT OF THE TREASURY 

Mr. Christian. Mr. Chairman, Members of the Committee, I 
have appeared before this Committee, as some of you may know, 
on many occasions for the last 25 years, but never with as much 
enthusiasm and conviction as I have today. 

The U.S. A. tax proposal by Senator Domenici and Senator Nunn 
is a true landmark in the development of tax policy in the United 
States. It shows that you can accomplish revolutionary change in 
the American tax system. It also points the way to do it. A full de- 
duction for personal savings, allow wage earners a full credit for 
the payroll tax, full expensing of business capital equipment, ex- 
clude exports from tax while taxing imports, simplify the tax law, 
make it less wasteful, less intrusive, easier to understand, and 
easier to apply. That is all achieved. 

You can do this without either raising taxes or increasing the 
deficit. You have choices. You are not forced to diminish progres- 
sivity. You can retain deductions for charitable contributions and 
home mortgage interest. You can add for investment in human cap- 
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ital. You have the choice to accomplish all of this within the frame- 
work of a tax on people’s income, in this case, consumed income. 

The U.S.A. tax does not stop at a theoretical stage. S. 722 con- 
tains a fully articulated new American tax system that would actu- 
ally work. It is a successful exercise in the art of using the fewest 
and simplest elements to achieve the greatest effect. Its hallmark 
is neutrality, not regulation. It concentrates on fairness by remov- 
ing barriers to individual choice, barriers to economic growth, bar- 
riers to greater personal independence and responsibility. 

We will all still file tax returns. Tax returns remind us each year 
of how much tax we pay for what government spends. U.S.A. tax 
returns will also remind us that we, too, have a choice to spend or 
to save. Simply put, the U.S.A. tax levels the playingfield. Families 
will have a choice to save without tax penalty. Families will have 
a choice to invest in their children’s future. All income is taxed 
alike and taxed at the same progressive rate. 

All businesses are taxed alike at the same flat rate. All busi- 
nesses can invest in new plant and equipment without a tax pen- 
alty. All American workers, all American companies can compete in 
global markets. Given a fair chance, they will win. 

Foreign companies that compete in our markets will pay their 
fair share of the tax burden in this country the same as we do. 

The U.S.A. tax is built from the ground up around a set of prin- 
ciples that are derived solely from the way that income is actually 
created, received, and used. Every dollar of income is created at the 
business level by people who do the work and people who provide 
the capital out of their savings. When a dollar of income is created 
by the production of goods and services, the first part of the total 
U.S.A. tax is collected from the business, unless the business rein- 
vests the income to produce additional goods and services, addi- 
tional dollars of income for us all. 

When the reinvestment ends and additional dollars of income net 
of the tax paid at the business level flow out to individuals as com- 
pensation for work or for the use of their capital, the second part 
of the U.S.A. tax is collected from them unless they, too, choose to 
put the income back into the national savings pool where it will 
again be reinvested to produce additional goods and services, dol- 
lars of income for us all. 

The U.S.A. tax taxes income when withdrawn from the national 
savings pool and spent but only if that income has not been taxed 
when earned. For example, a retiree who withdraws and spends 
aftertax savings accumulated under present law would not be 
taxed. Further, the U.S.A. tax only taxes income. For example, a 
student who borrowed money and spent it to live on would not be 
taxed. Borrowings are not income. 

In conclusion, Mr. Chairman, the U.S.A. tax is not the only route 
to revolutionary change and improvement. There are other worthy 
alternatives. None of them are perfect. The U.S.A. tax is not per- 
fect, either. You can improve it, as Senator Nunn said, as Senator 
Domenici said. The U.S.A. tax is, however, a great place to start. 

That concludes my statement, Mr. Chairman, and thank you. 

[The prepared statement follows:] 
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STATEMENT OF ERNEST S. CHRISTIAN 

Appearing on Own Behalf and ae Former Tax Legislative Connsel and 
Deputy Assistant Secretary (Tax Policy) of the Treasury Department 

BEFORE THE COMMITTEE ON WAYS AND MEANS 
U. S. HOUSE OF REPRESENTATIVES 

JUNE 7, 1995 

RE: S. 722, THE USA TAX ACT OF 1995 


Introduction to USA Tax 

Over the last 25 years I have on many occasions appeared before this Committee but never 
with as much enthusiasm and conviction as today. The USA Tax proposal by Senators Domenici 
and Nunn is a landmark achievement in the on-going development of tax policy and design. It 
shows bow you can accomplish revolutionary change in the American tax system. You can 
allow a full deduction for personal savings. You can allow wage earners a full tax credit for the 
FICA payroll tax on their wages. You can allow full expensing of business capital investment. 
You can exclude exports from tax while taxing imports. You can simplify the tax law, thereby 
making it less wasteful and less intrusive. You can do all this and more within the framework of 
a tax on income - in this case, consumed income. You can do it without either raising taxes or 
increasing the deficit and without diminishing progressivity unless you choose to do so. 

The USA Tax does not stop at the theoretical stage. S. 722 confronts the hard questions of 
reality and contains a fully articulated, fully functional new American tax system that would 
actually work in our complex economy and society. Yet, it is a true and successful exercise in 
minimalism. 


The art of using the fewest and simplest elements to achieve the greatest 
effect. 


Its hallmark is neutrality, not regulation. The USA Tax is expressly designed not to interfere 
in the economic lives of Americans to any material extent beyond the amount of tax they pay. It 
concentrates on removing barriers to individual choice and barriers to economic growth. These 
are the keys to greater personal independence and responsibility. These are the keys to a higher 
standard of living which is the true measure of fairness. 

The USA Tax is a completely new replacement tax. It is built from the ground up around a 
set of principles derived solely from the way income is actually created, received and used. 

Every dollar of income is created at the business level by the people who do the work and the 
people who provide the capital out of their savings. 

When a dollar of income is created through the production of goods and services, the first 
part of the total USA Tax is collected from the business — unless that income is reinvested to 
produce additional goods, services and income for us all. In that case, the business tax is 
deferred and is collected later when reinvestment ends. At that point, assuming a successful 
reinvestment, additional dollars of income will have been created and a greater amount of tax 
vrill be collected. 

When the same dollars of income, net of the tax paid at the business level, flow out to and 
are received by individuals as compensation for work or as compensation for the use of capital, 
the second part of the USA Tax is collected from them — unless they choose to put the income 
back into the national savings pool where it will again be reinvested to produce additional goods, 
services and income for us all. In that case, the individual tax is deferred and is collected later 
when income is withdrawn from savings and spent. Only at that point have people actually 
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“received” income for their own use and enjoyment and only at that point is the individual part of 
the USA Tax collected. 

Although the USA Tax collects tax at points, it also splits the tax rate into two parts. The 
total tax is the same as if (i) individuals were allowed a tax credit for the business tax or (ii) there 
were no business tax and all tax was paid by individuals. This is illustrated below where in all 
three cases the desire is to collect $28 of tax on $100 of income created. 

USA Tax Split Rate : $100 of income x 1 1% business tax rate = $1 1 tax; $89 income 
received by individual » 19% individual tax rate = $17 tax. Total tax of $28 collected. 

Credit For Business Tax : $100 income « 1 1% business tax rate = $11 tax; $100 
“grossed up” income received by individual x 28% individual tax rate = $28 gross tax 
less $1 1 credit = $17 tax. Total tax of $28 collected. 

Individiial-Onlv Tax : $100 income received by individual x 28% individual tax rate = 
$28 total tax collected. 

The USA Tax Removes the Tax Bias ayainst S aving and Allows All Americans a Fair 
Choice . For individuals, the USA Tax is a simple tax on income minus the amount saved - like 
a fully deductible IRA but without special goverrunental restrictions or accounts. For example, 
the Jones Family earns a combined salary of $48,000 and saves $5,000 which they use to start 
their own small business. They deduct $5,000 and pay tax only on the amount by which $43,000 
exceeds their other deductions and exemptions. Having deferred tax on $5,000 of salary, if the 
Joneses later withdraw $5,000 from the business (and from the national savings pool), they will 
pay tax on the $5,000 of deferred salary at that time - unless they roll it over into a stock, bond, 
a CD or any one of the many other choices people can make both when they initially save and 
when they move savings from one investment to another. So long as earnings are deferred and 
remain in the national savings pool, the tax continues to be deferred. Not only is the USA Tax 
neutral in an economic sense -- in the choice to save - it also gives people full control over their 
savings. The USA Tax also does not tell people how much or how little they can save or for 
what purpose. Saving is not limited in amount or restricted to retirement uses. 

The USA Tax is also even-handed in its definition of income. Interest, dividends and gains 
are treated the same as wages and salaries. All are included in income - less the amount saved ~ 
and are taxed under the same rate schedule. 

The USA Tax Simplifies the Tax Law. Thereby Reducing the Presently High Cost of 
Compliance and Administration. The proposed new income tax code in S. 722 is much smaller 
in size than the present monstrosity and will be much easier to apply. It consists primarily of 
straightforward, understandable rules of universal application with few exceptions. For a tax 
statute, and given the complexities of the economy in which it must operate, the USA Tax is 
written in plain English. 

The USA Tax retains deductions for charitable contributions and home mortgage interest, 
and allows a new deduction for education costs but these are not the source of any significant 
amount of complexity. For example, the home mortgage interest deduction involves no more 
than transferring onto a tax return a single number furnished armually to the homeowner by the 
mortgage lender. The USA Tax uses progressive tax rates in a three-bracket system, but the use 
of one, two or three rates has no material effect on complexity one way or the other. 

Under the USA Tax, people will still have to file tax returns. In that respect, paying taxes 
will still involve some paperwork and computation, although much less than today. We might 
all wish to be totally relieved of that burden, just as we all might wish to be excused from paying 
taxes altogether. On balance, however, the armual process of Americans filing simple tax returns 
is a net positive. It reinforces in our minds an acute awareness of how much tax we pay for what 
government spends. 
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The USA Tax Allows Wa^e Earners a Full Tax Credit for the Emplovee-Paid 7.65% FICA 

Payroll Tax. Thereby Assuring That the Real MarginaJ Rate on Wage Income Is No Longer 

Hiyher Than nn Dividends. Interest anH Other Financial Income . Because of this credit, the 
nominal rates under the USA Tax are inclusive of the payroll tax and are, therefore, the real 
marginal rates on both wage income and financial income. In contrast, the rates under present 
law are in addition to the payroll tax. For example, a middle bracket rate of 31% under present 
law is 31% on dividends, but the real marginal rate in the same bracket is 38.65% on wage 
income up to the OASDI wage base. 

Another Wav of Looking at the Payroll Tax Credit Is to Sav That the Stated Rates under the 
I ISA Tax Are l.ower Than They Appear To Be . In the first year, on a joint return, the USA Tax 
rates in S. 722 are 1 9%, 27% and 40%, and after a transition period are 8%, 1 9% and 40%. From 
the perspective of most wage income, another way of looking at the rates under the USA Tax is 
to reduce each bracket rate by 7.65 percentage points. Viewed that way, the rates under the USA 
Tax on wage income up to the OASDI wage base are as follows. 

First Year (Joint Return) Fifth Year (Joint Return) 

11.35% 1% 

19.35% 11.35% 

32.35% 32.35% 


The USA Tax Removes the Bias against Business Capital Investment and Levels the 
International Plavine Field . In the business area, the USA Tax also concentrates on eliminating 
arbitrary distinctions and removing barriers to productivity and growth. AH businesses are taxed 
alike without regard to size, corporate or noncorporate form of organization, or whether financed 
by debt or equity capital. The business tax rate is a uniform 1 1%. Because the USA Tax allows 
all businesses a full credit for the employer-paid 7.65% FICA payroll tax, the uniform 1 1% rate 
is inclusive of the payroll tax. This 1 1% inclusive rate compares to a 35% present law corporate 
tax rate in tiddition to a 7.65% employer-paid payroll tax rate. 

All businesses are allowed to expense the cost of plant and equipment, inventory and 
supplies. Having recovered these costs out of sales, the remaining “gross profit” is taxed at 1 1% 
before paying employees their share and before paying shareholders and debtholders their share. 
The result is a uniform 1 1% tax at the business level on returns to labor and returns to capital. 
Both are treated the same, just as they are under the individual tax. 

The USA Tax achieves parity in the international arena, thereby giving American workers 
and companies a fair chance to compete and win in global markets. The USA Tax excludes 
export sales from the 1 1 % business gross profit tax. It taxes imports at 11%. Thus, the more a 
U.S. company increases its exports to foreign markets, the less tax it will pay in proportion to 
total revenues and total gross profit. Conversely, the more foreign-based companies manufacture 
abroad and compete in the U.S. market, the more import tax they will pay. All businesses that 
compete in our markets will pay their proportionate share of the cost of government in this 
country. 

The USA Tax Neither Increases Nor Decreases Total Revenues and Does Not Materially 

Alter the Distribution of the Total Tax Burden Either Between Businesses and Individuals or 

Among High. Middle and Low Income Groups . The USA Tax concenttates on restructuring the 
fundamental components of the tax system. Separating the way we tax ourselves from the 
amount we tax ourselves serves several purposes. First, it permits full and objective 
concentration on arriving at the best fundamental tax structure for the long-term best interests of 
America, unimpeded by other considerations that will vary over time as revenue needs change 
and as attitudes about progressive versus proportional taxation change. Second, it serves to 
demonstrate that such a tax structure can be created and that the fundamental goals of tax 
restructuring can be achieved even within the constraints of revenue and distributional neutrality. 
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For example, within these constraints, the USA Tax still allows a full deduction for personal 
savings, expenses business capital investment, excludes exports from tax, and greatly simplifies 
the tax law. 

If the constraints of revenue and distributional neutrality were to be relaxed, the rates of tax 
could be lowered and compressed — even into a single rate, if the Congress desired. Similarly, 
the Congress could decide not to allow personal deductions for charitable contributions or home 
mortgage interest. The structure of the USA Tax would, however, remain the same and all the 
goals related to savings, business investment, exports and simplification would still be achieved. 
Rates of tax, the total revenues raised, etc. are important policy decisions, but they are extraneous 
to the highly salutary basic stmcture of the USA Tax which is designed to produce 
fundamentally correct and consistent results in all events. 

It should be kept in mind that by historical standards, the USA Tax rates are already fairly 
“flat.” There are only three bracket rates, the brackets are not very wide, and the top rate is only 
twice the bottom rate. The credit for employee-paid FICA tax, allowed by the USA Tax but not 
allowed by present law, plays a major role in main tainin g distributional neutrality relative to 
present law. 

USA Tax for Individuals — Rates, Exemptions, Deductions and Basic Computations 

The USA Tax has three brackets and three rates that increase as income increases. For 
illustration, the rate schedule for married persons filing jointly is set forth below. 


Taxable Income 
Above 

1996 

1997 

1998 

1999 

2000 

$ 0 

19.00% 

15.00% 

13.00% 

10.00% 

8.00% 

5,400 

27.00% 

26.00% 

25.00% 

20.00% 

19.00% 

24,000 

40.00% 

40.00% 

40.00% 

40.00% 

40.00% 


Taxable Income equals Gross Income minus Exemptions and Deductions. 


Gross Income = Wages and salaries plus financial income such as 
interest, dividends and amounts received from the 
sale of assets. 


Exemptions = A Family Allowance: 


$4,400 Single 
$7,400 Married/Joint 
$3,700 Married/Separate 
$5,400 Head-of-Household 


Personal and Dependents: $2,550 each for 
taxpayer, spouse and all dependents. 
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Deductions = The Unlimited Savings Allowance -- Everyone is 

allowed a full deduction for the amount of income 
they save. E.g., deposits in a savings account, 
purchase of a stock or bond, start-up capital 
contributed to one's own small business. 

Higher Education Deduction — The USA Tax 
allows a deduction for tuition paid for higher 
education. The deduction is limited to $2,000 per 
person for the taxpayer, a spouse and up to two 
dependents. The total deduction in a year is limited 
to $8,000. Higher education generally includes 
college and similar vocational education. The 
deduction is also allowed for remedial education of 
students under 18 years of age. 

Home Mortgage Interest Deduction - generally 
same as under present law. 

Charitable Contribution Deduction - generally 
same as under present law. 

Alimony Paid Deduction ~ same as under present 
law. 


Tax Due equals (Taxable Income x Tax Rate) minus Credits. 


Credits = A refundable credit for the employee-paid portion 

of the FICA payroll tax. 

A refundable credit for the amount of withholding 
tax paid in advance. 

A refimdable credit for the amount of estimated tax 
paid in advance. 

S. 722 also allows a refundable Earned Income Tax 
Credit, although the status of the EITC in general 
may be uncertain under House and Senate budget 
resolutions. 


Because the deduction for income that is saved defers tax only for so long as that income is 
left in the national savings pool, taxable income for a year may include withdrawals from savings 
of income that had been deducted and deferred in a prior year. Further, in the year that prior-year 
savings is withdrawn, the same person may also have deposited some current-year income in 
savings. Thus, depending on whether the amount withdrawn exceeds the amount deposited or 
vice versa, the person may have “net withdrawal income" or a net savings deduction. For 
example, in 1996 (prior year), the Smith Family deferred tax on $1,000 of salary income by 
putting it in Savings Account A. In 1998 (current-year), the Smith Family deposits $500 of 1998 
salary in Savings Account B, but withdraws $1,000 from Savings Account A. In 1998, the Smith 
Family has net withdrawal income of $500 ($1,000 withdrawn from Savings Account A less 
$500 deposited in Savings Account B). On the other hand, had the Smiths in 1998 deposited 
$1,000 in Savings Account B and withdrawn only $500 from Savings Account A, they would in 
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1998 have a net savings deduction of $500 ($1,000 deposited in Savings Account B minus $500 
withdrawn from Savings Account A). 

Because the USA Tax only taxes income (cunent-year plus prior-year income on which tax 
has been deferred), retirees and others will not have additional taxable income when they 
withdraw “old savings’’ that has already been taxed under present law. For example, before they 
retired in 1996 (first year of USA Tax), Mr. and Mrs. Brown had saved $100,000 out of after-tax 
income. Because they had been allowed no deduction (and had prepaid tax instead of being 
allowed to defer tax), they can during retirement withdraw the $100,000 without having to again 
pay tax on it. The USA Tax only taxes income once, not twice. 

Also, because the USA Tax taxes income (not expenditures), borrowing does not result in 
tax even though the amount borrowed is “consumed.” For example, James Jones borrows $7,000 
to live on while in his last year of college. James will not pay tax because he has no ‘income.” 
However, when he graduates, gets a job and earns a salary, he will repay the loan out of income 
and get no deduction for the repayment. Thus, when James does have income, he will pay tax on 
the income that he had “consumed in advance” while in school. 

It is under the USA Tax conceptually and in every other way correct not to include in 
income either borrowing or withdrawals of “old saving” that has already been taxed. It is, 
however, necessary to take these events into account in another way in a some circumstances. 

For example, in 1998 Mr. Executive earns $200,000, consumes $200,000, borrows $200,000, 
and buys Stock A for $200,000. The USA Tax would not allow him to claim a $200,000 savings 
deduction and pay zero tax on his $200,000 of earnings. Reason: Net of borrowing, Mr. 
Executive did not save anything. He did not add to the national savings pool. He only borrowed 
someone else’s existing savings and shifted it into Stock A. Similarly, Mr. Executive could not 
withdraw $200,000 of his own “old savings” and at the same time, claim a deduction for 
$200,000 Stock A purportedly bought with his $200,000 current-year earnings. Again, he did 
not add anything to the national savings pool. He only shifted his savings to another investment. 

This special netting rule for borrowing and old savings involves some amount of 
computation and complexity. Borrowing must be accounted for and old saving must be 
distinguished from new saving that has been deducted. In order to relieve nearly all taxpayers 
from the special netting rule, the USA Tax contains two simplifying rules. First, all home 
mortgage debt plus ordinary consumer debt up to $35,000 is excluded. Second, people with less 
than $50,000 of previously-taxed “old savings” can elect to deduct it over three years. Thus, 
nearly all taxpayers will be excluded from the special netting rule and will never be involved 
with it. 

The three-year amortization deduction for $50,000 of old savings also provides an additional 
and substantial monetary benefit to retirees and others. The amortization deduction, in effect, 
gives back to them the present law tax that they prepaid on savings up to $50,000. 

The USA Business Tax — Rates, Deductions and Basic Calculation 

Every business that is producing and selling goods and services, and, therefore, creating 
income, must file an annual business tax return and pay the 1 1% tax on its aimual “gross profit” 
which is a defined term under the USA business tax. In calculating its gross profit tax base to 
which the 1 1 % tax is applied, the business adds the amount it received from sales of goods and 
services and subtracts the amount it paid to other businesses for the goods and services it had to 
buy from them (plant, equipment, inventory, supplies, rent, utilities, telephones, fuel, legal and 
accounting fees, etc.). Excluded from the gross profit calculation are financial receipts and 
payments. For example, the business neither includes interest and dividends received nor 
deducts interest and dividends paid. Compensation payments to employees are not deductible. 
Amounts received from export sales of goods or services to a purchaser outside the United States 
are excluded from the calculation of gross profit. Correspondingly, an 1 1% import tax is 
imposed on the sale of goods and services into the United States from abroad. E.g., a foreign 
business that manufactures outside the United States but sells its products in the U.S. market will 
pay the import tax. A tax credit is allowed for the 7.65% employer FICA payroll tax that 
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businesses must pay on wages paid to employees. The USA business tax is territorial. 

Businesses will not include in gross profit the proceeds from sales made or services provided 
outside the United States and they will not subtract amounts paid for the purchase of goods or the 
provision of services outside the United States. Businesses will not be taxed on dividends paid 
by foreign subsidiaries. Foreign businesses will include in gross profit amounts received for 
goods sold or services provided in the United States and will subtract amounts paid for goods 
acquired and services provided in the United States. 

Resisting Analogies — The USA Tax Is Sui Generis 

The USA Tax combines some elements that may also be found, variously, to some extent, 
and in different forms, in taxes said to be based on net cash flow, net income, consumed income 
or true business valued added, but because the USA Tax is a hybrid, none of those analogies is 
altogether accurate or especially illuminating. 

Interesting and fairly accurate analogies could also be made to an amended, much improved 
and simplified version of present law. For example, the USA Tax on businesses has been 
analogized to a combination of the existing employer payroll tax and a low-rate version of the 
existing corporate income tax amended to provide for expensing of capital investment and 
amended to treat debt and equity the same. The USA Tax on individuals has also been 
analogized to a simple version of the existing individual income tax amended to allow an 
unlimited, unrestricted IRA deduction for income that is saved and that is taxed only when 
withdrawn from the IRA. But, here again, the attempt to translate the USA Tax into something 
else tends to obscure its own merits. 

The USA Tax is best understood in terms of its own actual substance and its own 
consistently applied concepts - not in terms of the tax system of the past that is being repealed 
and not in terms of some tax system that exists somewhere else or that is only generally 
described in academic literature. 

Fundamental Concepts — Understanding the USA Tax as an Integrated Whole 

The USA Tax is an integrated, internally consistent whole that collects a single amount of 
tax in two parts and at two points in the economy. The first part is collected at the business level 
where income first arises from the production of goods and services and the second part is 
collected when the income (net of the tax collected at the business level) is received by 
individuals either as wages and salaries or as interest, dividends, gains, etc. 

Because the rate of tax is also split into two parts, with one part applying to income when 
created and another part applying to income when received, the total amount of tax and the total 
rate of tax on a dollar of income is the same as if the total amount of tax had been collected 
solely at the business level or, in the alternative, solely at the individual level. 

The USA Tax derives from the way the economy actually works - from the way real goods 
and services are actually produced, from the fact that this productive process is the source of all 
income, and from the way that individuals actually receive that income either as employment 
flows (wages and salaries as compensation for work) or as financial flows (interest and 
dividends, etc. as compensation for the use of their capital and, ultimately, a retimi of that 
capital). When a tax is injected into the economic process by which income is created, it must be 
collected either at the point of production (businesses) or the point of receipt (individuals). If the 
tax is collected at the point of production, it must be based either on the labor component of 
production or the capital component of production, or both. If the tax is collected at the point of 
receipt, it must be based either on the employment flows to individuals, or the financial flows to 
individuals, or both. Therefore, this basic structure and operation of the economy dictates the 
structure of almost any tax - whether it is called the USA Tax or, genetically, “X.” 



431 


( 1 ) 

Labor Component of Prodnetion 


( 2 ) 

Capital CompoDcnt of Production 



A potential component of a tax base appears at each of the four endpoints marking the 
extremities of the two intersecting lines in the form of an “X,” but there is, in a sense, some 
duplication. The Employments Flows (4) are a reappearance at the individual level of the Labor 
Component (1) at the business level, and (4) is equal in amount to (1) less any tax already 
collected out of (1 ) at the business level. Similarly, the Financial Flows (3) are a reappearance at 
the individual level of the Capital Component (2) at the business level, and (3) is equal in amount 
to (2) less any tax already collected out of (2) at the business level. 

Within this rigid construct, there is flexibility in the design of a tax in choosing to impose 
tax at all or only on some of the four possible points, in choosing to impose tax at uniform or 
varied rates on one, more or alt of the potential components of the tax base, and in choosing to 
specially define one, more or all of the potential components of the tax base. Even these choices 
are, however, not open-ended. Great care must be exercised in order to avoid inconsistent 
treatments of “likes” and similar anomalies that cause undesirable economic or political 
consequences. The administrative consequences of choices and combinations of choices must 
also be taken into account. 

Setting aside matters such as the tax rates, and concentrating on fundamentals, there are four 
basic constructs that are highly pertinent to the origins and development of both the USA Tax as 
well as various alternatives. 

Basic Corcstruct X- 1 . Collect all tax at the business level based on the Labor Component 

(1) of production and the Capital Component (2) of production. 

Basic C.onstnict X-2 . Collect all tax, in the same total amount, at the individual level 
based on the Financial Flows (3) and the Employment Flows (4). 

Basic Construct X-3 . Collect the same total amount of tax, but collect it in part at the 
business level and in part at the individual level as follows. Tax the Capital Component 

(2) at the business level and tax the Employment Flows (4) at the individual level. 

Basic Construct X-4 . The same as X-3 except that a partial tax at the business level is 
collected from both the Labor Component (1) and the Capital Component (2), and, at the 
individual level, the remainder of the tax is collected from both the Employment Flows 
(4) and the Financial Flows (3). 
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Basic Construct X-4 represents the USA Tax. The essential ingredients of a modified 
business cash flow tax or true tax on business value added (as distinguished from the VAT form 
of retail sales tax) can be found in Basic Construct X-1 . Basic Construct X-2 contains the basic 
building blocks of a household-only cash flow tax. Basic Construct X-3 represents the Flat Tax, 

Although less clearly and completely, a sales tax can also to some extent be fitted into and 
understood within this framework. Like X-2, a sales tax is also a household-only tax. Unlike 
X-2, however, the sales tax is not based on any direct measurement of total Employment Flows 
(4) and Financial Flows (3), but is instead based solely on item-by-item purchases. Therefore, it 
involves no tax return by a household and because it does not, the sales tax cannot vary the rate 
of tax by household income and caimot distinguish between purchases made with income, 
purchases made with previously taxed savings, or purchases made with borrowed funds. 


* * * 
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Mr. Christenskn. Thank you, Mr. Christian. 

Mr. Weidenbaum, Dr. Weidenbaum. 

STATEMENT OF HON. MURRAY WEIDENBAUM, PHT)., 

CHAIRMAN, CEIVTER FOR THE STUDY OF AMERICAN 

BUSINESS, WASHINGTON UNIVERSITY, ST. LOUIS, MO., 

FORMER ASSISTANT SECRETARY, U.S. DEPARTMENT OF THE 

TREASURY; AND FORMER CHAIRMAN, PRESIDENrS 

COUNCIL OF ECONOMIC ADVISERS 

Mr. Weidenbaum. Thank you, Mr. Chairman, Members of the 
Committee. To summarize my statement briefly, the U.S.A. tax is 
the only one of the proposals that has been discussed before this 
Committee that simultaneously promotes growth and simplification 
without losing fairness. It also leaves for the citizen a lot of deci- 
sions that are now made by the government — how much to save, 
how much to invest, and in what form. The taxpayer would make 
that decision. 

Basically the U.S.A. tax puts the fiscal burden on what people 
take from society, the goods and services they consume. That is 
part of the fundamentals of this plan because, as someone who has 
worked with and observed this Committee for several decades, it is 
clear you have the tax writing responsibility ahead of you. 

Hopefully, some of the best of these various plans can help you 
in that important job, and the idea of exempting savings and writ- 
ing off investment both simplifies the Internal Revenue Code and 
provides the economic growth that, over a period of time, is the 
most painless way of reducing the budget deficit. It is that growth 
that brings in more revenues and reduces the spending on entitle- 
ments. 

We have worked, as you know, for several years on the details 
of this proposal. We are submitting it for the record and I empha- 
size that even though, very frankly, we are here to push our par- 
ticular program, all of the four alternatives — the flat tax, the sales 
tax, the VAT, as well as the U.S.A. tax — are variations on the same 
theme. They all promote investment, they promote economic 
growth. They are all so much simpler than the status quo. 

Some of them do have some differences. This is the plan that 
does more to promote, keep fairness than any of the others. There 
is a tradeoff. Some of them look like they are a lot simpler. How- 
ever, I urge you to read the fine print. For example, I have heard 
claims that some of these will eliminate the IRS, but then they say, 
well, of course, we will have to provide refunds to low-income peo- 
ple. 

Well, how do you provide the refunds? People will have to fill out 
a form and submit it to some bureau in the Treasury Department. 
You can call it something else, but it will still be the Internal Reve- 
nue Service reviewing and auditing the returns of millions of 
Americans. So as an old Treasury hand, maybe I am pleased to say 
the IRS won’t be out of business under any of these plans, but 
under all of them. And that is the heartening thing, we move to 
a lot of simplification but, again, I don’t overemphasize this. 

Take the VAT. France originated the VAT. They had a real de- 
bate, was Head and Shoulders antidandruff shampoo a tax-exempt 
medicine or was this a cosmetic subject to the VAT? That is the 
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kind of debate that the VAT generates. There are all sorts of loop- 
holes, by the way. The idea that you exempt medicines, you exempt 
food, things like that, that sounds good. But, very frankly, above 
average income people like my wife and I, we will do a lot better 
than low-income people if you exempt — we will get a much bi^er 
tax saving if you exempt our food than the people with very mo^st 
incomes, so that there is a tradeoff as you write any of these tax 
bills. 

But let me emphasize that, warts and all, the U.S.A. tax is the 
most attractive approach to fundamental tax reform. It provides 
the most favorable combination of simplification, economic incen- 
tive, and fairness, and, as pointed out earlier in this hearing, it si- 
multaneously reduces the role of government in citizen decision- 
making and enhances our international competitiveness. 

Thank you very much. 

[The prepared statement follows:] 
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by Murray Weidenbaum 
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The Nunn-Domenici USA Tax is unique among the many attractive proposals for 
reforming the federal tax structure. It alone promotes economic growth and simplification 
without sacrificing fairness. Let us analyze the major alternatives in the light of these three 
goals: growth, simplification, and fairness. 

Encouraging Saving, Investment, and Economic Growth 

The Nunn-Domenici USA Tax reduces the tax burden on saving and investment. The 
intent is to encourage a higher rate of capital formation and a more rapidly growing economy. 

Under the Nunn-Domenici approach, the basic way for taxpayers to reduce their tax 
liability — legally — is for individuals and families to save more and for companies to invest 
more. This tax treatment provides a powerful and direct incentive to engage in activities that 
will promote economic growth. Yet the decision on how much to save or invest — and in 
what form — is not made by the government, but by the taxpayer. 

A consumption-based tax like the USA Tax Plan puts the fiscal burden on what people 
take from society — the goods and services they consume. Traditional income taxes penalize 
taxpayers for what they contribute to society by working and saving. Under this proposal and 
over a period of time, Americans are likely to achieve higher levels of both saving and 
consumption. This is so because the added investment, by generating a faster growing 
economy, will lead to higher levels of income — enabling taxpayers both to save more and to 
consume more, if that is what they want to do. 

Fundamental tax reform is necessary because the United States devotes a smaller 
fraction of its national ouqiut to saving and investment than the other major industrial nations. 
This hurts economic growth because there is a very ciose relationship between the invesunent 
share of GDP and the growth rate of the economy. This close relationship between investment 
and growth has held true for the major industrialized nations over the past three decades. 

A faster rate of economic growth also automatically generates two favorable budgetary 
consequences: more revenue into the Treasury and fewer payments for unemployment 
benefits, welfare, and other entitlements. That is the most painless way of bringing down the 
deficit. 

In addition, by adopting a territorial approach, the USA Tax Plan eliminates the 
business tax on exports from the United States and imposes it on imports into the United 
States. Any effect on our foreign trade position will be to reduce our trade deficit. 

Promoting Simplification 

The Nunn-Domenici plan also simplifies the tax system. It eliminates about 75 percent 
of the income tax provisions in the Internal Revenue Code. The code is reduced from several 
thousand pages to about three hundred. 

By making all saving deductible from gross income, there is no need for the paperwork 
and overhead expenses now required for IRAs, Keoghs, SEPs, and other “tax favored" 
accounts. Uncle Sam will no longer tell the taxpayer how much to save or in what form. 

Similarly, by expensing investment, the business taxpayer no longer has to estimate the 
useful life of assets nor choose from an array of complicated depreciation systems. Also, 
there is little incentive to fiiss with the conversion of ordinary income into capital gains 
because only the income actually consumed winds up in the tax base. Tax is deferred on 
capital gains, dividends, interest, and other forms of income that remain in the pool of 
savings. 


Murray Weidenbaum is Chairman of the Center for the Study of American Business and 
Mallinckrodt Distinguished University Professor at Washington University in St. Louis. He 
has served as an Assistant Secretary of the Treasury and Chairman of the President’s Council 
of Economic Advisers. The views expressed are strictly personal. 
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Because all businesses — whether incorporated or not — are subject to one and the 
same tax system, there is no incentive to go through the expense and bother of changing the 
legal form of the enterprise merely to take advantage of shifting differentials between 
individual and corporate tax rales. 

Likewise, because interest and dividends are subject to the same tax treatment, there is 
no longer any tax incentive to leverage a company's financial structure or to convert dividend 
payments into interest payments. This will not end the merger boom, but businesses will take 
such actions on the basis of economic advantages — not tax considerations. 

Maintaining Fairness 

Economists view the fairness of a tax system in terms of horizontal equity and vertical 
equity. Horizontal equity is simply “equal treatment of equals. ” The idea is that taxpayers 
with similar incomes should generally pay the same amount in taxes. 

The Nunn-Domenici USA Tax Plan increases horizontal equity in many ways. For 
individual taxpayers, virtually all types of income are treated the same, as is ail forms of 
saving. In the case of businesses, all enterprises — corporations, partnerships, and individual 
proprietorships — are subject to a single tax system. Likewise, ail capital investment is 
treated equally, as is the return on financial investment (e.g., interest versus dividends). 

As for vertical equity, a progressive rate structure is usually chosen as the appropriate 
way of achieving this aspect of fairness. The Nunn-Domenici rate structure is clearly 
progressive. It contains three rates. 

Nunn-Domenici and the Flat Tax 

How does the USA Tax Plan compare with the other tax proposals? The most popular 
alternative is Representative Dick Armey's flat tax. Other current proposals include a national 
sales lax and a VAT. 

It is fashionable to focus on the differences between Nunn-Domenici and the Flat Tax 
— and they exist. I, however, am struck by their similarities. 

Both tax reforms promote economic growth by pulling more of the tax burden on 
consumption, and lightening it on saving. Both expense investment. Both simplify the tax 
system and reduce the role of government in private decision making. Neither requires an 
additional record-keeping apparatus or enforcement system because neither creates a new tax. 
Both are “direct" taxes, paid by the taxpayer to the Treasury. By avoiding the form of a sales 
tax or VAT, neither is regressive or inflationary. Thus, either would be a subs'iantial 
improvement over the status quo. 

We can compare the progressivity of different tax structures by computing the ratio of 
the top rate to the bottom rale. By this standard, most of the move from a highly progressive 
rale structure to a flat tax already has occurred. In 1980, the top rate of 70 percent was five 
times as high as the bottom rate of 14 percent. By 1987, the ratio of the top rale to the bottom 
rate was down from 5.0 to 3.5. By 1^4, it fell to 2.6. Under Nunn-Domenici, this measure 
of progressivity drops further to 2.1 (the ratio for the Flat Tax is I.O). 

Sales Taxes and the VAT 

Sales taxes and value-added taxes represent a very different approach to raising 
revenue. They are levied on individual purchases. Hence, both are “indirect" taxes, whose 
amount is hidden from the taxpayer. As a result, both require a new record-keeping apparatus 
for business and a new collection system for government. The version that provides refunds 
for low-income people also requires continuing some variation of the present record-keeping 
arrangements as well as auditing by the IRS. 

Because both the retail sales tax and the VAT are levied on individual transactions, 
they are included in the price of goods and services. Their introduction triggers an upward 
movement in the CPI and other measures of inflation. So does any future increase in the rates 
of either tax. 

Because people with higher incomes tend to consume a smaller portion of their income 
than people with lower incomes, both proportional rate sales taxes and VATs are regressive. 
Efforts to reduce this regressivity require complicated adjustments and provide unintended 
loopholes. 

Collecting the VAT is not simple. Exemptions are no minor matter. In France, an 
extensive debate occurred over whether Head and Shoulders anti-dandruff shampoo was a tax- 
exempt medicine or a cosmetic subject to the full VAT. 

Conclusion 

In their fundamentals, Nunn-Domenici and the Flat Tax are closely related. Both 
promote capital formation and economic growth, and move toward greater simplification of 
the tax system. Both reduce the current progressive nature of the federal income tax. The 
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Flat Tax provides somewhat more simplification at the expense of a loss of fairness (as 
measured by progressivity or vertical equity). In contrast, value-added or sales taxes generate 
a new array of problems, ranging from increasing inflation to new paperwork requirements to 
a regressive tax strucmre. 

Therefore, / conclude that — among the different approaches to fundamental tax reform 
currently under consideration — the Nunn-Domenici USA Tax is the most attractive. Its 
structure provides the most favorable combination of simplification, economic incentive, and 
fairness. Moreover, the USA Tax simultaneously reduces the role of the federal government in 
personal and business decisionmaking and enhances the international competitiveness of the 
American economy. 
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Mr. Christensen. Thank you, Dr. Weidenbaum. 

Dr. Penner. 

STATEMENT OF RUDOLPH G. PENNER, PH.D., MANAGING 

DIRECTOR, BARENTS GROUP, LLC, KPMG PEAT MARWICK 

Mr. Penner. Thank you, Mr. Chairman. I appreciate the oppor- 
tunity to testify on some of the economic impacts of the U.S.A. tax. 
I will confine my remarks to our effort to design the tax to impose 
the same personal payroll and business tax burdens on different in- 
come classes as are imposed by the current tax system and to as- 
sess the effects of the tax on private saving and the macroeconomy. 

It should first be noted that there is nothing sacred about the 
distribution of the tax burden applied by current law. Whether it 
is judged to be too progressive, too regressive, or just right is large- 
ly a matter of political values. To avoid arguing about progres- 
sivity, initially, the U.S.A. tax attempts to start where we are now 
and to design a system that approximates the current distribution 
of the tax burden. 

Now, any effort to design a new tax to emulate the distributional 
impact of the current tax system is fraught with a number of con- 
ceptual and empirical difficulties. The Committee should clearly 
understand that the distributional tables that play such an impor- 
tant role in the political debates over any tax reform are largely 
based on black magic. 

Saying that our proposed system has the same distributional ef- 
fects as the current system presumes that we understand the dis- 
tributional impact of the current system, and that is a statement 
more of faith than reality. The most difficult challenge is under- 
standing the impact of the current corporate tax. 

We know that there is not an abstract being called business that 
can bear a tax burden. Tax burdens must be borne by living, 
breathing people. But which people bear the current corporate tax? 
Is it shareholders, owners of all capital, employees, all wage earn- 
ers, or buyers of corporate products? 

One of the many issues related to this question is how mobile 
capital is internationally. If capital were perfectly mobile, it would 
flee any increase in a U.S. taix, thus reducing U.S. worker produc- 
tivity. The end result would be that the corporate tax would turn 
into a tax on wages. 

In our analysis, we assume that capital is highly mobile inter- 
nationally but that international capital markets are not quite per- 
fect. Because of this belief, we distribute the corporate tax burden 
on wages and capital incomes in proportion to their importance in 
the economy. We think that this is a reasonable judgment but 
wouldn’t be surprised to find that others make other judgments. 
We do not, however, think it reasonable to assume that the current 
corporate tax rests entirely on capital income. 

In designing the rate structure of the new tax, we are also ham- 
pered by our ignorance regarding the saving behavior of different 
income groups. This is obviously crucially important in deciding the 
distributional implications of a tax reform that allows the full de- 
duction of saving from the tax base. The distribution of savings by 
income groups shown in survey data collected by the Bureau of 
Labor Statistics is quite different than that shown in surveys done 
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by the Federal Reserve System. In our analysis, we chose to rely 
more heavily on the Federal Reserve System’s data simply because 
it looked more reasonable. 

Now, because distributional analyses and the tables that they 
produce are so unreliable, it may be better to ignore them and start 
afresh when designing a new tax system. Admitting the distribu- 
tional uncertainty, one might simply ask whether the new tax 
structure seems, on the surface, to have found the proper tradeoff 
between equity, efficiency, and administrative feasibility. In other 
words, does our top rate of 40 percent pass this test, and do our 
exemptions and family allowances seem reasonable? We think that 
they do, even though the distributional consequences cannot be es- 
timated with precision. 

Tjix reforms that ease the burden on saving are often criticized 
for two opposite reasons. Many economists are skeptical that there 
will be a significant improvement in saving, and they, therefore, 
conclude that tax reform is not worth it. On the other hand, 
noneconomists often argue that the increase in saving and the im- 
plied reduction in consumption will be so large that the economy 
will be shocked into recession. 

The skepticism of economists rests in part on the disappointing 
results of various marginal rate cuts and savings incentives tried 
in the eighties. However, there is little similarity between these 
policies and the reform implied by the U.S.A. tax. 

There are good, theoretical reasons for the apparent failure of the 
initiatives of the early eighties on which I elaborate in my complete 
testimony. A major aifference between the early eighties marginal 
rate cuts and the U.S.A. tax is that you did not have to save more 
in the eighties to get a tax cut. For the typical taxpayer under a 
U.S.A. tax, they will only get a tax cut if they save more. 

Another important point is that since the same tax is extracted 
from each income group, there will be some redistribution of 
aftertax income within income groups. Those with a higher than 
average propensity to save within an income group will gain rel- 
atively, and they can be expected to save a disproportionate share 
of this gain. In contrast, those with a higher than average propen- 
sity to spend will face a relatively higher tax burden, and it is 
probable that they will pay this higher tax by reducing their con- 
sumption disproportionately. 

This redistribution within income groups should, itself, raise ag- 
CTegate savings significantly. Could it go up too much? I very much 
doubt it, Mr. Chairman. Saving is so low in this country right now 
that a huge, proportionate increase in the savings rate implies a 
very, very small fall in consumption that can easily be handled by 
the Federal Reserve System. 

Thank you. 

[The prepared statement follows:] 
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TESTIMONY OF RUDOLPH G. PENNER 
BARENTS GROUP, LLC OF KPMG PEAT MARWICK 

Mr. Chairman, members of the committee, thank you for the opportunity to testify on 
some of the economic impacts of the USA tax. I shall confine my remarks to our efforts 
to design the tax to impose the same persona! income, payroll, and business tax burdens 
on different income classes as are imposed by the current tax system and to assess the 
effects of the tax on private saving and the macro economy. 

Distributional Questions 

It should first be noted that there is nothing sacred about the distribution of the tax burden 
implied by current law. Whether it is judged to be too progressive, too regressive or just 
right is largely a matter of political values. There does, however, seem to be a very broad 
consensus that our tax system should contain a considerable degree of progression. Even 
the so-called flat tax is highly progressive, because its generous exemptions and tax-free 
amounts cause the average tax burden to rise r^idly over a wide range of the income 
distribution. 

On the other side, it is widely recognized that a tax system that is too progressive can sap 
economic incentives and be difficult to administer as taxpayers try mightily to avoid and 
evade very high marginal rates of taxation. 

There is, however, wide disagreement as to the relative importance that should be 
attached to the goals of equity, economic efficiency, and administrative feasibility. 
Consequently, there are intense conflicts over the appropriate degree of progressivity of 
the tax system. 

In the hope of muting that argument initially, the USA tax attempts to start where we are 
now and to design a system that approximates the current distribution of the tax burden. 
It must be emphasized, however, that the most important conceptual reform contained in 
the USA tax is the redefinition of the tax base that allows the deduction of saving from 
income. Technically, there is no problem with combining the new definition of the tax 
base with a great variety of tax rate structures including a flat tax. 

Any effort to design a new tax to emulate the distributional impact of the current tax 
system is fraught with a number of severe conceptual and empirical difficulties. The 
Committee should clearly understand that the distributional tables that play such an 
important role in the political debates over any tax reform are largely based on black 
magic. Saying that our proposed system has the same distributional effects as the current 
system presumes that we understand the distributional impact of the current system and 
that is a statement more of faith than reality. 

The most difficult challenge is understanding the impact of the current corporate tax. We 
know that there is not an abstract being called business that can bear a tax burden. Tax 
burdens must be borne by living, breathing people. But which people bear the current 
corporate tax? Is it shareholders, owners of all capital, employees, all wage earners, or 
buyers of corporate products? 

The current corporate tax is difficult to analyze, because it is difficult to characterize. 
Economists generally regard it to be a tax on capital invested in businesses adopting the 
corporate form of organization. However, the corporate lax is so monstrously 
complicated with its many credits, excess deductions, limitations on credits and 
deductions, and the alternative minimum tax that it could contain elements of a 
consumption tax within its structure. Even if it were a pure tax on corporate capital, its 
effects would not be crystal clear. The most important issue is how mobile capital is 
internationally. If capital were perfectly mobile, it would flee any U.S. tax, thus reducing 
U.S. worker productivity. It would ultimately turn into a tax on wages. 

In our analysis, we assume that capita] is highly mobile internationally, but that 
international capital markets are not quite perfect. However, it must be noted that they 
are becoming more perfect every day from a U.S. perspective as the institutions involved 
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in moving capital around the globe improve their efficiency and the United States sinks in 
relative importance as a supplier and demander of capital. 

Because of our belief that capital is highly mobile internationally and that the current 
corporate tax contains some elements of a consumption tax, we distribute its burden to 
wages and capital incomes in proportion to their importance in the economy. We think 
this a reasonable judgment, but would not be surprised to find that others make other 
judgments. We do not, however, think it reasonable to assume that the current corporate 
tax rests entirely on capital income. 

It should be noted that because of the conceptual problems involved in trying to distribute 
the corporate tax, the Joint Tax Committee has given up trying and just ignores it. We do 
not believe that we can do that since we are substituting one important business tax for 
another. 

In designing the rate structure for the new tax, we were also hampered by our ignorance 
regarding the saving behavior of different income groups. This is obviously crucially 
important in deciding the distributional implications of a tax reform that allows the full 
deduction of saving from the tax base. 

The distributions of saving by income group shown by the Bureau of Labor Statistics 
Consumer Expenditure Survey (CES) and that implied by balance sheet data in that 
survey and in the Federal Reserve s Survey of Consumer Finances (SCF) are very 
different. All these surveys contain highly implausible results for particular individual 
records. The CES indicates that consumption exceeds income by huge amounts at the 
bottom of the income distribution. Some dissaving is quite plausible when income 
declines temporarily, but the amounts of dissaving shown in the CES defy the 
imagination. In contrast, data from the SCF imply that some individuals save more than 
100 percent of their income and we know that is logically impossible. 

In determining the distribution of saving by income class that we would use, we relied 
heavily on balance sheet data to distribute saving across income classes while using the 
CES information to distribute saving within income classes. The latter distribution was 
important in making revenue estimates. 

I have noted but two of a very large number of problems involving the estimation of the 
distributions of the tax burden implied by current law and the USA tax. Other analysts 
may claim that the results of the tax structure based on our assumptions and analysis may 
be more or less progressive than that implied by the current system. That is 
understandable, but beware of anyone claiming to have found truth in these matters. 

Because distribution analyses and the tables that they produce are so unreliable, it may be 
better to ignore them and start afresh when designing a new tax system. Admitting the 
distributional uncertainty, one might simply ask whether the new tax structure seems, on 
the surface, to have found the proper tradeoff between equity, efficiency and 
administrative feasibility. In other words, docs our top rate of 40 percent pass this test 
and do our exemptions and family allowances seem reasonable? We think that they do, 
even though their distributional consequences carmot be estimated with precision. 

The Impact on Saving 

Tax reforms, such as that implied by the USA tax, are often criticized for two opposite 
reasons. Many economists are skeptical that there will be a significant improvement in 
saving and they, therefore, conclude that the lax reform is not worth it. On the other 
hand, non-economists often argue that the increase in saving and the implied reduction in 
consumption will be so large that the economy will be shocked into recession. 

The skepticism of economists rests, in {Wt, on the disappointing results of various 
marginal rate cuts and saving incentives tried in the 1980s. However, there is little 
similarity between those policies and the reform implied by the USA tax. 
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There are good theoretical reasons for the apparent failure of the initiatives of the early 
1980s. Initiatives such as IRAs were limited in scope applying only to the first $2»000 of 
saving and that had to be for retirement. Most saving comes from people who save more 
than $2,000 and for them, the IRA provided no extra incentive to save. 

Moreover, because the incentive only applied to one type of saving, it was easy to enjoy 
by moving funds irom one account to another. I do not mean to imply that the incentive 
was totally ineffective. Academics still argue over that issue. However, it is not 
surprising that the success of IRAs was not overwhelming. In contrast, the IRAs 
provided by the USA tax are unlimited and provide incentives for ail savers regardless of 
the amount that they save or the purpose of their saving. 

The marginal rate cuts of the early 1980s were straight tax cuts. As such, they had two 
effects that would be expected to have opposite impacts on saving. They increased the 
reward to saving, which would be expected to increase it. They also increased people’s 
after-tax income and that might make them wish to consume more, both in the present 
and the future. To the extent that they want^ to use their increased income to consume 
more immediately that would tend to reduce saving. Put another way, individuals did not 
have to save more to get a tax cut. 

The USA tax proposal does not provide an overall tax cut. It substitutes a new tax for the 
present system and the new tax raises the same amount of revenue. The average taxpayer 
is no better off than before, and therefore, he or she cannot consume more in both present 
and future. The only change in incentives that an average taxpayer faces is a higher 
reward for saving and the only way to get a tax cut is to save more. 

Since the same tax is extracted from each iitcome group, there will be some redistribution 
of afker-tax income within income groups. Those with a higher than average propensity 
to save within an income group will gain relatively and they can be expected to save a 
disproportionate share of this gain. In contrast, those with a higher than average 
propensity to spend will face a relatively higher tax burden and it is probable that they 
will pay this higher tax by reducing their consumption disproportionately. This 
redistribution within income groups should itself raise aggregate saving significantly. 

What about the fear that the tax will be too successful and raise aggregate saving so much 
that the implied fall in the production of consumption goods causes a recession and rising 
unemployment? It is important to remembw that the USA tax not ordy provides an 
increased incentive for saving. The business tax reforms provide an increased incentive 
for investment as well by allowing expensing. Consequently, the increased production of 
investment goods will make up for the decreased production of consumption goods. The 
planned increase in investment and reduction in consumption need not match exactly, but 
any residual net impact on the economy should be relatively small and well within the 
capability of the Federal Reserve to smooth out. 

The net shock is likely to be small because saving is today such a small portion of 
disposable income. It has risen recently and let us optimistically assume that saving is 
running at 5 percent of disposable income when the new tax is implemented. A 20 
percent increase in saving would then translate into less than a 1.1 percent fall in 
consumption, a tiny shock even if investment did not increase at all. 

It seems clear that fears that saving will not go up or will go up too much are both 
misplaced. It does not seem unreasonable to forecast a Goldilocks effect. That is to say, 
the increase in saving will be just right . 
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Mr. Christensen. Thank you, Dr. Penner. 

Dr. Rogstad. 

STATEMENT OF BARRY K. ROGSTAD, PH.D., PRESIDENT, 
AMERICAN BUSINESS CONFERENCE 

Mr. Rogstad. Thank you, Mr. Chairman. On behalf of the mem- 
bers of the American Business Conference, may I congratulate the 
Committee for holding these hearings and for the opportunity to 
appear before you today. 

In expressing my support and the support of my members for S. 
722, I do not suggest that we see S. 722 as somehow in competition 
with other proposals for fundamental tax reform. This is not a 
horserace or a beauty contest; this is a serious discussion about our 
economy and its tax system. 

As an economist, I find much to admire about all the major pro- 
posals that this Committee is in the process of examining. We are 
at the beginning of a national discussion, not at the end. We should 
not foreclose any possible avenue for intelligent tax reform. 

I have been involved in the S. 722 proposal for over 5 years, and 
I have never been more convinced of the merits of a properly con- 
ceived tax reform proposal than I am at the present time. If I 
could, I would just like to limit my comments to three aspects of 
the proposal. 

First, with respect to the all-important issue of saving. Everyone 
else that has appeared before vou on this panel, and Senators 
Nunn and Domenici, have noted that part of our saving problem 
is tax driven. The current income tax is biased against saving in 
favor of consumption. S. 722 removes that bias by seeking to tax 
every dollar once and only once. 

S. 722 does not, and I think this is the key point, offer a subsidy 
to saving. It merely removes the double taxation on saving that 
now occurs. Please note that in offering an unlimited, unrestricted 
tax deferral on saving, S. 722 would give wage earners a control 
over their tax liability now enjoyed only by the rich. Simply by sav- 
ing more, all people can control the size of their tax obligation each 
year, and because the deferral is frontloaded, that is, the tax ad- 
vantages of saving are enjoyed when the saving occurs, S. 722 ad- 
dresses the cash flow restrictions of middle-income citizens who 
now believe they do not have enough money to save. 

I think that if we are to improve the level of personal savings, 
the act of saving itself must be more than an afterthought, it must 
become a higher priority. 

I also believe that there is a critical link between the U.S.A. indi- 
vidual tax proposal and entitlement reform. As Congress considers 
reducing the rate of growth in nonmeans tested entitlement pro- 
grams, it is fair to ask whether citizens are adequately empowered 
to do more to provide for themselves. The unlimited, unrestricted 
deferral of saving offered by S. 722 would provide a powerful tool 
with which responsible citizens could more ably provide for future 
requirements such as health care, education expenses, or retire- 
ment. 

I do not say that Congress should replace nonmeans tested enti- 
tlement programs with S. 722. I do say that S. 722, with its sav- 
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ings deferral, might make slowing the growth of such programs as 
politically feasible as it is economically desirable. 

If I could make a comment with respect to capital gains. I rep- 
resent growth companies that are very dependent on equity financ- 
ing. This is so because they tend to be knowledge intensive, which 
means they have little collateral upon which to borrow. That raises 
the cost of capital for growth companies because the current Tax 
Code favors borrowing over equity investment. 

This is not news to this Committee. You have long recognized 
that equity investment is handicapped. You have urged enactment 
of a' substantial capital gains differential to correct this problem. 
You have quite properly recognized that a differential would lower 
the cost of equity capital, facilitate the “unlocking” of current in- 
vestment, thereby encouraging a more efficient allocation of saving, 
and promote a long-term perspective on the part of savers and in- 
vestors by encouraging rollover of assets. 

We support a capital gains differential. Nonetheless, we believe 
that S. 722 would provide a more comprehensive framework to deal 
with the capital gains issue. 

Finally, if I might, I would like to just comment on its feasibility. 
In introducing S. 722, Senators Domenici and Nunn have proven 
that their concept for fundamental tax reform is technically pos- 
sible. The very gratifying reaction to their legislation may already 
suggest that it is politically feasible as well. Beyond business 
CToups such as my own, other organizations that in the past have 
defined their tax ideas largely in opposition to the business commu- 
nity have found much to praise in S. 722. 

I am hardly the person to make political prognostications, but it 
does seem to me that S. 722 is promising specifically because it 
scrambles the usual battle lines on tax reform. It is instead a pro- 
posal to create an efficient and intelligent tax system, and it takes 
advantage of a very rare confluence in public policy of individual 
and national interest. It is imperative in my judgment that we not 
lose sight of the opportunity for large and constructive change that 
faces us at this moment. 

I would be happy to answer any questions you may have. Thank 
you. 

[The prepared statement follows:! 
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TESTIMONY OF BARRY K. ROGSTAD 
AMERICAN BUSINESS CONFERENCE 

Nr. Chairman and Hembers of the Committee: 

I am Barry Rogstad an economist and president of the American 
Business Conference (ABC) . ABC is a nonpartisan coalition of chief 
executives of fast-growing midsize companies. As you may recall, 
three of our members. Dr. George Hatsopoulos, James Hoak, and James 
Mann appeared before this Committee earlier this year. 

I applaud your decision to hold three days of hearings on 
fundamental tax reform. May this sort of open and honest forum, 
dedicated to public education, be replicated in other committee 
rooms of Congress and in towns and cities across the country. 

I am here today to discuss a comprehensive tax reform proposal to 
stimulate economic growth: S. 722, the USA Tax Act of 1995 which 
was introduced by Senators Pete Domenici and Sam Nunn last 
April 25. 

In expressing my support and the support of my members for S. 722, 1 
do not suggest that we see S. 722 as somehow in competition with 
other proposals for fundamental tax reform. This is not a horse 
race or a beauty contest; this is a serious discussion about our 
economy and its tax system. As an economist, I find much to admire 
in all the major proposals that this Committee is in the process of 
examining. We are at the beginning of a national discussion, not at 
the end. We should not foreclose any possible avenue for 
intelligent tax reform. 

In that regard, I believe Senators Domenici and Nunn have performed 
a service by offering their proposal in a form that is fully 
articulated and therefore susceptible to sustained and detailed 
inspection. 

S. 722 specifies a rate structure and the assumptions behind it, 
tackles the thorny problem of transition, and addresses the 
inevitable complexities inherent in our enormous and dynamic 
economy. To their credit, the Senators wrote their bill in plain 
English. The bill's first title provides an explanation to the 
American people of why the Senators think fundamental tax reform is 
necessary. It is an excellent introduction to the macroeconomic 
problems the nation faces and deserves a large readership. 

S. 722 sets a standard of openness and comprehensiveness that 
proponents of other proposals must match if this Committee is going 
to be able to decide the appropriate direction for tax policy. 
Otherwise, comparisons across proposals are not of much use. In 
S. 722, Senators Domenici and Nunn have provided detailed blueprints 
for change. It is not a criticism of the ultimate worth of other 
proposals to note that they, in contrast, remain pinned to their 
architects' drawing boards. 


I. 

Any proposal, such as S. 722, to replace the current income tax 
code with a better alternative immediately raises the old question 
from World War II: ”Is this trip necessary?" 

All Americans understand the frustrations inherent in fundamentally 
changing the way we tax: the difficulty of communicating new ideas, 
the resistance, including from within the business community, to 
change, and the ever-present anticipation that good proposals will 
be sidetracked or stopped entirely. Advocating comprehensive change 
is to risk death by a thousand cuts. 
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In my opinion, the rewards of a properly conceived and fundamental 
tax reform merit the effort. Without offering a comprehensive 
exposition of the USA Tax System, I would like to touch on aspects 
of the proposal that demonstrate its great promise for the country. 

Savina In its essence, the Domenici/Nunn proposal is an integrated 
tax that defers all new saving by individuals and permits immediate 
expensing for all new business investment. 

Saving and investment, are the indispensable seed corn with which 
we create future growth and, therefore, a higher level of future 
consumption. We need a tax system that does not penalize saving 
and investment and that insures the best possible allocation of our 
saving for productive investment. 

As you know, the United States has an abysmally low level of 
national saving. That low level is in part the result of our 
chronic federal budget deficits, which we all hope the current 
budget process will address. 

But part of our saving problem is tax-driven. The current income 
tax is biased against saving in favor of consumption. S. 722 
removes that bias by seeking to tax every dollar once and only 
once. S. 722 does not — and this is a key point — offer a 
subsidy to saving; it merely removes the double taxation on saving 
that now occurs. 

Please note that in offering an unlimited, unrestricted tax 
deferral on saving, S. 722 would give wage earners a control over 
their tax liability now enjoyed only by the rich. Simply by saving 
more, people can control the size of their tax obligation each year. 

Because the deferral is front-loaded — that is, the tax advantages 
of saving are enjoyed when the saving occurs -- S. 722 addresses the 
cash-flow restrictions of middle income citizens who now believe 
they do not have enough money to save. If we are to improve the 
level of personal saving, the act of saving itself must be more than 
an afterthought. It must become a higher priority. In terms of 
changing saving behavior, the up-front deferral of taxes on saving 
seems to me a far more promising approach than patronizing lectures 
to John and Jane Doe regarding how they should use their money. It 
is also more consonant with our national idea of individual economic 
freedom. 

I believe that there is a critical link between the USA Individual 
Tax proposal and entitlement reform. As Congress considers reducing 
the rate of growth in non-means tested entitlement programs, it is 
fair to ask whether citizens are adequately empowered to do more to 
provide for themselves. 

The unlimited, unrestricted deferral of saving offered by S, 722 
would provide a powerful tool with which responsible citizens could 
more ably provide for future exigencies such as health care, 
education expenses, or retirement. I do not say that Congress 
should replace non-means tested entitlement programs with S. 722. I 
do say that S. 722, with its saving deferral, might make slowing the 
growth of such programs as politically feasible as it is 
economically desirable. 

Capital Gains I represent growth companies that are very dependent 
on equity financing. This is so because they tend to be 
knowledge-intensive which means they have little collateral upon 
which to borrow. That raises the cost of capital for growth 
companies because the current tax code favors borrowing over equity 
investment. 
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This is not news to this Committee. You have long recognized that 
equity investment is handicapped. You have urged enactment of a 
substantial capital gains tax differential to correct the problem. 
You have quite properly recognized that a differential would lower 
the cost of equity capital, facilitate the "unlocking" of current 
Investment, thereby encouraging a more efficient allocation of 
saving, and promote a long-term perspective on the part of savers 
and Investors by encouraging rollover of assets. 

ABC supports a capital gains tax differential. We nonetheless 
believe that S. 722 would provide a more comprehensive framework to 
deal with capital gains. Under the Domenici/Nunn proposal, capital 
gains would not be taxed until they were realized and used for 
consumption. All returns on investment would remain untaxed for as 
long as those returns remained in saving. Selling a share of stock 
of one company and using the proceeds to buy stock in another would 
thus not be a taxable event. 

S. 722, because it does not distinguish between equity and debt 
financing ends the bias in the current code. Its saving deduction 
does not tax the "unlocking" of existing assets for the purpose of 
new investment. It allows unlimited rollover. And, most important, 
it does not limit the tax advantages of saving to capital income. 

It allows wage earners with a savings account to enjoy the same 
deferral as those with extensive stock portfolios. 

Investment Investment is the mirror-image of saving. Absent 
inflows of foreign capital, the amount of investment that can occur 
is dependent upon the amount of available saving. 

Like other proposals before this Committee, S. 722 does not tax 
business investment. To that end, it would allow the immediate 
expensing of all real business investment. Such investment is 
necessary to raise employee productivity. Productivity gains are 
the only way over time to raise our standard of living. 

To insure balance in the treatment of capital and labor. Senators 
Domenici and Nunn recognized that they had to provide some 
allowance for investment in people. That is why they included on 
the individual side of S. 722 a deduction for tuition paid for 
higher education. That deduction acknowledges that people are more 
productive with higher levels of education and training much as they 
are more productive when working with new and better equipment. 

International Implications The USA Business Tax is territorial. 

An American-based business would not include in its gross tax base 
the proceeds from sales made by subsidiaries outside the United 
States, It would also not deduct the purchase of goods or services 
outside the United States, For their part, foreign businesses with 
a commercial presence in this country would include in their tax 
base amounts received for goods sold or services provided in the 
United States and would subtract amounts paid for goods acquired and 
services provided in the United States. 

For an American company, territoriality would free entrepreneurs to 
base their international strategies on business opportunities 
rather than on tax considerations. From a public policy 
standpoint, it would rid the code of such vexing issues as the tax 
implications of transfer pricing and PFiCs, vastly simplifying the 
tax structure and, not incidentally, your agenda. 

The USA Business Tax is also border adjustable. Goods made here 
and shipped abroad would receive a tax rebate. Goods made abroad 
and imported and sold in the United States would be subject to tax. 
This provision would align the tax system of the United States with 
that of most of our major trading partners while insuring that all 
products sold in this country carried their appropriate share of the 
tax burden. 



448 


Complexity Questions about the complexity of the USA Tax System 
invariably beg the question, "Compared to what?" When contrasted 
to the current individual and corporate income taxes, the USA Tax 
System clearly and unequivocally offers large gains in simplicity. 

By taxing all businesses — corporations, partnerships, limited 
liability companies, and unincorporated proprietorships — the 
same, the USA Business Tax eliminates the false and unwieldy 
distinctions the current code makes among business enterprises. By 
moving from accrual accounting toward cash flow accounting, the USA 
Business Tax eliminates the maze of complexities and the high 
compliance costs which businesses now face. And because the USA 
Individual Tax permits an unlimited and unrestricted deferral for 
saving, the USA Business Tax would not have to deal with 
nonproductive or superfluous business arrangements designed to 
avoid the personal income tax. 

For its part, the USA Individual Tax requires no new tax 
bureaucracy. Taxes would continue to be due on April 15 and there 
would be withholding. The individual tax form, while vastly 
simplified, would still be familiar to taxpayers. There would be no 
new record-keeping burden since information about net changes in 
saving behavior is already collected to permit the interest 
calculations in Form 1099. 

Now, it is true that the Individual Tax's progressive structure is 
inherently less simple than a flat rate structure. And, beyond the 
saving deduction, the USA Individual Tax does include several other 
deductions such as one for home mortgage interest. I happen to 
believe that a progressive structure is desirable but would add 
that, in any event, S. 722 could easily accommodate a flat rate 
structure if Congress thought it wise. As for the deductions, they 
are few in number and again, if Congress so chose, could be 
eliminated. 

As for comparisons of the USA Tax System with the avowed simplicity 
of other major tax reform proposals, I am not sure such contrasts 
are at this point possible. Only until those alternative proposals 
are fully fleshed out, complete with transition measures, will we be 
able to draw meaningful distinctions. 

Feasibility In introducing S, 722, Senators Domenici and Nunn have 
proven that their concept for fundamental tax reform is technically 
possible. The very gratifying reaction to their legislation may 
already suggest that it is politically feasible as well. Beyond 
business groups such as my own, other organizations that in the 
past have defined their tax ideas largely in opposition to the 
business community, have found much to praise in S. 722. 

I am hardly the person to make political prognostications. But it 
does seem to me that S. 722 is promising specifically because it 
scrambles the usual battle lines on tax reform. This is not a 
conservative or a liberal proposal. It is instead a proposal to 
create an efficient, intelligent tax system. It takes advantage of 
a very rare confluence in public policy of individual and national 
interest. I think this latter point was made best by Senator Robert 
Kerrey when he and Senator Robert Bennett announced their decision 
to be co-sponsors of S. 722: 

Nr. President, to be clear, there are not very many situations 
where the interest of the individual and the interest of the Nation 
intersect, where they are the same.... With savings, there is an 
intersection. It is in the interest of American families to 
acquire and accumulate wealth. It is in the interest of the Nation 
to do the same. Unless both the individual has an incentive to 
save and the Nation has the discipline to save, then the standard 
of living of the United States of America simply will not rise. 
( Congressional Record . April 25, 1995, p. S. 5671) 

This, it seems to me, is the essential matter. It explains why 
fundamental tax reform is both necessary and possible. As this 
Committee and the Congress address the merits of the various tax reform 
proposals, it is imperative that you not lose sight of this opportunity 
for large and constructive change. 

I would be happy to answer any questions you may have. 
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Mr. Christensen. Thank you, Dr. Rogstad. 

My question would be for Dr. Weidenbaum. 

We heard Senator Domenici and Senator Nunn say that their 
U.S.A. tax did not address the underground economy issue. How 
important do you believe it is that we find a solution to raising rev- 
enue from that sector, or is it something that we should not worry 
about because a couple of the proposals don’t address that area? 

Obviously, the consumption tax proposal goes after that 20 to 25 
percent or do you have a solution on how we could fold that into 
a Nunn-Domenici U.S.A. tax proposal? 

Mr. Weidenbaum. No, I don’t. And, very frankly, I am skeptical 
of expecting much change in the underground economy from any of 
the tax plans that have been or will be presented later this week 
to this Committee. I think that the fundamental incentives to go 
or stay underground are still very much there, and if you raise the 
tax on legal purchases, if anything, you are going to increase the 
incentive for shady characters to go underground more than they 
do tod^. 

Mr. Christensen. Any other comments? Mr. Christian, a com- 
ment on that? 

Mr. Christian. I would agree with Dr. Weidenbaum. I don’t 
think the U.S.A. tax or any tax on income addresses the under- 
ground economy any more than the present tax system addresses 
it. As Mr. Gibbons and I and others have talked about for many 
years, it mav be that some portion of the present corporate income 
tax is embedded in the price of goods. 

No one knows what it is. If it is there, the people who are buying 
things, whether they are legal or illegal, are paying it. Other taxes 
have various portions of them that are embedded in the price of 
goods. Other portions go back to labor factors that produce things, 
and other portions go back to capital factors. Again, no one knows 
what those proportions are. 

I would share in what Dr. Weidenbaum says. I am not at all 
sure, either administratively or as a matter of fundamental eco- 
nomics, in the end that there is any way to deal with the concern 
about the underground economy. 

Mr. Christensen. So you would disagree with the premise, then, 
that the consumption tax or the national sales tax would pick up 
a significant portion of that underground economy or would you 
have any other thoughts on that? Because, I mean, there has been 
testimony already that the national sales tax would pick up a sig- 
nificant portion of that economy. 

Dr. Penner, Dr. Rogstad. 

Mr. Rogstad. I would just observe that I think over time that 
that premise may not stand up. 

I have another concern here that I would like to surface. I think 
our entire system of government and our payment of taxes is based 
on voluntary compliance by our citizens, and whatever we do in 
terms of fundamental tax restructuring, we should not lose sight 
of that underlying philosophy that is so key to our system of gov- 
ernment. This is a very important perspective to keep in play here. 

Mr. Penner. I would just point out, Mr. Chairman, that there is, 
in fact, a lot of evasion of State sales tax. There is enormous eva- 
sion of the VAT in Europe, particularly in Italy where they don’t 



450 


seem to want to pay any taxes at all. So that certainly is not a 
sure-fire solution to the problem. 

Mr. Christensen. One of the aspects of the consumption tax 
that has been touted is that it would pick up that part of the econ- 
omy. That is one of the things that has been touted highly over the 
flat tax. 

I like the flat tax idea because of the simplicity. I think the 
U.S.A. tax doesn’t match the flat tax when it comes to simplicity. 
It may when it comes to fairness and efficiency. What would you, 
in your opinions, believe that the main drawback of the flat tax 
would be? We will be having testimony tomorrow on that issue. 
What are some things in your opinion that cause the flat tax to be 
second or third in your ranking? 

Mr. Weidenbaum. A couple of things. First of all, it doesn’t give 
a direct incentive to saving the way the U.S.A. tax does where a 
dollar saving is a dollar less of taxable income. It is only the inter- 
est and dividends on your saving that gets the benefit of being ex- 
empt from the flat tax. And also, as I understand it, not one tax 
return, but 12 monthly tax returns are due under the flat tax, to- 
gether with 12 checks from each taxpayer a year. That I think pre- 
sents a difficult enforcement challenge to the IRS. 

Mr. Christian. Mr. Christensen, I think that the flat tax would 
be vastly better than present law, but in answer to your question, 
I would list the following: Under the flat tax regime, if that became 
the tax law of the United States, there would be no line on the in- 
dividual tax return, for all of the vast number of American people, 
for interest, dividends or capital gains. The only line on that tax 
return would be for wages. I question whether that would be 
viewed favorably by everyone. 

I would reiterate what Dr. Weidenbaum said about the “yield ex- 
emption approach,” as we call it. Excluding the return on capital 
is one way of dealing with the bias against savings. 

You talked earlier about transition. If you enacted the flat tax 
today, as it stands, the returns to capital — all existing capital in 
the United States, all interest, dividends and gains in the future 
would be outside the tax system insofar as the individual tax under 
the flat tax is concerned. That is unrelated to new savings occur- 
ring in the United States. 

Mr. Penner. I think I would add, Mr. Chairman, that because, 
as Mr. Christian said, the only thing that appears on the individ- 
ual’s tax return is wages, there would be enormous pressure to try 
and convey compensation using other means. I think that would 
immediately make the flat tax very much more complicated than 
it appears as it is now structured. You would have to worry about 
what to do with stock options; you would have to worry a lot more 
about payments in kind of various types. So I think technically it 
is much harder than it appears on the surface. 

Moreover, I just don’t think the politics are good. I know that I 
would get one heck of a big tax cut if this tax were put in effect, 
and I would enjoy that. But I suspect for everyone that gets a very 
large tax cut, like me, there will be a very large number of people 
who get a small tax increase, and I think that is just very bad poli- 
tics. 
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Mr. Christian. To follow up on what Dr. Penner said. Mr. Gib- 
bons and many others will also perhaps remember this. I remem- 
ber at the Treasury Department a long time ago when we had dis- 
tinctions between earned income and unearned income. Now, this 
flat tax will again reinstitute, in effect, that same distinction. I re- 
member having stn^gled at the Treasury Department to deter- 
mine what is the difference between earned income and unearned 
income. 

The famous example, which was in the funny papers for a few 
j^ars as Mr. Gibbons perhaps remembers, was about a radiologist, 
^e radiologist was in business for himself. Now tell me, what is 
he earning? Is it capital income or is it his own earnings? 

I also share your view about marginal rates. One of the appeals 
of the flat tax is the low marginal rate. I would point out that the 
marginal rate under the flat tax, let’s say it is 20 percent as now 
proposed, is not 20 percent on earnings, on work effort as was 
talked about earlier. The marginal rate under the flat tax is 27.65 
percent on earnings, because you must count, in determining the 
marginal rate of tax on work effort, the employee payroll tax. 

Mr. Christensen. OK. Mr. Gibbons. 

Mr. Gibbons. Well, I want to start off by saying, first of all, I 
appreciate the enormous effort that each of you at the table has 
contributed to the whole discussion and thought of what we do 
about a future revenue system for the United States. You know, 
you may go down as unsung heroes in this battle, but I know you 
have all contributed to it. 

Mr. Christensen asked an important question, what is the fatal 
flaw in the flat tax? And the fatal flaw in it is that it is classified 
as an income tax and therefore, you cannot adjust it at the inter- 
national border, and as long as you continue to tax exports and not 
tax imports, you are going to be exporting jobs from the American 
economy. Mr. Armey recognizes that. It is a fatal flaw in the flat 
tax. 

You know, you can love the flat tax all you want to, but if you 
are going to adopt it with a fatal flaw, you just cannot — under the 
rules that we established starting back in 1947 for world trade, you 
cannot adjust a flat income tax at the international border. And 
you are just going to export all of your job opportunities as we are 
already doing under the income tax. 

Now, Dr. Penner and all the rest of you, I need some help. I need 
to find out how reCTessive and what is the real tax burden under 
the current system? Because in step 3 of the revenue system that 
I propose — you know, in step 1 I repeal all of the income taxes, per- 
sonal and corporate, and I also repeal all of the FICA payroll tax. 
That is a lot of — I have repealed a lot of taxes there, almost 1.2 
trillion dollars’ worth of taxes I have repealed right there; and I 
have to replace it with a tax. In step 2, I replace it with a value- 
added tax, raising most of the money. But in step 3, I have got to 
do something about adjusting the tax burden among income 
classes. 

Now, where is my best information about what the current bur- 
den is, and how would you adjust the burden outside of the value- 
added tax? I wouldn’t want to adjust the burden within the value- 
added tax, because you would get a horribly complicated. 
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unadministrable value-added tax. You best do it outside of the tax, 
completely divorced from it. 

I think that is really the mistake we made back in the beginning 
on the income tax; we tried to do social engineering and economic 
enmneering through the income tax, and it became so screwed up, 
nobody can understand it today. There are a couple of people 
around here, but that is about all, that can understand it. 

How — where do I get my information about what the current 
burden is? I am using in my calculations the Congressional Budget 
Office figures. You are familiar with the Congressional Budget Of- 
fice — I assume you are familiar with the burden figures. What is 
wrong with them, if anything? 

Mr. Penner. Well, I think the major problem is knowing the dis- 
tribution of the corporate tax. It has become such an extraordinary 
monster, so complicated that it defies human understanding. It de- 
fies human understanding in knowing what its efficiency effects 
are, and I think the same with the distributional effects. 

The Congressional Budget Office has reacted to that problem by 
often distributing the corporate tax two different ways — one, put- 
ting it entirely on capital; the other, spreading it 50-50 between 
wages and capital. But those are just guesses. They just give you 
a range. 

The Joint Committee on Taxation recently has decided not to dis- 
tribute it at all. So that is an extremely difficult problem. 

We do distribute it. The burden is distributed according to the 
importance of different kinds of factor income in the economy. 
Doing it various other ways doesn’t result in a huge change in the 
kind of marginal tax rates you need under our individual tax to 
emulate the distribution of the current burden, but it does result 
in some considerable change. 

In answer to your second question, how do you achieve the kind 
of distribution you want, limited by our ignorance of the distribu- 
tion of the current tax system, you do have to remember that you 
can do it on both sides of the ledger. That is to say, if you are not 
satisfied with the distribution of the tax burden, you can adjust the 
expenditure side to achieve certain distributional results. 

Mr. Gibbons. You mean through the appropriations process? 

Mr. Penner. Well, it could be through the appropriations proc- 
ess, it could be through entitlements, it could even be through re- 
fundable tax credits. For example, Bradburne, one variant of the 
kind of tax reform that he suggests would simply have essentially 
all of the tax levied at the business level, but then some portion 
of that would be taken and distributed to individuals using basi- 
cally a refundable credit. 

Mr. Gibbons. That is essentially what I do in my proposal. But 
I am not satisfied with it. 

I have to determine what the burden is now, and I realize the 
corporate tax has always been debatable about who pays the bur- 
den of it. In my own thinking, I allocate the whole burden of the 
corporate tax to the consumer, because I never saw a corporation 
that stayed in business very long that did pass on all of its ex- 
penses on its product. And so I look upon the corporation primarily 
as a tax accumulator that gets it out of the cost of its product. If 
it didn’t, I reason that it will end up in bankruptcy sooner or later. 
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Now I see Dr. Weidenbaum shaking his head on that. But the 
corporate taxes, first of all, are not a Targe part of all of the taxes 
we are discussing here, and I don’t think we ought to wrangle over 
the distribution of the corporate tax in the burden figuring. But Ilr. 
Weidenbaum, do you want to comment? 

Mr. Weidenbaum. Well, Mr. Gibbons, I think you have raised the 
dilemma in choosing among any of these alternatives for com- 
prehensive tax reform. They have all got some warts, and I think 
when you get down to the wire, you are going to have to choose 
the one with the least number of warts, and really go for — ^for the 
VAT, for exanmle, or national retail sales tax. I think you just have 
to accept the fact that it is somewhat regressive, because whether 
you go the route of some countries’ exempt categories — and you 
nave indicated that is an excessive complication — or you go with 
some kind of refundable credit, you are back — as I point out in my 
testimony, you are back with IRS auditing tax returns for millions 
of taxpayers. So that none of these, none of these is going to be per- 
fect. 

If you go for a transaction-based tax, whether it is retail sales 
tax or VAT because of simplification, because of the focus on con- 
sumption, I am saying, by definition, then I think you are just 

f oing to have to accept the fact that it doesn’t help you on income 
istribution or fairness or equity. But you have no perfect tax alter- 
native. 

Mr. Gibbons. Well, essentially I reason that selling the American 

E ublic and the Congress any massive tax reform, you are going to 
ave to limit the number of fights you start in all of this. One f^ht 
I don’t want to get into is massively changing the tax burden be- 
tween the income categories. So right now I am tiding to find out 
what is the tax burden? Where do I — CBO has issued a burden 
table, Treasuiy has a burden table, and the Joint Committee has 
got a burden table. Who is right? 

Mr. Weidenbaum. They are all right and they are all wrong, be- 
cause each of them has a set of reasonable assumptions — not facts, 
but assumptions — on which the numbers are based; and you could 
take six honest, competent analysts, put them in six different 
rooms, and they will come up with six different sets of assump- 
tions, and therefore, come up with six different sets of burden ta- 
bles, even though each of them is doing as honest a job as they can. 

The bottom line here, every analysis that I have ever seen, 
whether it is done by private organizations or by government agen- 
cy, convinces me that, on balance, the Federal revenue system is 
mildly progressive. 

Mr. Gibbons. Yes. 

Mr. Weidenbaum. So that is the starting point. 

Mr. Gibbons. It is not nearly as regressive as some of the radi- 
cals think it is, and it is not nearly as progressive as some of the 
very conservatives think it is. 

Mr. Weidenbaum. Yes, sir. 

Mr. Gibbons. It is just mildly progressive. 

Well, thank you. Maybe the best solution is to take all of those 
tables, add them all up, and divide them by three. 

Mr. Penner. Or to ignore them altogether. 

Mr. Gibbons. Or ignore them altogether. 
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You can’t ignore them altogether, because if you do, you are 

O to have a political battle around here over shifting burden. 

ave to have some authoritative decision as to what is the cur- 
rent burden. 

You know, as I say, I used CBO’s burden table. But — yes? 

Mr. Rogstad. To just add on to your point. Congressman Gib- 
bons, that these tables are sufficiently tenuous that they should not 
drive the choice of which tax reform proposal vou are looking at. 

Mr. Gibbons. I agree with you on that, and I agree with you, 
how we distribute the corporate tax shouldn’t drive the whole thing 
because it is not that great a part when you compare it to the PICA 
tax and the personal income tax. Those are huge taxes. 

Mr. Penner. And for what it is worth. Congressman, on those 
two taxes, economists feel reasonably confident that the personal 
tax is borne by the people who actually pay it, and both sides of 
the PICA — employer and employee — are borne by labor. 

Mr. Gibbons. Yes. I think there is general consensus that in the 
PICA tax — am I correct when I state this — that it all comes out of 
the cash payment of wages to the employee? Is that right? 

Mr. Penner. That is the general consensus, yes. 

Mr. Gibbons. That is the general consensus amongst economists. 
OK, fine. Thank you very much. 

Mr. Christensen. Ms. Dunn. 

Ms. Dunn. Thank you, Mr. Chairman. 

Gentlemen, I have just one question, and it is late in the day, 
but I really need to ask you this question. 

I really like this S. 722 proposal. What I need to know for my 
constituents is, do you believe that the proposal is going to be 
enough simpler than the current system so that when folks look 
forward to April 15, or whenever it is, they don’t do it with horror; 
and that they can fill out their own returns, and they can do it 
without lawyers and CPAs. I am not talking so much about cor- 
porations, but individuals. Are we doing the folks a favor 
processwise as opposed to substantively? 

Mr. Christian. Yes. I have spent 35 years struggling with the 
Internal Revenue Code. This, for example, as I hold it up, is the 
entire income tax of the United States under the S. 722 approach, 
triple spaced, narrow margins, great big type. I couldn’t even lift 
the present income tax printed in this same way. It would be 
stacked high up to here. 

More directly, the U.S.A. tax has very few moving parts; it has 
few exceptions and no exceptions to exceptions. I think that the 
U.S.A. Tax Code is about 30 percent the size of what it is today, 
in the Internal Revenue Code. A charitable contribution is not com- 
plicated. A home mortgage interest deduction is not complicated at 
all. You take one number off a statement provided to you annually 
by the mortgage lender and you transfer that one number to a line 
on a tax return. 

I have been for many years one of the most vociferous critics of 
the Internal Revenue Code of the United States, I have described 
it in very colorful terms at times, “absurd” being one term that is 
on the public record quite often. I am confident that the reality of 
the U.S.A. tax — as it operates with people, as opposed to a percep- 
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tion — will be quite simple. Filing tax returns is never going to be 
pleasant, but it is not going to be the annual agony that it is today. 

I would make two points, if I may, about dealing with the Inter- 
nal Revenue Service. Again, I have been veiw critical, but there are 
two different kinds of things that happen. One is contact with the 
Internal Revenue Service, simply filing a return; that is one thing. 
Some people seem to think that is bad. My concern about the tax 
law is not just contact; it is what the present tax law does to soci- 
ety and what it does to people’s lives. That is, the reason I empha- 
size so strongly meant I fundamentally believe and know to be the 
fact — that the U.S.A. tax system will essentially have zero sub- 
stantive impact one way or another on shapir^ what people do or 
don’t do. It will let them alone to make free, efficient economic and 
personal choices. 

Ms. Dunn. I thank you for that answer. 

Would anybody else like to comment on that, agree or disagree? 

Mr. Rogstad. I would answer. Congresswoman, yes, again in the 
strong affirmative. In addition to what Mr. Christian said, I think 
that taxpayers will not only understand the basis on which they 
are paying taxes, I think that this is a system that will allow them 
to understand the basis on which their fellow citizens are paying 
as well. And I think the notion of raising the level of saving 
through an unlimited deferral, which is the core of this proposal, 
will reinforce for people that saving is at the core of our future eco- 
nomic growth. And I think once that becomes the frame of ref- 
erence, this will be viewed not only as appropriate to ourselves 
from a compliance standpoint, but one that will facilitate all of us 
feeling a little more comfortable about the basis on which the 
whole economy and all of our citizens are being taxed. 

Ms. Dunn. It sounds to me — I worry a lot about the disconnect 
that people feel with government, and I think our current tax sys- 
tem adds to that and doesn’t detract from that; and it seems to me 
that this would be a great big step in the right direction. 

I just returned from a trip to some South American countries, in- 
cluding Chile, and on your comment on savings, I mean it is just 
stunning. It is very good to get out of the country and become a 
little less nationalistic, and that 25 percent savings rate that they 
have created for themselves in a brief number of years through the 
revision and privatization of the pension system is stunning and a 
great example for us. But it brings home loud and clear how it can 
make a nation such as Chile self-reliant and not need to go outside 
for the majority of its capital; and I think we could be doing the 
same thing if we make the proper choices in the next year or so 
as we consider this new tax system. Thank you. 

Mr. Christensen. Mr. English. 

Mr. English. Thank you, Mr. Chairman. 

Gentlemen, earlier today I asked Secretary Samuels his opinion 
of the border adjustability of the business side of the U.S.A. tax, 
and he answered that Treasury hadn’t drawn any conclusions on 
that. Are you confident that the U.S.A. tax is going to be border 
adjustable? 

Mr. Rogstad. 

Mr. Rogstad. Yes, I am. There are a number of technical issues 
involved. A basic that we undertook in the fundamental design of 
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the system with respect to wage deductibility at the business level 
was directed to ensure border adjustability would stand up in the 
WTO. 

Mr. English. Mr. Penner, do you aCTee with that? 

Mr. Penner. I am certainly not the lawyer here, Mr. English, 
and I wouldn’t want to venture an opinion. 

Mr. English. Mr. Christian. 

Mr. Christian. I am absolutely certain of it. If you would like 
me to explain, I will. 

Mr. English. Certainly. 

Mr. Christian. As Senator Domenici said and Senator Nunn 
said, the U.S.A. tax has been worked on by them for a number of 
years. That work includes the same issue about border 
adjustability of this type of a tax which includes at the business 
level both the labor component of production and the capital com- 
ponent of production. You notice that Les Samuels at the Treasury 
didn’t tell you this morning that he concluded that the U.S.A. tax 
couldn’t be adjusted at the border. 

Mr. English. Well, he didn’t tell me very much, so I 

Mr. Christian. In any event, not to prolong the day, but the 
GA’TT is a flexible, international instrument of comity as well as 
a piece of black letter law, I don’t have any real doubt. I don’t even 
think there will be a challenge when the U.S.A. tax is enacted, and 
I am very confident that it would prevail. 

Even back in the seventies, to mve you an illustration, when the 
European VAT first came in, there was a real question about 
whether on a black letter of the law basis the VAT qualified. I 
would be happy to discuss that with you at some time if you would 
be interested. 

Mr. English. I would be delighted. 

Mr. Christian. The GATT is a flexible instrument, and I think, 
as a practical matter among adults, that there is no question about 
it. 

Mr. English. One of the interesting features of the U.S.A. tax 
to me was the FICA credit. How important do each of you feel that 
is to the design? 

Mr. Penner. I think it is extremely important, Mr. English, be- 
cause, as Mr. Christensen pointed out earlier, if you don’t have 
some kind of credit for the payroll tax, it is a marginal rate on top 
of whatever else you have. And in our system, you in essence sub- 
tract it from the statutory rate. So you get some very low marginal 
rates at the bottom, which is very important. 

Mr. Weidenbaum. May I add to that? 

Mr. English. Certainly. 

Mr. Weidenbaum. For an awful lot of modest-income, working 
people, the main Federal tax they pay is not the income tax, but 
the FICA tax. I think you will do more to ease the financial burden 
on working people of modest means Iw enacting this FICA credit 
than any of the other changes in any of the plans. 

Mr. English. Well, that is powerful. One of the other issues that 
I was impressed with in this bill was the effort it makes to make 
a transition from the existing tax system to the new tax system. 
Are all of you satisfied that this bill addresses all of those transi- 
tional issues, and which ones do you feel are the most important? 
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Mr. Christian. The U.S.A. tax does address them all. It address- 
es them all adequately. Before Senator Domenici and Senator 
Nunn began their work on this, there were many people who had 
thought about the issue of old savings and who thought that it 
would not be possible to avoid taxing yet again income that had al- 
ready been taxed. There were many publications in the academic 
literature to the effect that they didn’t think this could be done. 

Senators Nunn and Domenici did do it, and I will tell you that 
their system is very good and it is not a complex system. 

On the business side, there are issues with respect to old invest- 
ment, that is to say, existing investment, that have to be handled. 
They have a very good way of handling that which is not complex. 
There is no phase-in here. This tax goes in effect immediately with 
respect to a taxable vear. The only issue is a set of straightforward, 
highly workable and efficient rules for dealing with the transition 
you are talking about. The U.S.A. transition rules work like a 
watch. 

Mr. English. Thank you, Mr. Chairman. 

Mr. Christensen. I thank the panel for staying late into the day. 
The Committee will stand in recess until 10 o xlock tomorrow morn- 
ing. 

[Whereupon, at 5:45 p.m., the hearing was adjourned, to recon- 
vene at 10 a.m., Thursday, June 8, 1995.] 




REPLACING THE FEDERAL INCOME TAX 


THURSDAY, JUNE 8, 1995 

House of Representatives, 
Committee on Ways and Means, 

Washington, D.C. 

The Committee met, pursuant to call, at 10 a.m., in room 1100, 
Longworth House Office Building, Hon. Bill Archer (Chairman of 
the Committee) presiding. 

Chairman Archer. The Committee will come to order, and I 
would ask that our guests and staff* take their seats and give us 
an opportunity to be heard. 

Today we begin the third and final day of hearings on concepts 
to replace the current Income Tax Code, and during the balance of 
the 104th Congress I do intend to hold additional hearings on var- 
ious aspects of this fundamental exercise. 

Yesterday we heard from advocates of two of the alternatives to 
our tax system, the value-added tax and the U.S.A. tax, and today 
we are going to hear from those who believe a flat tax is the an- 
swer, led by Majority Leader Dick Armey, and those who believe 
that we should have a national sales tax. 

We will also hear from our former colleague Jack Kemp who is 
chairing the Economic Growth and Tax Reform Commission, but 
before we do that, we are going to lead off and hear from our col- 
league, the Ranking Democrat on the Committee, the gentleman 
from Florida, who has spent a number of years developing an alter- 
native to the current income tax, and has his own plan, and, Sam, 
I don’t know what label you would put on it. 

I will let you make that decision. But we are really happy to 
have you here to make your presentation to the Members of your 
Committee, so I don’t have to welcome you, you are always wel- 
come here. 

Mr. Gibbons. Thank you. 

May I yield to the Senator? 

Chairman Archer. Oh, all right. 

Mr. Gibbons. Would you like to go first, Arlen, because I realize 
your time is very short. 

Chairman Archer. Well, we are happy, and of course honored, 
to have Senator Specter here with us because you have taken the 
lead in wanting to replace the income tax in your candidacy for the 
Presidency, and you have an approach that is your own, and we 
welcome you to the Committee because you are very, very impor- 
tant in developing this debate across the country, and we are 
pleased to hear your comments and you may proceed. 

( 459 ) 
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Senator Specter. Well, Mr. Chairman, thank you very much. I 
am indebted to my colleague for yielding, but I decline. I want to 
listen to Chairman Gibbons and learn a Tittle before I offer my tes- 
timony. 

STATEMENT OF HON. SAM GIBBONS, A REPRESENTATIVE IN 
CONGRESS FROM THE STATE OF FLORIDA 

Mr. Gibbons. Well, I am flattered. 

Mr. Chairman, thank you for opening this subject matter. It is 
something that this Committee should have examined years ago, 
and I want to apologize to all my colleagues on the Committee for 
having harassed them for a number of years. 

Most recently, I spent a long time harassing the Members at the 
Austin, Tex. retreat 2 years ago when I finally got some time to 
explain what I thought ought to replace the current revenue sys- 
tem. 

Let me make it clear that I speak only for Sam Gibbons. I do not 
speak as a spokesman for the Democratic Party or the Democrats 
on this Committee or the Democrats anywhere. It is not that they 
have told me they are opposed to this, it is just that I have not 
tried to seek any specific endorsements from them or from anyone 
else. 

I think we need a discussion, a national discussion, about the sit- 
uation we are in, and I think we need a solution, and it can only 
come about if we develop a national consensus. In developing that 
national consensus, I think we ought to keep our attention focused 
on some principles. 

The first principle I would like to mention is that we ought to 
seek revenue neutrality in all of this. We should not allow this to 
become a debate over how big government should be or how much 
government should spend, and so we ought to hit the test for neu- 
trality. There is a time for that debate, but this is not the time. 
We are talking about process here. 

Second, amongst the fundamental principles of neutrality of reve- 
nue is neutrality of burden. In my testimony you will find there on 
page 4, and I wish you would turn to that page and look at the cur- 
rent tax distribution burden table there. Only with great deference 
should we attempt to change that burden table. I say that because 
for about the last 30 years the tax burden amongst Americans as 
far as income categories is concerned has been approximately that 
shown on page 4. You will find on page 5 what the burden has 
been over the last 20 years in those same categories. 

You will see there has been very little fluctuation in the burden. 
Now, I am not saying that the burden that is there exhibited in 
those Congressional Budget Office tables is magic, but it is the best 
measure we have of tax burden that I know of. Essentially there 
are three different versions of this table: One put out by Treasury, 
one put out by Joint Committee, and one put out by Congressional 
Budget Office. They are slightly different, but only slightly dif- 
ferent, and that is the best I have been able to determine what the 
current burden is. So we should be neutral on that burden. 

Third, we ought to tiy to make our tax system much more sim- 
ple, and I think the system I am about to describe to you is the 
ultimate in simplicity. 
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Fourth, we ought to be competitive in the international market- 
place. 

Our current system — and anybody that advocates an income tax- 
based system is walking right into this trap — is penalizing America 
heavily. Let me give you a simple illustration. 

Take this pair of eyeglasses that I am wearing. If you manufac- 
ture them in the United States and you try to export them, here 
is the burden you run into: These glasses, when they leave the 
United States, will carry the full cost of government, and that is 
a substantial part of the cost of these glasses. 

When they get to a foreign country, almost any foreign country 
with the exception of Australia, they will stop them at the border 
and they will add their cost of government to these glasses. As a 
result, these glasses now have the U.S. cost and the foreign govern- 
ment cost. When they are sold to the consumer in the foreign coun- 
try, they carry those two costs of government. If you manufacture 
these glasses in any other country other than Australia, any indus- 
trialized country, when it gets to their border, they strike out prac- 
tically all of their cost of government in these glasses, and when 
these glasses arrive at the U.S. border, we have nothing that will 
intercept these glasses and place the cost of government on them. 

So these glasses when sold in a foreign country manufactured in 
the United States have two costs of government in them. When you 
manufacture them in a foreign country and put them back in the 
United States for sale to the consumer, they have got no cost of 
government in them. 

Where are you going to manufacture these glasses? You are not 
going to manufacture them in the United States. 

And the same applies to every product and every service that we 
create in the United States. That is because since 1947, the world 
trade agreement, the General Agreement on Tariffs and Trade has 
said you cannot adjust an income tax at the international border. 
Lord, we have tried. 

Mr. Archer and a lot of the rest of us here have tried to adiust 
that international burden at the border, the U.S. burden at the bor- 
der, and we have been struck down every time by it. You can’t do 
it. It is impossible. 

So anybody that comes to you and says we can reform the tax 
system and make it a lot simpler is overlooking one key factor, and 
that is you are going to lose jobs in the United States if you stick 
to an income tax-based system, and you are going to gain competi- 
tive opportunity if you go to a consumption tax. 

Everybody on Earth understands that except the United States. 
Let me drive that home again. 

Everybody on the Earth understands that except the United 
States, and the travesty is we put it in the General Agreement on 
Tariffs and Trade in 1947. We are stuck with it. We might as well 
adjust to it. 

Now, let me describe the system I have proposed. Let me just 
show you in my testimony in front of you, the most important page 
of the whole statement is the VAT form. That is all you need to 
collect the necessary amount of revenue. 

Now, there are essentially three steps that I would like to see us 
carry out. 
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First, I want to repeal the income tax, the personal income tax 
and the corporate income tax, and then I want to go further. 

Second, I want to repeal the FICA tax, and that is a whale of 
a lot of repealing. That is most of the revenue in the United States. 
I don’t want to start a debate about excise taxes, estate taxes and 
things like that. We can — that is not a lot of money, we can attack 
that at another period of time in the history of this Committee. 

But we ought to repeal the income tax, the personal and cor- 
porate, and we ought to repeal the FICA tax, and we ought to re- 
place it with a consumption-type tax, and we can do that without 
changing the tax burden and without increasing or decreasing the 
revenue that we collect. We ought to do it cold turkey. 

There is going to be a little blood on the table when we do it cold 
turkey, but there will be a lot more blood on the table if we have 
to try to phase all this in. On January 1, 199x or 200x, we ought 
to bite the bullet and get it done. We can. It is just going to take 
understanding; it is going to take cooperation; and it is going to 
take debate. 

Now, the third step in all of this is that we would have adjusted 
it, as far as American taxpayers are concerned, we would have slid 
the burden of taxation down if we go to a straight consumption tax. 
We are going to have to have some kind of burden adjuster in the 
system. 

There are many ways we can do it, but we should not do it with- 
in the value-added tax that I advocate because it will make the 
value-added tax very, very complicated and impossible to admin- 
ister. 

We are essentially going to have to give back to some very low 
income — go to page 4 and look at the problem we face there. I 
would imagine that we would for all practical purposes probably 
have a value-added tax rate, if we repeal all the taxes I have 
talked about, of around 20 percent. 

Now, we could have a lower rate than that if we don’t repeal as 
many taxes, but if we repeal all the taxes I have talked about, the 
value-added tax rate would be around 20 percent. Just look on that 
table and see where the tax burden falls above and below 20 per- 
cent. 

Look down at the bottom and you’ll see the current effective tax 
rate is 23.9 percent, so we are going to have to do some adjusting. 
We can do that very simply by using perhaps, but this is not an 
exclusive method, the earned income credit, we could have a lower 
earned income. We could have an increased income credit for the 
low-income individuals and we could have a higher income credit 
or negative income credit for the upper income people. We could do 
it all in one short piece of paper, and just do it that way, very sim- 
ply. There are lots of other ways we could do it, but we should not 
do it within the structure of the value-added tax. 

Now, how do you collect the value-added tax? 

First of all, only businesses would be involved in collecting the 
tax. The consumer would pay the tax, the consumer pays the tax 
today. 

Anybody who tells you the consumer doesn’t pay the tax today 
doesn’t understand how the system works, but the consumer would 
pay the tax and the business would collect it. 
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What would the business do? 

The business at the end of the tax paying period would simply 
add up all of its sales, everything it sold that had been used in its 
business, whether it sold a piece of its — what we now call capital 
equipment, or whether it sold its consumer goods, but just add 
them all up, and from that they would subtract all of the value of 
the goods that they exported. 

Bang, there goes your cost of government on these glasses right 
there. We become much more competitive by that simple step. 

If you export goods, you subtract it from the total amount of 
goods that you report as income. And then you subtract from all 
of that the total purchases that your business made during the 
same tax paying period, and you then multiply that times the tax 
rate. 

If you had more sales than you did purchases, you pay a tax. If 
you had less sales than you do purchases, you get a check back 
from the government. 

I know that is going to shock some of you, but that is the way 
all other value-added taxes in the world work. If the purchases ex- 
ceed the sales, the taxpayer gets back a check. That is all there is 
to it. Individuals, nonbusinesses, individuals would not be involved 
in this at all. 

We now harass through the IRS about 130 million Americans 
every year. If you go to the value-added tax you would be harassing 
something less than 12 million businesses, and you would only har- 
ass them with this very short and very simple form. Anybody could 
fill this out. 

My 8-year-old CTandson could fill out this form. He could read it 
and he could do the mathematics on it, and he could fill it out, and 
that is all of the intervention that we would have to do to raise the 
amount of money of the taxes that I think we ought to repeal. 

We ought to repeal the personal income tax, the coporate income 
tax, and all of the FICA tax. That would make America competitive 
internationally, we would begin to save jobs in America and rebuild 
our worker employment here. 

We would have a little unemployment based in the tax indus- 
try — and those are fine people, and I want to say they are fine peo- 
ple and well educated people who are spending most of their life 
now making substantial livings. We had a tax expert here with us 
yesterday that did that, manipulating the income tax. That is one 
of the finest paying jobs. One of the best trained work forces in 
America tries to figure out how do you manipulate, get out of pay- 
ing this cotton pickin’ income tax we have got now. Those people 
are smart enough, they would find other employment. 

But Americans by and large would profit by this. We would save. 

You know, we are now spending at least $300 billion a year to 
collect the $1.4 trillion we spend. We are probably spending as 
much as $6 billion — $600 billion a year. I would imagine that on 
the foreign tax provisions alone, we now spend more money trying 
to collect the tax than we collect in revenue. 

On the income tax we are probably spending 50 percent of what 
we collect, just to collect the tax. On the personal income tax, it is 
less than that, and on the FICA tax it is a steal. It is the greatest 
ripoff that we nave ever done as far as collecting. 
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It is real simple. Everything except the nanny tax, that is the 
most complicated thing that we ever imposed on the world. At least 
it was up until I thii^ we corrected it last year, but — so that is 
what I advocate. In principle, I don’t want to change the amount 
of revenue we collect. I don’t want to change the tax burden that 
we collect from, and we ought to get on with it and we ought to 
do it cold turkey. 

[The prepared statement and attachments follow:] 
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TBSTIMOHY OF 

THE HONORABLE SAM M. GIBBONS 
RANKING DEMOCRAT 
COMMITTEE ON NAYS AMD MEANS 
BEFORE 

THE COMMITTEE ON MAYS AMD MEANS 
ON 

REPLACING THE FEDERAL INCOME TAX 
JUNE 1 , 1995 


Mr. Chairman and my colleagues/ 

In my 26 years on this esteemed Committee and during my 
tenure as Acting Chairman and now as Ranking Democratic Member o£ 
the Committee/ I have thought a great deal about the best way for 
our government to raise the revenue it needs and about the impact 
of the various alternatives on taxpayers, on our national 
economy, on our competitive position worldwide, and on our 
future. I am very pleased that Chairman Archer is committed to 
taking a serious look at alternatives to our revenue system. 

More than a decade ago, I came to the conclusion that the 
current system should be replaced and that one particular 
alternative is preferaible to others. As most of you know, I have 
developed and refined over the years my version of a single-rate 
subtraction-method value-added tax as a replacement for our 
current personal and corporate income taxes as well as most of 
our payroll taxes. 

I have attached to my testimony and submit for the record a 
description of my value-added tax proposal. I have designed a 
sample tax form, which, as you can see, is the cover sheet of 
this testimony. I will take you through this form line by line, 

1 am gratified that national attention is now focused on the tax 
system that I have worked so hard on for so many years. 

Major Change in Our Federal Revenue Systea 

First, I want to take this opportunity to talk with you 
about why I think fundamental tax reform is important . The current 
income tax should be repealed. It has become a maze of 
complexity. It is widely perceived as unfair. It has not kept 
pace with the economic realities of the modern global 
marketplace. It creates economic distortions, thus interfering 
with economic efficiency and growth. It does not reach the huge 
underground economy. It has become burdensome to many taxpayers, 
particularly small businesses who must struggle through a pile of 
Federal tax forms every quarter. 

My proposal represents a major change in our revenue system. 
There are three basic steps: 

Step 1. Repeal of :the_ individual ^nd corporate, income, taxes and 
most payroll taxes . Wage-earners would no longer be 
subject to FICA (social security) taxes on their first 
dollar of earnings. They would not see their gross 
paychecks shrink, as they do today because income and 
FICA tcoces are withheld today. Their net paychecks 
would equal their gross earnings. Businesses would no 
longer pay the corporate income tax. 

Step 2 . Imposition of a sinule-rate. subtraction-method. value- 
added _t ax on businesses, — This would be collected_at 
the business level only . Every incorporated and 
unincorporated business would be subject to this 
system. 

The rate would be set to raise only sufficient revenue 
to replace the current income and payroll tcoces. 
Businesses only would collect and remit the tax, as I 
illustrate in the attached "Description of Value-Added 
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Tax Form" beginning on page 6 . Most of these 
calculations required would be made anyway in the 
ordinary course of their businesses. 

It is important to point out that this system is not a 
national retail sales tax. A sales tax is applied as a 
set percentage of the retail price of goods and 
services. On the other hand, a value-added tax is 
levied at each stage of production only on a firm's net 
value-added. 

Step 3. AdiuatmenLs _to_ the resultinQ tax burden^ would _be 

neceasajTV.to maintain the current distribution of the 
Federal tax system . Any new teoc system should result 
in the same tax burden on each income group as the 
current tax system imposes. The distribution of the 
current tax burden is presented in Table 1, and the 
historical stability of the tax burden over the last 
two decades is presented in bar-graph form (see pages 4 
and 5) . 

Fundamsntal Principles 

This week's hearings focus on several different consumption 
tax alternatives. These differ in design, in administration, and 
in impact. I believe that they and any other alternative must 
satisfy four fundamental criteria. I am unwilling to entertain 
proposals that violate these principles. 

R^vepue Neutrality . The debate about the best method by 
which the government raises revenue should not be confused with 
the issue of how much revenue the government should raise. As we 
did in 1986, we should maintain a standard of revenue neutrality. 
This is not the debate about how large our government should be, 
about what the proper role of government in society is, or about 
what the priorities of government spending should be. All those 
issues can be and should be discussed, but not in the context of 
tax restructuring. 

Fairness . Equitable distribution of the tax burden is of 
paramount importance. I believe in a progressive teuc system. I 
believe in some relief for the least well-off among us. I 
believe in a society that worries about all of its citizens, not 
just the successful ones. I will not advocate any alternative 
revenue system that fails to address the question of fairness by 
including measures to maintain the current distribution of the 
tax burden. 

Simplicity . Both individuals and businesses resent and 
complain about the level of con^lexity of the current tax system. 
Taxpayers worry that they are being unfairly taxed and that 
others have found ways to avoid the tax. Extensive and lucrative 
industries of lawyers, accountants, and tax preparers spend 
countless hours and unbounded energy helping taxpayers through 
the maze of complexity to minimize their tax liabilities. A 
simpler tax system would free up these resources to engage in 
more productive economic enterprises. A simpler system would be 
better understood by the average citizen and, thus, would avoid 
the ill will and skepticism generated by the current system. A 
simpler system would improve compliance and streamline 
administration. 

Many alternative tax systems purport to be simple, but a 
close examination of the details belies that claim. One of the 
reasons I believe my proposal is preferable to others is that it 
has almost no special exemptions or deductions and it has only 
one rate. This is very important to achieving the simplicity for 
which we all hope. 
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Economic Efficiency . A good revenue system should minimize 
interference in economic markets. It should result in the least 
amount of distortion «tnd bias, should encourage economic growth, 
and should promote the vigor and competitiveness of American 
companies. Complying with a good revenue system should be 
straightforward and not too costly. A simpler, less burdensome, 
more neutral tax system would provide opportunities for more 
efficient use of our Nation's resources. That would be to the 
benefit of all Americans and would improve the future standards 
of living of our children and grandchildren. In our examination 
of alternative tax systems, we must keep this goal in the 
forefront and make sure that every decision we make along the way 
furthers this goal . 

International Competitiveness . The current income tax is an 
impediment to maximum competitiveness of American companies in 
international markets. The income tax simply has not kept up 
with the many changes that have occurred in the global 
marketplace. The current system penalizes exports because under 
the rules of the World Trade Organization (WTO) , formerly the 
General Agreement on Tariffs and Trade (GATT) , only indirect 
taxes, such as a VAT, can be adjusted at the border. Income 
taoces cannot be removed from the price of goods when they cross 
the border to be exported. I believe that a border-adju8t£d:>le 
teoc system would promote the competitiveness of American 
companies and invigorate American exports. 

Conclusion 

I believe that we must be open-minded when we consider 
alternative revenue systems. There are many competing ideas. 

No proposal has the inside track. 

Any final decision about restructuring our tax system is a 
long way off. I agree with Chairman Archer that none of these 
alternatives is going to become law in this Congress. The effort 
to reform the tax system will take time. It should be the 
subject of much careful thought and planning. It cannot happen 
without exhaustive study by this Committee and its Senate 
counterpart , 

The implications of replacing large elements of our current 
system must be understood and dealt with. We need to educate 
ourselves and the public about the advantages and disadvantages 
of our current system and of the many alternatives. We need to 
hear expert opinions and openly and objectively debate the 
issues. The public must understand the choices and knowingly 
signal its readiness to embrace a new system. As with all 
successful legislation, a new revenue system must evolve from an 
deliberate, ongoing exercise in education and serious thought. 

It cannot be a f lash-in-the-pan solution -- if it is, it won't 
work . 


I encourage thorough review of the issues. I am sure that 
my colleagues, who care about the American people just as I do, 
will see the wisdom of the four principles I have outlined here. 

I believe that each alternative proposal must be assessed against 
these criteria. 

After years of study and review, I have come to the 
conclusion that my single-rate subtraction-method value-added tax 
is the best way to satisfy these criteria. I welcome the 
discussion in the coming months about fundamental tax reform. I 
hope that the research and thought I have devoted to this issue 
over many years will help to further the discussion and will be 
of use to my colleagues. A description of my proposal begins on 
page 6 . 
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TABLE 1 

DISTRIBUTION OF THE CURRENT FEDERAL TAX BURDEN 
(1996 INCC»<E LEVELS) 


INCOME RANGE 

NUMBER OF 
FAMILIES 
(in millions) 

AVERAGE 
INCOME 
(in dollars) 

EFFECTIVE 
TAX RATE 
(in percent) 

Less than $10,000 

14.6 

$6,009 

6.7 

$10,000 

- 20,000 

18.5 

$14,794 

10.4 

$20,000 

- 30,000 

16.6 

$24,941 

16.5 

$30,000 

- 40,000 

13.5 

$34,841 

19.4 

$40,000 

- 50,000 

10.8 

$44,808 

21.7 

$50,000 

- 75,000 

17.7 

$61,278 

23.6 

$75,000 

- 100,000 

8.6 

$85,637 

25.4 

$100,000 - 200,000 

7.0 

$129,788 

26.7 

$200,00 

or more 

1.9 

$486,031 

32.0 


ALL 

110.8 

$48,165 

23.9 


SOURCE: Congressional Budget Office, January 1995. 


Effective Total Federal Tax Rates, by Income 
Quintile, Selected Years 1977-1994 (in percent) 


469 





470 


OIBCTSSIOK PRATT OF A MW RBVBmiB SYSTBM ; 
K VAL08-APPKD TAX 


The centerpiece of a comprehensive program to reform the 
Federal Government's revenue system should be a broadly based and 
uniformly applied value-added tax (VAT) . The following is an 
outline of the principal features of a potential tax system: 

• BUSINESSES ARE TAXPAYERS 

Businesses (i.e.. corporations, partnerships, and sole 
proprietorships) would be required to collect the tax. 

The business itself would be responsible for filing 
periodic returns and remitting the teuc. For sole 
proprietorships, the individual owner would be 
responsible. Other individuals would not be subject to 
collecting or remitting the VAT. 

• ONE TAX RATE 

There would be a single tax rate applied to all 
businesses (including government businesses). The rate 
would be a function of the desired revenue level to 
replace the repealed taxes. 

• BROAD TAXABLE BASE 

The taxable amount for each business would be its 
economic "value-added," which equals the excess (if any) 
of its receipts from sales of goods and services over its 
payments for purchases of goods and services from other 
businesses. Sales of all goods and services by 
businesses would be included in the system (except 
exports, as discussed below), including all professional 
services, financial services, food and beverages, medical 
services and products, new houses, and rental housing. 

No businesses would be "exempted" from the system. 

• SUBTRACTION METHOD OF_CC»lPaTING_TAX LIABILITY 

The tax would be computed using the subtraction method. 
Gross receipts from sales of goods and services would be 
the tentative tcixable amount. Gross costs for purchases 
of goods and services would be deducted from that amount . 
The balance would be the business' value-added base, 
which would be multiplied by the tax rate to determine 
the tax liability. If the balance is negative because 
purchases exceeded sales for that period, the business 
would receive a refund equal to the balance multiplied by 
the tax rate. 

• BORDER ADJUSTMENTS 

Imports . The tax would apply to sales of imported goods 
and services. This should be done in a manner which 
imposes the least administrative costs while assuring the 
highest rate of compliance. For goods, the options 
include ; 

(1) payment by the seller or purchaser when goods 
enter the country at customs locations, with a 
subsequent deduction by the purchaser for the cost of 
the goods, or 

(2) denial of a deduction by the purchaser for the 
cost of the goods. 
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For imported services (with the possible exception of 
transportation services for imported goods) , the only 
workable option probably is (2) above. 

Exports . The tax would not apply to sales of goods or 
services for export. A business which sells goods for 
delivery outside the U.S. (or, in general, services for 
use outside the U.S.) would exclude such sales when 
computing its taxable base while still deducting all 
purchases . 

• TREATMENT OF PARTICULAR BUSINESSES 

Housing Sectors . Sales of houses by businesses such as 
builders, developers, renovators, etc., would be included 
in the system, just like sales of all other goods by 
businesses. Renovation and remodelling services would 
also be included. Rentals by landlords would be 
included. Resales of houses by homeowners would not be 
subject to the tax. 

Financial Intermediaries . The financial intermediation 
services of businesses such as banks and insurance 
companies would be included in the system, just like all 
other services. In general, their gross sales of 
services would be limited to the "spread" between the sum 
of interest, premiums, and investment income received 
{from borrowers, insureds, and investments) and the sum 
of interest and claims paid (to depositors and insureds) , 
plus identifiable fees for specific services and other 
sales receipts. 

Governments . Sales of goods and services to governments 
would be included in the system. Governments should not 
be exempt from the tax for their sales of goods and 
services . 


Sales to non-profit entities would 
be included in the system. These entities should not be 
exempt from the tax for their sales of goods and 
services. 


Agricultural Ente roriage . Agricultural enterprises would 
be included in the system. 

Leasing Companies . Receipts of businesses which lease 
and rent goods would be included in the system. 

• TREATMENT OF ^ABTICTIAR GOODS AND SERVICES 

Used Property . The receipts from sales of used 
machinery, equipment, and other property that has been 
previously deducted by a business would be included in 
that business' gross sales receipts. 

Leased Property . Payments for leased property would be 
deductible by the lessee business. 

Intangible Assets . The receipts from sales of intangible 
assets such as patents, copyrights, trademarks, etc., 
would be included in gross sales receipts. Purchases of 
such intangibles would be deductible by the purchasing 
business . 
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DBSCRZPTIOH OF 
VALtTB- ADDED TAX FOItM 


The value-added tax that I am outlining today would be an 
extraordinarily simple tax form for businesses to fill out. The 
VAT would be collected and remitted only by businesses and would 
require fewer than a half dozen single computations, many of which 
would be made whether or not there was a value-added tax. 

First, on line 1, the business would be required to compute 
its gross business sales. It is impossible to conceive of a 
business that wouldn't make this computation, whether or not it 
was subject to a value-added tax. In determining this amount, the 
business would only have to take into account the following 
amounts : 

• Sales of goods and services produced or sold in the 
course of its business; 

• Amounts (such as rents or royalties) received for 
granting the right to use property (whether tangible or 
intangible) ; and 

• Amounts received from sale of assets which were used in 
the business. 

From the amount of the gross business sales, a business would 
subtract the following amounts: 

• The amount of returns and allowances made during the 
t«ocable period and the ao^unt previously included in 
gross sales that becomes uncollectible during the taxable 
period; and 

• On line 2, the portion of the gross business sales 
received for export of property or services. 

The subtraction for exports is the simple way of making the 
value-added tax adjustable at the border for American exports. 

After- computing its net business sales, a business would have 
to compute its total business purchases on line 4. Again, the 
computation would be quite simple, and it is a mirror image of its 
computation of gross business sales. It would consist of the 
gross amount spent for the following amounts: 

e Goods and services to be used or sold in the business; 

• Rents and royalties for the right to use property, 
whether tangible or intangible, in the business; and 

• Acquisitions of property to be used in the business. 

The only adjustment to the gross amount of business purchases 
would be made on line 5: a reduction for the amount of purchases 
of property or services imported by the business. This is a very 
simple adjustment to carry out the policy of having the value- 
added tax adjustable at the border. 

Finally, the tax on line 6 liquid equal a specified percentage 
of the excess of the net business sales over business purchases. 

If the business purchases exceed the net business sales, the 
business would be entitled to a refund equal to such percentage of 
that difference. This again carries out the policy of having the 
tax adjustable at the border. In all cases, businesses would be 
entitled to a refund of the value-added tax imbedded in their 
business purchases used in producing exported property . 
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It is far easier for me to set forth what a business must do 
to comply with my proposed value-added tax than to enumerate the 
many things required under existing law that businesses would no 
longer be required to do. 

Many companies file consolidated income tax returns for 
purposes of the existing corporate tax. This involves elaborate 
record keeping for inter-company transactions . Complex rules 
govern the extent to which the losses of a subsidiary can be used 
to offset income of the other members of the group. Under my 
value-added tax« the only computations on a consolidated basis 
would be computations of gross sales and business purchases. This 
could simply be accomplished by not taking into account sales and 
purchases between members of the group . 

Under existing law, many companies are required to maintain 
inventories. They must keep records of amounts in inventory and 
allocate expenses between amounts that have to be capitalized as 
part of inventory and those that can be expensed as overhead. In 
addition, companies using the LIFO method must maintain elaborate 
records as to the various layers of its inventory. None of this 
is required under my proposed value-added tax. 

Under existing law, businesses are required to capitalize and 
then depreciate acquisitions of plant and equipment . They are 
required to distinguish between items such as repairs, which can 
be immediately expensed, and other items which are betterments or 
improvements and must therefore be capitalized and depreciated. 
They must maintain records as to the depreciable basis of each 
asset. None of this would be required under the value-added tax. 
All amounts for acquisitions or in^rovements of property would be 
immediately expensed. 

All of the enormous complexity involving the foreign tax 
credit would be eliminated. 
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A Revenue System for America's Future 



U.S. Value - Added Tax Return 


Fonn VAT 

/ Fv Businesses Od^' \ 

\ For taxable penod begDnmj; / 

T ■ m— ,r 

1995 

Qieckifa 

Every Bueinees in usA 

Business ID# 

consolkUted 1 | 

return (etuch 
schedule) 

A44M«e 1234 Mein Street 


eii>.as.u.ii» Anytown, OSA 12345 









3. Total tmble receipts subtract line 2 from line 1 . . 



4. Gtoss purchases 






5 fS > 

6 Total business purchases . . subtract line 5 from line 4 . . 


6.S 




7, f 

8. Totaltax (??%xline7) 

9. Taxdue if line 7 positive • Refund due if line 7 nraative ■ . 


LJ 

9 S 

Please 

Sign 

Here 

1 4edar* that the Imfrnmsthmihmi skew It ^ue end eemptit*. 

X 

Signature ofOfRcer 

Date 

Title 
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Mr. Gibbons. Senator? 

I am ready for questions about it. What do you say, Mr. Chair- 
man, do you want to go through the question session now? 

Chairman Archer. Sam, if it is OK with you, I would like for 
you to stay where you are and if Senator Specter would grace us 
with his statement, maybe we could release him and send him back 
to other things. I know you must have a few other things to do. 
We would be pleased to hear from you, and then we will inquire 
of Congressman Gibbons. 

Senator Specter. 

STATEMENT OF HON. ARLEN SPECTER, A U.S. SENATOR FROM 
THE STATE OF PENNSYLVANIA 

Senator Specter. Thank you very much, Mr. Chairman. I very 
much appreciate the opportunity to testify before this very distin- 
guished Committee in this very beautiful room. This is the first 
time I have ever had a chance to testify here, and we don’t have 
one to match it on the Senate side, so I am delighted to be here. 

I very much appreciated an opportunity to listen to Congressman 
Gibbons’ testimony, and there is one unifying feature which I be- 
lieve is emerging from all corners. That is that we need a reform 
of the current tax system, and I saw you, Mr. Chairman, on tele- 
vision on Tuesday evening to the same effect, and the question is 
where we go from here to achieve such reform. 

When Congressman Gibbons testifies about the intrusiveness of 
the current tax system on 130 million Americans, I think he per- 
haps even understates a bit to the extent that the statistics show 
that we spend 5.4 trillion hours on tax returns, and so many of us 
have received these computer printouts saying we owe $111.17. 

It takes a tremendous amount of time to figure out that the gov- 
ernment is wrong, and that the computer is inaccurate, and so we 
desperately need a change. 

My own view is that the best system is the flat tax, and I say 
that because of its tremendous progrowth capabilities and its sim- 
plicity and its fairness. The legislation which I have introduced in 
the Senate, S. 488, is modeled after a program designed by two dis- 
tinguished professors at Stanford — Hall and Rabushka. They have 
worked on it for a long time. 

Their first publication was put out in 1981, and they have re- 
vised it since, and it is a hard matter to get a comprehensive han- 
dle to see to it that it turns out to be tax neutral, revenue neutral, 
and also turns out to be fair. 

When we talk about a balanced budget, we are talking about a 
long overdue objective of government, but that is one side of the 
economic coin. The other side is stimulus in order to have 
progrowth. And the Hall-Rabushka projections show an increase in 
the gross national product of $2 trillion within 7 years and a lower- 
ing of the interest rate by 2 percent, which is very, very substan- 
tial. 

The tax rate which Hall and Rabushka propose is a 19 percent 
flat tax which is tax neutral. The Majority Leader, ConCTessman 
Dick Armey, has modeled his legislation after Hall-Rabushka. 

He has it slightly different than I do. He projects 20 percent to 
start and down to 17 percent, but there may be an issue about rev- 
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enue neutrality with Congressman Armey’s plan. I have added one 
point to the 19 percent flat tax of Hall-Rabushka, and I do so be- 
cause I believe there needs to be just a little bit of deductibility to 
have a practical alternative to get the legislation passed. 

I leave very limited deductions for interest on home mortgages, 
up to $100,000 in borrowing, and deductibility on charitable con- 
tributions limited to $2500. Congressman Souder, who is listed as 
a witness later today, has advised me that he intends to introduce 
a companion bill to mine with one modification. He does not want 
to limit charitable contributions. 

I think that it is difficult to have a tax which is entirely flat, but 
I think that these two concessions still leave it reasonably flat, and 
I see the intermediate light is on, so I would come to a close here 
by showing the tax return under my tax proposal. I hope you won’t 
mind if I defer to C— SPAN to show the return. 

It is a postcard tax, can be filled out in 15 or 20 minutes, would 
save tremendous amounts of time, and I agree totally with what 
Congressman Gibbons has said and what you have said, Mr. Chair- 
man, and others have said about the need for a national consensus, 
and I will confess to having done quite a bit of traveling recently, 
and wherever I go I am never without my American Express or my 
flat tax postcard, and I show it on all the television interviews and 
perhaps one of the best tests is that invariably the cameraman 
wants a copy. 

There is a lot of interest in the flat tax, a tremendous amount 
of interest, and I compliment you. Chairman Archer, for these 
hearings. I have had the pleasure to appear with Congressman 
Armey on three other hearings; on the Senate side, the House side, 
and the Joint Economic Committee, and I believe when there is 
sufficient public understanding that there will be a demand, an av- 
alanche on the Congress to change the system. And I am prepared 
to listen to Congressman Gibbons or to variations of Congressman 
Armey or other proposals, but I think debate is very healthy and 
after a lot of analysis I have come down in favor of the flat tax. 

I thank you very much, Mr. Chairman, and Members of the Com- 
mittee. 

[The prepared statement and attachments follow;] 
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Testimony of Senator Arlen Specter 
House Ways & Means Committee 
Flat Tax Hearing 
June 8, 1995 


Mr. Chairman, I appreciate this opportunity to appear before the House Ways & Means 
Committee to testify regarding flat tax legislation and my bill, the Flat Tax Act of 1 995, S.488. I 
am also pleased to recognize the eflforts of Congressmen Mark Souder and Ceroid Solomon who 
are introducing companion legislation to S 488 in the House of Representatives today. 

Over the past several weeks, Congressman Armey and I have testified before the Senate 
Finance Committee, the House Small Business Subcommittee on Tax and Finance and the Joint 
Economic Committee regarding the incredible complexity of the tax code and the fact that very 
few people understand our tax laws, much less the implications of a dramatic reform of these 
laws. I firmly, believe, however, that the more Americans learn about the flat tax, the more they 
like it. A recent poll by Newsweek magazine demonstrates the breadth of this support already, 
with 61% of the respondents indicating they favor a flat tax and a majority of these supporters 
expressing their preference for my flat tax plan, S.488 

This groundswell of support has extended to the halls of Congress, as more and more 
Members of the Senate and the House of Representatives are expressing their interest in the flat 
tax This support has increased after our recent Easter and Memorial Day recesses, when many 
Members of Congress travelled to their home states and districts and heard first-hand the 
demands of their constituents for simplification and reform. 

The tax system that we use in America today is a national disgrace, with a dedicated 
deduction for every interest group and a loophole for every lobbyist Our current system is 
bizarre, burdensome, and biased against growth The flat tax will give the American people a 
system which is simple, fair and pro-growth. 
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My flat tax bill would scrap the vast majority of IRS rules and regulations, with the 
myriad rates, deductions and instructions, and replace them with a 20% flat tax under which 
Americans could file their tax returns on a simple 10-line postcard. Thus, instead of spending 
billions of dollars every year on high-priced tax attorneys or accountants who are a virtual 
necessity for anyone seeking to flU out tax returns, and billiorrs of hours, Americans could 
devote their energies to more productive pursuits. 

The basic model for my legislation comes from a plan created by Professors Robert Hall 
and Alvin Rabushka of the Hoover Institute and a flat tax bill introduced in the House of 
Representatives by Majority Leader Richard Armey. These other plans, however, would 
eliminate all deductions 

I have included limited deductions for home mortgage interest on up to $100,000 in 
borrowing and charitable contributions up to $2,500. While these modifications limit the purity 
of the flat tax principle, I believe that those two deductions are so deeply ingrained in the 
financial planning of American families that they should be retained as a matter of fairness - 
and also political practicality With those two deductions maintained, passage of a modified flat 
tax will be difficult, but without them, probably impossible 

For example, I have had several meetings with representatives of the real estate industry, 
including the National Association of Realtors, and they have expressed their strong opposition 
to an outright repeal of a deduction which many low and middle income Americans desperately 
need in order to afford the homes they live in or to maintain the hope of eventual home 
ownership According to the Congressional Research Service, however, my flat tax will 
accommodate over 80% of taxpayers who have home mortgages under $100,000 and the 
remaining taxpayers will reap the benefits of lower borrowing costs by a drop in interest rates of 
up to two points 

In this Congress, we have been concerned with the work of reducing the size and cost of 
government, and this is work which is vitally important But the work of downsizing 
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govenunent is only one side of the coin. What we must do at the same time, and with as much 
energy and care, is to promote economic growth As we reform the welfare programs and 
government bureaucracies of past administrations, we must replace those programs with a 
prosperity that extends to all segments of American society through private investment and job 
creation — which can have the additional benefit of producing even lower taxes for Americans as 
economic expansion adds to federal revenues. Just as Americans need a tax code that is fair and 
simple, they also are entitled to tax laws designed to foster rather than retard economic growth. 

Under my tax plan, individuals would be taxed at a flat rate of 20% on all income they 
earn from wages, pensions and salaries Individuals would qqI be taxed on any capital gains, 
interest on savings, or dividends The flat tax will also eliminate all but two of the deductions 
and exemptions currently contained within the tax code. Instead, taxpayers will be entitled to 
"personal allowances" for themselves and their children; $9,SOO for a single taxpayer, $14,000 
for a single head of household and $16,500 for a married couple filing jointly; and $4,500 per 
child or dependent. These personal allowances would be adjusted annually for inflation Thus, a 
family of four would be entitled to $25,500 in tax-free income before any taxes were assessed on 
their wages 

Businesses would also be taxed at a flat rate of 20%. My legislation would eliminate the 
intricate scheme of depreciation schedules, deductions, credits, and other complexities. Instead, 
businesses would only dedua wages, direct expenses and purchases. Businesses would be 
allowed to expense 1 00% of the cost of capital formation, including purchases of capital 
equipment, structures and land, and to do so in the year in which the investments are made 

The key advantages of this flat tax plan are three-fold: First, it will dramatically simplify 
the payment of taxes. Second, it will remove much of the IRS regulatory morass now imposed 
on individual and corporate taxpayers, and allow those taxpayers to devote more of their 
energies to productive pursuits Third, since it is a plan which rewards savings and investment, 
the flat tax will spur economic growth in all sectors of the economy as more money flows into 
investments and savings accounts, and as interest rates drop By contrast, there will be a 
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contraction of the IRS if this proposal is enacted 
Simplicity 

The first major advantage to this flat tax is simplicity According to reliable studies, 
Americans spend approximately 5 .4 billion hours each year filling out tax forms. Much of this 
time is spent burrowing through IRS laws and regulations, which, according to the Tax 
Foundation, have grown fi'om 744,000 words in 1955 to 5 6 million words in 1994 Even those 
IRS forms which are intended to be simple are not The IRS notes proudly that it should take 
taxpayers "only" 2 hours and 54 minutes to complete and file the 1040EZ form, which is 
supposedly the most simple tax form available 

Whenever the government gets involved in any aspect of our lives, it can convert the 
most simple goal or task into a tangled array of complexity, frustration and inefficiency. By way 
of example, most Americans have become familiar with the absurdities of the government's 
military procurement programs. If these programs have taught us anything, it is how a simple 
purchase order for a hammer or a toilet seat can mushroom into thousands of words of 
regulations and restrictions when the government gets involved The Internal Revenue Service is 
certainly no exception. Indeed, it has become a distressingly common experience for taxpayers 
to receive computerized print-outs claiming that additional taxes are due, which require repeated 
exchanges of correspondence or personal visits before it is determined, as it so often is, that the 
taxpayer was right in the first place. 

My plan would eliminate these kinds of fiustrations for millions of taxpayers This flat 
tax would enable us to scrap the great majority of the IRS rules, regulations and instructions and 
delete literally millions of words fi'om the Internal Revenue Code Instead of billions of hours of 
non-productive time spent in compliance with (or avoidance of) the tax code, taxpayers would 
spend only the small amount of time necessary to fill out a postcard-sized form. Both business 
and individual taxpayers would thus find valuable hours fieed up to engage in productive 
business activity, or for more time with their families, instead of poring over tax tables, 
schedules and regulations. 
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The flat tax 1 have proposed can be calculated just by filling out a small postcard which 
requires a taxpayer only to answer a few easy questions. The postcard would look like this; 


Form 1 Individual Wage Tax 

1995 

Your fint nime ind mhia] (if joint return, also give spouae's name and initial) 

Your social aecurity number 

Home adtfreas (number and atreet iocludiiig apartment mmihaf or rural route) 

Spouae^ social aecurity number 

City, town, or poet office, tfate. and ZIP code 

1. 

Wages, salary, pension and retirement benefits 

I 

2. 

Personal allowance (enter only one) 



- $16,500 for mamed Cling jouitly 



— S9,S00 for single 



- $14,000 for single head of household 

2 

3. 

Number of dependents, not including spouse, multiplied by $4500 

3 

4. 

Mortgage interest on debt up to $ 100,000 for owner-occupied home 

4 

5. 

Cash <x equivalent charitable attributions (up to $2,500) 

5 

6. 

Total allowances and deductions Oines 2, 3, 4 and 5) 

6 

7. 

Taxable OMnpensaticHi (line 1 less line 6, if positive; otherwise zero) 

7 

8. 

Tax (20% of line 7) 

8 

9 

Tax withheld by employer 

9 

10, 

Tax or refund due (difference between lines 8 and 9) 

10 


Filing a tax return would become a manageable chore, not a seemingly endless 
nightmare, for most taxpayers. 


Slash the RS 

Along with the advantage of simplicity, enactment of this flat tax bill will help to remove 
the burden of costly and unnecessary government regulation, bureaucracy and red tape from our 
everyday lives The heavy hand of government bureaucracy is particularly onerous in the case of 
the Internal Revenue Service, which has been able to extend its influence into so many aspects of 
our lives. 
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In 1994, the IRS employed over 1 10,000 people, spread out over 650 ofiSces across the 
United States. Its budget was in excess of S13 billion, with some S7. 1 billion spent aimually just 
to administer the tax laws, and another $4 billion for enforcement. By simplifying the tax code 
and eliminating most of the IRS' vast array of rules and regulations, the flat tax would enable us 
to cut a significant portion of the IRS budget, including the bulk of the funding now needed for 
enforcement and administration. 

In addition, a flat tax would allow taxpayers to redirect their time, energies and money 
away from the yearly morass of tax compliance. According to the Tax Foundation, in 1994, 
businesses spent approximately $127 billion in compliance with the federal tax laws, and 
individuals spent an additional $65 billion, for a total of $192 billion Monies spent by 
businesses and investors in creating tax shelters and finding loopholes could be instead directed 
to productive and Job-creating economic activity. With the adoption of a flat tax, the 
opportunities for fraud and cheating would also be vastly reduced, allowing the government to 
collect, according to some estimates, over $120 billion annually 

Economic Orowth 

Another major advantage to a flat tax is that it will be a tremendous spur to economic 
growth. Recently, Congressman Armey and I testified before the Joint Economic Committee, 
along with two of the fathers of the flat tax. Jack Kemp and professor Alvin Rabushka, on how 
the flat tax will unleash up to $2 trillion in new economic growth and a drop in interest rates by 
as much as two points 

The economic principles are fairly straightforward Our current tax system is inefficient; 
it is biased toward too little savings and too much consumption The flat tax creates substantial 
incentives for savings and investment by eliminating taxation on interest, dividends and capital 
gains — and tax policies which promote capital formation and investment are the best vehicle for 
creation of new and high paying jobs, and for a greater prosperity for all Americans 
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It is well recognized that to promote future economic growth, we need not only to 
eliminate the federal government's reliance on deficits and borrowed money, but to restore and 
expand the base of private savings and investment that has been the real engine driving 
American prosperity throughout our history These concepts are interrelated, for the federal 
budget deficit soaks up much of what we have saved, leaving less for businesses to borrow for 
investments. 

It is the sum total of savings by all aspects of the US. economy that represents the pool 
of all capital available for investment — in training, education, research, machinery, physical 
plant, etc. - and that constitutes the real seed of future prosperity. The statistics here are 
daunting In the 1960s, the net U.S. national savings rate was 8.2 percent, but it has fallen to a 
dismal l.S percent. In recent international comparisons, the U.S has the lowest savings rate of 
any of the G-7 countries. We save at only one-tenth the rate of the Japanese, and only one-fifth 
the rate of the Germans, which is clearly reflected in the comparative growth rates of our 
economies over the last three decades. 

An aiudysis of the components of U.S. savings patterns shows that although the federal 
budget deficit is the largest cause of "dissavings,” both personal and business savings rates have 
declined significantly over the past three decades. Thus, to recreate the pool of capital stock that 
is critical to future U.S growth and prosperity, we have to do more than just get rid of the 
deficit We have to very materially raise our levels of private savings and investment And we 
have to do so in a way that will not cause additional deficits. 

The less money people save, the less money is available for business investment and 
growth The current tax system discourages savings and investment, because it taxes the interest 
we earn fi'om our savings accounts, the dividends we receive from investing in the stock market, 
and the capital gains we earn from successful investments in our homes and the financial 
markets. Indeed, under the current law these rewards for saving and investment are not only 
taxed, they are overtaxed - since gains due solely to inflation, which represent no real increase 
in value, are taxed as if they were really profit. 
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With the limited exceptions of retirement plans and tax free municipal bonds, our current 
tax code does virtually nothing to encourage personal savings and investment, or to reward it 
over consumption. As William Schreyer wrote recently in the Harvard Bu.siness Review "the 
budget deficit is only one part of a larger national problem; the U.S. saving deficit " 

S.488 will change this system, and address this problem. The proposed legislation 
reverses the current skewed incentives by promoting savings and investment by individuals and 
by businesses. Individuals would be able to invest and save their money tax-free and reap the 
benefits of the accumulated value of those investments without paying a capital gains tax upon 
the sale of these investments Businesses would also invest more as the flat tax allowed them to 
expense fully all sums invested in new equipment and technology in the year the expense was 
incurred, rather than dragging out the tax benefits for these investments through complicated 
depreciation schedules. With greater investment and a larger pool of savings available, interest 
rates and the costs of investment would also drop, spurring even further economic growth 

Critics of the flat tax have argued that we cannot afford the revenue losses associated 
with the tremendous savings and investment incentives the bill affords to businesses and 
individuals Those critics are wrong . Not only is this bill intended to be revenue neutral, but 
historically we have seen that when taxes are cut, revenues actually increase, as more taxpayers 
work harder for a larger share of their take-home pay, and investors are more willing to take 
risks in pursuit of rewards that will not get eaten up in taxes. As one example, under President 
Kennedy individual tax rates were lowered, investment incentives including the investment tax 
credit were created and then expanded, depreciation rates were accelerated, and yet between 
1962 and 1967 gross annual federal tax receipts went from $99 7 billion to $ 148 billion - an 
increase of nearly 50% More recently under President Reagan, after his tax cuts in the early 
1980's, government tax revenues rose from just under $600 billion in 1981 to nearly $1 trillion 
in 1989. In fart, the Reagan tax cut program helped to bring about the longest peacetime 
expansion of the U.S economy in history There is every reason to believe that the flat tax 
proposed here can do far more — and by maintaining revenue neutrality in this flat tax proposal, 
as we have, we can avoid any increases in annual deficits and the national debt. 
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As Professors Hall and Rabushka state it, the growth case for a flat tax is compelling 
It is even more compelling in the case of a tax revision that is simple and demonstrably fair 

Fairness 

In addition to increasing federal revenues by fostering economic growth, the flat tax can 
also add to federal revenues without increasing taxes by closing tax loopholes. Personal income 
in the United States totals about SS trillion. Of this amount, however, only $2.4 trilUon is 
reported as taxable income. Thus, over 50% of personal income is sheltered by legal loopholes, 
deductions, credits, exemptions or outright fraud. Under a flat tax system, all tax shelters will 
disappear and all income will be subject to taxation. With a broader tax base, we can then lower 
tax rates and ensure that all Americans pay their fair share of taxes. 

The flat tax also promotes fairness by lessening the tax burden on working families. By 
eliminating loopholes and thus broadening the tax base, my legislation will force many higher 
income taxpayers to pay their fair share of taxes — and it will allow us to lower the taxes paid by 
lower and middle income families. IRS statistics indicate that in 1 994, over 50% of all tax 
returns were filed by taxpayers earning less than $30,000. The vast majority of these taxpayers 
would pay little or no taxes under my flat tax, because of the $25,500 income exclusion for a 
family of four and the continuation of limited deduaions for home mortgage interest and 
charitable contributions. 

Mr Chairman, no one likes to pay taxes, and no one likes the billions of dollars in 
additional hidden taxes and costs they incur every year simply seeking to comprehend and 
comply with the tax code My 20% Flat Tax Act will dramatically restructure the IRS by 
eliminating most of its rules and regulations and firing most of its employees, and, as a result, it 
will change the way Americans feel about the tax code. I believe that all Americans would be 
veiling to pay their share of taxes under a system that they believe is fair, a system that they can 
understand, and a system that they recognize promotes rather than prevents growth and 
prosperity. My 20% flat tax bill affords Americans such a tax system. 
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The flat tax is an idea whose time has come. I am committed to working with Majority 
Leader Richard Armey, Congressmen Mark Souder and Gerold Solomon, and others to ensure 
continued progress in the flat tax debate, both in Congress and throughout this country. In this 
regard, I am also encouraged by the formation of the Dole-Gingrich Flat Tax Commission, to be 
headed by Jack Kemp, which will work toward promoting passage of flat tax reform. 

Therefore, I urge this Committee to bring the flat tax to the floor of the House of 
Representatives at the earliest possible moment so that all congressmen may be allowed to 
express their support for this fundamental reform I look forward to working with you in this 
endeavor. 

Thank you Mr Chairman and members of the Committee 



ADVANTAGES TO FLAT TAX PLAN 


SIMPLICITY 

Cl ITS CiOVERNMENT 


PROMOTES ECONOMIC 
GROWTH 

INCREASES EFFICIENCY 

RF.nUCES INTEREST 
RATES 

LOWERS COMPLIANCE 
COSTS 

DECREASES FRAUD 

REDUCES IRS COSTS 


A 1 0-tine postcard filing would replace the myriad forms 
and attachments currently required, thus saving Americans 
up to 5 4 billion hours they currently spend every year in 
tax compliance. 

The flat tax would eliminate the lion's share of IRS rules, 
regulations and requirements, which take up 12,000 pages, 
and have grown fi'om 744,000 words in 1955 to 5.6 million 
words in 1994 It would also allow us to slash the 
mammoth IRS bureaucracy of 1 10,000 employees spread 
out over 650 offices nationwide 

Economists estimate a growth of over S2 trillion in national 
wealth over seven years, representing an increase of $1900 
in personal income for every man, woman and child in 
America. 

Investment decisions would be made on the basis of 
productivity rather than simply for tax avoidance, thus 
leading to even greater economic expansion 

Economic forecasts indicate that interest rates would fall 
substantially, by as much as two points, as the flat tax 
removes many of the current disincentives to savings 

Americans would be able to save up to $192 billion they 
currently spend every year in tax compliance. 

As tax loopholes are eliminated and the tax code is 
simplified, there will be far less opportunity for tax 
avoidance and fi’aud, which now amounts to over $120 
billion in uncoflected revenue annually 

Simplification of the tax code will allow us to save 
significantly on the $13 billion annual budget currently 
allocated to the Internal Revenue Service. 
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Income 

Taxes 

Owed 

Effective 

Rate 

Taxes 

Owed 

Effective 

Rate 

<$25,500 

$1,105 

4.5% 

None 

0% 

$30,000 

$2,018 

6.7% 

None 

0% 

$40,000 

$3,300 

8.3% 

$1,300 

3.3% 

$50,000 

$4,500 

9.0% 

$2,900 

5.8% 

$60,000 

$5,700 

9.5% 

$4,860 

8.1% 

$70,000 

$7,810 

11.1% 

$6,820 

9.7% 

$80,000 

$10,050 

12.6% 

$8,780 

11% 

$90,000 

$12,290 

13.7% 

$10,740 

11.9% 

$100,000 

$14,530 

14.5% 

$12,700 

12.7% 

$125,000 

$20,217 

16.2% 

$17,600 

14.1% 

$150,000 

$26,531 

17.7% 

$22,600 

15.1% 

$200,000 

$40,708 

20.4% 

$32,600 

16.3% 

$250,000 

$57,088 

22.8% 

$42,600 

17,0% 

$500,000 

$138,666 

27.7% 

$92,600 

18.5% 

$1,000,000 

$303,006 

30.3% 

$192,600 

19.3% 
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Chairman Archer. Senator Specter, thank you for your presen- 
tation. I certainly agree with you that we have got to generate a 
consensus throughout this country, and all of this debate is 
healthy, even though there may be some smaller disagreements or 
differences between us. 

Your colleague from Pennsylvania, Mr. English, would like to in- 
quire. 

Mr. English. 

Mr. English. Thank you, Mr. Chairman. 

Senator Specter, welcome, and we very much appreciate your ad- 
vocacy on this issue. 

I want to say I particularly appreciate the fact that as an advo- 
cate for the flat tax you have also been an advocate for retaining 
the mortgage interest deduction. As you know, home ownership has 
been a key cultural value in America, and has certainly been one 
of the central tenets of the Republican Party going back to the six- 
ties in the Homestead Act. I would like your sense of how high a 
priority it is to retain the mortgage interest deduction in an alter- 
nate tax system. 

Senator Specter. Thank you very much for the question. Con- 
gressman English. And it is a great pleasure to sit across this 
panel and see you in the House of Representatives, having worked 
with you, for you, and with your parents for many years. You have 
done an outstanding job representing the area in northwestern 
Pennsylvania. 

To the point, I think it is important to retain the home mortgage 
interest deduction to a modest extent. I think we are going to have 
a hard time passing tax reform and if we have the homeowners of 
America against us, it is a block that we cannot win without. 

There is controversy as to what the amount ought to be. When 
I was in Los Angeles a week ago Monday, everybody told me it was 
too little. In Beverly Hills you have to put an extra zero behind the 
$100,000 before you can buy anything, but I have pegged it at 
$100,000 because I think that addresses middle America, and I 
think it is a high priority. 

Mr. English. Thank you. Senator. 

One last question. I know your time is limited here. 

Your system provides for radically simplifying the income tax 
system in America. And I was wondering what do you anticipate 
will be the savings and compliance cost for these changes? And do 
you anticipate that given that 60 percent of filers currently need 
help when they prepare their tax return, we are going to be able 
to dramatically lower that under your tax system? 

Senator Specter. The estimate of some leading economists is 
$200 billion. The estimate in the current issue of Fortune magazine 
is $595 billion. 

I think it is very hard to really gauge what the compliance sav- 
ings will be. I think in psychic savings, it is limitless not to have 
to fill out the tax return. 

I do fill out mine so that I have an understanding as to what we 
are imposing on the American people, and it is an ungodly mess 
every year. Every year I take out last year’s return, I go over all 
the forms. They are invariably changed. 
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I don’t care what the circumstance is, that nothing has been done 
from the Congress, the form has been changed, there are different 
formulas, and you really need to hire a second Philadelphia lawyer 
to begin to start with the compliance. 

Mr. English. Well, thank you. Senator. You are a powerful advo- 
cate for change, and we appreciate your being here today. 

Thank you, Mr. Chairman. 

Chairman Archer. Are there any additional questions for Sen- 
ator Specter? 

Senator, I know you have other things to do, and again thank 
you for coming and appearing before our Committee. 

Senator Specter. Thank you very much, Mr. Chairman. It is a 
great pleasure being here. 

I thank you for your courtesy in expediting my appearance. 
Thank you. 

Chairman Archer. OK, Bill Thomas, do you have questions for 
Congressman Gibbons? 

Mr. Thomas. Mr. Chairman, I don’t know that I have a question 
other than just to indicate to Sam that I think as we listen to these 
other models and attempts to explain away the international trade 
competitive aspect, that somehow the circular flow of economic ac- 
tivity doesn’t go through goods and services purchased and that 
there aren’t adjustments, I believe his arguments are the most 
compelling, and that regardless of the change in system, his belief 
that we have to go cold turkey in a new tax system is absolutely, 
I believe, correct. 

It is interesting that advocates of flat tax are already beginning 
to talk about carve-outs for mortgage deductions as the Senator 
just did and others. The term I dearly love is a modified flat tax 
because it depends on which end of the telescope you are looking 
through. Our current tax system could be argued to be a modified 
flat tax, and so given the years that the gentleman from Florida 
has spent looking at alternative models and attempts to make 
change, I come down finding myself virtually totally in agreement 
with him. The only possible downside — and perhaps you might 
want to talk to this a little bit because I think it is more in theory 
that every system slips — is the argument that the value-added tax 
is somewhat insidious as a tax because it is invisible and it is easy 
to increase and so people won’t appreciate the ability of govern- 
ment in the shadows and at night out of view to increase the reve- 
nue that it extracts from the American people. 

My brief response would be that if you are going to repeal the 
income tax, both personal and corporate, and you are going to re- 
peal the FICA tax, I will take the other side as a possible negative. 

But, Sam, how would you respond to it? 

Mr. Gibbons. I have thought a lot about what you put forward 
there, and about how it would be handled in this Committee. 

Essentially, if the Congress wanted to increase or decrease the 
amount of revenue with the system that I have advocated, there 
would be one very straightforward debate. You have got to either 
increase the rate or decrease the rate. You know when we change 
the amount of money we collect from Americans on this Committee, 
you get the most convoluted debate about all of those ramifications 
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of the change of the Code, and when you get all through we have 
done a hoodwink job on America. 

We have either increased their taxes by gobbledygook that we 
talk about around here or we have decreased their taxes with the 
same kind of gobbledygook talk, but the talk on the Committee 
when we want to increase the amount of revenue under a value- 
added tax that I have advocated here is going to be very direct. We 
are going to have to either vote to increase the rate or decrease the 
rate Decause we should not try to tinker with the tax. 

It is going to be very obvious. It is going to be almost impossible 
to tinker with the base of the tax under the system that I advocate. 
We would be debating rates, and that is what we ought to be de- 
bating here in the Ways and Means Committee. 

Very clearly, the American public ought to know whether we 
stand for raising more money or returning more money to them, 
and believe me, under the current system we have got around here 
now, you get a very mixed message, and I think that we ought to 
avoid that. 

Mr. Thomas. Just let me say also that the Chairman’s argument 
that if we are going to deal with the income tax, we have to pull 
it out by its roots, clearly you are doing that with your proposal. 
To me, the idea of going to a flat tax or a modified flat tax is analo- 
gous to going to a block grant in terms of a Federal program be- 
cause inevit^ly what has happened to virtually every one of us is 
that they erode back to categorical programs over time. 

We inevitably give into the pressure of making adjustments in a 
Tax Code that can be adjusted, and a flat tax is Kind of regrouping 
and going back to a more fundamental Income Tax Code, which in 
my opinion starts the process all over again. 

Is that one of the reasons that you decided to talk about going 
cold turkey? 

Mr. Gibbons. Absolutely. You know, the transition rules, if you 
tried to work out transition rules, you could spend the rest of your 
life trying to work out transition rules from the current system to 
the future system. There is going to be a little blood on the table 
when we get through with going cold turkey, but there will be a 
lot more blood on the table if we try to go through transition rules. 

All of you who served on this Committee know the terrible time 
we have with transition rules. So, you know, we just have to do 
rough justice as best we can by the taxpayer and by the govern- 
ment, but going cold turkey, frankly, is the only way to go in this. 

Don’t let anjmody hoodwink you. 'There will be a lot of lobbyists 
out there who will make a fortune out of transition rules. They will 
come to your office and plead with you that we have got to have 
these kind of transition rules or not, but I would advocate, based 
on my experience, going cold turkey on the first day of January of 
some year in the future. 

Mr. Thomas. I want to thank you very much for your contribu- 
tion. 

I believe, as I said, vou have got the structure that is the correct 
one with the approach that is the correct one. I happen to think 
the American people, when you lay out the options and you are 
honest with them, will a^ee with us and I appreciate very much 
the contribution that you have made, and I can only say that I will 
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contrast your presentation with the administration’s, and I hope 
that we do not get into a partisan discussion, that we should talk 
about the key four principles that you talked about because it is 
a Tax Code for the American people, not Republicans or Democrats, 
and I want to thank you for your contribution. 

Mr. Gibbons. Thank you. 

Chairman Archer. Mr. Cardin. 

Mr. Cardin. Thank you, Mr. Chairman. 

Mr. Gibbons, I want to congratulate you for your testimony, for 
your efforts for many, many years in trying to simplify our Tax 
Code. 

I want you to know that I agree with you that I think we should 
be replacing the income tax with a VAT tax, and I particularly ap- 
preciate the two standards that you mentioned and underscored; 
That we are talking about revenue neutrality so that we can talk 
about the most efficient and fair way to raise the revenues that we 
need for government and not to get into an argument as to how 
much revenue should be raised. 

We should equate with the current revenues the substitute plan, 
and second — and here I think you have stood alone in the proposals 
that have been brought forward, and that is that we don’t ad- 
versely affect middle- and low-income Americans in the distribu- 
tional effect of any tax proposal and the impact that a tax change 
may have. 

One of my deep concerns about the flat tax proposals that have 
been made is that I find it very difficult to understand how they 
can be implemented without imposing additional tax burdens on 
middle- and low-income taxpayers. No proposals have been brought 
forward that compensate for the distributional impact. 

I must tell you, I don’t agree with everything you have said. 'The 
transitional problems are very, very severe. If we don’t have transi- 
tion rules, we need to take a look at the impact we are going to 
have on various sectors. 

Let me just mention one — State and local governments in the fi- 
nancing of their infrastructure. The cold turkey approach would 
have a dramatic impact on the ability of local governments to fi- 
nance their projects, and it is something that we need to under- 
stand before we act, and we are going to need to take some com- 
pensatory action in order not to adversely affect the ability of our 
local governments to move forward with their infrastructure needs. 

Let me just focus on one point. In order to achieve the distribu- 
tional effects that you want under your value-added tax and which 
I want out of the value-added tax, it seems to me that you are 
going to have to have some relationship to income. You have men- 
tioned it as perhaps an earned income tax credit or a negative 
earned income tax credit. 

So we are going to still need to impose some form of income ad- 
justment to the consumption tax in order to be able to achieve 
these levels. If I understand your testimony, your plea is don’t 
make the value-added tax complex by trying to adjust which prod- 
ucts are subject to the tax, let’s work on it based upon the tax- 
payers’ ability to pay and make adjustments for low- and middle- 
income taxpayers as well as for the wealthier taxpayers. 

Is that what I understand you to be saying? 
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Mr. Gibbons. Absolutely. You know, you can’t escape the pure 
fact that for 30 years we have imposed upon classes of taxpayers 
different burdens of taxation in the United States, and page 5 
shows you clearly and unequivocally for 20 years what the burden 
has been. These are CBO figures, not Sam Gibbons’ figures. 

That is what the burden has been. You can see what little 
change we made in it in 20 or 30 years, and that has taken on 
some kind of aura of respectability. 

I am not saying it is perfect, I am not saying that if we actually 
voted on a burden sharing table we would come up with this table, 
but that is what we have done for 30 years. Now, I give you a snap- 
shot on page 4 of what the burdens actually are. 

That includes the burdens of all Federal taxes, all Federal taxes. 
You can’t think of one Federal tax that is not included in that, and 
that is the CBO figures again about that, and there is nothing sa- 
cred about those figures, but we have got to look at them realisti- 
cally and say politically can we change that burden table without — 
can we walk away from that, and when you go to flat tax, flat in- 
come tax you are going to shift that burden down. 

If you go to the value-added tax without making some kind of ad- 
justments outside of the tax for that, you are going to shift the bur- 
den down. I don’t want to do that. I don’t think this Committee will 
want to do it. That is the debate we ought to be having here in the 
Committee and in the Congress and in flie Nation really. 

Mr. Cardin. Mr. Gibbons, very quickly, also on the issue such as 
State financing, I saw you shaking your head affirmatively. I take 
it you would also be amenable to considering changes to help State 
governments as long as we don’t make the Tax Code more complex? 

Mr. Gibbons. That is correct. We ought to do it outside of the 
value-added tax. It can be done. 

Mr. Cardin. I thank you for your testimony. 

Thank you, Mr. Chairman. 

Mr. Thomas [presiding]. The gentleman from Florida, Mr. Shaw. 

Mr. Shaw. Thank you, Mr. Chairman. 

I would like to voice my praise to you, Mr. Gibbons, along with 
Mr. Thomas and the others. 

You have been, I know for the last 14 years, sort of a voice in 
the wilderness with regard to this because I don’t think this Com- 
mittee has really seriously considered alternative tax systems since 
Mr. Ullman left these halls. 

Obviously, it is something we have to approach quite carefully. 
It is revolutionary — the income tax has certainly been built up 
throughout the years. Senator Specter was talking about how dif- 
ficult and complicated the existing income tax level is. 

I have to confess, unlike the Chairman of this Committee, I do 
not prepare my own tax return. I have a master’s degree in ac- 
counting, I am a CPA, I am a lawyer, and I am on the Taxwriting 
Committee, and I hire a CPA to file my tax return. 

That has got to tell you there is something drastically wrong 
with either me or the Code or perhaps both, but I think that when 
we look at these tables that you have produced for us, when we 
look through the massive tables that we require the citizens of this 
country to fill out, we lose so much of our income, so much of it 
is not reported, so much of it is in an underground economy where 
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there is cheating going on, and those of us who are conscientious 
about paying our full share quite frankly resent what is going on 
for those that do not pay their share. 

The simplicity of the process of the VAT tax, once we get to know 
what it is, I think, would be far, far preferable and I think, as you 
very eloquently put forth, would certainly make us much more 
competitive abroad. How this is finally going to break down, how 
many people are going to come out to this Committee, how many 
industries are going to be affected by it, are things that we are 
going to have to wade through, and quite obviously the whole 
mindset of the way we do business, the way we give to charities, 
the way we pay taxes, the way we take out mortgages, all of those 
things are going to be affected by such a revolutionary change, and 
quite frankly before this Committee makes a decision and before I 
as a Member make a decision to support a value-added tax, it is 
necessary for us to have exhaustive and extensive hearings, and 
the Chairman has begun that process. 

As to the flat tax, Congressman Thomas made reference to the 
fact that we did in fact put in a modified flat tax some years ago, 
and the question is if you are going to have a pure flat tax, that 
is one thing. However, as we get through the hearings and as we 
heard from Senator Specter, that process is going to begin to col- 
lapse. 

In addition to praising you for your work on this, I ask for this 
time to have one simple question, and that is what would you do 
with the Constitution if we were to do away with the income tax? 
Would you leave the constitutional amendment in place that origi- 
nally authorized the Federal Government to go forward with an in- 
come tax or would you repeal it? 

Mr. Gibbons. When I was talking to Chairman Archer a few 
days ago, one of my many conversations I have had with him, he 
asked me the same question, and I asked him to let me think about 
it a while. 

I would like to get rid of all indicia of the income tax because 
I think it is a 17th or 18th century idea that we put the death 
knell to it in 1947 when we agreed to the General Agreement on 
Tariffs and Trade — we actually put in the GATT that you couldn’t 
adjust the income tax at the border, but you could adjust a con- 
sumption or indirect tax at the border. 

That signed the death knell for the income tax. I would like to 
get rid of it. If we had a good value-added tax system in place and 
working and if we had been able to maintain something closely ap- 
proaching the burden table that we have got here in place, then I 
would be willing to sign on and abolish the 16th amendment, too, 
but I think I want to put some caveats in there. We have got a lot 
of steps to take along this road, and I want to get rid of it. 

I believe history has already signed its death knell on the income 
tax. 

Mr. Shaw. I believe that if we fail to do that, the American peo- 
ple would be suspicious of the value-added tax as simply an addi- 
tion to the other tax. 

Mr. Gibbons. I agree with you. I agree with you. 

Mr. Shaw. Thank you. 

Thank you, Mr. Chairman. 
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Mr. Thomas. The gentleman from Kentucky, Mr. Running. 

Mr. Running. Thank you. Sam, I appreciate your testimony and 
couldn’t agree with you more that if we don’t do something we are 
going to lose the respect and the confidence that the American peo- 
ple nave in the Congress of the United States to do something 
about a problem when it presents itself 

I think the quicker we can get it done, the better off we will all 
be. I think I worry more about compliance, and if they lose con- 
fidence in the system, the compliance numbers seems to me that 
they will be dropping quicker and quicker, and I wonder if you feel 
that same way? 

Mr. Gibbons. Yes, sir. Mr. Running, that is a good point. I am 
glad you brought it up. 

I think one of the things that has poisoned the well of American 
opinion about their government is the fact that they don’t believe 
we have got enough sense to collect the revenue right. You know, 
this very intrusive tax system that we have, horribly complicated, 
everybody looks at their neighbor and says they are getting some 
break that I am not getting, it is not fair, it is too complicated, I 
don’t understand it, I think that has poisoned the well. 

This is a huge operation. Twenty-three percent of everything 
Americans do goes to taxes, goes to Federal taxes, just on an aver- 
age, and the fact that the system is so unfair and so misunderstood 
and so unable to be understood has poisoned the well about our 
ability to govern. 

Mr. Running. I thank you for vour contribution and look forward 
to working with you to get sometning done fast. 

Mr. Thomas. The gentlewoman from Connecticut, Mrs. Kennelly. 

Mrs. Kennelly. No questions, Mr. Chairman. 

I have had the good fortune to discuss this with the Ranking 
Member, Mr. Gibbons, and I salute him on his testimony. 

Mr. Thomas. I thank the gentlelady. 

The gentleman from New Jersey, Mr. Zimmer. 

Mr. Zimmer. Thank you, Mr. Chairman. I would like to focus on 
exactly how you would keep the distribution of the incidence of tax- 
ation the same under your proposed tax. Would individuals have 
to file a return to establish their eligibility for an earned income 
tax credit or their liability for an assessment on excess income? 

Mr. Gibbons. That is a good question, and let me say I would 
welcome any input you can have in this. I just point out that on 
page 4 that is the current version, and I point out on page 5 that 
is about what we have been doing for the last 20 or 30 years, so 
we have got to face that issue as to how to do it. 

The Canadians in their tax have an adjuster for burden sharing, 
and we could follow their system. I just hit upon the idea that, you 
know, in adjusting the burden we could go to the earned income 
credit system and say for low-income people you get the same 
earned income credit you get today to bring you into this place and 
for the upper-income people you would get a negative earned in- 
come credit for that, so there would be the necessity of filing some- 
thing every year to show what your income is. 

We are going to have to do that anyway unless we make radical 
changes in the Social Security system. We are going to have to 
know what people earned in income so that we will know what 
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benefits to pay them in the Social Security system. I preserve the 
Social Security system just by making a permanent appropriation 
in the legislation to the Social Security Trust Fund. 

That is the same way we pay the interest on the national debt 
today. It has to be appropriated. It is a permanent appropriation, 
and we would just appropriate through the Social Security Trust 
Fund that amount of money. 

So you would have to have some system in which people annu- 
ally reported their total income or we couldn’t operate the Social 
Security system because we wouldn’t know how much to pay the 
beneficiaries, so we are going to have to have that anyway. 

Mr. Zimmer. Mr. Gibbons, I can understand why you would want 
to do that, but it sort of undercuts much of the appeal of the value- 
added tax in the first instance. An accountant in my district gave 
me this button which says, “Simplify,” which I intend to keep. By 
adding an income component you are essentially requiring tax- 
payers, individual citizens, to file a tax return every year. 

I don’t know how the Canadians do it, but it sounds to me like 
you are going to get into all the complexities of what defines “in- 
come,” what deductions there are from income and the like, and I 
think it would make it impossible to repeal the 16th amendment 
because based at least on what Congressman Cox, a former law 
professor, told us yesterday, if you try to have a modified consump- 
tion tax based on income, that would not work without the 16th 
amendment or a new amendment to the Constitution that would 
make it possible. 

Mr. Gibbons. Mr. Zimmer, nobody ever said this was going to be 
easy, and I am sure you recognize that. But you have to face the 
fact that since the beginning of the income tax, there has been a 
tax burden imposed upon the American people — probably since the 
beginning of the country. I am just trying to show you here histori- 
cally what the burden has been over the last 20 or 30 years. 

Politically, and we are all in the political arena, we are going to 
have to either change the burden or we are going to have to adopt 
some mechanism for keeping the burden approximately the same. 
I don’t say that this burden table is perfect, but it is the best I can 
find in exploring around. And we want to — as I say, we want to 
have revenue neutrality, we want to dismiss that argument right 
now, and I think we had better dismiss the burden neutrality thing 
unless we want to take on full scale political warfare about how 
you do it. 

My admonition is, don’t try to adjust the burden within the 
mechanism that is collecting 95 percent of the money in this sys- 
tem. If you do, you are going to end up with the same complex sys- 
tem that we now have for the income tax. 

Mr. Zimmer. On that point, I think we agree. 

Mr. Gibbons. We could do it. 'There is a way to adjust the bur- 
den, and I don’t claim to be the final answer on that. 

I think I am the final answer on the basic kind of tax we ought 
to have though. 

Mr. Zimmer. Thank you. 

Mr. Thomas. The gentleman from Texas, Mr. Johnson. 

The gentleman from Massachusetts, Mr. Neal. 
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Mr. Neal. Thank you. I have no specific questions, but let me 
ask you this. No matter what we do, aren’t there going to be win- 
ners and losers in this debate? 

Mr. Gibbons. As far as individuals are concerned, no, because we 
are going to come right back to the same burden that we have now. 

Mr. Neal. Isn’t the point that Mr. Thomas made essential when 
he said to Senator Specter on his proposal that we exclude mort- 
gage deductions? Isn’t that the point of this? 

I remember the cheer across the country in 1986 that we were 
going to change the system once and for all. People got their bills 
the following year, and they were off the wall about it. 

Mr. Gibbons. Within the burden adjuster, we would take that 
into consideration. TTie last column on page 4, you can manipulate 
that any way you want to. I would point out on the home mortgage 
adjustment — and I don’t want to make the homebuilders mad and 
the realtors — Mr. English, you ought to step across the border into 
Canada, right across Lake Erie — that is a big step 

Mr. English. I do occasionally. 

Mr. Gibbons. They have pretty good housing and most look bet- 
ter than houses in the United States. 

You know, the Canadians think we are nuts. They have never 
had a home mortgage interest deduction in the history of Canada, 
and they have got the same incidence of home ownership that we 
have in the United States. I am no economist, but I think the home 
mortgage deduction has had one ultimate impact. I have a home 
mortgage interest deduction even today, so I am in love with it. It 
has driven up the price of raw land. 

I will give you a personal illustration. I bought the lot on which 
I have lived for 45 years in Tampa for $1,500. That same lot is now 
worth over $200,000. What has driven it up? All the stimulus that 
we have put into real estate on this Committee for the 30 years 
that I have been around here. We have stimulated real estate val- 
ues, and it has run up the price of raw land and has made it im- 
possible for a young family to buy a lot. For $1,500, I bought the 
same lot and it is worth $200,000; it is worth more than the house 
that is on it. That is what has happened with all these crazy stim- 
uli. 

I am in love with the home mortgage deduction. If you want to 
preserve that, I will go along. 

It comes down to the right hand column on page 4, that is the 
burdens, and every time you mess around with it, you have to come 
back to it. It all comes back to that. 

Mr. Neal. How many votes do you think there would be in the 
House tomorrow to eliminate the home mortgage deduction? 

Mr. Gibbons. I don’t know. I don’t know. I think once Americans 
stop and think about it, they will realize — we could do it in the in- 
come adjuster. Only 30 percent of the people who file income tax 
returns even file a long form, so there are not a lot of people that 
take home mortgage interest deductions. Most of our crowd, you 
and I are in that last column, the bottom figure, the $100,000 to 
$200,000. We are in that category, and our friends have home 
mortgage interest deductions so we hear a lot from them. But 70 
percent of the taxpayers don’t even claim a home mortgage interest 
deduction because they don’t file a form on which you can claim it. 
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So it is a big political issue around our set, but you can look right 
next door — as I pointed out to Mr. English, you can go to Canada, 
not far from Massachusetts, and look at their housing stock, look 
at the way they have done it; and they think we are nuts for hav- 
ing home mortgage deductions. They have never had one in Can- 
ada. 

I am not here advocating elimination of the home mortgage de- 
duction. That is a different debate. It will come out of the column 
on the right-hand side. I apologize to the homebuilders and the re- 
altors and all the people that are out there peddling home mort- 
gage interest deductions, but 

Mr. Thomas. The gentleman from Pennsylvania, Mr. English. 

Mr. English. Thank you. Really, it is an enormous asset to have 
someone of your long expertise on this issue on this panel at a time 
when it is considering this issue. 

I have a couple of questions and maybe a couple of concerns with 
the value-added tax. I think you can probably address them di- 
rectly. Mr. Thomas skirted one and that is the issue of visibility. 
I have noticed that, as the VAT advocates have been before this 
panel, they haven’t listed visibility as one of the virtues to be 
sought in a tax system. I am also aware many of the European 
countries that have adopted a VAT have experienced a growth in 
the size of government after adopting it, because it is a relatively 
easy tax to increase, it is so pervasive, it is an incredibly efficient 
revenue machine, and that gives me cause for concern. I would like 
your comments on those points and to the question, would you be 
supportive of a VAT if it included a provision that consumers see 
the price tag of the VAT at the point of sale? 

Mr. Gibbons. Sure. We could do that; that is simple. All we 
would require is that every sales receipt for everything you bought 
and all that business bought said, “This price contains a 20 percent 
value-added tax.” That makes it visible. Evep' gasoline receipt you 
had, every meal receipt you had, every hospital bill you had, every 
bill that comes through your hands would have, This bill contains 
a 20 percent value-added tax. I use 20 percent because that is a 
good round figure. We could make it visible. 

Two, is it easier to increase taxes in the convoluted way we have 
been going about it here in this Committee — I have been 27 years 
on this thing — or is it easier to vote on a simple, I am going to in- 
crease the rate from 20 to 21 percent? I would say you would get 
a lot more heat on going up 1 or 2 or 5 percent than you do in this 
conversation that we carry on about all the ramifications of the in- 
come tax that obviously confuses everybody but the lobbyists out 
here. They know what we are talking about, but the public doesn’t 
know what we are talking about when we go into tax reform forma- 
tion. 

I think it would be much more difficult to increase the rate than 
it is to increase it the way we currently do now, by limiting the de- 
ductions and limiting the credits and limiting all the other things 
that — depreciations and changing the depreciation schedule — we 
raise a lot of money by just a Tittle tinkering with LIFO and FIFO 
and things like that that only the audience in this room under- 
stands. The public on the other end of the camera doesn’t under- 
stand all that tax language we throw out there. 
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Mr. English. Do you feel that if we move to a VAT-like con- 
sumption tax it would increase our savings pool and have a positive 
effect on the economy? The reason I ask is, Secretary Samuels said 
something yesterday that sounded like the savings pool does not in- 
crease or doesn’t change based on tax changes. Do you concur with 
that or do you think this could be a benefit to savings? 

Mr. Gibbons. I heard Secretary Samuels say that. I am not sure 
that I agree with him. I have looked at the savings rate of citizens. 
The first caveat is that we don’t do a very good job measuring sav- 
ings rates. I would encourage you not to put too much faith in the 
statistical data you get on savings rates. 

Second, I don’t think we really understand too well why people 
save or why they don’t save. And I do think — this value-added tax 
system that I have does not tax savings. Savings do not get taxed 
in the value-added system, so if you don’t spend it, you don’t get 
taxed. I believe that would increase the savings rate, but that is 
just an intuitive thought that I have. 

You certainly get rid of the double taxation on savings that you 
have now, or the triple taxation; you take away a lot of disincen- 
tives. But I am not sure I understand why Americans save. I imag- 
ine they do fail to save because of the disincentives now to save. 

Mr. English. I have great faith in your intuition, and I appre- 
ciate the opportunity to ask those questions. 

Chairman Archer [presiding]. Mr. Christensen. 

Mr. Christensen. 'Thank you, Mr. Chairman. 

Mr. Gibbons, assuming revenue neutrality, what do you think 
would be the most important if we were to rank in order of one 
through four the areas of simplicity, efficiency, equity and adminis- 
tration? In your own personal opinion, what do you think is the 
most important of those four goals that we are trying to achieve 
with a new tax system for the American people? Whether it is a 
VAT or a flat or a standard consumption tax system, what do you 
think is the most important, one through four? 

Mr. Gibbons. I think we would all intangibly gain something 
from it, and that is that there would be a greater trust in govern- 
ment, in its ability to conduct its business so that people under- 
stand what is going on. Frankly, they don’t understand what we 
are doing now, as far as taxes are concerned, and I think that poi- 
sons the well for any positive feelings that Americans have about 
government. 

As I go around the world, I find Americans distrust their govern- 
ment much more than, say, the Canadians distrust their govern- 
ment or the English distrust their government or the French dis- 
trust their government. There is nowhere in the world the level of 
hate that I have been able to measure toward government that is 
in this country. It goes back to the fundamental fact we have a con- 
voluted, impossible to understand revenue-raising system that is 
very intrusive and very burdensome to the average American. 

Mr. Christensen. I agree. 

Is simplicity number one, then? 

Mr. Gibbons. Simplicity and understanding of it. I think if 
Americans understand it, they can make the kinds of changes they 
need to make, but they do not understand this present system. 
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Mr. Christensen. So simplicity would be number one. I aCTee, 
I think simplicity is probably the number one thing that we nave 
to fashion a new tax system around. 

Where would efficiency and equity fall? 

Mr. Gibbons. They are very important. I don’t think that the 
U.S. economy can continue to pay as much out in overhead to col- 
lect its revenue as we are now paying out. I used $300 billion; it 
is probably much higher, around $600 billion out of the $1.4 trillion 
we are now collecting. It is an extremely expensive as well as con- 
voluted, not understandable system. 

Mr. Christensen. In light of that, if simplicity would be number 
one of the four that we are after in ranking, I would think that the 
flat tax has an edge up on the VAT tax or maybe even the standard 
consumption tax because it is such a simple tax to understand, and 
the American people seem to be understanding the flat tax more 
than the consumption tax. 

Mr. Gibbons. The problem with any tax that classifies as an in- 
come tax is that you cannot adjust it at the international border. 
Remember these glasses that I wear. You can’t get around that. 
Unless we decide to get around that, we are going to denude the 
United States of good jobs. 

You know, I wish you to could get the AFL-CIO to understand 
that. Their love affair with the income tax is what is destroying 
their jobs. 

Mr. Christensen. When I am talking about a flat tax, I mean 
a pure flat tax. For example, when we talk about administration 
and elimination of the IRS, a consumption national sales tax, I 
think, has a leg up on a flat tax. 

Mr. Gibbons. No. A national sales tax is a national retail sales 
tax, and I am very experienced in that. My father drew up the first 
sales tax in Florida and I served on the lemslative committee for 
10 years that legislated on the thing. A retail sales tax is extremely 
complicated to administer because it depends upon identifying the 
last sale to the consumer, and when you get into that, that is a 
veiy complex thing. 

'I’hat is the reason why a value-added tax is much simpler to ad- 
minister. Every transaction carries with it the tax, but gives a 
credit for the tax that has already been paid. So it is spread 
through the whole system and you don’t have to identify each par- 
ticular sale. It is self-enforcing. 

Mr. Christensen. 'Thank you. I appreciate your testimony. I look 
forward to working with you on this truly historic issue. We are not 
trying to fix the old, but pull out the roots and start with a new 
program. 

I couldn’t agree more with the fact that we need to go cold tur- 
key, and this transitional phase, I think you are right on the mark 
when we talk about going cold turkey and starting over from the 
start. 

Thank you, Mr. Chairman. 

Chairman Archer. Mr. Lewis. 

Mr. Lewis. Thank you, Mr. Chairman. 

Thank you, Mr. Gibbons, for being here. You have a long and 
rich history as a leader in support of reform of our present tax sys- 
tem. 
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I am concerned about whatever system that we are able to de- 
vise, that it is fair and it is revenue neutral. I would like for you 
to put on your thinking cap for a moment and be a person of vision 
like you are. 

Do you think that we have the ability, the capacity or the will 
as a body to devise a system that would be fair and at the same 
time revenue neutral and would be embraced by the American peo- 
ple? 

Mr. Gibbons. We haven’t had that ability yet, but Mr. Lewis, I 
think we are developing that ability. The very fact that we are hav- 
ing these hearings and that we are earnestly discussing a change, 
I think the message ought to go out that we are sincere in examin- 
ing the mistakes of the past and going forward with the future 
with something not just because it is new, but because it is — we 
can make it just, we can make it understandable, and we can make 
it — and we can make it so people know what they are doing. 

They are suspicious of us and of their friends and neighbors and 
everybody else because of the current system, and we need to dis- 
pel that. 

You know, fairness, I can’t tell you whether this burden table 
that I have on pag:e 4 is what the burden table ought to be. I can 
only tell you that is what the burden table has been for 20 or 30 
years, and we should come back to that as the first point of discus- 
sion. We should not get the American public all upset that we are 
going to change the burden table on them, that we are going to 
slide the tax burden down to the low-income people or slide it up 
to the upper-income people. 

Let’s use as a point of departure, what we have been doing for 
30 years and say, that is kind of, de facto, accepted as to what is 
the appropriate burden, but we are not going to surreptitiously 
slide down to low-income people a heavier burden or slide up to 
high-income people a heavier burden. Start where we are and say, 
we can adjust it and have a debate about it. I think we could do 
it and far simpler than the current system. 

Mr. Lewis. We continue to discuss the need for reform of the tax 
system. I am concerned that we do not play into the hands of this 
mindset that we should downsize the National Government, the 
Federal Government, that something is bad and evil with the Fed- 
eral Government and with the American society and that it must 
be overhauled from bottom up or from the top down. 

Mr. Gibbons. Yes. In taking on this really awesome burden that 
we are taking on here to change the revenue system, we ought to 
try to eliminate as many arguments from the overall argument as 
possible. 

You remember in the 1984-85-86 Tax Reform Act we adopted 
the principle of revenue neutrality, that we would not include in 
the debate we carried on then the debate about whether govern- 
ment was too big or too little. That debate ought to be carried on, 
but not in this framework. 

Page 2, the first thing I say, revenue neutrality. Let’s agree that 
neither side in this debate or all the sides in this debate, that we 
are not bringing in a lot of extraneous material. We are really try- 
ing to correct the revenue-gathering system right now. We can 
argue about the other things at other times. 
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Mr. Lewis. Thank you. 

Thank you, Mr. Chairman. 

Chairman Archer. Mr. McCreiy. Mr. McCrery is not here. 

Mr. Collins. 

Mr. Collins. Thank you, Mr. Chairman. 

Mr. Gibbons, you mentioned several taxes that would be elimi- 
nated — FICA, the personal income, corporate income. What about 
estate tax? 

Mr. Gibbons. I didn’t tackle that. One, it is not a lot of money. 
I know it is important. 

Let me say that this Committee has not had a lot of experience 
on the estate tax. I have been on the Committee 27 years, and I 
think only one time in 27 years have we spent time on estate tax. 
I didn’t want to open up that argument at the time I opened up 
these other arguments. 

I realize this Committee ought to get to that subject and pay a 
lot of attention to it. It is only about $6 billion out of $1.4 trillion, 
and I didn’t want to throw that argument into this debate. That 
is the only reason I avoided that. 

Mr. Collins. Let’s go to the earned income tax credit. You spoke 
of that as adjust the burden? 

Mr. Gibbons. Well, if you have roughly a 20 percent value-added 
tax rate, bear in mind that most people, particularly people at the 
lower end of this chart I show you on page 4, every year they spend 
almost 100 percent of their income and so they would have roughly 
an effective tax rate of 20 percent. And if you look at that burden 
table that I showed you there, you will notice that the lowest in- 
come people really have an effective tax rate now of 6.7 percent. 

So that is — there is some makeup to be done there. We can’t in- 
crease their tax rate by 12, 13 percent without creating a whale of 
a political and social impact. Now I don’t know how far up this rev- 
enue-sharing thing you have to come, the revenue table, before peo- 
ple start saving, but most of those people at the lower end are 
spending all of their income, and all of their income would be 
taxed. So we have to do something about them. That is a political 
necessity that you and I face. 

I don’t say that my system of burden sharing adjustment is cor- 
rect, but somewhere along the line we have to in this Committee 
adopt something to make sure we are not just shooting the burden 
of taxation, the burden of government, down to those low-income 
people. 

Those are shocking figures when you see that from the less than 
10,000 people — there are 14 million families who have an average 
income of $6,000 a year. I am not sure I am psychologically pre- 
pared for that; and they have a current tax burden of 6.7 percent 
of their income. That includes FICA tax. 

Mr. Collins. The earned income tax 

Mr. Gibbons. The earned income tax credit is reflected in that 
6.7 percent. That figure — if you look on the next page, you will see 
that that figure has dropped remarkably. You know, that figure in 
1977 was 10 percent and look what it is in 1994. That is the same 
10 million families. That is the impact of the earned income tax 
credit. 
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Mr. Collins. The earned income tax credit was originally de- 
simed to offset the FICA tax. 

Mr. Gibbons. It really has down there, yes, sir; you can see it. 

Mr. Collins. One other question. You mentioned appropriations 
for Social Security. Some of this we do with a standing appropria- 
tion for interest. Would that not make the Social Security program 
a true social program rather than an intended pension program, as 
it was first designed? 

Mr. Gibbons. There are going to be people that will make that 
argument, and one of the ways that we could lower the VAT tax 
rate is not repeal the FICA tax. But the FICA tax is going to be 
embedded in these glasses if we don’t. I want to get the FICA tax 
out of these glasses. 

That FICA tax is big. I have the figures — it is almost as big as 
the personal income tax. It is a huge tax. And it is probably the 
most regressive tax that anybody on Earth ever invented. 

Mr. Collins. I understand. 

One of the things you mentioned 

Chairman Archer. The gentleman’s time is about to expire. 

Mr. Collins. There are two wells, one wet and one dry; the dry 
well is the one we keep pouring money into. 

Mr. Gibbons. I didn’t hear you. 

Chairman Archer. Sam, you have done an outstanding job in 
your presentation today, ancf I don’t want to curtail the continued 
questioning. 

We committed to the Majority Leader that we would receive him 
at 11:15, and unless there is anybody else on the Committee that 
has not inquired, that feels absolutely constrained that they must 
inquire, I would hope that at least we should tp' to shorten this 
as mucn as possible so that we don’t keep the Majority Leader, who 
has arrived and is waiting. 

Mr. Gibbons. I don’t want to do that. He is a good friend of mine 
and there are many things on which we agree on this. The only ef- 
fect of his proposal is he can’t adjust it at the border and you will 
have trouble with burden. 

He has one fatal defect in his proposal; you can’t adjust it at the 
border, or you are going get slapped down as we have been slapped 
down before bv the General Agreement on Tariffs and Trade. 

Chairman Archer. Mr. Rangel, do you have a very short in- 
quiry? 

Mr. Rangel. Yes, Mr. Chairman, and I am aware of the direction 
in which you would like the Members to go. 

My problem is that I don’t think that we are seeking to change 
the system this year or next year, but we are prepared to define 
the issues for the Presidential election. But notwithstanding that, 
I am going to try to be as nonpartisan and openminded as I can 
on this question. 

It seems to me if we are talking about flat taxes and consump- 
tion taxes and protecting savings, that basically what we are say- 
ing is that if you don’t spend it, it is not going to be taxed. If you 
save it, or if you have income interest coming in, that is not going 
to be taxed; it is only when you spend. 

I guess it is pretty well accepted that poor people and low-income 
people spend more of a percentage of their disposable income for 
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food, shelter, health care. But you are saying that even though you 
are not giving deductions and special treatments at one rate, that 
when it is all over between consumption tax and VAT tax, that you 
are now going to make adjustments so that we don’t have a dispar- 
ity based on the facts of the different wavs we are going to do it, 
and so your tax will be flat in the middle, but when it comes to 
the poor folks that are out there that really don’t come out ahead 
in this concept, that you make the necessary adjustment somehow 
so that they are not paying more of a percentage of what they are 
earning than the others who don’t have to spend as much. 

Then you make this up by eliminating FICA taxes and other 
types of payroll taxes by taking a look at the upper end of the high- 
income people, which would indeed include those who have the in- 
terest income, and somehow you would do what to them to make 
up for the difference? 

Mr. Gibbons. I propose three steps. Step 1: Repeal the income 
tax, corporate and personal; repeal the FICA tax. That is step 1. 

Step 2: You impose a value-added tax, which is that form there, 
and only business would remit the tax. 

Mr. Rangel. I am with you. 

Mr. Gibbons. The third step, and that is the one you are talking 
about is table 1 on page 4 of my testimony. I want us to come out 
in the same way in the last column as we are today. I think that 
is what I want us to do. We can have a burden adjuster, that is — 
or any other thing, but it is essentially a burden adjuster. We have 
to do that, in my opinion. 

Mr. Rangel. Since all my colleagues over here have been com- 
plimenting you for your bipartisanship and the direction that you 
are going, I would like to join this group and ask my Chairman, 
do you agree in concept that the flat tax would be flat in the mid- 
dle, that we make adjustments for the low-income people that, we 
all agree, don’t have that much to save; and where you find the 
high-income people, that we have something there to eliminate the 
disparity between the higher incomes and the low incomes? If you 
think that is — in principle, and we can work out the details later — 
that is where you want us to go, then you would want you to com- 
pliment me as you do Sam Gibbons. 

Chairman ARCHER. Charlie, I will be very happy to discuss this 
with you. Mr. Gibbons, as the witness, might like to respond. 

But in the constraints of time, I would say, Sam, thank you for 
your presentation. 

Mr. Gibbons. Thank you. 

I want to thank my fellow Committee Members for allowing me 
to do this. I have tried to do this individually with you for a Tong, 
long time; and I hogged the scene here today, so I apologize to you. 

I want to apologize to the Majority Leader, who I have kept wait- 
ing here. 

Chairman Archer. Sam, you have been paid the ultimate com- 
pliment by this Committee and that is that people have genuinely 
been interested in your presentation and have inquired in CTeat 
depth, because you know when we go before other committees mere 
are very few questions ever asked of us. We are sort of dismissed 
when we appear as witnesses. So I thank you very much. 

Mr. Gibbons. Thank you. 
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Chairman Archer. I see the Majority Leader is here. If the Ma- 
jority Leader would honor us by stepping up to the witness table 
and taking a chair at the witness table: Mr. Leader, welcome to our 
Committee. For some period of time, we know that you have done 
considerable work on trying to replace the currently nonproductive 
income tax system by which we collect revenue; and we are here 
to listen to all approaches that can be alternatives to the current 
system — ^not reforms. We have been through too many reforms, and 
I think you and I both agree that the current income tax system 
is broken, it cannot be fixed, and we must replace it with some- 
thing else. 

We will be pleased to hear your testimony and you may proceed. 

STATEMENT OF HON. RICHARD K. ARMEY, MAJORITY LEADER 

AND A REPRESENTATIVE IN CONGRESS FROM THE STATE 

OF TEXAS 

Mr. Armey. Thank you, Mr. Chairman. I want to thank the Com- 
mittee. Not only am I very pleased to see you holding these hear- 
ings, which I believe to be very timely, but it is a particular pleas- 
ure for me to follow Sam Gibbons. Of course, we all have enormous 
respect and admiration for Sam, so it is a privilege. 

You did not keep me waiting; you kept me entertained and in- 
formed, so it was a pleasure to listen to you. 

Mr. Chairman, I think it is clear there is no escaping an under- 
standing that for some time now the American people have been 
telegraphing us a message that they will no longer tolerate the Tax 
Code as we know it today. Their resolve, I think, has solidified in 
this Nation; and I have to say to our credit across this Congress, 
we have many good proposals by people who have read the resolve 
of the American people and have said, let me offer my alternative. 

Mr. Gibbons has just done a presentation on his value-added tax. 
We certainly can admire and respect the work that has been done 
by our colleagues in the Senate, Senators Nunn and Domenici. The 
Chairman, of course, has his proposal on a national consumption 
tax. Mr. Specter, who I understand was here earlier, offers a vari- 
ation of a flat tax, and I offer mine. 

Now, I must say that over a year ago when I began to read the 
will of the American people, I began to ask the question. What 
might I offer as a comprehensive tax reform that replaces the Tax 
Code as we know it? And I recall, my initial tenure, when there 
was during my campaign in 1984 and during the first couple of 
years of my tenure an enormous public debate about flat tax. So 
I took the time to go back and review that, as I reviewed others. 

One, I asked, what was it the country found attractive about the 
flat tax? Two, why did it not happen earlier, when I remember the 
debate seemed to have some vitality attached to it? Having re- 
searched past efforts, I came to some conclusions and wrote my 
own bill. 

In that process, of course, I rediscovered the works of Professors 
Hall and Rabushka and found that to be quite an inspiration to 
me. I managed to establish a contact with the professors, discov- 
ered them to be in the process of a reiteration of their work — it is, 
of course, now available to us — and in discussions with them and 
others created my variation on the flat tax. 
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I revealed my iteration of the flat tax on June 11, June 16 of last 
year, kicking it off with the editorial in the Wall Street Journal; 
other editorials followed. I had an interesting curiosity with respect 
to, how would the Nation respond to this offering? It was my view 
that if it is a good idea, it will be recognized and embraced Idv the 
American people and that will give it standing in the legislative 
process. I must say that I tried to encourage their understanding 
and acceptance of it by virtue of being on talk radio shows, approxi- 
mately 15 a week for every week following June 16 up until mid- 
October last year when I became preoccupied with other matters. 

I dare say that we have had a bigger, broader, more enthusiastic 
acceptance of a flat tax by the American people at large than what 
anyone would have dared to hope for on June 11. And I have got- 
ten thousands of letters, phone calls, and had additional thousands 
of personal conversations with people as I have traveled across this 
country; and there is enormous enthusiasm. 

I thought what I would try to do today is distill for you my un- 
derstanding of what the American people have told me they have 
seen in the flat tax proposal that endears it to them. I should point 
out that there is a businesswriter in the Dallas Morning News 
named Scott Bums, for example, who wrote a single article on the 
flat tax. It was a syndicated article, and within 2 weeks Scott 
Burns received over 5,000 letters. He was quite impressed by that. 

On a personal note, earlier this year I happened to be on a tele- 
vision show with Sam Donaldson. Sam Donaldson expressed his 
reservations about the flat taix, and I saw him 1 week later and he 
said he had never received so many letters from people who wanted 
to straighten him out. I found that a gratifying experience and en- 
joyed sharing it with Sam. 

So I believe I have a great deal of testimony. 

Why do the American people, if I dare say, “love” the flat tax? 
One, they see it as fair. In that respect, they recognize that the flat 
tax collects every dime that is earned in the U.S. economy, brings 
it in the tax base and taxes it only one time with a simple flat rate 
applied to every dollar of earning in the economy. That they believe 
to be fair. 

The current Tax Code, as you know, exempts hundreds of billions 
of dollars from the tax base and compensates, of course, for the rev- 
enue shortage that arises from that exemption by double-taxing 
hundreds of billions of dollars’ worth of income. That is patently 
unfair, especially if one takes it back to production theory and rec- 
ognizes that for production to take place, efficiency with increasing 
productivity, there must be vitality and change in the provision, in 
necessary coordinates of both capital and labor to the production 
process. 

It turns out that most of the income that is exempted from the 
tax base is income that derives from provision of labor; most that 
is double-taxed is income that derives from provision of capital, and 
that mves you an imbalance. 

I like to point with some pride to Congress that it was Senator 
Douglas that gave us the Cobb-Douglas production function, which 
always reminds us of the necessary combination of capital and 
labor and their cojoint need in production, so we end that kind of 
bias against capital provision. 
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One of my favorite stories on the question of fairness comes to 
me from a fellow who parks cars at one of the hotels in Dallas 
where I was going to give a speech one day. A person in charge of 
parking cars is not a person of extraordinary income. He is an ordi- 
nary American wage earner with a family. As I parked my car 1 
day, he said, Congressman, I love your flat tax. He said, the reason 
I love your flat tax is because it treats everybody the same. There 
is one rate for everybody and I don’t have to listen to this class 
warfare baloney that I keep hearing. 

I found that a gratifying observation. And I believe he spoke for 
a great deal of America. This is very important to me. 

I believe that America today and in the 1996 Presidential cam- 
paign will give expression to the uniquely American definition of 
fairness; that is, fairness is when everybody is treated exactly the 
same as everybody else. I think the embrace of the flat tax reflects 
that definition of fairness which I happen to think is admirable in 
the American people. 

The other thing that is often recognized and cited is, a flat tax 
will generate growth in the American economy. A flat tax, of 
course, does give a reduction in the marginal tax rate to most 
Americans and, of course, we know already that reducing the mar- 
ginal tax rate provides an incentive to work more. 

Jack Kemp illustrates that by saying, if in fact on Monday you 
paid a 20 percent tax rate, on Tuesday a 30, on Wednesday a 40, 
on Thursday a 50, and on Friday a 60, which day of the week 
would you not work? It is veiy clear the marginal day with the 
marginal rate is the day you take, and I frankly would take fridays 
off. 

The other thing that helps us with growth is the treatment of in- 
vestment, that in the flat tax, as I propose it, investment is imme- 
diately written off, that the time you put a machine online, you 
write that off as an immediate expensing. 

We have a unique encouragement to savings in that interest 
earnings are not taxed to the individual, which will encourage more 
savings; and we end the estate tax, which on the incentive side, I 
think is another boon. The fact of the matter is that when you talk 
about the marginal years that I will work in my life, the marginal 
effort I will make to build my business stronger if I happen to own 
a comer drugstore, to build my estate larger if I happen to have 
a wage job, knowing that when I die, should I have something left, 
it will go to my children, gives me greater incentive to work longer 
and harder and build greater and larger than if 1 am afraid the 
government will run off with half of it. Given a choice of working 
to support my government and working to support my grand- 
children, I will vote for my grandchildren, and I think the Amer- 
ican people will; and they will make the extra effort for their 
grandchildren they will never make for the government. 

Another thing often cited in letters I receive is neutrality. The 
flat tax, as I have written it, is completely neutral with respect to 
consumption, savings and investment. People understand they are 
a better judge of how to allocate their expenditure between these 
three activities; and within these activities, how I will consume, 
where I will invest and in which manner I will save is a decision 
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better made by me than one prompted by government tax treat- 
ment. 

Simplification, of course, is adored by the American people and 
there is no doubt the poster child for tax simplification is the post- 
card size simple flat tax form with 10 lines, and that pretty well 
speaks for itself 

Also the flat tax promises honesty, visibility and directness. I 
take this as far as I can go with my proposal, which is to end with- 
holding. First of all, I argue, and I will tell you as a matter of fact, 
all taxes are paid by people and all taxes are paid out of current 
income flows, so the most direct way you can show them what their 
tax bill is is the way to make them most aware of what the cost 
of big government is in their lives and will most prompt them to 
ask the question, am I getting my money’s worth, so they will be 
more judicious in what it is they vote for. 

In my proposal, I give them an opportunity which, in my vision, 
would afford them the opportunity at the first day of every month 
as they sit down at their kitchen table to write their bills for their 
rent, or their house payment, to the Penney store, wherever, that 
they will also write a bill and send a check to Washington. And 
each month I am sure they will realize that I have just sent a 
check to Washington which is more than I just wrote out for food, 
shelter and clothing combined, and I wonder if am I getting my 
money’s worth, and there will be no doubt about it. 

Furthermore, in addition to the insight that people get who pay 
their taxes, which incidentally I am prompted by my observation, 
the only thing that is worse than a nation that loves the IRS is a 
nation — I am sorry, the only thing that is worse than a nation that 
hates the IRS is a nation that loves the IRS — and in the current 
withholding system all too many people feel some misinformed 
sense of gratification when at the end of the whole process they get 
a check back without any realization of what they paid. 

My final point is, if I could speak for every average man and 
woman, it is my money. I earned it. Why should the government 
preempt my right to take my own paycheck and make my own dis- 
bursements commensurate with my obligations? Some will say, if 
you give people that right, they won’t honor that. But I would offer 
this. The enforcement power of J.C. Penney is considerably less 
than the enforcement power of the government. If people in their 
ordinary course of business and their ordinary life willfully pay 
their Penney’s bill, I think we can dare risk that they will willfully 
pay their tax bill; and I have no doubt. 

A flat tax, in summary, is a tax that bets on the goodness of the 
American people, not the guile of the Federal Government; and I 
think that is a bet that we ought to make. 

I thank you. I ask that you put my formal statement in the 
record. 

Chaiimian Archer. Without objection, your complete statement 
will be put into the record. 

[The prepared statement follows:] 
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STATEMENT BY CONGRESSMAN DICK ARMEY 
HOUSE WAYS AND MEANS COMMITTEE 

June 8. 1995 


Mr. Chairman and Members of the Committee. 

Thank you for this opportunity to discuss the issue of tax reform. I would like to begin by 
complementing you, Mr. Chairman, for holding these hearings this week. I couldn’t agree with 
you more that the current tax system needs to be replaced. 

The hearings this week reveal more, however, than a recognition on your part of how 
counterproductive our current tax system is. These hearings also illustrate that you, Mr. 
Chairman, are a refreshing change, particularly for those who study Public Choice. Public 
Choice is a school of economics that seeks to explain the political process. A key premise in 
Public Choice theory is that politicians maximize votes by securing benefits to small segments of 
the electorate, the cost of which are largely lost on the population at large. 

Public Choice theory tells us that a chairman of the Ways and Means Committee might 
use his position to disburse favors to narrow interests. We are here today, however, because this 
Chairman is committed to a neutral tax system which will advance the broader public interest. 
The tax reforms being discussed this week would give average Americans far more, and elected 
officials far less, conhol over resources in our economy. Make no mistake about it, the proposals 
before this Committee would expand freedom and opportunity for the American people. I want 
to take this opportunity to commend the Chairman for his eagerness to place the public interest 
over any other consideration. 

Mr. Chairman, when you announced this week’s hearings, you stated that any tax reform 
proposal should meet four goals. I agree with those goals, and my testimony today will focus on 
them. Before I explain why the flat tax meets those goals, let me begin by briefly outlining how 
my proposal would work. 


How it Works 

My plan, which is based on a 1981 proposal by Hoover Institution fellows Robert Hall 
and Alvin Rabushka, would scrap the existing tax code entirely. Instead, all income would be 
taxed once and only once at the single low rate of 17 percent. To minimize revenue loss, the rate 
would initially be set at 20 percent, then drop to 17 percent in year three. Income is defined as 
the total of wages, salary, and pensions. There would be no credits or deductions, although each 
taxpayer would receive a generous family allowance. Beginning in year three of the plan, this 
allowance, which is indexed for inflation, would be $13,100 for an individual, $26,200 for a 
married couple, and $5,300 for each child. A family of four would have to earn $36,800 before it 
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owed a penny of federal income tax. 

Business income would be handled with equal simplicity. A corporation would simply 
subtract expenses from revenues and pay 17 percent on the remainder. Revenues are defined as 
corporate, partnership, professional, farm, and rental income. The base is gross revenue less 
purchases of goods and services, capital equipment, structures, land, and wage and pension 
contributions to employees. 

Goal No. 1 — Simplicity 

Like you, Mr. Chairman, I believe the first goal of tax reform should make the tax code 
easy to comply with and reduce the role of the federal government in the American people’s 
lives. Unfortunately, the current tax code is complex and intrusive. Each year Americans spend 
5.4 billion man-hours preparing their taxes for the government. That’s more time than it takes to 
build every car, truck, and van manufactured in the United States. The IRS now sends out eight 
billion pages of forms and instructions each year. Laid end to end, they would stretch 28 times 
the circumference of the earth. After seven decades of amendments, revisions, exemptions, 
loopholes and extensions, the code has become an incoherent mess. 

Does the flat tax make this system more simple and less burdensome? It certainly does. 
By eliminating the various credits, deductions and loopholes, the flat tax makes the tax system so 
simple Americans could file their taxes on a form the size of a postcard. Not only would this 
dramatically reduce the time and resources devoted to complying with the tax code, it would also 
make the federal government far less intrusive. Americans would need to reveal far less 
information to the Internal Revenue Service, and under much less duress, than the current 
system. 


Goal No. 2 -- Promote Saving 

Tax reform should encourage greater saving and investment. Perhaps the worst feature of 
today’s tax code is its discriminatory treatment of saving. Consider how the present tax code 
treats saving and investment. Today, we double tax business earnings, which places a strong bias 
against saving and investment. For example, we tax business earnings through the corporate 
income lax and then tax dividends - which are, in fact, after-tax payments. This double taxation 
of the same stream of income creates a strong bias against saving and investing. Obviously, this 
makes saving and investing much less attractive relative to consumption. And the nation is 
poorer as a result. 

Capital is the lifeblood of an economy. Without capital, workers cannot enhance their 
productivity and their wages stagnate. Today’s double and even triple taxation of income 
discourages saving, reduces the pool of capital available to entrepreneurs and workers, slows 
productivity and wage growth, lowers living standards, and, as a side effect, reduces revenue to 
the Treasury. 
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Like the other alternatives the committee is considering this week, the tax base of the flat 
tax is consumption. By eliminating the double taxation of saving and providing for the full 
expensing of capital investment, the flat tax functions as a kind of consumption tax, much 
favored by economists. In this sense, the Domenici-Nunn proposal for a consumed income tax 
and my flat tax are trying to accomplish the same thing. They are blood brothers in spirit. This 
goal would be achieved, as well, by a national retail sales tax, or even a European-style value- 
added tax. All of these plans can lay claim to the title of “consumption tax.” 

Goal No. 3 — Improve Competitiveness 

Mr. Chairman, the third goal for tax reform you mentioned is to improve the international 
competitiveness of American workers and businesses. The flat tax would make the U.S. the 
most attractive nation in the world for investment, produce a higher economic growth rate and 
raise living standards. It would liberate America’s businesses to be more efficient, replacing 
today’s maze of politically targeted tax breaks with a system that is perfectly neutral as between 
types and sizes of business, between economic sectors, and between types of investment. 
America’s entrepreneurs could make decisions based on what makes the best economic sense, 
rather than diverting talent and resources for tax avoidance strategies. 

In other words, the flat tax would relieve the economy from what economists call “dead 
weight" or social welfare loss. According to James L. Payne, just the compliance costs of 
today’s tax code add up to $232 billion. When other costs of the current system - such as tax 
distortions which shift resources away from their most efficient use, thus lowering output - are 
included, the cost to the economy is well into the hundreds of billions of dollars. These costs are 
pure waste and directly lower the standard of living of the American people. The flat tax would 
eliminate the vast majority of these costs and dramatically improve the performance of the 
economy. 

The flat tax would also lower the burden currently placed on work, saving, and 
investment. It rewards work by lowering the top marginal income-tax rate from 40 percent to 17 
percent. It rewards saving by ending the current double taxation of saving, sweeping away the 
estate tax, the capital gains tax, and the double tax on dividends. And it rewards investment by 
permitting businesses to immediately deduct all expenses, plant, and equipment. Thus, the flat 
tax would produce higher productivity and economic growth, leading to higher employment and 
wages. 


When adding the effects of more work effort, a higher capital stock, and improved 
incentives for entrepreneurial effort. Professors Hall and Rabushka estimate that a flat tax would 
increase per capita income by $ 1 ,900 by the year 2002. In other words, a typical family of four in 
America would see its income increase $7,600 more than if we preserve the tax system we have 
today. Let me emphasize that while this is a truly astonishing number, it is based on the 
consensus of the economic literature and is a mainstream estimate. Many studies suggest the 
number would be even higher. 
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Border Adjustability 

Some have suggested that our tax system should tax imports and not tax exports as a way 
of making U S. businesses more competitive in the world market. Congress should make the tax 
code “border adjustable,” as tax policy people put it. The sales tax, VAT, and the Domenici- 
Nunn USA Tax are all border adjustable, but the flat tax I have proposed is not. 

Supporters of a border adjustable system say that it would increase U.S. competitiveness 
by taxing imports and not taxing exports. This way, American firms receive an advantage over 
foreign firms and that will favorably alter the balance of trade. 

In my view, a border adjustable tax will not be effective in reducing the trade deficit. It’s 
an immutable law of economics which says that trade surpluses and deficits are linked to the 
amount a nation lends or borrows. When saving is low, the trade deficit must be high. A tax on 
imports which is merely a substitute for another tax will not effect the amount Americans save. 
That means the trade deficit not only will stay the same, it must stay the same, as a basic 
principle of economics. 

Economists might explain it this way: If there is more investing happening in our 
economy than can be financed by our saving, then foreign investors must be accounting for the 
difference. In effect, they are taking the money we give them for their cars and VCRs and using 
it to buy our stocks and bonds, thus supplying the investment capital that we don’t supply 
ourselves. This difference is the “trade deficit.” 

The only way to change the deficit, then, is to change our savings rate. If we increase our 
saving relative to our domestic investment, we have less need for foreign cash. The trade deficit 
will then drop, as we spend relatively less money buying foreign goods and relatively more 
investing at home. 

But anything we do to tax incoming foreign goods-including putting a sales tax on them- 
-will have no effect on the amount of money Americans are putting into domestic stocks and 
bonds or even their own bank accounts. There is simply no relationship between them. 

What will happen instead is this: Our exports will increase at first because of the new tax 
advantage. But since our saving will remain the same, the dollar will be artificially strengthened. 
This will make our exports more expensive and imports cheaper, and the original balance of 
trade will be gradually restored— along with the trade deficit. The policy will be self-defeating. 

Even if a border adjustment were to work, I still believe it would be unwise. It would 
make goods Americans buy-whether produced here in America or abroad-mote expensive, 
while foreigners could purchase American-made goods cheaper. It’s hard to see how Americans 
benefit from paying higher prices than foreigners do to purchase American products. 
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Adam Smith makes a relevant point in The Wealth of Nations. Smith reminds us, 
“Consumption is the sole end and purpose of all production; and the interests of the producer 
ought to be attended to, only so far as it may be necessary for promoting that of the consumer." 

In a border adjustable system, however, to borrow from Smith again, “the interest of the 
consumer is almost constantly sacrificed to that of the producer; and it seems to consider 
production, and not consumption, as the ultimate end and object of all industry and commerce.” 

Goal No, 4 - Diminish the Underground Economy 

Your final goal, Mr. Chairman, is to increase revenue from the underground economy and 
others who currently do not comply with the tax laws. While by its very nature it is difficult to 
measure, the underground economy is estimated to be in the hundreds of billions of dollars. Of 
course, much of the underground economy is trade in illegal activities such as drugs and 
prostitution. This income will never be taxed under any tax system. However, most of the 
underground economy is trade in legal goods and services that goes unreported. Taxing this 
portion of the underground economy should be an important goal of any tax reform. 

The issue of the underground economy is a very serious one because the computer 
revolution is fundamentally transforming our economy in a way that will make it much more 
difficult for the federal government to collect revenue. Personal computers, modems and fax 
machines have made it possible for greater numbers of people to work out of their homes instead 
of at large businesses. Many of these small businesses can avoid paying taxes far more easily 
than large companies because they can operate invisibly. The geometric growth of on-line 
services such as the Internet portends an era when more goods and services will be traded 
without a paper trail, making it more difficult for the IRS to audit. As these trends accelerate, our 
tax system is truly becoming more voluntary everyday. That's why it's especially important to 
develop a tax code for the 21st Century that Americans are willing to voluntarily comply with. 

I am confident the flat tax would shrink the underground economy because it eliminates 
the three primary excuses for noncompliance. These are, first, the current system’s maddening 
complexity; second, the low likelihood of getting caught; and third, the feeling that today’s 
system is somehow rigged to favor special interests “at my expense" - which, for the most part, 
it is. Stripped of these rationales for noncompliance, the great majority of taxpayers will find it 
much easier to pay their taxes and they will be more willing to do so because they will perceive 
the system as fair. Even for those who still wish to cheat, they will find it much harder to elude 
detection in a simple system. Therefore, the underground economy will actually shrink. After 
all, if you give the American people a tax system that is honest, direct, simple, low, and fair — 
something they have not had in decades - does it not stand to reason they would be more 
inclined to pay their fair share? 

I should point out that many advtxiates of a sales tax have argued that it would more " 
effectively tax the underground economy. The neighborhood drug dealer almost always serves as 
the illustration. Since the drug dealer declines to file a 1040 form, the argument runs, maybe we 



514 


would could at least recoup some of his income through a sales tax. The government may have 
no record that he exists, but when he buy a sports car. the government will collect tax from him. 

That sounds compelling at first, but it doesn’t hold together. The reason is this: Both 
systems will equally fail to tax the drug trade for the simple reason that the drug dealer will not 
play along in either one. If there is an income tax in place, he won’t report his income. If there’s 
a sales tax in place, he won’t collect tax from his customers. Either way, the government loses 
exactly the same amount of money. 

Consider the following example. Suppose there is a drug dealer and a drug consumer 
who each earns $50,000. Thus, the total income in the economy is— and the tax base should be- 
$100,000. Under an income tax system, we wish to tax the income of both people, while under a 
sales tax we wish to tax the purchases of both people. Under an income tax, we tax the income 
of the drug consumer (assuming he is law-abiding citizens besides his use of illegal drugs), but 
we don’t tax the income of a drug dealer. Total tax base: $50,000. While under the sales tax we 
tax the purchases of the drug dealer, we don’t tax the purchases of the drug consumer. Total tax 
base: $50,000. It has to be the case that neither system taxes the value of the drug trade because 
the amount people spend on drugs must equal the income of the drug dealer. And since the drug 
dealer will not report sales or income tax, neither system will capture the value of the drug trade. 

The same would hold true for the underground economy in legal goods and services as 
well-which of course is much larger. The proverbial plumber who doesn’t report his house cal) 
for income tax purposes today would not report it for sales tax purposes either. At best, it would 
be a wash. That assumes that the sales tax would not encourage more economic activity to move 
underground, which I believe it would. Historical experience demonstrates that a national sales 
tax of 20 percent would cause the underground economy to explode. 

A Final Goal: Fairness 

Let me briefly discuss another virtue of the flat tax that I believe is important. The flat 
tax is fair because everyone pays the same rate, with no special breaks going to politically 
favored groups. The plan I have proposed is true to the idea of fairness we all learned in grade 
school: Everyone should be treated the same. 

At the same time, it is progressive, thanks to the generous family allowance. The plan is 
progressive because the family allowance is worth more the less you make. For example, a 
family of four making $36,000 would pay zero percent of its income in income tax, a family 
making $50,000 would pay 5 percent of its income, and a family making $200,000 would pay 14 
percent of its income. I estimate the plan takes about ten million low-income taxpayers off the 
rolls entirely. This is the definition of progressive. 
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Conclusion 

Mr. Chairman, as you have often pointed out, the current tax system is broken and must 
be replaced. I commend you for your leadership in holding these hearings and for outlining a set 
of criteria for the tax reform debate. I am proud to say that the flat tax meets each of your 
criteria. It would raise revenue efficiently with as little duress and paperwork as possible. It 
would end the discriminatory treatment of saving and investment and promote growth in the 
economy. It would make American businesses the most competitive in the world, creating jobs, 
boosting wages, and raising living standards. It holds the greatest promise for shrinking the 
underground economy by causing taxpayers to be more willing and able to comply with the tax 
system. And it is neutral--it would treat everybody the same. 

For all these reasons, Mr. Chairman, 1 hope you will give the flat tax the close and 
thoughtful examination this increasingly popular idea deserves. 

Thank you. 
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Chairman Archer. Thank you very much for your presentation. 

Mr. Gibbons will inquire. 

Mr. Gibbons. I thank you, too, Mr. Armey for your presentation. 

I made some flat calculations as you were talking here. The 260 
million people in America, they break down into 110 million fami- 
lies. As I calculate the impact of your flat tax, you would increase 
the taxes on 63 million families and lower the taxes on 46 million 
families — that is not quite 110, but that is as close as I can cal- 
culate on the back of an envelope here. 

I don’t know whether we can get away with that politically, and 
I am not sure that there is justice in that because you increase the 
tax on lower income families and you lower the tax on upper-in- 
come families. That is one of the problems. 

The second problem, as we have discussed, I think we are in 
agreement that we both understand that you can’t adjust your tax 
at the international border. So those are really the only two faults 
I have with your proposal. But I want to commend you for what 
you have done. You have started a good debate over what we ought 
to do for America’s revenue system in the future. As I say, my only 
two faults with it are, one, you have shifted the burden downward 
to 63 million families while you have lowered it on 46 million other 
families, and two, we still have the problem of not being able to ad- 
just it at the border. 

Thank you. 

Mr. Armey. First of all, knowing, of course, that the Gettysburg 
Address was written on the back of an envelope, 1 don’t want to 
quickly discourage anything that was done on the back of an enve- 
lope. 

Mr. Gibbons. Well, thank you. 

Mr. Armey. But to have a full understanding of the distribu- 
tional impact will be a much more elaborate and difficult process, 
so I hope you will forgive me if I don’t accept your back-of-th e-enve- 
lope conclusions. 

Mr. Gibbons. I understand. 

Mr. Armey. It is an important question. We are concerned with 
distributional impacts. The fairness issue is very much a para- 
mount issue, and we are seeking additional distributional studies, 
and we are not insensitive to that point. 

The question of border adjustability is, I think, a big question. 
There are many people who think it is necessary and desirable to 
have a new tax system that accommodates to a desired border 
adjustability. I am not one of those people. 

There are two fundamental reasons why I don’t share an enthu- 
siasm for border adjustability. One, on the practical side, I don’t 
think it will work; and my view that efforts at border adjustability 
to the Tax Code will not work are shared by a great many econo- 
mists, not the least of whom are Dale Jorgensen, chairman of the 
Harvard department who testified before this Committee, and Mi- 
chael Boskin at Stanford, who convened a discussion on this sub- 
ject by a great many economists, in which they made that agree- 
ment. That, I think, is a question we will have to address in terms 
of its feasibility. 

My other reason for not sharing the enthusiasm for border 
adjustability is, I don’t think it is the right thing to do. I don’t be- 
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lieve it is necessary, I don’t believe it is right, and I don’t believe 
it will work anyway. 

Why do I think it is not the right thing to do? Because I don’t 
think it is appropriate to make American-made products less ex- 
pensive to foreigners than to American consumers. I am driven in 
my understanding of government policy; my concept of the public 
interest is given to me by Adam Smith in his great book ‘The 
Wealth of Nations,” where he says consumption is the sole purpose 
of all economic activity, and to the extent that government attends 
to the affairs of the producer, it should only do so on behalf of the 
consumer. I believe that border adjustability doesn’t comply with 
that definition of public interest. 

And finally, I have to say in all candor, border adjustability 
smacks to me as dumping through the Tax Code, and I am not sure 
it is within the spirit of a free or even, for that matter, fair trade. 
So this is going to be a lively discussion. There are sincere, well- 
intentioned feelings on both sides, but I feel it is only right for me 
to be candid. 

Mr. Gibbons. Let me address border adjustability with you for 
1 minute. 

I realize it is controversial, but every industrial nation adjusts at 
the border except us and Australia. And for the life of me, I can’t 
get through my skull the fact that if we remain out of step with 
everybody else that we are going to suffer from it by the loss of jobs 
and job opportunities and markets; and 1 made the same ar^ment 
that you made, sitting almost in the same place you are sitting, 25 
years ago about the fairness to American taxpayers of the goods 
that they are exporting should carry with them the full cost of gov- 
ernment. 

In that 25 years, I have examined over and over my argument 
for that. I still wish the world were organized that way, but unfor- 
tunately, as you and I know, the world is not organized that way. 
And unless we are prepared to pay the huge economic price in jobs 
and job opportunities and wages and all those things, we are going 
to have to get in step with the rest of the world. 

Mr. Armey. I understand. This is a position that you have come 
to through a long time. Two observations: One, I would compare 
the growth rate of the U.S. economy and Australia with any of 
these nations across the globe that have, in practice, border 
adjustability, and I feel confident of what I would discover. 

And two, insofar as we talk about we need do this because other 
nations do it, I would first say, yes, Germany for example wants 
to increase taxes on their citizens in order to give tax breaks to 
Americans; I would say as long as the German people let them get 
away with it, I want to encourage them to do so. Insofar as I 
should do it because they do — in an attempt to be humorous, I 
tried that line on my mama once, and she said — so we will debate 
this further, and I hope you will not think I am being just frivo- 
lous. 

Mr. Gibbons. I understand. Thank you. 

Chairman Archer. Mr. Running. 

Mr. Running. Thank you, Mr. Chairman. 
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Mr. Armey, you quoted some other economists that happen to 
agree with you about the flat tax. I probably could line up 10 
economists here and get 20 different opinions. 

Let me ask you the question that I worry about on a flat tax. 
How do we try to capture the cash economy with a flat tax? 

It seems to me that we have an economy in the United States 
that caters to those who may not comply with the laws, and some- 
times there is an awful lot of bartering and trading done and direct 
cash that never appears as income and therefore is not taxed. 

Mr. Armey. There is no doubt about it. 

Mr. Bunning. How do we get to that? 

Mr. Armey. There are basically two types of cash transactions 
that we would like to try to capture. One, of course, is the illegal 
transaction, a perfect example being the drug dealer, and, of 
course, people who are criminals simply don’t pay taxes. 

Now, it is argued that if in fact you have a national sales tax, 
the drug dealer will pay taxes because that money he earns is 
spent for Cadillacs or automobiles whatever, and they pay the tax 
then, but every dime a drug dealer earns is a resultant dime from 
the purchase of drugs by somebody else. So the sales tax does not 
apply in the sale of the drugs, only in the purchase. 

So in either case, if you have two people at $50,000 under an in- 
come tax, the person who buys the drugs pays taxes on $50,000, 
the person that sells the drugs does not. If you have a national 
sales tax, the person that sells the drugs pays $50,000 on income, 
the person who buys the drugs or those people who buy the drugs 
do not, so you don’t do a better job one way or the other. 

Now, the question is, how can you diminish the underground 
economy that is not criminal, if I may, that are not engaged in ille- 
gal activities, the plumber? 

Mr. Bunning. Well, I would say to my friend from Texas, even 
those are criminal. 

Mr. Armey. Let me say a normal, everyday, law-abiding person 
that goes out and does a job on Saturday and takes cash payment, 
you know, he is not 

Mr. Bunning. Doesn’t claim the cash payment? 

Mr. Armey. That is 

Mr. Bunning. That is criminal. 

Mr. Armey. That is criminal, I understand, but this is a person 
who is not criminal in the ordinary course of his life. 

Let’s say the plumber that does a weekend job on Saturday col- 
lects $1,500 from taxes. The fact of the matter is, again, the person 
that paid him the $1,500 under sales tax is not paying taxes on 
that; he is not going to collect the $1,500 to report $1,500 in sales, 
and submit the taxes. 

So now the question is, I believe that most Americans want to 
obey the tax laws, but mven the Tax Code as we know it today, 
believe this is a Tax Code that has a break in it for everybody but 
me, so I will give myself a break, and they go do that extra week- 
end job. Furthermore, they believe that the 'Tax Code is so complex 
and the IRS must track so many billions of data points they 
couldn’t catch me anyway. 

Now, most of us if we think we can do something that we are 
justified in doing and won’t get caught doing it are probably going 
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to do it. Now, in the flat tax they know with a dead certain under- 
standing, Hey, I am being treated fair, there is no break for some- 
body else that I am not getting, we are all getting the same breaks, 
so I have no justification, plus the fact that the IRS has so few data 
points to track, they would probably catch me anyway. And I am 
willing to argue flat tax will do more to eliminate the underground 
economy than anything. 

We know by real experience that in the 21 nations that have put 
in the sales tax that tax evasion has become a national pastime, 
and that enforcement has become such a frustrating experience 
that in 20 of the 21 cases the sales tax has evolved into a value- 
added tax. 

Mr. Bunnevg. Well, Mr. Majority Leader, I am not going to get 
into the philosophic compliance or noncompliance and all that, but 
the fact of the matter is that the flat tax does not reach the under- 
ground economy. 

Mr. Armey. Nor does a national sales tax. 

Mr. Running. I didn’t say it did. We were talking about your 
specific proposal, and it does not get to the underground economy 
any better than any of the others. 

Mr. Armey. Other than the fact that it takes away any incentive 
for doing so. 

Mr. Bunning. Thank you for your testimony. 

Mr. Armey. Thank you. 

Chairman Archer. Mr. Hancock is not here. Mr. Camp, Mr. Zim- 
mer, Mr. Johnson. 

Mr. Johnson. Thank you, Mr. Chairman. 

Mr. Armey, would your flat tax be based on cash or accrual-type 
method of accounting? 

Mr. Armey. Cash accounting. It is my judgment that the Federal 
Government is and should be on cash accounting. I think the sum- 
mary statement, all taxes are paid by people and paid out of cur- 
rent income flows is a cash accounting. 

Mr. Johnson. So that would cause some restructuring of current 
data collection systems? 

Mr. Armey. Well, it simplifies that. For example, a business sim- 
ply writes down its inventory at the time it purchases it, when it 
expenses capital at the time it purchases, and for business report- 
ing basis, they could go more to a cash accounting basis and less 
to an accrual accounting basis. 

Mr. Johnson. OK. I understand that. 

What would be the estimated loss to American business from the 
absence of any transition relief relating to net operating loss carry- 
over or carryover of previously unutilized foreign tax credits, AMT 
credits or other general business credits? 

Mr. Armey. Can I preface my remarks by saying. Wow? The 
transition is, I think 

Mr. Johnson. I didn’t want them to think I was going easy on 
a Texan. 

Mr. Armey. No, I do understand. The transition as we know, es- 
pecially from the 1986 experience where in fact the transition 
spawned a very wonderfully useful book called “Showdown at Gucci 
Gulch,” transition irrespective of what change we make, and I am 
convinced a change will be made, is critically important. In recogni- 
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tion of that importance, I have put together a transition task force 
to study exactly these kinds of questions. 

We must understand and we must premeditate the transition. It 
is not something that I think that can be left at the impulses of 
the moment in a workout session. It must be pretty well premedi- 
tated, worked out ahead of time, and I have a transition task force. 

I cannot answer your question now, but I can tell you that is ex- 
actly the kind of questions we need to work out ahead of time. 

Mr. Johnson. 1 am glad you don’t know the answer, either. I 
don’t, either. 

Mr. Armey. You are obviously not a good lawyer, then. 

Mr. Johnson. Do you intend to have other taxes along with your 
flat tax, that is, excise taxes? 

Mr. Armey. No, I do not. 

Mr. Johnson. So you would repeal everything? 

Mr. Armey. At the Federal level there would be for general reve- 
nues a simple, flat, direct, honest, fair, lovable flat tax, and only 
that, and then of course we do not change payroll taxes, so they 
would remain in existence as they are. 

Mr. Johnson. OK. Thank you very much. I appreciate your testi- 
mony. 

Thank you, Mr. Chairman. 

Chairman Archer. Mr. Rangel. 

Mr. Armey. Speaking of lovable. 

Mr. Rangel. Thank you. 

Under this fair, honest, lovable proposal that you have, if my 
friend Sam Gibbons is right with his statistics that the way it ends 
up, not because you intended to do that, is that the low-income peo- 
ple find themselves paying more because they have to consume 
more of their disposable income than the more blessed people that 
have more money to save, what adjustments are you prepared to 
make, if that is true, to make it more fair and honest and equi- 
table? 

Mr. ArmI'JY. Let me just say we have worked very hard on the 
whole question of distributional impact. It is a matter we have 
been concerned about. The first thing I will say again, I don’t think 
Mr. Gibbons is right, but we must study this. 

Now, as I have written the flat tax, as we think we understand 
the distributional impact, first of all, you can make an observation 
that approximately 10 million low-income people are taken off the 
tax rolls. With the generous family allowance we give, a family of 
four must make over $36,800 before they incur any income tax li- 
ability at all. If you take that same family of four, then they pay 
zero tax at $36,800, they would pay about 4 percent of their total 
income in taxes at $50,000 a year, they would pay about 14 percent 
of their total income in taxes at $150,000, and they would pay 
about 16 percent at $200,000, so that 

Mr. Rangel. Is that how you make up for the taxes that are lost 
by dropping the $36,000 people? 

Mr. Armey. Well, with respect to, as it were, the total tax take, 
we think by broadening the base as we do, where in fact after the 
flat taix a greater share of total taxes will be borne by the business 
sector as opposed to the individual sector, that we can get within 
about $40 billion of the current tax rate on the first year. 
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Now, this is again a number that is being contested. My own 
view is we get that close, we can make up the difference with 
spending reductions out of a $1.5 trillion and growing Federal 
budget. 

The other area that we need to better understand is, where can 
we utilize savings from compliance costs and enforcement costs in 
helping with the revenue enhancement? And finally, if we are not 
at the right number that makes it revenue neutral, we have got 
two points of adjustment, either the rate or the family adjustment. 

Mr. Rangel. How would you treat the charitable organizations, 
the not-for-profits? 

Mr. Armey. In the flat tax there are neither itemized nor stand- 
ard deductions. That playingfield is simply removed from the Tax 
Code, and of course along that, charitable deductions go as well as 
any other itemized deduction. 

Mr. Rangel. Well, how is that justified if it is agreed that the 
Federal Government should not be involved in providing too much 
assistance in terms of health and welfare and that those closer to 
the problem should have better answers, like mayors and Gov- 
ernors, and then if we don’t mandate that they do it because that 
would be unconstitutional, I think ultimately we say that the peo- 
ple who don’t get the services, that is what charitable organizations 
are for. I think that is where it ends up in the Contract. 

Now, if the charitable organizations already feel and have sub- 
stantial evidence and support that they are carrying a heavy bur- 
den as it is now, and if Mr. Gingrich is right that people want to 
take care of those who are truly needy by making contributions to 
them as traditionally we have, why would you not make it easier 
for people to contribute money to the last safety net that would be 
out there under your Contract? 

Mr. Armey. Let me say, first of all, we studied on this. This was 
a very important question. We were worried about it a great deal. 
We have discovered a couple of things. 

One, less than 50 percent of charitable contributions made in 
America today are declared on tax returns. That surprised us. 

Two, during the eighties when the tax value of a charitable con- 
tribution was substantially reduced and understanding what the 
tax regulations related to it was severely confounded to the point 
where I am now in a position for the first time in my life to make 
a significant charitable deduction through the royalties of a book 
I have just written, all of which are pledged to charity, but I can’t 
yet understand under the tax law how I can make those charitable 
deductions without paying taxes on those charitable deductions. I 
am working on it, I can assure you. But during the eighties, in 
fact 

Mr. Rangel. You are working on trying to get a tax deduction 
for making a charitable contribution now? 

Mr. Armey. You know, with all due respect, I don’t rnind giving 
away the money that I will earn on the book. I don’t think I want 
to pay taxes out of my meager earnings elsewhere on that money. 

Mr. Rangel. You think this is a good thing to do, to encourage? 

Mr. Armey. Under current tax law, I could do that. Of course I 
think it is a good thing to do. But the wonderful thing about the 
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eighties is that during the eighties charitable giving more than 
doubled even while the tax value of a charitable gift was reduced. 

Now, I said earlier 

Mr. Rangel. But in the eighties because — and I know that light 
is on so I have got to get out of here — but in the eighties we were 
providing all of these New Deal socialistic-type of programs as they 
do in Europe, and now that type of thing will not be existing on 
the Federal level, as it relates to my city and State, less than that. 
So that safety net is going to be really needed. 

Mr. Armey. Well, let me again say, first of all, you are absolutely 
right, during a period of time when the Nation might have per- 
ceived less need for charitable giving because of the massive expan- 
sion of social services of the government, the charity in the heart 
of the American people still expanded by more than double. 

Now, I would say given the nature and character of the American 
people as I know them, during the decades of the first 10 years, 
the first decade of the next century after we enact this tax, in a 
growing economy you are going to see that expansion of charitable 
giving even more so, if in fact there is a need for it. 

If you are concerned that there is going to be a reduction in so- 
cial services through government expenditure in the next decade, 
then obviously we would be concerned to have that Tax Code which 
would most encourage increased charitable giving. I think the flat 
tax is that Tax Code. 

Chairman Archer. The gentleman’s time has expired. 

Mr. McCrery. 

Mr. McCrery. Thank you, Mr. Chairman. 

And thank you, Mr. Leader, for joining us today. You really have, 
I think, a well-thought-out plan — much better thought out than 
most critics would give you credit for. 

The flat tax sounds simple, and it is in many respects, but the 
depth to which you have gone to explain how this is similar to a 
consumption tax and how it promotes economic growth are things 
that Members of this Committee are going to be vitally concerned 
with. So we appreciate very much your coming and explaining 
those things to us. 

I would like to give you an opportunity to explain a little further, 
though, how this would impact on the economy, because, after all, 
if we are concerned about low-income people, if we are concerned 
about the poor, many of us believe the best way to address those 
concerns is to grow the economy and to create more and better- 
paying jobs in this country. Mr. Gibbons has talked about that 
today as one of his concerns. Would you explain to us how your flat 
tax would impact the economy? 

Mr. Armey. Yes, and it is very important part of — Professors 
Hall and Rabushka, for example, estimate that under the flat tax 
the income of the typical American family would be $7,600 higher 
by the year 2002. 

How would that happen? It seems to me one of the most impor- 
tant things we do, obviously we provide incentive for savings and 
investment, but one of the very critically important things we do 
is the expensing of capital purchases. Our most high-growth, dy- 
namic areas of the American economy are in these rather mysteri- 
ous worlds of electronics and computers where the rate of techno- 
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logical innovation is just mindboggling. To expense capital would 
make it more possible for more often a person to keep pace with 
the march of technology, knowing that they are putting on line ma- 
chinery that in 2 years may be obsolete, but they expense it today, 
they can recover in time to keep that pace. 

The fact of the matter is economic growth is born out of an ex- 
pansion of capacity through capital accumulation, but more impor- 
tantly, out of an expanding of the capacity of the capital through 
productivity increases, which is the growth of scientific and engi- 
neering knowledge as innovated in the capital which then brings 
the labor along. As the labor enjoys greater productivity, their 
wages go up, we get greater total output, national income goes up, 
and of course there accrues to the State greater tax revenues. 

So this is very much savings-and-capital-accumulation friendly, 
and now, in addition to that, there are the incentive factors that 
we have in that. There is a greater encouragement on the part of 
the individual to save and to make investments and to continue to 
nurture investments because of the end of the estate tax, which I 
think is an incentive factor that I think should not be overlooked. 

Many of us work all our life and just when we get to those areas 
where our productivity and our gains and our ability to push a $1 
million concern to the $2 or $3 million level, we accept the tradeoff, 
we will quit now because if I do build this bigger, it will just go 
to the government. If, in fact, we are at that point, we say should 
we go on, and the answer is. Well, it will all go to our grand- 
children, I think there will be an important incentive to cap off 
your work life with that growth thrust at the end. 

Mr. McCrery. Will you very eloquently explain how your pro- 
posal would increase productivity? In the next century this is cer- 
tainly going to be important as we compete with China and the Eu- 
ropean Community, and others. 

Mr. Armey. My own view, incidentally, is that increased produc- 
tivity and the ability to keep pace at a faster rate will do more to 
improve the balance of payments than border adjustability will. 

Mr. McCrery. I think the support that you have among the eco- 
nomic community is substantial, more so than Mr. Running might 
have intimated. 

One thing you left out in your analysis, though, is that we need 
more workers in the work force if we are going to compete in the 
next century. The only way to get more workers in the work force 
is to create more jobs. I think you have already stated that your 
proposal has the potential to create many more jobs in our econ- 
omy. 

One last question, would you, as briefly as you can, explain how 
your flat tax proposal is similar to the Nunn-Domenici proposal 
and similar to a consumption tax? 

Mr. Armey. I believe that the one thing that I would congratu- 
late all the proposals for is that they do a much more inclusive job 
of capturing the entire income flow of America in the tax base, and 
I think every proposal should be commended for that. 

I think the Nunn-Domenici proposal is clearly pointed at encour- 
aging savings. My own view is that we do that more directly, more 
effectively in the flat tax, but I think there is a similarity. 
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I think other than the similarity of the tax base that there is a 
fundamental difference between the income tax, flat tax, and the 
sales tax. I try to characterize that difference this way. 

The flat tax is a tax that is levied on incomes generated from the 
production process. The sales tax is a tax that is levied on produc- 
tion outcomes, and I think they are remarkably different ap- 
proaches to the Tax Code, so I dare say I see little similarity be- 
tween the sales tax and the flat tax. 

Mr. McCrery. But 

Chairman Archer. The gentleman’s time 

Mr. McCrery. But Nunn-Domenici and yours 

Mr. Armey. In the sense that we are both very much interested 
in encouraging savings. Nunn-Domenici I don’t think taps into the 
essential anger of the American people, which is “I don’t like this 
Tax Code.” 

Chairman Archer. The Chair would like to be able to conclude 
the Majority Leader’s presentation by the time that we leave for 
this vote because the Minority Leader is due to come very shortly. 
I don’t want to cut anybody off, but we do have to move along. 

Mrs. Kennedy, we will recognize you hopefully for a short inquiry 
and short answers, and then we will see where we are, whether we 
need to go to vote at that time and release the Majority Leader. 

Mrs. Kennelly. Thank you, and welcome, Mr. Majority Leader. 

Mr. Leader, when I look at your proposal or as much as I have 
been able to see of your proposal, I see there are no deductions for 
State and local taxes. Now, I look at my own State of Connecticut 
which has high taxes, has a State income tax and has high prop- 
erty taxes, then I look at your State of Texas. It is well known that 
it is fortunate and doesn’t have a State income tax, but you do get 
a great deal of revenue from oil and gas royalties. 

In your flat tax, how would we avoid having a shift of resources 
to Texas from places like Connecticut or Massachusetts or New 
York? Is there a transition in your proposal that I haven’t seen, or 
how do you address this that this won’t happen? 

Mr. Armey. Well, I don’t really know what you can do to save 
any State from the construction of its own Tax Code, but I would 
say if I can, the State of Connecticut is a State that is going to be 
much better off as a State and as a people within the State if they 
are living in a growing, dynamic flat tax world than they will be 
if they live in the static, complex tax world we have today. 

It strikes me that the manner in which the various States fi- 
nance their State governments will always be a function of the re- 
sources available to that State to draw upon, and I am not sure 
how you can change that. 

Now, if you are talking about the movement of people between 
States, there are many impulses that cause people to move from 
one State or another. For example, a right-to-work State is likely 
to attract business and industry from a State that doesn’t do that. 
So 1 do think regional differences will have to be worked out by 
States as they pursue their most prosperous State configuration to 
meet their desires. 

Mrs. KENNf^LLY. Thank you. 
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I think my point was there is no way we can figure out how we 
can get natural assets like oil and gas, and we woriy about this 
as a flat tax comes. 

One quick last one, Mr. Leader, since you are the Majority Lead- 
er and you have so much influence, when do you think we will be 
seeing this come up before us? 

Mr. Armey. Again, the Committee will march at its own pace, 
there is no doubt. Certainly the same is true of the Finance Com- 
mittee. Whatever is done in tax reform will be done through the 
normal workings of the committees of jurisdiction who have in fact 
not only the jurisdictional right and obligation but the expertise. So 
that my own personal prediction is that a major tax reform will 
probably be completed sometime in 1997 at the latest. That is just 
my guess. 

Mr. Rangel. Is that after the election? 

Mr. Armey. Again, that is my best guess. I don’t know. I mean, 
if the Committee decides to march to a faster drummer, certainly 
I will do my best to try to keep up. 

Mrs. Kennelly. Thank vou. 

Chairman Archer. We have time for one brief question from the 
gentleman from California, Mr. Merger. 

Mr. Merger. Thank you very much, Mr. Chairman. 

Again, Mr. Leader, I want to thank you. I just have concluded 
a series of townhall meetings and again the enthusiasm at the 
thought of actually completely restructuring our tax system has a 
tremendous amount of support out in the heartland of America. 

My question to you would be, would you consider — as I under- 
stand your plan, the flat tax, everyone is paying the same rate. 
There really isn’t any incentive for someone to go out at a time 
when we are purposely moving away from the welfare state and at- 
tempting to encourage our people to donate more to charities, to go 
out and put his extra dollars into a luxury car or to, say, donate 
to his tithing or donate to some other charities. 

Would you consider perhaps changing your plan to have a deduc- 
tion for charitable contributions to encourage charitable deductions 
as opposed to buying a luxury car? 

Mr. Armey. The short answer is I would not. The flat tax, you 
either — if you allow one exception, you have built the best excuse 
for the next exception. 

Let me just say, finally, I profoundly believe that charity is found 
in the hearts and the sense of well-being of the American people^ 
and if we give them a growing, prosperous economy, charity will 
flow at a much greater rate than it can ever be made to flow by 
tax incentives. 

Chairman Archer. 'The Leader is excused. The Committee will 
stand in recess until after this vote. We will come back imme- 
diately and reconvene. 

[Recess.] 

Chairman Archer. The Committee will come to order. 

Mr. Minority Leader, we apologize to you for not being able to 
take you earlier this morning as was originally expected. We have, 
obviously, a lot of Members who want to ask a lot of questions, and 
it has been difficult to move the process along, but we welcome you 
to the Committee. We are pleased that you could adjust your sched- 
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ule and come back and be with us, and we are delighted that you 
are going to present to us your ideas of what we ought to do to, 
what we like to call, replace this current income tax system. So you 
may proceed. 

STATEMENT OF HON. RICHARD A. GEPHARDT, A REPRESENTA- 
TIVE IN CONGRESS FROM THE STATE OF MISSOURI 

Mr. Gephardt. Thank you, Mr. Chairman. I fully understand the 
problems in a Committee like this. I served on the Committee, and 
I know that everyone wants to ask questions, and they should, and 
this is a very important issue, and I commend you and the Mem- 
bers of the Committee for taking on this big task, along with all 
the other big assignments that this Committee has right now. 

I would like to offer my testimony. I may not say every word 
here, and if I don’t, I would be happy if you would take my testi- 
mony as it is written. 

Chairman Archer. Without objection, your entire testimony will 
be inserted in the record. 

Mr. Gephardt. I thank the Chairman. 

Mr. Chairman, Members of the Committee, I believe and have 
believed for a long time that we have a need to completely rebuild 
a very complex, a very confusing, and confounding tax system that 
is not serving the needs of average, hardworking Americans. We 
need to do it in a way that preserves the cornerstone not just of 
our tax system but of a decent, civil society, that those who have 
prospered the most have an obligation to shoulder more of society’s 
burdens. It is a progressive principle that I believe is as old as the 
Bible itself 

As you all know, I am not a stranger to tax reform. Since my 
very first term in Congress, as a Member of this Committee, I have 
worked to make our Tax Code simpler and fairer, to end the sea 
of redtape that swamps our economy, overwhelms our taxpayers, 
and takes a veritable team of lawyers and accountants to navigate. 

Without many of the people in this room, including the Chair- 
man, the Ranking Member, and others, working in a broad, biparti- 
san fashion, we never would have succeeded in passing the 1986 
Tax Reform Act, which at least tried — didn’t succeed entirely — but 
it tried to make our system more accountable, more reasonable, 
and more understandable. But we have a long way to go and much 
yet to accomplish. 

That is why I am grateful for this hearing and for the leadership 
of Chairman Archer, who is using Congress’ oldest Committee to 
advance this Congress’ most important new idea. We may disagree 
on certain principles and on certain details of the tax system that 
we want for this country, but we all agree that today’s system is 
indefensible and unacceptable. By starting this debate, you are say- 
ing to the entire country that we can do a lot better, and I am con- 
fident that we will. 

Let me be very clear about my purpose today. I believe we need 
a simpler and fairer tax system, and I believe we need to desimi 
that system to help average, hardworking families, not just the 
privileged and powerful corporations or special interests. The fact 
is, if you don’t have a team of experts on your side, it is pretty hard 
to find your way through the maze that is known as our Tax Code. 
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Today, an astonishing 49 percent of Americans are forced to hire 
professionals to help prepare their returns. Nearly 1 million Ameri- 
cans using the 1-page EZ form feel they need professional help to 
fill out that supposedly simple form. 

If you ask me, that is the most damning statistic about our tax 
system. For many people, even the EZ form is far from easy. 

But if you look beyond the percentages, it is the perceptions of 
our tax system that are the most damaging. When I go door to door 
in my district in St. Louis, when I talk to the people who are work- 
ing two or three jobs and extra part-time jobs to pay their bills, I 
find a deep anger and resentment at a system that favors the tax 
experts and insiders at the expense of average families. And I have 
to admit that I find that to be a legitimate anger. 

Our tax system was intended to collect tax dollars fairly, simply, 
and broadly, to pay for crucial public purposes. Today it is a test 
of legal brain power, an accountant’s decathlon, a treasure hunt for 
hidden deductions and arcane tax breaks. 

We need a tax system that works for ordinary people. We need 
a tax system that doesn’t require a CPA to fill out the forms, and 
we need a tax system that doesn’t have so many inducements, in- 
centives and restrictions that it tries to micromanage the economy 
to a point where I think it creates a drag on economic growth. And 
for all the problems with the current system, we need to make this 
a debate not about bashing government but about improving it. 

Quite frankly, we are not going to achieve those goals by toying 
and tinkering at the margns, in my opinion, as we have done 
sometimes in the past. I think it is time for massive, radical change 
of our tax system. 

Next month I will be offering a detailed proposal for a fundamen- 
tal overhaul of our entire Tax Code so that we have fewer rates, 
fewer loopholes, less paperwork, and lower tax rates for all Ameri- 
cans. I look forward to comparing it with proposals such as yours, 
Mr. Chairman, and Mr. Armey’s flat tax, and Mr. Gibbons’ tax pro- 
posal. 

We need an open and vigorous debate. As that dialog begins, let 
me simply focus, in closing, on a few broad principles that are 
shaping my plan because they differ in important ways from some 
of the principles behind the Republican plans that have been ad- 
vanced. 

The basic difference is this. My tax plan will be progressive, not 
regressive. My tax plan will maintain a longstanding tax tradition 
that those who have the most in our society, those who have pros- 
pered more than anyone else should pay a little more. 

Given the choice between maintaining a balance where million- 
aires pay a little more in taxes or asking struggling families to pay 
more, I believe we should continue to ask the millionaires to shoul- 
der their fair share of the burden. 

Mind you, I am not talking about raising taxes on anyone, just 
maintaining the progressive principle that has always been at the 
heart of our tax system. That is my basic problem with the main 
Republican tax reform proposals. They do a lot to simplify the tax 
system, and that is good. But in the process, they offer a large tax 
break to the wealthiest Americans, making the overwhelming ma- 
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jority of Americans pay more taxes than they should, certainly 
more than they would under my and other plans. 

With due respect, let me suggest that the flat tax proposed by 
Republican Leader Armey is actually an army of perks for the priv- 
ileged. It doesn’t tax what we call unearned income, which can 
amount to untold millions in dividends and capital gains. And by 
offering only one tax rate, 17 percent of earned income, it gives a 
huge break to the wealthiest Americans. 

The only way to pay for this kind of tax break is to raise the 
taxes for working families and the middle class, or to significantly 
increase the deficit, both of which I think are unacceptable. 

I feel that this approach is wrong. I think the tax breaks should 
go to people who need them: Working families and the middle-in- 
come people. And the notion that the benefits of this kind of tax 
giveaway will trickle down to the rest of the people has been so 
thoroughly discredited and disregarded by economic opinion that it 
is simply not a sound basis for public policy. 

I have a similar problem with Chairman Archer’s notion of a na- 
tional sales tax, a tax on spending as opposed to earning. By defini- 
tion, it taxes far less of the income of those who have the most and 
far more of the income of working families and the middle class be- 
cause they spend a higher proportion of their total earnings to get 
through each week and each month. And Chairman Archer’s plan, 
in my view, has none of the redeeming features of Congressman 
Gibbons’ consumption tax, which shares the commitment to a pro- 
gressive tax system and one which does not redistribute income 
among the various income classes. 

We cannot go back and should not go back to a tax system that 
echoes the 19th century. I think we need a 21st century progressive 
tax. This is the central guiding principle of my plan. It will be 
staunchly and unapologetically progressive. 

My plan will be dramatically simpler and easier than today’s tax 
system. It will focus on collecting more of the taxes that are due 
because today’s system, with its mind-numbing complexities, en- 
courages tax evasion. It will not exempt unearned income because 
most Americans would agree there is no reason stock dividends 
should go untaxed while hourly wages are fully taxed. 

It will be a plan that promotes economic growth and lets hard- 
working families keep more of what they earn without the kind of 
micromanagement and complex incentives that only take away 
more deductions from the marketplace and put them in the hands 
of the government. 

It will be a plan that does not change the deficit, explode the def- 
icit, increase the deficit, unlike some of the proposals that are on 
the table. This is an issue that we ought to discuss in every budget, 
but it should not be confused with a discussion of tax reform. 

It will be a plan that does not redistribute income from the mid- 
dle class to the wealthy or vice versa. My plan is not designed to 
raise taxes on any income group, period, but it will not give a large 
tax giveaway to the wealthy. 

Finally, in my view, families will save more when they have 
more. If you are barely making ends meet and if you are saddled 
with debt such as loans, student loans, car loans, and a home mort- 
gage, you can’t save, no matter what the incentive. But by focusing 
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on letting these families keep more of what they earn, I believe we 
can do more to increase savings than any tax loophole or tax in- 
ducement. 

In closing, I just want to leave one thought. We can and must 
work toward a bipartisan consensus on tax reform. We m^ begin 
in different places. We are certainly going to have some differences 
in our plans, but we must seek a common ground defined, in mv 
view, by principles similar to those that we have outlined which 
can give us a Tax Code that is simpler and fairer. We don’t have 
to choose between these goals. We have to pursue both. 

To do that, we have got to educate the American people about 
the real consequences of each and every proposal that is on the 
table. When we do, I believe we will find an astonishing amount 
of support for a tax system that is flatter but not flattening for 
working families, a tax system that doesn’t submerge its fun- 
damental fairness for the sake of oversimplification instead of sim- 
plification, a tax system that takes what is needed to educate our 
children, pave our roads and care for our elderly and other essen- 
tial public purposes that we can agree on, but leaves the rest right 
where it belongs, in the hands of the American people who earned 
the wealth. 

I thank you for listening. I admire your Committee for again tak- 
ing on this mgantic task. 1 remember how hard it was in 1986. It 
was a bear, but we did make the Code I think better, but we need 
to do more, and I am convinced this Committee and this Congress 
has the capability to do that. 

[The prepared statement follows;] 
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TESTIMONY BY HOUSE DEMOCRATIC LEADER RICHARD A. GEPHARDT 
COMMITTEE ON WAYS AND MEANS 
IpARING ON TAX REFORM, 1 100 LONGWORTH H O B. 


Chairman Archer and members of the Committee: 

I thank you for the opportunity to testify this morning, to talk about one of the most 
crucial issues before this or any other Congress ~ 

The need to rebuild a tax system that is singly too complex, too confusing, too 
confounding to serve the needs of average hard-working Americans — 

And the need to do it in a way that preserves the very cornerstone not just of our tax 
system, but of a decent, civil society — that those who have prospered the most have an almost 
sacred obligation to shoulder more of society’s burdens. It’s a progressive principle that is as old 
as the Bible itself. 

As you all know. I’m no stranger to tax reform. Since my very Erst term in Congress ~ as 
a member of this very committee - I’ve worked to make our tax code simpler and fairer - to end 
the sea of red tape that swamps our economy, overwhelms too many taxpayers, and often takes a 
veritable team of lawyers and accountants to navigate. 

Without many of the people in this room — working in a broad, bipartisan fashion - we 
would never have succeeded in passing the 1986 Tax Reform Act, which at least tried to make 
our tax system more reasonable and more understandable. But it left us with a long way to go, 
and too much yet to accomplish. 

That’s why I am grateful for this he.aring, and for the leadership of Chairman Archer, who 
is using Congress’s oldest committee to advance this Congress’s most important new idea. We 
may disagree on certain principles or details of the tax system we want for this country, but we all 
agree that today’s system is unacceptable and indefensible. By starting this debate, you are saying 
to this entire country that we can do a lot better. And I’m confident that we will. 

Let me be very clear about my purpose here today: I believe we need a sinqjler and fairer 
tax system. And 1 believe we need to design that system to help average, hard-working families — 
not the privileged and powerful corporations or special interests. 
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The fact is, if you don't have a team of experts on your side, it’s pretty hard to find your 
way through the maze of our tax code. Today, an astonishing 49 percent of Americans are forced 
to hire professionals to prepare their taxes. Nearly a million Americans using the one-page “EZ” 
form feel they need professional help. 

If you ask me, that’s a damning statistic. For many people, even the “EZ" form is far from 

easy. 


But if you look beyond the percentages, it’s the perceptions of our tax system that are the 
most damaging. When I go door to door in my town of St. Louis — when 1 talk to the people 
who are working two or three jobs, and extra part-time jobs just to pay the rent and put food on 
the table ~ I find a deep anger and resentment at a system that favors the tax experts and insiders 
at the expense of average families. And I have to admit that 1 find a lot of that anger legitimate. 

Our tax system was intended to collect tax dollars fairly, simply, and broadly, to pay for 
crucial public purposes. Today it is a test of legal brainpower, an accountants’ decathlon, a 
treasure hunt for hidden deductions and arcane tax breaks. 

We need a tax system that works for working people. We need a tax system that doesn’t 
require a C.P.A. just to fill out the forms and get a fair shake. 

We need a tax system that doesn’t have so many inducements, incentives, and restrictions 
that it tries to micromanage our economy, to the point that it creates a drag on economic growth. 

And for all the problems with the current system, we need to make this a debate not about 
bashing government, but about improving it. 

Quite frankly, we’re not going to achieve these goals by toying and tinkering at the 
margins, as we have done so often in the past. It’s time for massive, radical change. Next month, 
I will be offering my own proposal for a fundamental overhaul of our entire tax code - so that we 
have fewer rates, fewer loopholes, less paperwork, and lower tax rates for all Americans, 

1 look forward to comparing it with proposals such as yours, Mr. Chairman, and Mr. 
Armey’s Flat Tax.” We need an open and vigorous debate. As that dialogue begins, let me focus 
today on the broad principles that are shaping my plan, because they differ in important ways fiom 
the principles behind every Republican plan that has been advanced. 

The basic difference is this: my tax plan will be progressive, not regressive. 

My tax plan will maintain a longstanding tax tradition in this country: that those who have 
the most in our society, those who have profited and prospered more than anyone else, should 
have to pay a little irmre. 



532 


Given the choice between maintaining a balance where millionaires pay a little more in 
taxes, or asking struggling families to pay more, I believe we should continue to ask the 
millionaires to shoulder more of the burden. 

Mind you. I’m not talking about raising taxes on anyone -- just maintaining the 
progressive principle that has always been at the heart of our tax system. 

This is my basic problem with the main Republican tax reform proposals. They do a lot to 
simplify the tax system - and that’s a good thing. 

But in the process, they offer most of the breaks to the wealthiest Americans, making the 
overwhelming majority of Americans pay more taxes than they should — certainly more than they 
would under my plan. 

With all due respect, let me suggest that the Flat Tax proposed by Republican Leader Dick 
Armey is actually an army of perks for the privileged. It doesn’t tax what we call “unearned 
income" — which can amount to untold millions in stock dividends and capital gains. 

And by offering only one tax rate — seventeen percent of earned income — it gives a huge 
tax break to the wealthiest Americans. The only way to pay for this kind of upper-income tax 
break is to raise taxes for working families and the middle class, or to significantly increase the 
deficit - both of which are completely unacceptable. 

I feel strongly that this approach is wrong. I think the tax breaks should go primarily to 
the people who really need them ~ working families and the middle class. My guess is that most 
Americans don’t even realize that the Armey Flat Tax is actually a major tax giveaway for the 
wealthy. 

And the notion that the benefits of this kind of tax giveaway will somehow “trickle-down" 
to the rest of us has been so thoroughly discredited - so completely disregarded by mainstream 
economic opinion - that it is simply not a sound basis for any public policy. 

1 have the same problem with Chairman Archer's notion of a national sales tax — a tax on 
spending, as opposed to earning. By definition, it taxes far less of the income of those who have 
the most, and far more of the income of working families and the middle class, because they have 
to spend a higher portion of their total earnings to get through each week. 

And Chairman Archer’s plan has none of the redeeming features of Congressman 
Gibbons’s consumption tax, which shares the Democratic commitment to a progressive tax 
system, and one which does not redistribute income among the different income classes, 

America cannot go back and should not go back to a regressive tax system that echoes the 
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19th Century. Instead, we need a new 21st Century progressive tax. 

That is the essential guiding principle of my plan. It will he staunchly and unapologetically 
progressive. 

My plan will be dramatically simpler and easier than today’s tax system. 

It will focus on collecting more of the taxes that are due. because today’s system, with its 
mind-numbing complexities, almost encourages tax evasion. 

It will not exempt unearned income, because most Americans would agree that there is no 
reason stock dividends should go untaxed, while hourly wages are folly taxed. 

It will be a plan that promotes economic growth, and lets hard-working families keep 
nxrre of what they earn ~ without the kind of micromanagement and complex incentives that only 
take more decisions away from the marketplace, and put them in the hands of government. 

It will be a plan that does not explode the deficit — unlike some of the proposals that are 
currently on the table. 

It will be a plan that does not redistribute income fiom the middle class to the wealthy, or 
vice versa. My plan is not designed to raise taxes on any income group, period. But it will not 
give a large and unaffordable tax giveaway to the wealthy, as several Republican plans would. 

Finally, in my view, families will save more when they have more. If you’re barely making 
ends meet - and if you’re saddled with debt, such as student loans, and car loarrs, and a home 
mortgage - you often cannot save, no matter what the incentive. By focussing on letting these 
families keep more of what they earn, I believe we can do more to increase savings than any tax 
inducement or loophole. 

In closing, 1 want to be very clear about one thing: we can and must work toward a 
bipartisan consensus on tax refontL We may begin in different places, but we must seek a 
comrmn ground defined, in my view, by principles similar to those I have outlined — which can 
give us a tax code that is both simpler and fairer. We don’t have to choose between these goals; 
we have to pursue both . 

But to do that, we have to educate the American people about the real consequences of 
each and every proposal that is on the table. 

When we do, I believe we will find an astonishing level of support for a tax system that is 
flatter, but not flattening for working families — 

A tax system that doesn’t submerge its fundamental foimess for the sake of 
oversimplification, instead of simplification — 

A tax system that takes what is needed to educate our children, and pave our roads, and 
care for our elderly, and other essential public purposes — but leaves the rest right where it 
belongs: in the hands of the American people. 

I thank you for listening — and now I'm happy to take your questions. 


# # # 
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Chairman ARCHER. Mr. Leader, thank you for your presentation. 
I want to compliment you on a number of counts. First, I want to 
compliment you for laying to rest any question whatsoever that 
might be in the minds of historians that this is the oldest Commit- 
tee in the Congress of the United States. I am grateful. 

Mr. Gephardt. The Members are not the oldest, the Committee 
is the oldest. 

Chairman Archer. And second, I sincerely and genuinely want 
to compliment you for coming to us and saying that you will have 
a specific proposal that can be made a part of the mix, that you 
will be engaged in the process, because my sincere hope is that it 
can be bipartisan. I think it is too important to every American as 
to what we do with the method by which we raise the taxes to pay 
the government’s bills. 

There are many, many parts of your statement where you and 
I are in complete agreement, and I think we should build on the 
areas of agreement and see if we can’t come out with something 
that will truly benefit America and give us a chance to see Ameri- 
cans have the opportunity to realize their hope and dream, which 
is greater real family income, and the opportunity for their children 
to do even better than they have done. 

I think the way we tax can have a mmor impact on that, particu- 
larly in the next century, and as Sam Gibbons has so well articu- 
lated, in our ability to compete in a commercial global marketplace, 
because I am convinced that if we don’t give ourselves the greatest 
opportunity to do that and to win that battle that we will see our 
standard of living decline in the next century for Americans. So we 
need to all roll up our sleeves and attempt to reach that halcyon 
position for this country. 

Having said that, I would take just minor exception to your com- 
ment that I have endorsed a national sales tax. I have endorsed 
some form of tax on goods and services rather than a tax on in- 
come, and it may be that something similar to what Sam Gibbons 
has proposed could be the vehicle to accomplish that, but I want 
to look at all of the suggestions, and that is the purpose of these 
hearings. 

Having said all that, I again am pleased that you, as Minority 
Leader, will be engaged. I was very disappointed that the adminis- 
tration does not wish to be engaged in this process by submitting 
a proposal, and I believe that it is very important, in our bifurcated 
form of government, that the President also be a participant with 
the Congress in something that is this important to the future of 
this country. 

So I don’t really have any questions to ask of you, and I would 
yield to the Ranking Minority Member, Mr. Gibbons, for any state- 
ment that he would like to make or question that he would like to 
ask. 

Mr. Gibbons. Well, I would like to make a little statement. 

First of all, Mr. Chairman, Mr. Gephardt, I welcome you here. 
I remember your distinguished service on this Committee. You 
have joined a whole rank of distinguished alumni of this Commit- 
tee, Presidents, Vice Presidents, Speakers, Chief Justices, and we 
are proud of you. Right now you are the oldest, most distinguished 
active alumnus that we have, and you are not very old, but of all 
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the people still in active political life, you are the most distin- 
guished alumnus we have. We are proud of you. 

Second, I want to express my personal appreciation for your hav- 
ing put our Democratic Party firmly in the position of wanting 
change in the system. I am sorry that that didn’t come forward in 
the testimony of the Treasury yesterday, but we Democrats do 
stand for change. We are not defending the old status quo in this 
tax system. We are for change that is under the outlines that you 
presented. 

I am glad that you are entering into the fray again, as you have 
always been in the fray in putting forward proposals. You have 
never been ashamed to put forward a proposal and you usually 
have well-thought-out proposals. So I look forward to that. 

I think the thing that distinguishes your position from Mr. 
Armey’s position is that I made some rapid calculations on Mr. 
Armey’s position when he was here, and he disagrees with me, so 
I may be wrong. But I figured there are 110 million families in 
America, a little more, a little less. His proposal, and I am trying 
to be conservative now, raises the taxes on the lowest 63 million 
families, but lowers the taxes on the highest 46 million families. I 
don’t know whether he intended to do that, but that is my rough 
calculation of what his does. 

Now, yesterday, embedded in the Treasury’s testimony, and they 
had gobbles of it, that is an analysis of it, their figures of Mr. 
Armey’s proposal versus the status quo was even worse, but I don’t 
remember those exactly. I think that unless we recognize that for 
the last 20 or 30 years we have sort of de facto established a bur- 
den sharing, that seems to be accepted as reasonable in the Amer- 
ican system that any proposal that changes that is going to kick 
off one terrific debate about who we are requiring to pay for a 
greater share of government, and I think that we have to be careful 
about that. 

I am not sure that the burden table that I have presented in 
mine is exactly right. I have presented the best that I could get my 
hands on. It may be wrong, but I think we have got to be careful 
as we enter that debate. We are dealing with a lot of people, a lot 
of families, and we are going to need the best guidance we can 
have. 

As I see it right now, the principal defect of Mr. Armey’s proposal 
is one that is not adjustable at the international border. There is 
no argument about that. And, two, it seems to shift the burden 
down markedly on low-income families. 

Mr. Gephardt. Let me say that we all have, and you especially 
have two big, tough threshold questions that we have got to deal 
with as we talk about tax reform. 'The first one is, what activity 
or event to tax, and that is probably the first decision you have got 
to make. And obviously Mr. Archer and Mr. Gibbons you are think- 
ing about, talking about, trying to intellectually deal with the idea 
of coming off of the income tax at least to some extent and moving 
to taxing other activity somewhere in the economy, and that is a 
very legitimate idea, one that we need to really think through. 

The second tough question is, whichever way we go on that, is 
there a differing burden on people according to their means, and 
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that is a question that goes to the very existence of our tax system 
and has been debated and redebated through the years. 

So you understand where I come from, I strongly believe that 
whichever way we go on the events that we tax, it ought to be ac- 
cording to means, at least to the extent we do it today. I am ad- 
dressing the income tax in my proposal. 

I am trying to get as close as I can to taking all the exceptions 
out, increasing the base to the greatest extent possible, and getting 
the rates as low as humanly possible for everybody, but having dif- 
ferent rates for at least some people. And I am probably headed to- 
ward three rates as opposed to where we are today, and I would 
like to get those rates in every case as low as I can possibly get 
them. 

Mr. Gibbons. Well, may I add just one more caveat here, Mr. 
Chairman. 

Chairman Archer. Certainly. 

Mr. Gibbons. The FICA tax, every economist that has ever testi- 
fied before this Committee tells us that the FICA tax, although it 
appears to be paid half by the employer and half by the employee, 
all comes out of the employee’s wages. So the FICA tax is borne 
entirely by the employee, and all of the tables we have about tax 
burden distribution distribute the FICA tax to the employee. 

That means that when you deal only with the income tax in any 
of your calculations, you are overlooking a 15 percent tax on the 
first dollar earned by every person, 15 percent, and the earned in- 
come credit was designed to take away some of the burden of the 
FICA tax on the first dollar. So all calculations that you make in 
changing the tax system have in some way got to impact upon the 
FICA tax as well as the income tax because we are now collecting 
almost half, we are collecting almost as much in FICA tax as we 
are in personal income taxes. 

That is just one of the characteristics of the very complex equa- 
tion we have to solve here, and so I just throw that out as sort of 
an observation of the dilemma we face and the problem we face. 
We have got to take that into consideration as we try to distribute 
the burden equitably and fairly to the American public. 

Mr. Gephardt. I agree. 

Chairman Archer. Dick, can you mve us some idea of the time- 
frame in which you will be able to submit your proposal so that we 
can begin to consider it in the mix here? 

Mr. Gephardt. I am shooting to have it ready in the next 30, 35 
days. That is what I would like to be able to do. 

Chairman Archer. Excellent. Excellent. 

Mr. Hancock. 

Mr. Hancock. Thank you very much, Mr. Chairman. 

That was the first question I had on my mind, is when we could 
anticipate some specifics. We have had specifics from Senator 
Nunn and Senator Domenici. Mr. Gibbons has given us a lot of spe- 
cifics. Actually the value-added is in some foreign countries now so 
therefore we can kind of take a look and see what history has done 
on that. 

Any plan that we do, I think you will aCTee, is going to have to 
have a lot of stroking and massaging, whether it is yours or wheth- 
er it is a value-added or whatever we finally come up with. I am 
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even asking some of the people that are presenting to come up with 
a flow chart showing us where that money would be taxed, who 
would be paying it and that type of thing. 

I do think, though, Dick, you and I have known each other real 
well, I think it would be beneficial to all of us to look at everybody’s 
proposal since none of it is in concrete now, and not criticize tne 
other person’s proposal. I think for us to say that what somebody 
else is going to do before it has been stroked and massaged and 
worked around is unproductive. I don’t think it benefits anything, 
anybody, but creates confusion on the part of a lot of people. 

I don’t know that I could support your plan, but I am not going 
to criticize your plan until I see it, and I just believe as a sugges- 
tion that we would all be better off if we got away from trying to 
talk about the rich and the poor and what have you and who is 
going to benefit under any plan and said, look, let’s look at every 
possible option, yours included, Dick Armey’s, Sam Gibbons’, and 
get away from this class warfare type of approach. 

I understand exactly where we are coming from. I also under- 
stand that the people that have worked hard and accumulated cap- 
ital are also the employers, and we have got to make sure that in- 
dividuals continue to have that opportunity to become wealthy and 
to keep enough of their wealth to where they can employ other peo- 
ple and mve them the opportunity. 

So with that suggestion, I hope you will concur that let’s look at 
everybody’s plan before we start being too critical. 

Thank you. 

Mr. Gephardt. I appreciate your thought, and I hope that it is 
possible for the Committee to come up with a common way of eval- 
uating all of the plans so that we can get a good view of what is 
going on. At the end of the day, back, if 1 remember, in 1986, we 
wound up mixing and matching by the time we got down to really 
putting it together, so you are probably going to be taking features 
out of different plans before you are done. But I think it is impor- 
tant to have a good evaluation of each plan, I agree. 

Mr. Hancock. I think you would agree that the easiest way to 
evaluate it would be through a flow chart approach, what is col- 
lected, who is going to pay, what have you. As of right now I have 
not seen any flow chart approaches to the tax. I just hope it doesn’t 
come up with a flow chart like the health care plan had. 

Mr. Gephardt. Right. 

Chairman ARCHER. Well, I would also chime in very quickly and 
say this. My hope is that whatever we end up with, it will be not 
just reform. The term reform has been used over and over and over 
again in this Committee. And I also hope that we not simply end 
up clipping around the edges or pruning but that we end up with 
something that is a replacement for this system and that will real- 
ly and truly get the IRS more out of people’s lives. 

Mr. Ensign. 

Mr. Ensign. Thank you, Mr. Chairman. 

Mr. Gephardt, you mentioned in your testimony about proCTes- 
sivity and the idea being as old as the Bible itself I certainly hope 
you weren’t referring to that concept being in the Bible as far as 
forced taxation and a proCTessive nature, because that certainly is 
not a concept that is in the Bible. But I want to address that be- 
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cause I think that is a fundamental issue that needs to be dis- 
cussed in this whole tax system replacement that we are talking 
about here. 

And I address this question, and perhaps you can, the adminis- 
tration wasn’t very forthcoming in their answer yesterday. We talk 
about, obviously you are dealing with the issue of fairness, what is 
fair to pay, what tax rate depending on your income level. Where 
do you get your definition of fairness? 

We had a definition by Mr. Armey today that said that fair is 
when you treat everybody the same. That is his definition of fair- 
ness. Where do you get your definition so that we can determine 
what rate is fair to pay? 

Mr. Gephardt. Through the years we have had a progressive in- 
come tax system. We have made a decision as a country that if you 
are better off, you fairly should pay more of a burden to make the 
government 

Mr. Ensign. Under the same tax rates, don’t you pay more of a 
burden? If everybody pays the same tax rate, don’t they pay more 
of a burden because somebody makes $100,000 versus $20,000, 
they p^ more of a burden? 

Mr. Gephardt. It goes back to what Mr. Gibbons was saying, 
with the payroll tax today, everybody pays 6, 7 percent out of their 
income. Now, that is a different thing if you are earning $30,000 
a year or $40,000 a year than if you are earning $4 million a year. 
It is much easier in your circumstance if you are making $4 million 
a year to afford to pay that amount of money, whether it is 

Mr. Ensign. Let’s take that amount of money. Let’s say someone 
is making $1 million a year — we will keep these figures nice and 
round — and that somebody else is making $10,000 a year. 

Now, that person that is making $1 million a year could afford 
to pay a 90 percent tax rate much easier than the person that 
makes $10,000 a year could afford to pay a 90 percent tax rate. By 
your definition, is that true? 

Mr. Gephardt. It is true, but it is a question of what is reason- 
able — 

Mr. Ensign. That is why I am asking where you get your defini- 
tion, so that we can find out. 

Mr. Gephardt. From a consensus that I think we have had in 
our society for a long time. 

Mr. Ensign. That consensus goes up and down. That is why we 
change marginal tax rates. 

Mr. Gephardt. It is interesting — if you look back at history and 
look at how much of income we have taken with all taxes — State, 
local. Federal, payroll — and you put it in your income classes, you 
will see that there is a stunning sameness to the progressivity 
chart that we have had in existence; and I would call that a con- 
sensus. You can argue that it is not right, and I respect that argu- 
ment, but I am arguing that that consensus has been in effect in 
this country for a long time. 

Mr. Ensign. Let me take it from a different angle. 

The basis of socialism is redistribution of wealth, bring every- 
thing into a common fund and redistribute it so that everybody is 
equal. If you have two farmers, farmer A is here, farmer B here, 
farmer A works 20 hours a week, produces enough to get by, farm- 
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er B works about 80 hours a week, produces a lot more crop, 
should farmer B be taxed at a higher rate than farmer A? Just be- 
cause farmer B works harder, produces more, should that person 
be taxed at a higher rate? Or should they be basically taxed at the 
same rate? 

Mr. Gephardt. Well, I don’t accept socialism. 

Mr. Ensign. Isn’t that what progressivity is, it is just a form 
of 

Mr. Gephardt. There are a lot of factors that go into people 
being able to earn more. Some people work very hard and still 
don’t make very much money. My dad was a milk truck driver. He 
worked very hard. I would say he worked as hard as anybody ever 
has in this country, but he didn’t make a lot of money. 

So the issue is, do we want to have a tax system that affects a 
lot of different people in different circumstances, most of whom are 
working very hard, but because of a lot of different things — lack of 
education, lack of having a wealthy family, they don’t make much 
money 

Mr. Ensign. In socialistic countries, they basically start with 
that premise. Just because you are a farmer or a milk truck driver 
or whatever, you are just as valuable to a society as somebody that 
creates 1,000 jobs here; and therefore, they should make the same 
amount of money. 

Mr. Gephardt. I am not arguing for socialism. I am arguing for 
fairness. There is a big difference. 

Mr. Ensign. You haven’t defined how you get your fairness other 
than a consensus of the population, but that is not a definition. 

Mr. Gephardt. People who earn more — I think it is in the Bible, 
maybe not, but to those to whom much is given, much is asked. 

Mr. Ensign. Voluntarily, not forced, not coerced. 

Mr. Gephardt. We have a government that is requiring to have 
funds, to make it operate, to build roads, to do the things that we 
all agree need to be done. The question is, who pays what accord- 
ing to their means. 

You can argue, and I respect the argument, that everybody ought 
to have the same right and that is a very respectable argument to 
make. I don’t agree with it, and that is where our disagreement 
needs to be argued out, teased out, and the whole country needs 
to be involved, Because if we are going to do basic tax reform, this 
is a major element that has to be discussed. 

Mr. Ensign. I appreciate your testimony. 

Thank you, Mr. Chairman. The reason that I brought up the 
issue is because I think it needs to be part of the discussion. 

Chairman Archer. Mr. Leader, are you able to spend any more 
time? I was just informed that you needed to leave by 1:20. It is 
now 1:22. 

Mr. Gephardt. I think they have the cane on me so I need to 
go to some meetings I am late for. I deeply appreciate the ability 
to be here and will be happy to come back at another time and en- 
gage in more questions and dialog. 

Chairman Archer. We may accept that offer on your part. We 
thank you very much. 

Mr. Gephardt. Maybe you will have another set of hearings, and 
by that time my specifics will be out there. 
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Chairman Archer. I anticipate that we will. 

Mr. Rangel. Mr. Chairman, as he leaves, may I ask one question 
and get an answer later? 

Chairman Archer. I would hope that the gentleman would sus- 
pend in deference to his Leader, who has to leave. 

Mr. Rangel. You have taken plenty of time. I am trying to help 
you in being openminded about this and look at this in a very bi- 
partisan way. 

I was about to ask my Leader whether or not he knew of any 
proposals coming from the so-called “other side” that dealt with the 
question of — disparity, as you have indicated, must be in the bill 
that you would support. Because if you do know of it, whether it 
is in the Armey bill or any other, I would want to study it over the 
weekend. 

Mr. Gephardt. I don’t know, but that doesn’t mean it is not 
there. I have seen some Republican Members on the floor this week 
in “1 minutes” saying they had tax reform proposals, and we ought 
to be looking at them all. 

Chairman Archer. 1 expect we will be looking at a myriad of 
proposals. Thank you veiy much. 

Congressman Souder is our next witness. Welcome to the Com- 
mittee. We will be pleased to receive your presentation. We would 
appreciate it if you could limit your oral presentation to 5 minutes 
or less and your entire written statement can be inserted in the 
record, without objection. 

Welcome and you may proceed. 

STATEMENT OF HON. MARK E. SOUDER, A REPRESENTATIVE 
IN CONGRESS FROM THE STATE OF INDIANA 

Mr. Souder. Thank you, Mr. Chairman, for the opportunity to 
testify before you. It is exciting to have a Chairman committed to 
radical tax reform and to changing our Code. 

Before I begin, I also wish to thank our Majority Leader, Mr. 
Armey, whose untiring efforts have made a lot of our flat tax ef- 
forts possible, as well as the pioneer in tax reform, Jack Kemp, who 
has been a personal inspiration in my life. Without Mr. Armey’s 
tax proposal, I would not be sitting here today with mine, and 
while Mr. Armey and I may disa^ee on some of the fine points, 
we do agree that the fairest and simplest way to collect revenue is 
a flat tax system. 

Most of us here today would agree that our current tax system 
has failed. Chairman Archer, I agree with your assessment that it 
would be too easy to simply judge a tax proposal against our cur- 
rent tax system without setting certain standards. After all, the 
current Code makes anything look good and, if I may borrow from 
Congressman Armey’s statistics, any system that forces its citizens 
to devote 5.4 billion hours and $232 billion only to comply with its 
Code must be a miserable failure. 

A pure flat tax with personal allowances, such as what Congress- 
man Armey is proposing, is the kind of system that will simplify 
the lives or all Americans by creating a flat rate and taxing income 
only once; it will cut down on the tremendous tax bureaucracy and 
it will boost the American economy because of its favorable treat- 
ment toward savings and investments. 
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I have studied this plan and listened to Mr. Armey with respect 
and admiration. I a^ee wholeheartedly with his flat tax premise. 
However, there are issues concerning a pure flat tax that concern 
me. That is why I, along with Congressman Solomon of New York, 
the Chairman of the Rules Committee, and Congressmen Doolittle 
and Baker of California, Foley of Florida, and Barton of Texas in- 
troduced a proposal yesterday that is similar to the one made by 
Senator Specter of Pennsylvania. 

Our legislation is for a modified flat tax, and we have given it 
the name “McFlat.” In what sounds like an unusual name for a se- 
rious tax proposal, we have incorporated the meat of Congressman 
Armey’s flat tax proposal along with deductions for mortgage inter- 
est and charitable contributions — hence McFlat, “M” for mortgage 
and “c” for charitable. 

Before I go into further detail about our plan, let me explain 
briefly why I included those two things. I realize that whenever 
you put deductions in, you could have creeping exceptions. I know 
that even in tax rates, whether it is a VAT, a sales tax, income tax, 
we will face bracket creep to some degree. If there is a continuing 
insatiable demand for government services, we must control spend- 
ing. Any of these kinds of systems can change, but I believe the 
mortgage interest and charitable deductions are critical. 

To incriminate myself a bit, when I came here in January, our 
family decided that we wanted to stay based in Indiana where our 
friends are, where our home is, where our schools are, where our 
family is; and it made a lot of sense. I live in a highrise apartment 
in the area called “Crystal City.” For a long time, I didn’t know 
whether it was in Alexandria or Arlington. I don’t know the schools 
there. I don’t know who is on the city council. I don’t know my 
neighbors. Like most but not all renters, since I don’t own my 
apartment, I do not have the same level of concern about my sur- 
rounding community. That is because I do not have a direct stake 
in that community. 

Owning a home is one of America’s greatest and oldest tradi- 
tions. It is something that most people aspire to all their lives. The 
mortgage interest deduction in our current Tax Code enables many 
of those people to achieve that dream. 

For similar reasons, I feel we must retain the charitable con- 
tribution deduction. Charities and the poor and disabled obviously 
benefit a great deal from the deduction available in the current Tax 
Code. In fact, I have also introduced legislation to increase the 
charitable contribution Peter Drucker proposed a number of years 
ago in the Wall Street Journal. I believe if we don’t do the type of 
changes that are radical, we need to increase the charitable deduc- 
tion in the current Code. We need to have our tax changes blend 
with the other policies we are doing. We are trying to reform gov- 
ernment, back government off, move some services to the private 
sector; and to do that, we need to make sure there are incentives 
for people to keep giving. As a social conservative, I believe it is 
important to have values such as home ownership and charitable 
deductions included in the Tax Code. 

Most of the other components of McFlat are very similar to Mr. 
Armey’s and Mr. Specter’s proposals, such as the 20 percent flat 
rate. Ours is slightly higher than Mr. Armey’s because of the home 
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mortgage and charitable deductions. Mr. Armey’s goes down to 17 
percent after 3 years. There is a question whether his could really 
go down to 17; that is why we are proposing a ftat 20 percent rate. 
We are keeping the businessowners’ taxes. Like Majority Leader 
Armey’s, it still goes on one card. There is just one additional line 
for mortgage and one additional line for charitable deductions. We 
cap the mortgage at $100,000 which, in effect, enables people to get 
started. If we go higher than $100,000, we run into questions of 
how to keep the 20 percent flat rate. 

So I believe that while there are differences between the many 
proposals you have heard so far today and will hear — my distin- 
guished colleague and Senator from Indiana, Senator Lugar, has a 
sales tax which he will be talking about later today — we agree with 
your basic point that we need to root out the current system if we 
are really going to make these changes. 

I hope that McFlat provides the “arches,” so to speak, between 
the different plans. 

I know you have many witnesses. I will be bappy to take ques- 
tions if you choose. 

[The prepared statement follows:] 
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Testimony of Representative Mark E. Souder 
Committee on Ways and Means 
Junes, 1995 


Mr. Chairman, thank you for this opportunity to appear before the Committee on Ways 
and Means to testify on behalf of replacing the federal income tax. Before, I begin 1 wish to 
extend my thanks to our Majority Leader, Congressman Dick Armey, for his untiring efforts to 
show Congress and the American people that there is a better way than our current tax system. 
Without Mr. Armey's flat tax proposal, I would not be sitting here today with Senator Specter 
and my proposal. And, while Congressman Armey and I may disagree on some of the fine 
points, we do agree that the fairest and simplest way to collect revenue is a flat tax system. 

All of us here today would most likely agree that our current tax system has failed. It has 
failed the middle class, failed the poor, and allowed outrageous loopholes for some of the very 
rich. Through the years, as Americans have suffered one tax increase after another, public 
satisfaction vrith the federal government has plummeted to all-time lows. While the 
government's appetite for spending has become insatiable, the public has cried 'uncle.' There has 
got to be a better way. 

Chairman Archer, 1 agree with your assessment that it would be too easy to simply judge 
a tax proposal against the current tax system without setting certain standards. After all, the 
current code makes anything look good. And— if 1 may borrow from Congressman Armey's 
statistics— any system that forces its citizens to devote 5.4 billion hours and 232 billion dollars 
only to comply with its code must be a miserable failure. 

A pure flat tax with personal allowances, such as what Congressman Armey is proposing, 
is the kind of system that will simplify' the lives of all Americans by creating a flat rate and 
taxing income only once; it will cut down on the tremendous tax bureaucracy; and, it will boost 
the American economy because of its favorable treatment toward savings and investments. The 
Armey flat tax would provide taxpayers with the relief that they are looking for and, at the same 
time, lead to higher productivity and economic growth for all. 

I have studied this plan and listened to Mr. Armey with respect and admiration. I agree 
wholeheartedly with his flat tax premise. However, there are issues concerning a pure flat lax 
that concern me. That is why I, along with Congressman Soiomon, the Chairman of the 
Committee on Rules, have introduced a proposal similar to the one made by Senator Specter of 
Pennsylvania. Our legislation is for a modified flat tax and we've given it the name "McFlat." 

In what sounds like an unusual name for a serious tax proposal, we've incorporated the meat of 
Congressman Armey's flat tax proposal along with deductions for mortgage interest and 
charitable contributions. What results is the ease, efficiency, and equity of McFlat. 

Before 1 go into further detail about our plan, allow me a moment to explain the necessity 
of preserving the mortgage interest and the charitable contribution deductions. 1 will begin by 
incriminating myself a bit. When I came to Congress in January, my wife and 1 decided that she 
and my three children would continue to live back in the district in Fort Wayne, and I would rent 
an apartment here and commute home on the weekends. It was an arrangement made mostly 
because we did not want to remove our family from the home, schools, and community which we 
are so attached to. 

Now, I live during the week in a high rise apartment building in an area called "Crystal 
City." For a long time I had no idea whether my address was in Alexandria or Arlington, 
Virginia. I don’t know much about the schools here, I don't know who is on the city council, and 
I don’t know my neighbors. Like most, but not all renters, since I do not own my apartment, I do 
not have the same level of concern about my surrounding community. That is because 1 do not 
have a direct stake in it. 

Owning a home is one of America's greatest and oldest traditions. It is something that 
people aspire to all of their lives. The mortgage interest deduction in our current tax code 
enables many of those people to achieve that dream. However, if we adopt a new tax code and 
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some kind of deduction is not preserved, then home ownership could be placed out of reach of 
many Americans. 

It is for similar reasons that I feel we must retain the charitable contribution deduction, as 
well. Charities and the poor and disable obviously benefit a great deal from the deduction 
available in the current tax code. It enables many people to give as generously as they can to 
help the neediest among us. Although large contributors will still give and some individuals will 
still tithe, the general population of givers will likely decline if the deduction is taken away. The 
Cato Institute estimates that spending on welfare programs r\ms over $35,000 for every family of 
four below the poverty line. But the bulk of this money is spent on bureaucratic overhead, not on 
poor people. As we seek fiscal responsibility in government, increased private giving and 
volunteer involvement can fill a need that deficit spending cannot—and with more success, 
efficiency, and compassion. Therefore, retaining the charitable deduction will give average 
citizens the opportunity to do more for those in need than the government ever could. 

McFlat is a proposal for modified flat tax system with a 20 percent tax rate. For the 
individual and families that means they will be taxed on their yearly income less capital gains, 
interest on savings, and dividends. They will be entitled to "personal allowances" for themselves 
and their children. $16,500 for a married couple filing jointly, $14,000 fora single head of 
household, $9,500 for a single person, and $4,500 for each dependent. Then they can deduct 
their mortgage interest for the first $100,000 in borrowing and deduct all charitable 
contributions. 

For business owners, McFlat means that they are not taxed for wages, direct expenses, 
and purchases. All revenue is taxed only once at the 20 percent flat rate. Businesses will be 
allowed to expense 100 percent of the cost of capital formation, including purchases of capital 
equipment, structures and land in the year in which (he investments are made rather than 
dragging out the tax benefits for those investments through complicated depreciation schedules. 

As our Leader. Mr. Armey and Senator Specter have already demonstrated, simplicity is 
one of (he key elements of this plan. Individuals and businesses will fill out a postcard^size 
form with ten lines; 


Form 1 Individual Wage Tax 


1995 

Your Tim lunK and iniiial (if ^in( refum. alto five spouie'i name and indiali 

Your social security number 

Home addreu (number and etreet includinf aparuneni number or rural nwic) 
number 

Spouse’s social security 





1. 

Wages, salary, pension and retiremcni benefits 

1. 


2. 

Personal allowance (enter only one) 

2. 


3. 

□ SIb.SOO for married filing jointly 

□ S 9.500 for single 

□ S 1 4,000 for single head of household 

Number of dependents, not including spouse, multiplied by $4,5(X) 

3. 


4 

Mortgage inierest on debt up to S 1 00.000 for owner-occupied home 

4. 


5. 

Cash or equivalent charitable contributions 

5. 


6. 

Total allowances and deductions (add lines 2. 3, 4 and 5) 

6. 


7. 

Taxable compensation (line t less line 6. if positive; otherwise zero) 

7. 


8. 

Tax (20*/«of line 7) 

8. 


9. 

Tax withheld by employer 

9. 






No longer will American taxpayers have to spend all of their time and money on compliance 
xvith l.R.S. regulations. The twin burdens of unnecessary bureaucracy and red tape will finally 
be removed. 
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It is well known that the U.S. has an abysmal savings rate. This savings rate has a direct 
and chilling relation to our economic growth. In order to create the capital that is necessary to 
future U.S. growth, we must raise our levels of private savings and investment. Instead of 
discouraging savings and investment by taxing the interest from savings accounts, dividends and 
capita) gains, as our current tax system does, McFIat removes the tax on growth by eliminating 
capital gains taxes on the sale of investments. With the implementation of McFlat, businesses 
will invest more because they will be allowed to expense fully all sums invested in new 
equipment and technology. With greater investment and a larger pool of savings, interest rates 
and the costs of investment will also drop, generating even more economic growth. 

The increase in American savings because of McFlat will also help decrease our 
dependence on foreign investors to finance our federal budget deficits and our private sector 
economic activity. Now, foreigners hold nearly 20 percent of our publicly held federal debl—our 
highest level ever. The massive interest paymenis--at least $40 billion per year— are the principle 
source of U.S. capital flowing abroad. This increase in foreign investment in Treasury debt 
pushes America further toward a debtor nation rather than a creditor, weakening the dollar and 
our international trade position. With McFlat. our supply of capital can be renewed, and we can 
return to the position of international creditor rather than debtor. 

Lastly, Mr. Chairman. I will mention the issue of tax compliance. Our current tax code 
wrongheadedly uses tax policy to direct economic activity. The tax breaks are typically used for 
tax shelters which have no valid economic purposes, or to the activities which the tax laws were 
meant to promote. Even when the I.R.S. catches onto certain loopholes, tax experts are still able 
to outfox the bureaucrats. McFlat will close the loopholes and put a stop to tax avoidance and 
never ending battles between tax lawyers and I.R.S. bureaucrats. 

I would like to emphasize the importance to all of my colleagues here that when we 
consider proposals for reform of our tax system (hat all plans-in the words of Chairman Archer- 
tear the current income tax system ”out by its roots.” Although Congressman Armey, Senator 
Specter, and I have varying flat tax proposals, our common point is simplicity of design. Our 
proposals promote economic growth by removing all the disincentives to savings and 
investments while enabling the income tax return to fit on a postcard. 

Chairman Archer, I wish to thank you for your leadership in promoting tax simplification. 
It is exciting-after years of complaining about the tax system as a businessman and parent— to 
now be here in Congress working with you on revising our outdated and unfair tax system. I 
hope the McFlat tax proposal can help provide the arches, so to speak, among the various plans. 
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Chairman Archer. Thank you for your presentation. 

Are there any questions for Congressman Souder? 

Mr. English. 

Mr. English. Thank you, Mr. Chairman. Thank you for joining 
us today for testimony, Congressman Souder. You have been prob- 
ably the leading advocate in this Congress of the charitable deduc- 
tion and its significance in the Tax Code. I wonder if you could 
comment on the importance of including an enhanced charitable 
deduction in any new alternative tax system that we consider. 

Mr. Souder. Two of the biggest problems we have today are soci- 
etal breakdown tied with the ever-increasing demand for expanding 
government. I believe that through the charitable deduction we will 
never totally replace government social programs, but we can re- 
place part of them by giving incentives to the private sector, and 
that is important. 

I also believe that the government shouldn’t have a direct role 
in doing moral or other types of funding. It corrupts both churches 
and religious institutions, and I don’t believe the government 
should take sides between different denominations. Because of 
that, we need to have other ways to make sure that our social fab- 
ric stays together, which I believe means much charitable giving. 

Mr. Armey used a figure of 50 percent in some of the tax changes 
and many people tithing would do that, but much charitable giving 
would decline, both to the churches, which is important for us mor- 
ally and spiritually, as well as for social welfare. We cannot, when 
justifying cutting government and talking about moral programs, I 
believe, gut those important financial incentives. It is a basic foun- 
dation that I think we need to have in our society. 

Mr. English. So your charitable deduction would be an incentive 
to people to contribute to local institutions in their community that 
provide services directly, and in a lean and very nonbureaucratic 
way; and it will be a tax deduction that will be broadly accessible 
to working families, the middle class and people throughout our so- 
ciety? 

Mr. Souder. It is simple. It reflects what has happened in Amer- 
ican history, like the fervor and effort made when starting the pub- 
lic school movement, foster care, and the prevention of child abuse. 
In 4 years, as a Republican staff director, the children and families 
showed me that the most effective programs, particularly in the 
urban centers and particularly in the black and Hispanic commu- 
nities, are often religious based. Therefore, we need a charitable 
contribution because the government can’t conduct religious-based 
efforts. 

Mr. English. Thank you. Your testimony, as always, is powerful, 
and we very much appreciate your efforts on this. 

Chairman Archer. Mr. Christensen. 

Mr. Christensen. Earlier today Congressman Gibbons stated 
that Canada does not have any type of similar mortgage interest 
deduction to what we have in this country, and that they haven’t 
had that stimulus and need to stimulate their housing industry 
and the first-time home purchases. Why do you believe that maybe 
we shouldn’t adopt the Canadian model when it comes to their 
housing industry? 
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Mr. SouDER. As we know, in health and other areas, different 
systems behave differently. I don’t know a lot about the Canadian 
system, though we have vacationed there. I would guess that the 
city of Toronto behaves more like the American system. As you get 
a more urban population, rather than the traditional rural popu- 
lation that you see through much of Canada, you will see that. 

Under our current system, we have an increasing rental con- 
dominium-type development. While I believe that in a free economy 
you should not stop that, I believe part of what we are seeing in 
the transients and the breakdown of the social system is because 
we don’t have roots in the community. That is why Secretary 
Kemp, when he was at HUD, tried to promote home ownership in 
urban centers. We need to make sure that we don’t accidentally ac- 
celerate social changes that have not been necessarily healthy for 
our economy. We are different enough and we also have a historic 
root in home ownership, which means you can’t necessarily operate 
like Canada, even if we have the same demographics. 

Mr. Christensen. Which of the four — simplicity, equity, effi- 
ciency, administration — would you deem the most important in 
constructing a new Tax Code? 

Mr. SoUDER. Politics is always the art of compromise. I believe 
the number one thing that is driving us now is simplicity. Because 
of the complexity, because the powerful always have more access 
to changing and getting amendments and doing the different 
things — that equity is closely related to simplicity. So those two 
things are both important, but in the process of achieving that, you 
can’t throw everything else out. But that is why there is really 
more unity among the people presenting today. Hopefully you here 
on this Committee can help raise awareness and move us toward 
the simplicity, and the equity that comes from simplicity. 

Mr. Christensen. Thank you very much. 

Thank you, Mr. Chairman. 

Chairman Archer. Thank you, Mr. Souder. We appreciate your 
input, and we are glad that you will be working with us in trying 
to find a resolution to this issue. 

Our next witness is a former Congressman, former quarterback 
for the Buffalo Bills, a former Secretary of HUD, Hon. Jack Kemp, 
who has been mven a new assignment, along with all the other 
things that he has to do, to head up a commission to make rec- 
ommendations to us. 

We are delighted you have taken the time to come and present 
to us your ideas about this. I hope at this point they are not crys- 
tallized inasmuch as the duty that you have been assigned should 
be an objective one, to seek out the best alternative. Please pro- 
ceed. 

STATEMENT OF HON. JACK KEMP, CHAIRMAN, ECONOMIC 

GROWTH AND TAX REFORM COMMISSION AND FORMER 

SECRETARY OF HOUSING AND URBAN DEVELOPMENT 

Mr. Kemp. Thank you. I wish you could have said a former Mem- 
ber of the Ways and Means Committee. I never quite made it to 
this halcyon, august body, but my respect for the men and women 
of this Committee, the work of this Committee, both sides of the 
aisle of this Committee — you, Mr. Chairman, you, Mr. Rangel, an 
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old and dear friend, both of you, and the newer Members, I am 
thrilled to be here. 

I approach it with objectivity, may I say to the Chair. 

A Chinese philosopher said one time, there is a lot of wisdom in 
the world, but unfortunately it was all divided up among people. 
I just come with a slice of that pie of wisdom — my experience, my 
feelings; and I am going to approach this commission in which I 
was appointed by Majority Leader Bob Dole and Speaker Newt 
Gingrich to do, Mr. Chairman, what you have been talking about, 
and that is to tear up the system, put a blank sheet of paper out 
there, a tabula rasa as it were, and try to design in a post-cold war 
world for America a tax system that is, as I think most men and 
women of good will on both sides of the aisle would like for Amer- 
ica — as we enter the 21st century, fairness, simplicity, efficiency 
that can expand this economy, give people hope that they can have 
access to capital and jobs, and that can do away with the Byzan- 
tine structure of tax policy that grew up not out of malevolence but 
out of a genuine attempt by men and women of good will to come 
up with a system that could have taken us through two world 
wars, two regional wars, a cold war and a highly centralized bu- 
reaucracy with which the American people are frustrated and 
which needs to be rethought, redesigned, restructured. 

And I want to say I think today, or at least these few days that 
you have designated for these hearings could very well be the start 
of the 21st century of the United States of America, because I don’t 
believe that we can go into the 21st century with this Tax Code. 
I don’t think it is fair, including Dick Gephardt — did you think, Mr. 
Chairman, albeit the questions that were given to Mr. Gephardt by 
particularly my friend John Ensign from Nevada — ^but I think we 
should celebrate the fact that the Minority Leader of the Demo- 
cratic Party said it is time for massive radical change. 

He wants to offer his own proposal, and I respect that, for a fun- 
damental overhaul of the entire Tax Code, so we will have fewer 
rates. I would like to have one rate, but fewer rates is better than 
a lot of rates; fewer loopholes, that is a good goal; less paperwork, 
that is a consensus opinion; and lower tax rates for all Americans. 

So I think, Mr. Chairman, you have and your colleagues in both 
parties have come to these hearings with an absolutely imperative 
mission from the American people and that is to give us what we 
desperately need. 

We are going to have three objectives in the tax commission. I 
would like to submit the names of the distinguished people from 
around the country who are going to serve on the tax commission 
for the record. I would like to submit for the record the statement 
of Speaker Gingrich and Majority Leader Dole. 

[The following was subsequently received:] 
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There will be three goals of the tax commission and progrowth 
commission — I should say, three steps. One is to inventory the 
problems, which abound. Two is to inventory the solutions, which 
equally abound. This is not a partisan effort albeit there are par- 
tisan issues. Senator Long has been a champion of tax reform. Ross 
Perot talked about tearing up the system and drafting a new flat 
tax system for America. He never got around to it, but he talked 
about it. John F. Kennedy talked about tax reform; Ronald Reagan; 
you, Mr. Chairman, Charlie Rangel and I have spent many, many 
hours of conversation about what we do about our cities and urban 
problems of poverty and how to use the Tax Code to incentivize the 
formation of capital and jobs and educational training for young 
minority and majority working men and women. 

So after we have inventoried the problems, we will inventory the 
solutions including consumption and VAT and sales and flat in- 
come tax rate systems, and then try to have as our conclusion a — 
I don’t want to say a “consensus product,” because you cannot abso- 
lutely reach consensus, but I think we could come up with an an- 
swer that matches the problem and take this country into the 21st 
century. 

One last thought. I mentioned growth. I don’t think we can meet 
the social goals of America or the fiscal goals of this Congress, Mr. 
Chairman, without a progrowth Tax Code. I am frustrated by the 
attention that is given to the numerator, that is, the spending side 
of the budget. Not enough people are thinking about the denomina- 
tor, which is the size of the economy. And my goal, our goal will 
be to give a Tax Code to — as a facilitator to your work, Mr. Chair- 
man, that will advance the potential of this economy to grow and 
create jobs and entrepreneurial opportunities for people while being 
fair and simple and profoundly progressive. 

I will close with this thought. I don’t think it is oxymoronic to 
suggest that you can have a flatter Code with progressivity. I ac- 
cept the premise that we need a system that treats the poor and 
treats the young and treats the entry-level working man and 
woman family differently than it treats mature assets in America. 
I favor a flat tax. I have said that many times. But within a flat 
tax you can have de facto progressivity with the type of exemption 
that has been talked about, Mr. Chairman, not only in your ap- 
proach but in other approaches to this problem. 

So I enter this caldron, enter this debate, enter this issue with 
some experience in tax reform and with a goal of achieving the 
simplicity and fairness and flatness that we have alluded to in our 
party, but yet can accept that challenge from Mr. Gephardt or my 
friend Charlie Rangel that would respect the fact that the poor, the 
woman on welfare, the father who is unemployed, the people work- 
ing their way out of poverty should face a tax system that on a first 
five or six or seven rungs of the ladder does not treat their income 
the same way as we would treat mature assets and older and 
wealthier — not to draw a class division — I know it could be done. 
I think it is one of the most exciting challenges facing our country 
today in this post-cold war period. 

Chairman Archer. Thank you for your presentation. I know that 
you have a lot more on your mind, and I particularly compliment 
you for your brevity. 
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I would like to ask you a few things, and I think it is good to 
do it here in the forum of this Committee although we could do it 
another time, when I hope I will be asked to come and talk to your 
commission. 

Mr. Kemp. Absolutely, Mr. Chairman. 

Chairman Archer. From the way you have presented your 
views, the goals that you have and that, I think, the overwV^elming 
majority of the Members of this Committee have, are not different. 
The question is, how do we get there? I share your view that we 
must look long term, which is unusual for this body, and we must 
have an agenda for the 21st century that will push America ahead 
in a very competitive global marketplace, or I believe that we will 
see the standard of living ebb for all Americans. We must compete, 
look out and not just inwardly; and it seems to me that our taxes 
can be a major venicle in that regard, and that is a part of growth. 

I have lost patience or hope that we can change this Tax Code 
so that it will be growth oriented. Many efforts have occurred, in- 
cluding yours initially with Kemp-Roth back in 1981. 

Mr. Kemp. Right. 

Chairman Archer. Inevitably we have failed to make this cur- 
rent tax system one of growth, job creation, and higher real family 
earnings for working Americans. I think that should be perhaps 
the major goal in what we are about today. I think simplicity is ex- 
tremely important. I think cutting down the cost of compliance, re- 
ducing it from the current minimum of $300 billion a year is impor- 
tant, but I also think Americans are crying out for relief in their 
personal lives from the IRS. 

Forty million Americans will have a confrontation with the IRS 
this year in some form or another, 40 million Americans. And that 
is an unpleasant thing for any American, even though it may be 
relatively minor. It is also interesting to note that the taxpayers 
will win over 50 percent of those confrontations. So they basi- 
cally — 

Mr. Kemp. I am surprised. 

Chairman Archer. They proved to be unnecessary. 

It seems to me that one of our goals should be to get the IRS 
completely and totally out of the lives of individual Americans. I 
think that should be a goal, to protect freedom and the right of pri- 
vacy, to get the IRS totally and completely out of the lives of indi- 
vidual Americans. I hope you would share that goal because the 
American people are crying out for it today in every townhall meet- 
ing. 

So just to speak of some of the goals, I think we have common 
ground. 

I want to ask you about a comment that was just printed in the 
BNA Daily Tax Report — and give you an opportunity to respond to 
how you are quoted in this article. Kemp said he is opposed to Ar- 
cher’s plan to replace the current system with a broad-based con- 
sumption tax, “I heartily don’t endorse Archer’s plan.” 

Mr. Kemp. Mr. Chairman 

Chairman Archer. Is that an accurate 

Mr. Kemp. I don’t know — where was it said and when 

Chairman Archer. This is listed in the Bureau of National Af- 
fairs publication which comes out every day, and it quotes you as 



552 


having been before the National Policy Forum press conference, 
and apparently a reporter talked to you; I don’t know what re- 
porter, but the reporter from BNA. That is today, June 8, 1995. 

Mr. Kemp. I am squirming because I don’t think I have ever said 
I was opposed to the Archer plan. First of all, I would be dumb to 
say that at a press conference going into hearings 

Chairman Archer. I would think so. 

Mr. Kemp. I am admitting it. I appreciate your bringing this up 
in such a public forum. I would have appreciated, as an old friend, 
being told about it, but I don’t think I said “Archer.” 

I might have said a VAT tax. I personally am not for a VAT tax. 
I am willing to look at a bill, but I don’t know what your plan is. 
If it is in concrete, I don’t even know what it is. 

I have said nice things about Dick Armey, and I have said good 
things about Hall-Rabushka, I have said good things about a lot of 
general thrusts, conceptually speaking, but as the chairman of this 
commission, I pledge to you as open a mind as we humanly can 
have. 

You have pretty strong feelings, Mr. Chairman, and I don’t mean 
to suggest that you are not totally openminded about this. I just 
would admit that I probably have said that I don’t favor going to 
a VAT tax, but I am willing 

Chairman ARCHER. You say that 

Mr. Kemp. I don’t think I have ever said anything that you have 
ever done that I would be opposed to. You can put me on the spot 
for the rest of the hearing 

Chairman Archer. I just want to be sure you were misquoted. 

Mr. Kemp. I hate guys that say they were misquoted all the time. 
I would not say that I am opposed to the Archer plan, the Armey 
plan, the Nunn-Domenici plan. 

Chairman Archer. You have told me privately on two occasions 
that you have an open mind on this. 

Mr. Kemp. Open to everything but raising taxes. 

Chairman Archer. I would contemplate that as long as I am 
Chairman of this Committee none of these plans will raise taxes, 
or will raise the amounts of revenue that is being 

Mr. Kemp. I have a pretty good pedigree in this regard, almost 
as good as yours. We came to Congress together. I would not say 
I am opposed to the Archer plan. I don’t Know what the Archer 
plan is, to be perfectly frank. I know you are for a sales or con- 
sumption tax, but that is as much as I know about it. 

Chairman Archer. That is true at this point, and I will, before 
the end of this year, come down on a specific method; but I am of 
a belief that in order to have the agenda for the 21st century to 
create growth, to create more jobs, to compete in the world market- 
place, that we must replace the income tax system with a tax on 
goods and services in the form of some type of broad-based con- 
sumption tax, and your quote is here that you would not replace 
the current tax system with a broad-based consumption tax. 

Mr. Kemp. I misspoke, I will say publicly and on C-SPAN in 
front of my old friends. You may have misspoken along the line in 
your career. 

Chairman Archer. I am sure that I have. 
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Mr. Kemp. Let me make the point I was trying to make, and I 
alluded to it in my opening statement. 

I believe in taxation of people based on their ability to pay. I do 
not think you should tax a family that is working their way out of 
poverty, that must use as much of its disposable income as possible 
for the same burden of taxation as you would tax an investor who 
has mature assets. You are talking to a radical on some of these 
things, because I have said that I would like to eliminate the cap- 
ital gains tax, particularly in the inner cities. 

In the commission, I plan to be as open and fair as I can, but 
I do think, as Adam Smith said in the book that he wrote that 
launched this effort, that taxation should be predicated upon the 
ability of people to pay consistent with efficiency, raising revenue 
and not discouraging the factors of production. I am as close to that 
as I can probably get. But I do think the Code needs some social 
engineering within certain boundaries. 

I agree with Mark Souder, home ownership is important to 
America and to the American dream. Charitable contributions, we 
ought to look at that. We ought to look at municipal bond sales and 
will you hurt the ability to finance municipal bonds and infrastruc- 
ture. So I want to look at it. 

If I have made statements that are beyond the pale, I ask my 
old friends in the Congress to allow me some maneuvering room to 
come up openly and honestly and allow every side to be rep- 
resented. That is why I came here today. That is why I called you 
to ask you if you would allow me to put on the record how I feel 
about this commission that Dole and Gingrich have appointed me 
to, so that we can work toward a consensus. 

Chairman Archer. I am pleased that this is not an accurate 
quote and that you have an open mind. 

Mr. Kemp. It is open to eveiwthing except a VAT tax. I don’t like 
VAT taxes. If you go in, you nave to listen to people who are for 
a VAT tax. I don’t want to raise rates, but I am going to listen to 
the Nunn-Domenici bill that takes the tax up to 40 percent. So it 
is in that context. Bill, that I think I was quoted. 

I have never mentioned your name, I remove the shoes from my 
feet when I mention your name. 

Chairman Archer. I won’t belabor it, but I am happy to have 
that on the record that you enter with an open mind, because I 
don’t know how with a flat tax, which still is income-based, even 
at a lower rate, you can get the IRS out of peoples’ lives. 

I think if that is going to be the goal, I am terribly troubled that 
we will not get to that goal because one of the good things that you 
said in this quote is that “I endorse Archer’s enthusiasm for getting 
the IRS out of our lives and off of our property.” 

Mr. Kemp. Thank God. You could have started with that and 
made me feel better. 

Have you read Dale Carnegie’s, “How to 

Chairman Archer. 'The problem is, I don’t know how you do that 
unless you put a tax on consumption and goods and services rather 
than an income-based tax. 

Mr. Kemp. You are putting me on the spot once again. 

Chairman Archer. I just want you not to prejudge these issues 
as you go into this commission. 
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Mr. Kemp. As I know you haven’t. 

Chairman Archer. I am willing to accept anything. 

Mr. Kemp. Let me just say one thing. If the rates were low 
enough and the system was efficient and fair and simple enough 
in a profound way, not unlike what we are talking about here 
today, the IRS would have a lot less intrusiveness. So metaphori- 
cally I favor these things. 

I am not out to repeal the 16th amendment to the Constitution. 
I think we have to raise revenue. There are a lot of things we have 
got to do. But I promise you, I am going to go into this and give 
you and your staff a full, fair, complete hearing, just as you have 
given me such a full and fair and complete hearing here today. 

Chairman Archer. There are basically, in my view, four goals 
that we should seek in this process, and I am willing to accept any 
device or any design or any approach that will give us these four 
goals. 

One is, I want to get the IRS completely and totally out of every 
individual’s life in this country. I want to tear the income tax out 
by its roots. 

Mr. Kemp. You have said that many, many times. 

Chairman Archer. That is a goal that is shared by the over- 
whelming majority of the American people as we have heard in 
town meeting after town meeting. 

Two, we should have a Tax Code that has the goal of the greatest 
possible incentive for savings. Savings mean capital investment, 
which means more productivity, which means better paying jobs for 
Americans. I don’t think you disagree. 

Mr. Kemp. I don’t disagree. I would add, savings without rates 
of return on investing those savings is meaningless. Russia had a 
lot of savings, but it went nowhere because there was no place to 
put their money because it was taxed away on the income stream. 
So if you tax income too heavily and tax risk taking too heavily, 
you can have all the savings in the country 

Chairman Archer. That is why I don’t want to tax income at all. 

Three, I think it should be a tax system that reasonably gets at 
the underground economy, at people who are not paying their fair 
share under our current system. 

Mr. Kemp. I agree. 

Chairman Archer. Four, I think it should give us the greatest 
fair advantage in competing in the world marketplace by being 
subject to removal of the cost of government from the price of prod- 
uct when it leaves these shores to compete as an export overseas 
and being able to be charged to a product entering this country so 
that foreign products bear their fair share of our cost of govern- 
ment. 

Those are the four goals, and if you can get there with your com- 
mission, whatever vehicle you come up with, I will be excited about 
it. 

Mr. Kemp. Let me ask you just a brief question for my edifi- 
cation. 

If you relieve the burden of the tax at the border as it gets ex- 
ported overseas, does that make the cost of products to American 
consumers relatively higher than it does on our exported items? 
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Chairman Archer. No, because they are higher today because 
the cost of taxation today must be factored through, and — ^you 
know this — must be incluaed in the price of the product. And it is 
included today. It would just be included in a different way that 
can be removed to give us a fair advantage in the world market- 
place. And we will talk more about this, at length. 

Mr. Kemp. If every country in the world, though, moved to the 
same type of tax and every country in the world tried to get an ad- 
vantage at somebody else^s — what kind of world trade system 

Chairman Archer. We are already suffering with that disadvan- 
tage with every country except Australia in the world today. That 
is the reality of the world marketplace today. 

Mr. Kemp. You and I are a lot alike. We love to argue. 

Chairman Archer. Let me recognize now for questions — and I 
apologize for the length of time that I have taken — let me recognize 
your friend, Mr. Rangel. 

Mr. Rangel. You haven’t said anything unkind about me any- 
where, have you? 

Mr. Kemp. Come to think of it, there was something the other 
day I said about you. 

Mr. Rangel. Let me tell you something, Mr. Secretary. I was 
about to say, it is very difficult for me to look at this in a biparti- 
san way. Then along comes you, talking about fairness and equity 
and remembering that we all don’t have the same ability to pay, 
and you are really shattering my thoughts that there is some pre- 
conceived idea out there by the people on the other side that it 
really doesn’t make any difference about fairness and equity, get 
rid of that tax collector. 

Frankly, they have done so well at finding that button that just 
frustrates the American people, that the people go for getting rid 
of the IRS and really don’t understand the impact of a sales tax 
as its relates to percentage of consumption by low-income people. 

The worst thing 1 can think of is getting a call from the IRS say- 
ing, could you come down and go over your tax return with us, and 
while you are at it, bring your lawyer or accountant. The more you 
start having compassion, the more you start looking for ways to 
take care of that. 

All I am saying is that if your commission can come up with a 
way to wipe out all of the loopholes that we have in the tax sys- 
tem — we put the loopholes in there because of the high rates that 
we have had for high-income people, but we also put some incen- 
tives in there, as you and I have worked on, saying if it can work 
for them for incentives, let it work for the charitable organizations. 
After all, it appears as though they are going to be the safety net 
for the Nation. 

I guess my Minority Leader, has he seen any proposal that has 
come from the other side that even talks about equity? Forget pro- 
gressiveness, because that sounds too close to being a Socialist. But 
fairness and equity doesn’t have to be biblical; it is just the right 
thing to do. It is America. 

And so I never thought I would see the day to applaud someone 
just for using those words when you are talking about taix reform, 
but as long as your commission is moving in that direction, I think 
there is even hope for a wretched soul like me to be bipartisan. 
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Thank you. 

Mr. Kemp. May I respond? 

Mr. Houghton [presiding]. Please. 

Mr. Kemp. I am going to approach this on the basis that I think 
most of us ultimately do in our heart of hearts, which is that Amer- 
ica is one family, one people, we have got a stake in each other’s 
well-being, and we wouldn’t tax the young who are just beginning 
on that ladder of opportunity that we euphemistically call “Amer- 
ican,” but we know is Asian and Latino and African and European; 
it is universal. 

I never liked tax credits for machinery. Why should we give tax 
credits in the Tax Code for machinery at the expense of human 
capital? 

So I guess in my opening comments, I might have misstated the 
goal with regard to a sales tax. But in effect what I would like to 
see this country do — just as a human being, aside from being chair- 
man of this commission, I didn’t want to be disingenuous and say 
that I don’t approach this with some built-in feelings about what 
do we do about the first job that somebody gets? Should they be 
taxed at 20 percent, and tax me at 20 percent? I don’t believe that. 
I think the young and the bottom rung of the ladder and people 
beginning their climb should definitely pay — bear less burden. And 
my purpose has always been in getting the rates down, was not to 
give a benefit to capital at the expense of labor, but ultimately to 
recognize that the incidence of taxation is different than the bur- 
den of taxation, and that if you overtax capital, you don’t hurt the 
rich, you end up hurting the poor who ultimately want to improve 
their lot in life as well. 

So that is something that I have brought to the Kemp-Roth bill, 
and brought to the enterprise zone bill tnat I sponsored with you, 
Charlie; and I hope that we can come out with some form of radical 
yet progressive reform of the Taut Code. 

I appreciate your comments. 

Mr. Rangel. I hope that the problem that I am having is just 
one of communication here, because what you are saying is so basic 
American that it lends itself to bipartisan support, and I want to 
work toward that end. 

Mr. Houghton. Thank you. 

Mr. Hancock. 

Mr. Hancock. Thank you. Charlie, if the gentleman would yield, 
I didn’t realize that there was any problem about whether it was 
bipartisan or not; I didn’t realize that the Republican Party was 
un-American and the Democratic Party was — or the other way 
around. Maybe I have been wrong all these years. 

Jack, I have known you a long time, read your articles and heard 
you speak several times, and it bothers me a little bit to have to 
take issue, but that is the name of the game. You obviously are in 
favor of a progressive tax of some type where the concept of ability 
to pay is a cornerstone. If you go back into the history of who came 
up with the idea of the progressive income tax, it doesn’t make me 
too much in favor of a progressive tax. 

You mentioned “mature capital,” that the people that hold ma- 
ture capital should pay more tax because they have accumulated 
that capital, so therefore they have more ability to pay. Now, what 
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about the owner of this mature capital who is an investor, who 
pledges his assets maybe to borrow money and takes the risk of 
losing every dime of that by loaning the money to people who need 
the investment capital? If you tax that mature capital to that ex- 
tent, then you get rid of the entrepreneurs. 

Mr. Kemp. I don’t know whether you heard my testimony, but I 
was coming pretty close to suggesting that there ought to be a flat 
rate tax system with an exemption for the poor and the low in- 
come. There was the de facto progressivity; I did not testify on be- 
half of a progressive income tax, A. B, I fevor a de facto level of 
progressivity, and I doubt very much whether you would even si^- 
gest that we ought to tax all people exactly the same irrespective 
of their ability to bear the tax burden. 

There is no stronger supporter on this Earth than me in forming 
capital as the essence of creating jobs and growth and opportunity 
for people, so much so that I favor — as Jack Kemp now, not as the 
chairman of the commission, because I want to study all ramifica- 
tions — ^but I think the capital gains tax is a stupid tax. It is not 
a tax on wealth, but a tax on creation of wealth. It is not a tax 
on the rich; it is a tax on the poor who want to get rich. 

I don’t favor estate taxes or double taxation of dividends. I favor 
total expense — I was there when you were in Illinois. So make sure 
that when you ask me a premise that you get it a little closer to 
the record as to what I 

Mr. Hancock. One of the reasons that I wanted to ask the ques- 
tion is because I have had people make comments in other areas, 
and I wanted to give you the opportunity to explain that you do 
not support that type of a tax. 

Thank you. 

Mr. Kemp. Thank you. I am glad we cleared it up. 

Chairman Archer [presiding]. Mr. Zimmer is recognized. 

Mr. Zimmer. Thank you, Mr. Chairman. I don’t have any pre- 
pared questions. I just want to tell you what a thrill it is to be here 
and see this exchange go on between the Chairman and Mr. Kemp, 
and remember that this is not taking place at some think tank or 
on “Firing Line” but actually before the Taxwriting Committee of 
the House of Representatives having testimony from a chairman of 
a commission who is going to have a great deal to say about what 
the future Tax Code of this country is going to be like. 

You called yourself a radical because you want to abolish the tax 
on capital gains. That was considered a radical position when you 
first espoused it, but it is a common thread in every proposal that 
we are considering. Every one of these reforms that is before this 
Committee will treat investment and saving and job creation and 
growth much more kindly than the current Code, and I think any 
of the alternatives would be a great step in the right direction. 

I am delighted and thrilled to be part of the process. 

Could I ask you whether the meetings of your commission are 
going to be open, whether you are going to take testimony and 
have your considerations open to the public? 

Mr. Kemp. The first meeting will be next Wednesday. Speaker 
Gingrich and Majority Leader Bob Dole will head it up. It will be 
open. All 13 commissioners will be there — 14, I guess. I told the 
Chairman I would submit it for the record. They are men and 
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women of definite views. They all believe in entrepreneurial cap- 
italism. They all believe in tax reform. They all believe in 
progrowth policies that are fair for the country. So it will be open. 

There will not be formal hearings — there will be formal field 
hearings so that we can listen to men and women from all comers 
and backgrounds of this country who have something to say about 
both the problem, some solutions, and then finding the consensus 
that might unite the American people and the Congress and lend 
support to a platform for doubling the size of the American econ- 
omy in the next, say, dozen years. That is my goal. 

I think we talk too much about fiscal restraint, albeit that is im- 
portant, but not enough people are talking about growing the size 
of the denominator, that is, the gross national product, and we can- 
not survive socially or economically or fiscally in this country with 
an economy that is growing at 2.5 percent per year for the next 10 
years. You can’t get from here to there. You can’t balance the budg- 
et in an economy that goes into slow growth, and I think that issue 
has been lost. It needs to be recaptured and somebody has to fly 
that flag. 

The Tax Code is a perfect place to discuss what Bill Archer 
talked about in terms of making the economy more competitive and 
getting the type of growth that can create the jobs and the new en- 
terprises that can take this country into the 21st century. 

Mr. Zimmer. With you as chairman of the commission, the flag 
will be flown high, and I look forward to working with you. 

Chairman Archer. Mr. Levin. 

Mr. Levin. Thank you, Mr. Chairman. Welcome. It is late in the 
day. I think this has been the most interesting part of the day, 
really. 

I think that, Jack, your comments are very interesting and wel- 
come. Everybody knows of your deep interest in this, and I think 
it is interesting how this discussion has revealed that when you go 
beyond the rhetoric, there are real differences of opinion, not only 
between parties, but within parties. 

For example, your emphasis on fairness, Jack, is quite different, 
I think, from the emphasis of the Chairman, who in his four goals 
doesn’t mention that. Your emphasis on growth, 1 think, is rather 
broadly accepted between the parties and within them. I think your 
concern, for example, about the mortgage interest deduction is 
something that shows a very strong difference from the Majority 
Leader, who would simply abolish it; similarly, your concern about 
the charitable deduction. Your statement that there should be not 
only taxation based on ability to pay, but also the Code needs some 
social engineering — I take it that is consistent with your long 
struggle to get some empowerment zones into the Code. 

I find it refreshing, and I hope that those who are here, and per- 
haps the media, will take note of the different emphases that we 
have heard today; and I think these different emphases need some 
honest discussion and won’t be resolved by putting horns on any- 
body or anything, whether it is one party or another, or a govern- 
ment agency or another. Because I take it I heard you right, you 
are concerned about eliminating the deduction on home ownership, 
on the 
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Mr. Kemp. What I said, Sandy, is that we need to look at — the 
interest on the mortgage, the home ownership deduction right now 
is sacrosanct vis-a-vis the current Code. The rates are too nigh, so 
you have to have that there to protect people who want to own that 
piece of the American dream. I am going to look at the possibility 
of what it would be like to have the rates low enough and the sys- 
tem simple enough so that you can give up deductions; and as far 
as social engineering goes, I am not a social engineer, but I do 
think the Tax Code should reflect social as well as economic goals 
for the country. And one of the highest social goals for America is 
a chance to own a piece of the rock. 

I don’t want to be accused — I was almost accused of being for the 
progressive income system — I am not for social engineering. 

Mr. Levin. I don’t want you to get into too much trouble. 

Mr. Kemp. Thank you. 

Mr. Levin. There is a lot of talk about the squeeze on low-income 
families, but you know there has also been a major squeeze on mid- 
dle-income families in this country. In fact, the charts show that 
the tax burden of low-income families has gone down, but the tax 
burden on middle-income families — it is not only a tax burden, but 
even more so, their standard of living has just been stagnant. 

Mr. Kemp. Right, right. 

Mr. Levin. So I just hope when we look at, for example, the flat 
rate tax proposal, we look at its impacts on middle-income families. 

You can exempt families up to $35,000 in income, but what does 
that mean for middle-income families? 

Mr. Kemp. It is unbelievable we are sitting here and talking 
about a middle-income family above $36,000. I mean, I thought I 
was middle income when I started out in pro football and made 
$ 6 , 000 . 

'The point is, Sandy, when you and I — we are roughly the same 
age, I am probably older than you, I am having my 60th birthday 
this July. I just had my ninth grandchild, and I came to Congress 
with Archer back in 1970. When we came in 1970 — ^before 1970, to 
be sure, in the sixties, in the sixties a family of four at a median 
income paid probably 4 to 5 percent of their income to the Federal 
Government. 

Today, thanks to Archer’s pointing this out in the record as well 
as other Members who are sitting in front of me, a family of four 
in a median income is paying 25, 26, 27, 28 percent. No wonder 
they are upset about their ability to save and ability to get access 
to income. We overtax people. The payroll tax is too high, in my 
opinion. Income tax rates are too high. 

Why you guys don’t repeal the surtax on income — did anybody 
vote for it? We never voted for it. That should be repealed. They 
took it off boats and they put it on the whole economy. 

So there is going to be a lot of debate over this, and you are 
right, the American dream of upward mobility is being hampered, 
in my opinion, by the regulatory climate to a large extent and par- 
ticularly the steep progressivity of the Tax Code which punishes 
people for working, saving, earning, and investing in new entre- 
preneurial opportunities, and that is what we want to help correct. 
Your comments are profoundly welcome. 

Thank you. 
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Mr. Levin. Thank you. 

Chairman Archer. The gentleman’s time has expired. 

I have on the list one last request for inquiry from the gentleman 
from Minnesota, Mr. Ramstad. 

Mr. Ramstad. Thank you, Mr. Chairman. 

As an old friend, it is a pleasure to welcome you here today. 
Chairman Kemp, and as a fellow disciple of economic growth, I 
must say that nobody has been a more consistent advocate of eco- 
nomic growth or tax reform than you, and that is appreciated by 
a lot of us. Like many, I wish you were running for another job, 
but this seems to be an appropriate one at the present time. 

Mr. Kemp. The Federal Reserve Board is not open at this time. 

Mr. Ramstad. That is not the one I had in mind. The one I had 
in mind has an oval-shaped office downtown. 

Mr. Kemp. The commissioner of the National Football League is 
not open, either. 

Mr. Ramstad. Let me just ask you very briefly. Jack, what is the 
timetable for your commission and how are you going to interact 
with the House and the Senate? How are you going to function? 
Are you going to have regular meetings? 

I know you said that Senator Dole and the Speaker are going to 
lead off. Just give us a little insight into the commission. 

Mr. Kemp. Very quickly, they have charged us with coming up 
with a consensus approach, if possible, within 6 to 8 months, obvi- 
ously prior to the primaries of 1996. I have talked to all the so- 
called — not so-called, I have talked to all the campai^s in the Re- 
publican Party. I would be happy to talk to anybody, including Bob 
Rubin, who is a fine man. He doesn’t think that tax rates have 
anything to do with investment, which I find bizarre for a Sec- 
retary of the Treasury. 

But having said that, we plan to come up with a statement/legis- 
lative agenda to show the nexus between monetary policy and tax 
policy by November at the latest. We will hold hearings, not formal 
testimony, but meet people, go to Silicon Valley, go to Houston, 
Tex., go around the country from Seattle to, you know 

Mr. Ramstad. Minneapolis? 

Mr. Kemp. Minneapolis, right. 

Mr. Ramstad. Thank you. 

Mr. Kemp. And talk to people of all different backgrounds about 
what their problems are, to take an inventory of the problems, an 
inventory of the solutions, and then try to find a match between 
the problem and the solution, and I have made a lot of statements 
I know I will be hung around the neck with but, I hope to do it 
as objectively as I possibly can, knowing full well we live in a polit- 
ical environment and we have got to get something past our party, 
and I wouldn’t be surprised if the Clinton administration is not 
looking surreptitiously at tax reform for 1996. If they are not, I 
would be quite surprised. 

Mr. Ramstad. I certainly hope you will invite the President to 
submit his proposal. We tried to elicit at least something from 
Treasury’s Assistant Secretary Samuels yesterday. They sent him 
to testify rather than Secretary Rubin, and I certainly hope that 
they will submit a proposal. 
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I am also glad to hear you say that you are going on the road 
and talking to real people and getting their input and not just 
those inside the beltway. 

Mr. Kemp. Incidentally, there are real people on the commission, 
Loretta Adams, a young Hispanic woman, president of a San 
Diego-based market development company; Ifen Blackwell, a friend 
of all of ours, Ohio State treasurer; Herman Cain, the chief execu- 
tive officer of Godfather’s Pizza; Carroll Campbell, former Gov- 
ernor, friend of the Chair and mine; Pete duPont, former Governor, 
former Congressman; Jack Paris of NFIB; Ed Feulner of Heritage; 
Matt Fong, State treasurer of California; Teddy Forstmann of 
Forstmann-Little, one of America’s premier financiers and entre- 
preneurs; Dean Kleckner, president of American Farm Bureau; 
Shirley Peterson, former IRS Commissioner under Ronald Reagan; 
John Snow, chief executive officer of CSX Corp. and former chair 
of the Business Roundtable; and John Weiland of the American 
Home Builders, Weiland Homes in Atlanta. 

So I can assure you, Jim, we will do the best we can to give 
some — facilitate the work that is being done by the Chairman and 
of course the Senate leadership. 

Mr. Ramstad. As a Member of this Committee, I look forward to 
receiving your input. It would be helpful. Thank you very much. 
Jack. 

Chairman Archer. For the last question, Ms. Dunn. 

Ms. Dunn. Thank you, Mr. Chairman. 

Jack, it is great to see you here, and it is CTeat that people have 
the wisdom to bring in your level of knowledge about these tax is- 
sues that you have been speaking of for many years. I want to offer 
you a formal invitation to come to Seattle to hold a hearing. It 
would be lovely if you could do that between now and November. 
We may have some other thoughts on the side if that is something 
you could fit in. 

Mr. Kemp. I would get to see my grandchildren. 

Ms. Dunn. That is right. It brings me to the one question I want- 
ed to have your thoughts on. As a border State we are interested 
in exports and trade in Washington State and I am on the Trade 
Subcommittee of this Ways and Means Committee. I haven’t heard 
you mention border adjustability and I am wondering what your 
thoughts are on that topic. 

Mr. Kemp. Well, that is a suWect that the Chairman is quite in- 
terested in, and I will be very frank and blunt. I have yet to give 
as much thought to that issue as you have and as our Chairman 
has done. I have personally never liked a VAT tax, so I kind of 
shied away from the discussion of having a border adjustment on 
the radical theory that — maybe I don’t understand it well enough, 
but I have yet to come to the conclusion that that was the best way 
to make America more competitive, by simply adjusting our tax as 
we export. 

I have never liked messing around with exchange rates to try to 
get an advantage on somebody else. That is why I was so opposed 
to the devaluation of the Mexican peso. They thought they could 
improve their exports and limit their imports by devaluing the 
peso. All they have done is destroy their economy and send it down 
a cliff. So that has been my general approach. 
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I have got a lot to learn on the subject and I plan to listen to 
you and also to Chairman Archer, but I just had a bias against 
VAT taxes because I knew they are so easy to raise and they have 
just about destroyed the European economies. Every European 
country has a VAT tax and the general unemployment rate in Eu- 
rope is probably double that of the United States, and I don’t think 
we should Europeanize the U.S. economy. And I know you don’t 
want to or the Chairman. So I am going to stop right there and 
just save myself plenty of room for listening to the debate on both 
sides of that issue of border adjustment. 

Chairman Archer. Jack, thanks a lot for coming and being with 
us. I wish you well, and all of us will be available to provide our 
input to your commission because it is very, very important. 

Mr. Kemp. Mr. Chairman, you have been very gracious with me, 
not only today but throughout your whole career. I am thrilled that 
you are in the chair. I look forward to approaching this subject 
with the type of dedication to the job that you have shown. 

I applaud your efforts. I think these are the most important 
hearings going on in the United States of America today, I really 
do, and I think with your help, Mr. Chairman, we can take this 
country into the 21st century not only with a competitive economy 
but with the type of a growing, expanding opportunity society that 
you have devoted your career to. So I hope I haven’t trespassed on 
the Chair’s feelings by coming up with 

Chairman Archer. I am just glad you had the opportunity to set 
the record straight, because I have been misquoted before myself. 
Thank you. 

Mr. Kemp. Thank you. 

Chairman Archer. Senator Lugar, I apologize to the Senator for 
keeping him in abeyance here, but we are pleased to have you with 
the Committee today. You are to be officially presented to our Com- 
mittee by our friend Steve Buyer, so I recognize our friend Steve 
Buyer for the introduction. 

Mr. Buyer. Thank you, Mr. Chairman. It always extends my 
faith in the American people when I see you sitting in this chair. 

Mr. Chairman, and to my colleagues on the Committee, I have 
to agree with Jack Kemp that these are very important hearings, 
but you know as we want to flatten the Tax Code and simplify it 
and reform it, it is disappointing that I don’t see any of my Demo- 
crat colleagues at this hearing, I guess in testament that we are 
not doing social engineering with the Tax Code. 

I am honored to introduce to you one of the most respected indi- 
viduals to serve in the U.S. Senate. As all of us well know, Mr. 
Lugar is a visionary not only in foreign policy, in agriculture and 
small business, but his counsel is sought out by past Presidents, 
the current President and world leaders. 

Mr. Lugar is uniquely qualified to discuss the tax reform issues 
presently before this Committee. He has been an innovative policy- 
maker in every phase of his life. Mr. Lugar brings to this debate 
a unique perspective, that not only of a father of four and a grand- 
father, but a small business owner, former mayor of Indianapolis, 
and former member of the Indianapolis school board. You also 
might recall he testified about UniGov. He is also an endangered 
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species, Mr. Chairman, endangered in that he is an owner of a 
family farm that turns a profit. 

So Mr. Lugar’s goal, though, is to reform our Tax Code so that 
it will grow our economy, increase our savings rate, and reduce the 
intrusiveness of the Federal Government. Having followed Mr. 
Lugar for many years, I have learned that when Senator Lugar 
speaks, he has something very important to say. And with that I 
want to introduce to you a distinguished Senator of the United 
States, a colleague and friend of mine. Senator Dick Lugar. 

Chairman Archer. Senator Lugar, welcome to our Committee. 
You come with credentials that are unblemished, respected by all 
Americans, and we are delighted to have your presentation. But if 
you would suspend for one moment, I would say to my colleagues 
who are waiting, and I hate to keep you waiting, that I am in- 
formed we have two votes. We will then have 10 minutes and three 
additional votes, and 1 think it would probably be best for you to 
come back after the completion of those votes so that we cannot 
just keep you waiting here. 

Senator Lugar, you may proceed. If you have a longer printed 
statement, without objection, it can be inserted in the record. 

STATEMENT OF HON. RICHARD G. LUGAR, A U.S. SENATOR 
FROM THE STATE OF INDIANA 

Senator Lugar. I thank you, Mr. Chairman. I thank my col- 
league from Indiana. 

Mr. Chairman, I thank you for your strong leadership in the tax 
reform arena. Your oft-quoted comment that our current tax sys- 
tem be pulled out by the roots has been an inspiration as I have 
traveled the country advocating the elimination of the Federal in- 
come tax. 

I have found during my travels in America that American fami- 
lies are frustrated, even an^y with their economic predicament. 
They feel like they are running on a treadmill and the treadmill 
is winning. The problem is that many Americans expect that there 
is diminishing hope for a better future. 

The economic facts justify these beliefs. From 1950 through 1973, 
hourly compensation, including both wages and benefits, increased 
an average of 3 percent a year. But since 1973, the average wage 
increase has been less than one-half of 1 percent. During tne past 
two decades economic growth has been cut in half, averaging only 
2.4 percent annually, and if that is not depressing enough for the 
average American family, limiting growth to 2.5 percent is the stat- 
ed economic policy of the Federal Reserve Board. 

This we must change. The American public demands it. 

The cause of America’s economic doldrums is twofold: The huge 
Federal budget deficit that robs us of capital we need to grow; and 
a Federal tax system that not only discourages but confiscates our 
savings and investment. 

Our national savings rate has reached alarmingly low levels. 
After averaging close to 9 percent in the sixties, we recently saw 
our Nation’s savings rate bottom out at 1.1 percent in 1992. Be- 
cause of this low rate of savings, capital to fuel our economy has 
become increasingly scarce. As a result, our annual productivity 
gain has averaged just 1.1 percent from 1974 to 1994. The Concord 
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Coalition estimates that had our productivity held even at its pre- 
1974 annual rate of 2.9 percent, the median family income in 
America would now be $50,000 a year instead of the current level 
of $35,000 a year. 

Americans celebrate that both Houses of Congress have now 
passed budget resolutions that will bring us back to balance in 7 
years, but we face the most difficult task of actually implementing 
the budget guide in our spending measures. We must be resolute 
in the endeavor and not fall victim to business as usual in Wash- 
ington, but as a part of the effort to balance the budget, I support 
providing the American public with tax relief. 

I strongly believe it is time, however, to stop working around the 
edges of the Tax Code. We must transform it completely. 

The Federal income tax system is inherently flawed. By taxing 
savings and investment at feast twice, it has become the biggest 
impediment to economic growth in the country. It represents the 
worst form of big government intrusion into the lives of all Ameri- 
cans. 

Each year it costs Americans more than 5 billion hours of time 
to comply with it. That is equal to the total worker output of my 
State of Indiana. It is unfair, it is riddled with loopholes, it has 
been changed 31 times in the past 41 years. It doesn’t work. By its 
own admission, the Internal Revenue Service fails to collect from 
nearly 10 million taxpayers with an estimated $127 billion in un- 
collected taxes annually. 

Anything this bad, this broken, this ineffective should be ended 
decisively, and that is what I propose. I want to scrap the income 
tax completely and replace it with a national sales tax. 

Mr. Chairman, you have outlined the criteria for evaluating an 
effective tax system. It must be simple, the least intrusive, fair, 
border adjustable, and friendly to savings and investment. I have 
added it also must be transparent. 

I have studied all the recent tax proposals with these six factors 
in mind. Many are better than the current tax system, but if we 
are going to overhaul our current tax system we snould choose the 
one that meets these criteria, and I have concluded that the na- 
tional sales tax is the best alternative. 

The first factor in choosing an effective tax system is its simplic- 
ity. Under a national sales tax, the burden of complying with the 
Income Tax Code would be lifted. There would be no records to 
keep or audits to fear. The money a person makes is his or her 
own. You don’t have to report it, you don’t have to hide it, you may 
decide if you want to save it, invest it or give it to your children. 
It is only when you buy something you pay a tax. 

Although I applaud the efforts of the fiat tax advocates to sim- 
plify tax forms, nothing could be simpler than no forms at all. 

The national sales tax is the least intrusive of the tax proposals. 
The IRS would be substantially dismantled under my proposal. The 
IRS would no longer look over the shoulders of every American. 
There would be no audits. Americans would not waste time and ef- 
fort worrying about recordkeeping, deductions or exemptions that 
are a part of the current Tax Code. 

Although the fiat tax proposal taxes consumption, they do so by 
giving the income tax a facelift and leaving the IRS largely intact. 
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As you have stated, Mr. Chairman, if the roots remain, the tree 
will grow back. 

The national sales tax is the fairest. Everyone pays the tax, in- 
cluding wealthy individuals, criminals, illegal aliens, and those 
who avoid taxation. Wealthy Americans who consume more would 
pay higher taxes under the national sales tax. Individuals who save 
and invest their money will pay less. Gone are the loopholes and 
deductions. 

The national sales tax would also tax the underground economy. 
When criminals and illegal aliens consume the proceeds of their ac- 
tivities, they will pay a tax. Foreign tourists will pay the tax. Tax 
systems that rely on income reporting will never collect any of this 
revenue. 

Of course, the fairness test must also consider those with limited 
means to pay tax. An integral part of my plan is protection for 
Americans who need it — senior citizens, the unemployed, Ameri- 
cans with low-paying jobs. One strategy for addressing this prob- 
lem would exempt a threshold level of goods and services consumed 
by each American from the Federal sales tax. Each citizen who has 
a Social Security number would receive this exemption. For exam- 
ple, if the exemption level was $5,000, a family of four would have 
its first $20,000 in spending exempt from the sales tax. That figure 
would be approximately 33 percent above the 1994 poverty thresh- 
old for a family of four. 

Another strategy would be exempting of such items as housing 
or medicine. This is a method the majority of States have chosen 
and one advocated by you, Mr. Chairman. Americans understand 
and are comfortable with this practice. 

In the end, it will be up to this Committee and the Finance Com- 
mittee in the Senate to decide the most desirable path. 

The national sales tax is the most transparent of the tax reform 
proposals. A Federal tax that is evident to everyone would bolster 
efforts in Congress to achieve prudence in Federal spending. 

There should be no hidden corporate taxes that are passed on to 
consumers or withholding mechanisms that mask the amount we 
pay. Every year the public and Congress should openly debate the 
tax rate necessary for the Federal Government to meet its obliga- 
tions. If average Americans are paying that rate every day, they 
will make certain that Congress spends public funds wisely. 

American exports would also benefit from the national sales tax. 
In January, the United States registered one of the largest trade 
deficits in our Nation’s history. We must adopt a tax system that 
encourages exports. Most of our trading partners have tax systems 
that are border adjustable. They are able to strip out their tax 
when exporting their goods. 

In comparison, the income tax and, for that matter, the flat tax 
are not border adjustable. American goods that are sent overseas 
are taxed twice, once by the income tax and once when reaching 
their destination. 

In comparison, the national sales tax would not be levied on ex- 
ports. It would level the playingfield with our trading partners. 
Best of all, foreign imports would be taxed when they are 
consumed in the United States. 



566 


Mr. Chairman, the last and most imperative reason for replacing 
the income tax with a national sales tax is it would liberate the 
economy by encouraging savings. For the first time in the modern 
era the next generation of Americans may be economically worse 
off than the previous one. Despite a robust economic growth over 
the past several years, the average income of families has fallen. 
They feel trapped in a box without hope of escaping. 

The bottom line is that as a nation, we do not save enough. Sav- 
ings are vital because they are the source of all investment and 
productivity gains. Savings supply the capital for buying a new ma- 
chine, developing a product or service, employing an extra worker. 

According to a recent poll, 72 percent of Americans 

Chairman Ahcher. Senator Lugar, I have only got IV 2 minutes 
to go vote. They don’t hold votes open anymore. Should you wish 
to come back at the end of all these votes, which might be as much 
as 45 minutes from now, we would be happy to welcome you back, 
but unfortunately at this time I am going to have to ask you to put 
the rest of your statement into the record, and I apologize for that. 

Senator Lugar. I will be pleased to do so, Mr. Chairman. I will 
attempt to return at that point. Thank you very much. 

[The prepared statement follows:] 
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Testimony of Senator Richard G. Lugar 
House Ways and Means Committee 
Hearings on Tax Reform 
June 8, 1995 

Mister Chairman, I thank you for your strong leadership in the tax reform arena. Your oft 
quoted comment that our current tax system should be "pulled out by the roots" has been an 
inspiration as I have traveled the country advocating the elimination of the federal income tax. 

What I have found during my travels is that American families are fimstrated, and even 
angry, with their economic predicament They feel like they are running on a treadmill and that 
the treadmill is winning 

The problem is that many Americans suspect that there is diminishing hope for a better 
future The economic facts justify these beliefs. From 1950 through 1973, hourly compensation 
—including both wages and benefits— increased an average of 3 0 percent per year. Since 1973, 
the average wage increase has been less than one half of one percent ‘ Dunng the past two 
decades, economic growth has been cut in half, averaging only 2 4 percent annually. And if this 
isn't depressing enough for the average American family, limiting growth to 2 5 percent is the 
stated economic policy of the Federal Reserve Board 

This we must change The American public is demanding it 

The cause of America's economic doldrums is twofold; the huge federal budget deficit 
that robs us of the capital we need to grow, and a federal tax system ’hat not only discourages, 
but confiscates our savings and investment. 

Our net national savings rate has reached alarmingly low levels After averaging close to 
9 0 percent in the 1 960's, we recently saw our nation's savings rate bottom out at 1 . 1 percent in 
1992 7 Because of this low rate of savings, capital to fuel our economy has become increasingly 
scarce As a result, productivity has averaged just 1.1 percent from 1974 lo 1994. The Concord 
Coalition estimates that had our productivity held its pre-1974 annual rate of 2.9 percent, the 
median family income would now be S50.000 a year instead of the current level of $35,000 a 
year 

Americans celebrate that both houses of Congress have now passed budget resolutions 
that will bring us to balance in seven years We now face the more difficult task of actually 
implementing this budget guide in our spending measures. We must be resolute in this endeavor 
and not fall victim to business as usual in Washington 

As part of the effort to balance the budget, 1 support providing the American public with 
tax relief But I strongly believe it is time to stop working around the edges of the tax code. We 
must transform it completely 

The federal income tax system is inherently flawed. By taxing savings and investment at 
least twice, it has become the biggest impediment to economic growth in the country . It 
represents the worst form of big government intrusion into the lives of all Americans. Each year 
it costs Americans more than 5 billion hours of time to comply with it. That is equal to the total 
worker output of my state of Indiana. It is unfair. It is riddled with loopholes. It has been 
changed 3 1 times in the past 41 years And Anally, it doesn't work. By its own admission, the 
Internal Revenue Service fails to collect from nearly 10 million taxpayers, with an estimated 
$127 billion in uncollected taxes annually 7 

Anything this bad, this broken and this ineffective should be ended decisively, and that is 
what 1 propose. I want to scrap the income tax completely and replace it with a national sales tax 

Mr. Chairman, you have outlined the criteria for evaluating an effective tax system It 
must be: (1) simple, (2) the least intrusive, (3) fair, (4) border adjustable, and (5) friendly to 
savings and investment. I have added that it also must be transparent. I have studied all the 
recent tax proposals with these six factors in mind. Many are better than the current tax system. 


* U.S. Department of Commerce "Competing to Win in a Global Economy." (September 1994). 

^ Rudolph Penner, "Reducing the Tax Burden on Saving" KPGM Peat Marwick (December 1 994). 

^ Internal Revenue Service, Pub No. 1415, Income Tax Compliance Research; Net Tax Gap and 
Remittance Gap Estimates 2 (1990). 
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But if we are going to overhaul our tax system, we should choose the one that meets these 
criteria. I have concluded that a national sales tax is the best alternative. 

The first factor in choosing an effective tax system is its simplicity. Under a national 
sales tax, the burden of complying with the income tax code would be lifted. There would be no 
records to keep or audits to fear. The money a person makes is his or her own You don't have to 
report it. You don't have to hide it. You may decide if you want to save it, invest it, or give it to 
your children. It is only when you buy something that you pay a tax. Although I applaud the 
efforts of flat tax advocates to simplify tax forms, nothing could be more simple than no forms at 
all. 

The national sales tax is the least intrusive of the tax proposals The IRS would be 
substantially dismantled under my proposal The IRS would no longer look over the shoulders 
of every American. There will be no audits Americans would not waste time and effort 
worrying about record keeping, deductions, or exemptions that are part of the current tax code 
Although the flat tax proposals tax consumption, they do so by giving the income tax a facelift 
and leaving the IRS largely intact You have stated, Mr Chairman, "If the roots remain, the tree 
will grow back " 

The national sales tax is the fairest Everyone pays the tax including wealthy individuals, 
criminals, illegal aliens, and others who currently avoid taxation Wealthy Americans who 
consume more would pay higher taxes under the national sales tax Individuals who save and 
invest their money will pay less. Gone are the loopholes and deductions. 

The national sales tax would also tax the underground economy When criminals and 
illegal aliens consume the proceeds of their activities, they will pay a tax Foreign tourists will 
pay the tax Tax systems that rely on income reporting will never collect any of this revenue 

Of course, the fairness test must likewise consider those with limited means to pay taxes 
An integral part of my plan is protection for Americans who need it—senior citizens, the 
unemployed, and Americans with low paying jobs. 

One strategy for addressing this problem would exempt a threshold level of goods and 
services consumed by each American from the federal sales tax Each citizen who has a Social 
Security number will receive this exemption For example, if the exemption level were $5000, a 
family of four would have its first $20,000 of spending exempt from the sales tax. This figure is 
approximately 33 percent above the 1994 poverty threshold for a family of four 

Another strategy might be the exempting of items such as housing or medicine This is 
the method the majority of states have chosen and the one advocated by this Committee's 
Chairman. Americans understand and are comfortable with this practice In the end, it will be 
up to this Committee and the Finance Committee in the Senate to decide the most desirable path 
The national sales tax is the most transparent of the tax reform proposals A federal tax 
that is evident to everyone would bolster efforts in Congress to achieve prudence in federal 
spending There should be no hidden corporate taxes that are passed on to consumers or 
withholding mechanisms that mask the amount we pay in taxes Every year the public and 
Congress should openly debate the tax rate necessary for the federal government to meet its 
obligations. If average Americans are paying that rate every day, they will make certain that 
Congress spends public funds wisely 

American exports would also benefit from the enactment of a national sales tax. In 
January, the United States registered one of the largest trade deficits in our nation's history. We 
must adopt a tax system that encourages exports. Most of our trading partners have tax systems 
that are border adjustable. They are able to strip out their tax when exporting their goods In 
comparison, the income tax, and for that matter the flat tax, are not border adjustable. American 
goods that are sent overseas are taxed twice— once by the income tax and once when reaching 
their destination. In comparison, the national sales tax would not be levied on exports It would 
level the playing field with our trading partners And best of all, foreign imports would be taxed 
when they are consumed in the United States 

Mr. Chairman, the last and most imperative reason for replacing the income tax with a 
national sales tax is that it would liberate our economy by encouraging savings For the first 
time in the modem era, the next generation of Americans may be economically worse off than 
the previous one Despite robust economic growth over the past several years, the average 
income of families has fallen. They feel trapped in a box with diminishing hope of escaping 
The bottom line is that as a nation, we do not save enough. Savings are vital because 
they are the source of all investment and produrtivity gains-savings supply the capital for 
buying a new machine, developing a new product or service, or employing an extra worker. 
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According to a recent poll, seventy-two percent of Americans realize that they are not saving 
enough for the future * Our net national savings rate in the 1990's has been 1 8 percent of Gross 
Domestic Product compared with a rate of 8 1 percent in the 1960's, 7 2 percent in the 1970's, 
and 3.7 percent in the 1980's.’ 

The Japanese save at a rate nine times greater than Americans and the Germans save five 
times as much as we do ‘ Today, many believe that Americans inherently consume beyond their 
means and cannot save enough for the fijture. Few realize that before World War If, before the 
income tax system reached its present form, Americans saved a larger portion of their earnings 
than the Japanese 

A national sales tax would reverse this trend by directly taxing consumption and leaving 
savings and investment untaxed. Economists agree that a broad-based consumption tax would 
increase our savings rate substantially Economist Laurence KotlikofT of Boston University 
estimates that our savings rate would more than triple in the first year. The implementation of a 
national sales tax is expected to create one million new jobs^ over a ten year period and a three 
percent rise in wages over that same period of time ' Economist Dale Jorgenson of Harvard 
University has concluded that had a consumption tax like the national sales tax been put into 
place in 1986 instead of the current system, the United States would have experienced one 
trillion dollars in additional economic grovrthi’ Mr. Chairman, our citizens and our economy 
cannot afford to wait any longer 

As I have outlined here today, I believe the national sales tax is the best tax system to 
replace the income tax It is simple It protects privacy It is fair and transparent And it 
promotes economically beneficial behavior. For these reasons, I encourage its enactment 

Mr Chairman, we live in an exciting time when the world is opening its arms to free 
enterprise The Uruguay round of GATT significantly lowered the barriers to trade Congress 
will soon open the telecommunications industry to competition, better enabling individuals and 
companies to interconnect across the globe Goods and information are able to flow freely 
between countries with few obstructions. One of the last remaining barriers between countries is 
their tax systems. We must face the fact that America is competing with other countries whose 
tax systems are more friendly to investment than is our income tax 

If we enact a tax system that encourages investment and savings, billions of dollars of 
investment will flow into our country During a recent poll taken by Princeton Economics 
International, executives of the top twenty Japanese companies stated unanimously that they 
would bring manufacturing to the United States if our country enacted a broad based retail 
consumption tax It makes sense America has the most stable political system, the best 
infrastructure, a highly educated workforce and the largest consumer market in the world. Our 
economic growth and prosperity would be unsurpassed 

There will be complex transitional issues to address. But in the end, our country will be 
stronger and more prosperous. That has to be our focus. Our vision must be for an America in 
which the American family enjoys better job prospects and more real income Our paychecks 
will be bigger, our savings will be greater, and our hopes will abound Let's give Americans this 
chance Thank you. 


* Source. Corapetitiveness Policy Council/Congressional Economic Leadership Institute Poll, Feb. 1995. 

* U.S. Department of Commerce "Competing to Win in a Global Economy." (September 1 994). 

* OECD Historical Statistics 1960-1990. 

^ John Qualls, "The Impact of a National Sales Tax on the Umted States Economy." Washington 
University (1991). 

" Laurence Kotlikoff, "Savings and Consumption Taxation: The Federal Retail Sales Tax Example." 
Hoover Institution Conference Paper (May 1995). 

® DalcJorgenson,"The Economic ImpactofFundamentalTax Reform." Hoover Institution Conference 
Paper (May 1995). 
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Chairman Archer. All right, thank you. 

[Recess.] 

Mr. Christensen [presiding]. Call the Committee back to order. 

If Congressman Schaefer and Congressman Tauzin would begin 
their testimony, we are indeed honored to have you here testifying 
before this Committee, and look forward to your comments. 

STATEMENT OF HON. W.J. (BILLY) TAUZIN, A REPRESENTA- 
TIVE IN CONGRESS FROM THE STATE OF LOUISIANA 

Mr. Tauzen. Mr. Chairman, thank you. 

Both Dan and I are pleased to participate in what I think are 
historic hearings on the central question of whether it is time, and 
we think it is, to scrap the whole system by which we tax income 
and investment in America and to replace it with the revenue neu- 
tral national sales tax, an alternative tax to the current system. 

We should ask ourselves, I guess, first of all, what is wrong with 
the current system, and if you were to ask that question, I suppose 
at a townhall meeting, you would hear a chorus of complaints, but 
the chorus of complaints by citizens about the current system is 
also backed up dramatically by the facts, the facts are that we have 
got an income tax system that is out of control. In 1914, it was 14 
pages long. Today, it is over 2,000 pages of law, 10,000 pages of 
regulations, and hundreds of thousands of pages of rulings and in- 
terpretations. 

Today, our income tax laws have become so complex that over 70 
percent of the tax returns filed by professional tax preparers are 
for citizens making less than $50,000 a year. Even the so-called ex- 
perts have problems with the system. 

In 1992, Money magazine gave 48 professional tax preparers a 
financial profile of one family and asked them to prepare an income 
tax return. The computed tax liabilities ranged from $16,219 all 
the way up to $69,000. Who was right? Money magazine made the 
case, the system is out of control. 

We spend 5.4 billion hours merely to complete tax forms. In fact. 
Professor Walter Williams of George Mason University stated that 
the country spends more time complying with the Income Tax Code 
than it does manufacturing every automobile, van, and truck built 
in the United States in 1994, it is a wasted effort. And every time 
we touch this animal it gets more complex. Remember tax sim- 
plification in the eighties. 

The 1986 law alone made over 2,500 changes in over 4,000 places 
in the Code. It resulted in 48 new forms. This was tax simplifica- 
tion. Every time we touch it, it gets worse. Americans are increas- 
ingly less compliant with the Tax Code. The IRS now has more 
than 10 million taxpayers who didn’t file last year, over $200 bil- 
lion in misstated payments. 

We know the underground economy, the place where Americans 
try to avoid this awful system, is now about $500 billion strong, 
and that $125 billion is not collected to the Treasury from that un- 
derground economy. That is $125 billion that the other taxpayers 
of America are paying when they work through on April 15 the tax 
forms. 
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Mr. Schaefer and I think it is time, and we hope to file a bill by 
this summer that will replace the entire income tax system in 
America with a system instead of a simple retail sales tax. 

What is the beauty of it? The beauty of it is that when we make 
that change, number one, Americans themselves will decide how 
much tax they want to pay by deciding how much they want to 
consume. That tax system can easily make room for the necessities 
of life at no or very low rates and tax the other things we purchase 
at the customary rate. 

In short, citizens will decide whether to make income and save 
it and invest it or to pay taxes by consuming it. Citizens will make 
their own choice. 

More importantly, figures indicate that if we stop taxing invest- 
ment and income in our society, we encourage income and invest- 
ment in our society. We encourage the work ethic, we encourage 
people to do in fact what most of us in this Congress are des- 
perately trying to do, to put this country back to work. 

A 2.5-percent increase in the savings accounts of America will 
yield us a 10-percent growth in GNP. Dramatic job increases, dra- 
matic growth in the economy, dramatic changes in the way Ameri- 
cans in fact invest at home. You know the other good reasons, 
many of them cited already. 

I want to add two quick things, I know my time has expired al- 
ready. First, please look at several things we have also filed in ad- 
dition to the bill we are going to file on an alternative tax system. 
One is a bill I have filed lor many, many years. 

If you are not ready to change the tax system, at least take the 
taxes off ordinary savings accounts in America, at least start re- 
warding citizens, children in America with a savings ethic that 
says in effect if you save in a passbook account, like we used to 
save, you won’t pay taxes on it. We have got a bill called Save 
America. It is a plan to do just that. 

Second, I would hope you would look, and maybe the Committee 
can do a study on a bill we have filed called the American dividend 
trust fund account, which is a system of rewarding Americans in 
a dividend trust fund much the way Alaska does it for its citizens 
on the simple theory that if Congress does its job and balances the 
budget, that the taxes collected on corporate America, a percentage 
of them, would be saved in a dividend trust fund that would be re- 
bated to Americans for having supported a government that keeps 
its accounts in balance. 

That idea has been around for some years now, and it ought to 
get looked at as we look at alternative tax systems as well, savings 
account exemptions for taxation, a whole new system, indeed, all 
these concepts are worthy of this historic examination by the Ways 
and Means Committee. 

Thank you, Mr. Chairman. 

[The prepared statement follows;] 



572 


TESTIMONY OF HON. WJ. “BILLY” TAUZIN 
A REPRESENTATIVE IN CONGRESS FROM THE STATE OF LOUISIANA 

When 1 first came to Congress in I98U, I was not a fan of the income tax but like many others^ felt that 
It was a necessary evil” in our lives. It wasn't long before 1 realized that many of my constituents who 
contacted me with problems were complaining about the same agency, the IRS. and the same law, the 
Internal Revenue Code. Constituents ask me. Shouldn't our tax system be designed to raise the money 
that we need with the least amount of government interference into our lives?” 

I believe the answer is yes. We must replace the present income tax with a revenue-neutral retail sales tax 
ofbetween 16% to 18%. This is the only viable alternative that raises tax revenues, protects the economy 
and is least intrusive into our lives. 

Look at our present income tax system. It has ^own from 14pagesin 1914 to over 2000 pages of law, 
1 0,000 pages of regulations and hundreds of thousands of pages of rulings and interpretalioDS in 1995. 
Does anvone really understand it? Routinely tax preparers and income tax experts from the Treasury 
Department have testified before Congress and admitted that even they do not lullv understand the 
Internal Revenue Code. 

Does this complexity adverseiv affect oniv the wealthy? No. Our income tax laws have become so 
complex that over 70^ o of the ux returns filed by professional lax preparers are for citizens making less 
than i50,000 per year. Even the so-called experts have problems with our present mcomc tax. in 1992. 
Vfonev magazine gave 48 professional tax preparers a financial profile of one t'aimly and asked them to 
prepare an income tax return. The computed tax liabilities ranged from 516.2 19 to over 569,000. 

. Vnd what about the incredible waste ot productive time * Accordmg to a studv commissioned by the IRS 
in 1985. it was determined that .Amencans spent 5 .4 billion hours merely completing mcome tax forms. 
James Payne, of L\tton Research and Analysis, has calculated that the compliance burden of the federal 
income lax increased by at least 33% since 1985. which means, by some estimates, that Americans now 
spend a mind-boggling 8.6 billion hours each year completing income tax forms. None of this timg is for 
productive enterprises that actually add to the social, economic or moral well-being of a society. Payne 
calculates the economic cost of the income tax to the .Amencan economy to be in excess of S600 billion 
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Uoilan per year— in addition to the S600 billion per year we pay in taxes. 

To put this in perspective and to illustrate the cost of the income tax to our country. Professor Waher 
Williams of George Mason University has stated that this country spends more total man-hours trying 
to comply whh the income tax code than it does manuliwturmg every automobile, van and truck built in 
the United ^iatcs in 1994. 

.And who do you think really pays for the tax compliance costs and taxes? Do businesses pay these costs? 
.Again the answer is no. Businesses simply add them into the price of the products they sell. As a result, 
consumers pay between 10% to 1 more for retail goods and services. 

Overthepast 16 years, there have been thousands ol changes to the mcoise tax' code. TheTaxReform 
.Act of 1 986 alone made nearly 2,500 dianges to the income tax code and rcsuhed in 48 new fonns. These 
changes have made a homble system even worse. 

borne of these changes have actually eliminated jobs and devastated entire mdustnes. R emem b e r the 
lu.xury tax that virtually destroyed the yacht building business in the United States? I agree whh the 
sentimems of Shirley Peterson, former Commissioner of the Internal Revenue under Prcaident Bush. Mis. 
Peterson said. My view is that we cannot Ex' it with more tinkering at the margin. I believe that the only 
solution IS to repeal the Internal Revenue Code and sun over ‘ 

The two leading alternatives to the federal income tax are the national reuil sales ux and the flat income 
lax. Both altemauves have similaniies. Both proposals will not tax investment earnings or capital gains. 
Both proposals do not double ta.x the comings of business. However, there are some fundamental 
difierences between the flat income ta.x and the retail soles tax. and it is because of these differenoes that 
I suppon the replacement of the income tax with a revenue-neutral national retail sales tax. 

Under the retail ales tax. we will pay our federal ta.xcs when we make retail purchases just like most of 
us pav state sales taxes. .As retailers make sales, they collect the national retail sales tax from their 
customers. The states then collect these Uxes and sends a check directly to the U.S. Treasury. Sound 
^^r^ple It is. The retail soles lax dramaucally reduces the paperwork and time required by our antiquated 
bvslem of taxation. There will only be around 10 million retailers filing federal tax returns each year. 
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But here's the reat beauty ot'my plan: you pay to piay. " The retail sales tax will give you the fr eed om 
to determine the amount of federal taxes you pay. For instance, if I decide to save part of my canting? 
and deto- oomumpCion to a later time then I will not pay taxes until I spend the saving?. Even then I will 
be able to control the amount of tax that I pay. If I am saving to purchase a car then the amount of the 
car s purdiase price will dictate the tax that 1 pay. 1 am suddenly in charge and no longer have to spend 
monev in a way dictated by Washington to receive any ta.x breaks. 

The problem with the tlat income tax is simply this — it is still an income tax! Under Congressman 
.Vmey 's proposal, all of us will still file income tax returns. In fact, the Armey flat inoome tax requires 
that each wage earner m this country file a tax return each month and then a 1 3th return on April 1 5. If 
vou own or operate in business this gels even more complicated. 

Not only must the self-employed and business owners prepare 1 3 tax returns for their personal taxes, but 
they must also p re pare i 3 tax returns for their business .And these business tax returns won’t be done on 
a postcard. Under the tlat income lax. a business or sell'-emplovcd person must still compute their '‘net ’ 
inoomc. Sound tamiliar ? It should because one oi the most diificult things for the sclf-cmploved and the 
business owner is to determine net ' income. Imagine having to confront thirteen Apnl ! 5’s each year. 

In 1992. .Amencans tiled 1 13.604.503 individual income tax returns (including 15.495.419 nonfarm sole 
proprietor returns). 1.484.752 partnership returns and 3.869.023 cc.poralion returns for a total of 
[ 1 8.958.278 ta.x returns. .\tv statf estimates that enactment of the flat income tax will require a mmimum 
'f 1 5 billion tax returns Tlie flat income ia\ " •>) create prospenty for the paper miiis m my sute but a 
lot of forests will have to be harvested to complete the additional paperwork. 

Our current IRS system can t wnhstand the additional burdens imposed b> a llat mcome tax. Although 
cuiTcntiv processing less than 1 0®^<i of the number ol potential ilal income lax returns. IRS emplovecs err 
on one of everv ten income tax returns ihev emer into the IRS computers; the IRS now has more than 1 0 
million taxpayers who didn t file last v ear. the IRS has more than S200 billion m misstated payments and 
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retiinds; and. most troubling, the National Research Council predicts a major breakdown of the system 
could occur in the present income tax system before the year 2000. 

Contrast this avalanche of flat income tax returns with the number of returns required by the national retail 
sales tax. The only tax returns required would be from providers of retail goods and services. This is 
estimated to be only 10 million. Everyone else will be free of any requirement to file tax returns. April 
1 3 will be just another day, and we can finally dismantle and eliminate the IRS. 

The flat income tax. on the other hand, requires retention of ihc IRS with all of its oppressive powers. 
In fact, the IRS may have to be given even more power Professional tax preparers warn that under a flat 
income tax. the IRS may have to be enlarged to cope with the number of taxpayers who will not 
\'oluntarily remit their taxes each month. These same tax preparers fear that the already draconian 
methods presently used by the IRS will only intensify if people are forced to pay the flat income tax each 
month. 

.All of us undcTSUnd that when we tax something we get less of it. The national retail sales tax does not 
tax income and therefore docs not penalize you for working. The more you work the more you gel to 
keep. WTiai effect will this change have on our economy 

Professor Laurence Koilikotf of Boston Lmversuy studied the economic effects of a revenue neutral 
repiaoement of the federal income tax with a retail sales tax ot between 1 6° o to 1 8®'o. Koilikoff concluded 
that this change would dramatically improve the economv and raise income and output by almost S500 
billion a vear or about S5.000 per family. 

-Martin Armstrong, chairman ot Princeton Economic Institute, currently advises overseas investment funds 
with in excess of S3 Inllion. .Mr. .Armstrong points out that the last tune this country was a haven 
lor investment capital was in 1 940 when interest rates on government bonds dropped to 1 ‘i'o. He believes 
aiat liic replacement oi the icderai income u.\ with a reuil sales lax will attract, m real terms, even more 
invesimerA capital than in 1940. .Mr. .Armstrong also predicts that many mullinalioiial companies will 
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locale their main otfices m the United States. The result will be an unprecedented economic boom that will 
dramatically increase the economic prospentv of every .American. 

Will the flal income tax create the same economic boom ? Like any income tax, the flat income tax means 
the more you work... the more taxes you pay. Like the present income tax, the flat income tax does not 
reward people for working. Yes. the flat income tax will not tax your investment earnings or capital gains. 
This will certainiy help our ridiculousl y>low national savings rate. However, the flat income tax s impact 
on the economy will be less than the impact of the retail sales tax. People will still have to pay a flat 
income ta.x on the gross amount of their earnings and onlv be rewarded the next year if thev invest part 
of what they have left. A flat tax is better than our present system, and 1 would support it over the status 
^uo. but. in my ''oiruon. a national retail sales tax is a much fairer way to go. 

.As I do talk radio shows across the country on this subject many of the callers ask me how are we going 
to protect lower inoome people? Won't the sales tax be regressive Economists tell me that, in the course 
of their lives, people generally sp«md all the money they make, so the retail sales tax is really not 
r eg r e ssi ve. However, lower mcome people can be imtiallv harmed bv the switch tfom the present income 
lax svstem to the retail sales tax. There are a number of wavs being discussed to create a sai'etv net for 
them. 

( >te method is bv having a different rate ot tax on different i>pes of goods and services. Another method 
Ls to exempt cerum of life's necessities. .A third method is to consider giving rebates of' the amount of the 
sales tax that lower income families pay tlicse methods are being studied now and the results will be 
available sooa One thing is certain: we will not implement the retail sales tax without providmg for the 
disadvantaged people in our society. 

Tltcre IS another area where the retail sales lax will help create more jobs. Studies bv the Department of 
C omm erc e 's Bureau of Economic .Analysts show that foreverv SI billion of exports, 19.100 of jobs are 
created and most of these are highcr-pavine jobs. The retail sales lax will eliminate the bias against L .S. 
products m intemaiional trade. G.ATT allows countries to rebate consumption taxes at the border but not 
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inoome TTiis amounts to as much as a 20®'o pcnaltv when L' S. products arc exported or when our 
products compete against imports. 

.A natjonai retail sales tax would only be levied on retail sales m the U.S.. not on exports. L'.S. products 
will thus become more competitive in intemational trade. Imported goods into the United States will be 
forced to pay the same amount of federal tax as their domestic competitors. 

One essential part of a fair tax system is that everyone shares the burden of paymg for the cost of 
government. Unfortunately, the area of our economv that is growing most rapidly is the underground 
economy. Since the late 1970's. the underground economy has grown to an estmtated S200 billion per 
year and the amount of income taxes lost is tn e.xcess of S125 billion per year and growing. The flat 
income tax doesn 't really attack this growing problem. The national retail sales tax does. 

Finallv. despite all of the compelling economic reasons that favor replacement of the present income tax 
with a retail sales la.x. there is an additional reason... FREEDOM. In 1954. the IRS could assess a total 
of 1 3 different tax-related penalties. In 1 995. the number has increaseo lo 1 50, Increasingly, the IRS 
must relv on coercion and threats to even collect of the federal income taxes thev calculate are due. 

Baron de .Montesquieu, whose writing were cited by our nation s Founders more than any other, and who 
inspired the verv structure ot our ConstiiutiorL emphasized ihe struggle between liberty and ta.xes. Direct 
taxes (like the income taxi would lead toslaverv. but "a durv on merchandise ( a retail sales tax) is more 
natural to liberty because ii has not so direct a relation to the person. 

.\nafiencv like the IRS. a tax on income, a presumption of guilt against the taxpaver. and the resulting 
!a.\ ivrannv are not consistent with the ideas on v\ruch this nation was t'ormed. In for CooQ And Evil. 
Charles .Adams' important work on the impact ot taxes on civilization. .Mr .Adams points out that the 
.istute Greeks observed that rvrannv (oppressive government) was the consequence ot the wrong kind of 
La.xauon; ana converseiv liberty was the consequence of the right kind of taxation. .And what was the right 
kind Sales and cusicxns taxes, said the Greeks. Hie wrong kinds of taxes that produced bad government 
Acre direct ta.xes like income and production taxes. Hie Greeks came lo these conclusions, not from 
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reason, but trom i.ie examples of historv. Our income taxes have proven that the Greeks were nght. 
Much ot our liberty has been lost to make our income taxes work, exactly as the Greeks predicted 

It is for these reasons that I support the replacement of the federal income tax with a national retail sales 
tax. It is time to make the federal government our servant again, instead of our master. 
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Mr. Christensen. Thank you, Congressman, and thank you for 
your consistent conservative leadership in these areas. 

Congressman Schaefer, we would be pleased to hear your testi- 
mony. 

STATEMENT OF HON. DAN SCHAEFER, A REPRESENTATIVE IN 
CONGRESS FROM THE STATE OF COLORADO 

Mr. Schaefer. Well, I thank you, Mr. Chairman, and I will add 
a little bit to what my good friend Mr. Tauzin has had to say. I 
very well remember, I know he does, the 1986 tax bill. If you really 
go back into the history, it started as a flat tax, and as time went 
on more and more things became deductible and pretty soon it was 
no longer fair or equal or simple, and we had a real mess on our 
hands when it passed. 

I did not vote for it at the time, and it stands out as one of my 
best no votes, I believe, because it certainly has proven not to work. 
So, therefore, what we have been doing in Congress over a period 
of years has been looking for quick fixes, some way to fix this, some 
way to fix that, and all we ultimately do, as Billy said, is add to 
the Tax Code. 

As a matter of fact, just since the tax reform of 1986 Congress 
has amended, repealed or added to more than 4,000 sections of the 
Income Tax Code, hoping that if we can change this section, elimi- 
nate that deduction, revise this rate, some way, somehow we are 
going to come up with a perfect Tax Code. 

Now, I think it is obvious that the current system is beyond re- 
pair, and it should be repealed completely. My written testimony 
goes into great detail about the faults of the income tax. 

I would ask the Chairman that it be allowed to be printed as 
part of the record. 

Chairman ARCHER [presiding]. Without objection, your entire 
statement will be printed in the record. 

Mr. Schaefer. Thank you, Mr. Chairman. 

Now, for several years I as well as others, including Mr. Tauzin, 
have advocated replacing this flawed income tax with a national 
sales tax. This would be a tax on the retail level on goods and serv- 
ices between, say, 16 and 17 percent. This is not a VAT, this is not 
a VAT tax. A VAT tax, as Mr. Kemp indicated, is what is disman- 
tling a lot of the economic system in Europe. The sales tax is sim- 
ply a tax on the final finished product that a consumer purchases 
in one form or another. 

The national sales tax could be primarily collected by the State 
governments, which already have the mechanisms in place. To 
overcome the supposed regressivity of the sales tax, I propose giv- 
ing a rebate to cover a base level of tax-free consumption. 

Some have suggested exempting food, medical services, and so 
forth, and I am not sure we are going to get to that point because 
then we get into a situation where if some wealthy person is throw- 
ing big parties, should that food not be taxed. We don’t really think 
so. 

There are other ways to go about that to treat that income level, 
say, between the $15,000 and $20,000 different than those who 
make more than that. So I would just say that if you want to talk 
about simplicity, you really have it here. A sales tax is very easy 
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to comply with. An individual knows every time they purchase 
something exactly what they are paying on their taxes. The mecha- 
nisms are already set into place in 45 different States, which would 
be very simple to figure out exactly what it is that that person is 
going to be paying. 

Now, the other thing is that this sales tax is going to help us get 
at the underground economy. At this point in time we have mil- 
lions and millions of dollars out there that are not being taxed and 
revenue is not coming into the Federal Government simply because 
it is either laundered money, it is drug money or it is from all cash 
operations. 

These people still, however, buy clothes, they buy cars and they 
buy other types of products that they would ultimately be paying 
taxes on. Tne IRS, I think, on a conservative estimate, says that 
we are losing about $130 billion a year on the underground econ- 
omy, and I think that that probably is very conservative, it is prob- 
ably even higher than that. 

So I would just say — I know my time is up, Mr. Chairman — I 
know you are very familiar with this whole approach, and as Bill 
says, we are in the process of drafting legislation that we hope will 
be ready for this summer or early into the fall. 

We know this is not an easy thing to do, to dismantle something 
as huge as this. Billy said something about in 1914 the tax form 
was like 10 pages long, 14, the first tax form was 1 page. I have 
a copy of it, 1-page form, that first tax form that ever came out. 
I dare say I don’t even want to look — my accountant does all my 
taxes now — I don’t know how much it is now. 

I thank the Chair and the rest of the Committee for listening to 
us today and hopefully we will be back to you sometime in the near 
future. 

[The prepared statement follows:] 



581 


Statement of Representative Dan Schaefer 
Before the 

House Ways and Means Committee 
On 

Replacing the Federal Income Tax 
June 8, 1995 


Thank you Mr. Chairman and members of the committee for holding this 
hearing and inviting me to speak on replacing the federal income tax system with a 
national sales tax. 

With this week’s hearings, we in Congress are embarking on a tried-and-true 
Washington ritual: reforming the income tax. In fact, rarely is Congress not talking 
about reforming the income tax code. Washington has been on a dec^es-long 
quixotic search to ’fut” the income tax; each time hoping that if it changes this 
section, eliminates that deduction, or raises this rate that somehow we will produce 
The Perfect Income Tax Code. 

Since 1954, Congress has passed substantial amendments to the federal tax 
code an average of every 1 ,3 years. Since passing the Tax Reform Act of 1986, 
Congress has amended, repealed, or added to over 4,000 sections of the income tax 
code. 


Taxpayers are now telling Congress: Give it up! The income tax code is 
beyond repair, and should be repealed completely. 

But what should we replace the income tax with? Let us imagine, just for a 
moment, that April I5th were just another spring day — not the dreaded Tax Day. 
What if our tax system required no Internal Revenue Service (IRS), had no loopholes 
for the rich, weakened special interests’ hold on the U.S. Congress, increased 
Americans’ paltry personal savings rate, and encouraged economic investment? And 
suppose the federal government could still collect at least as much tax revenue as it 
does today? 

This is not some kind of fantastic Utopia I am describing. It could be reality 
if America eliminated the personal and corporate income tax system and replaced it 
with a national retail sales tax. 

To understand the need for a national sales tax it is important to understand 
why the income tax code must be replaced completely. Everyone dislikes paying 
taxes, but the income tax makes financing government expenditures excruciatingly 
painfiil. 

When the income tax was originally proposed, its backers assured the nation 
that it would never exceed a few percentage points. In fact, the income tax imposed 
after the passage of the Sixteenth Amendment had a maximum rate of seven percent, 
could be filled out with just a two-page form and fewer than one percent of 
Americans actually had to file an income tax return. This seductive, little tax was 
promoted as not only fair, but also as the elixir for all that ailed the country. 
Consider the 1913 House committee report on the legislation establishing the income 
tax: 
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"We recommend the passage of.. .[the income tax]. ..in the confident 
belief that as soon as this tax and its administrative machinery become 
fairly understood by the people... [it] will meet with as much general 
satisfaction as any tax law. ..All good citizens, it is therefore believed, 
will willingly and cheerfully support and sustain this, the fairest and 
cheapest of dl taxes." 


Few predictions have been as disastrously wrong as these euphoric hopes 
expressed by the authors of the income tax. During the past 80 years, the income tax 
has become a behemoth which former President Jimmy Carter accurately described as 
"a disgrace to the human race." 

With its myriad deductions, rules, regulations, liens, forms, withholding 
instructions and compliance costs, the income tax is understood by only a sm^l 
coterie of tax lawyers and accountants, and is despised by almost all other 
Americans. And average citizens have many reasons to hate the income tax. It is 
expensive to administer and comply with; it is complex; it is constantly changing; it 
encourages rent-seeking corporations to search out special exemptions; it has resulted 
in a shocking loss of personal liberty; and it discourages the savings, investment and 
productivity needed for economic growth. 

Cost and Compliance 

If the income tax were evaluated as a product, we would first look at its costs. 
During Fiscal Year 1995 alone. Congress spent $7.6 billion on the administrative 
costs of the IRS. Even here in Washington that is a lot of money. However, that 
$7.6 billion price tag is a drop in the bucket compared to the true, hidden costs of the 
income tax. 

In the book. Costly Returns: The Burdens of the U.S. Tax System . Dr. John 
L. Payne, director of Lytton Research and Analysis, identified six separate costs 
associated with the tax system: compliance, enforcement, disincentives, evasion, 
avoidance and government costs. These costs include the money and time most 
businesses and individuals spend to comply with the income tax, the effort and energy 
many other companies put into evading the income tax, the concomitant resources the 
government spends to catch, prosecute and incarcerate these evaders, plus much, 
much more. Dr. Payne found that, when all these hidden factors are all added up, 
the income tax "cost" $618.1 billion in 1990 alone. This makes the income tax Ae 
most expensive government program of all — larger than Social Security, Medicare, 
or defense. Yet, unlike most government programs, the costs of which show up on 
the government’s ledgers, the cost of the income tax is paid for almost entirely by the 
private sector. 


Compleidty 

Much of the public's disgust with the income tax is caused by its complexity. 
Years of congressional tinkering and IRS rulemaking have created a monstrous set of 
laws and regulations that intimately affect the finances of every American family and 
business. The income tax code’s complexity has made calculating one’s taxes both 
time consuming and frustrating. In fact, congressional testimony has revealed that it 
takes businesses and individuals over S.4 billion hours annually to comply with the 
income tax. That is equivalent to hiring 2.7 million people working full-time on tax 
compliance! 

Unfortunately', the tax code is both large and growing. Since 1954, the 
number of sections in the income tax code has increased by 578 percent, from 103 
sections to over 690. During that same time, there was a 369 percent increase in just 
the number of words in the code. Today, there are over 800,000 words in the 
income tax code. To clarify this voluminous code there are currently on the books 
more than 45 million words of income tax regulations! 


Who can understand all this? Certainly not the average family or small 
business. Most can barely comprehend only a few of the IRS’s 480 tax forms. Only 
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the most specialized super-lawyers and accountants can even pretend to understand 
the entire code. This legion of tax lawyers, accountants and purveyors of tax- 
avoidance schemes now constitute an entire industry of professionals who wade 
through the income tax code to help their clients figure how much taxes they owe, 
and often how to avoid paying those taxes. Estimates of persons working full-time to 
comply with the tax code reach as high as 500,000. 

Uncertainty 

Federalist Paper Number 62 observed two centuries ago: 

"It will be of little avail to the people, that the laws are made by men of 
their own choice, if the laws be so voluminous that they cannot be read, 
or so incoherent that they cannot be understood; if they be repealed or 
revised before they are promulgated, or undergo such incessant change 
that no man, who knows what the law is today, can guess what it will 
be tomorrow." 


These words could easily serve as the epitaph of the income tax. As was 
predicted so many years ago, a law that changes with the wind will only earn the 
public’s hatred. 

Just look at the mutability of the income tax. As I mendoned earlier, since 
1954 Congress has passed substantial amendments to the federal tax code every 1 .3 
years. Since the mammoth income tax reforms of 1986, 4,000 provisions of 40 acts 
have either added, amended or repealed sections or subsections of the income tax 
code. The GATT implementation legislation alone contained 91 changes. 

What are the results of all this tax uncertainty? For one, there is a real 
econoituc cost associated with these changes. Uncertainty requires businesses to 
spend time, money and effort on economically unproductive activities such as tax 
research, tax planning, tax compliance and tax litigation. In today’s tax environment, 
one of the few reliable forecasts a business can m5ce is that tax law will change 
before any new investment comes to fruition. Additionally, businesses have to defer 
decisions as Congress makes up its mind about raising rates and adding deductions. 
The Tax Foundation has estimated that the 1993 Clinton tax package alone cost the 
U.S. economy over $20 billion because of uncertainty - that is $20 billion worth of 
potential research, development and job training. 

Not only does the constantly changing tax code create economic losses, but, as 
we were warned in The Federalist Papers , uncertainty carries a civic cost. Citizens 
become cynical and suspicious when they see tax law changed with little concern for 
rational economic policy. Indeed, as former IRS commissioner Shirley Peterson 
declared, "today, changes in the tax law are driven by political considerations and 
revenue constraints and wise tax policy has nothing to do with it." Is it any wonder 
that citizens are suspicious of the tax code? 

Rent-Seeking 

There are few tools more valuable to the rent-seeking corporation than the 
income lax. Over the past 80 years. Congress has granted special deductions and 
transitions rules to an array of politically-favored industries and organizations. In the 
process. Congress has radically skewed rational business decision-making, directing 
resources to politically powerful but inefficient industries, handicapping those 
businesses which lack access and influence in the halls of Congress and, in the 
process, shrinking the income tax base. 

Gary S. Becker, 1992 Nobel Laureate in economics, correctly observed, "In 
modem economies, profits are often determined more by government subsidies, taxes 
and regulations than by traditional management or entrepreneurial skills." Long 
before Dr. Becker identified the pernicious impact of rent-seeking taxation, James 
Madison observed in Federalist Paper Number 10: 
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"The apportionment of taxes on various descriptions of prope^ is an act 
which seems to require the most exact imparti^ity; yet there is, perhaps, no 
legislative act in which greater opportunity and temptation are given to a 
predominant party to trample on the rules of justice. Every shilling with 
which they overburden the inferior number, is a shilling saved to their own 
pockets." 

All can agree that Congress has not acted with "the most exact impartiality" 
when bestowing the benefits of the income tax code. Once Congress abandoned the 
principle of a single rate applicable to all, it headed down the road to rampant rent- 
seeking. 

The solution? While we can never eliminate the desire of industries to seek 
special tax breaks, we can establish a powerful bulwark against rent-seeking taxation: 
uniformity. Unfortunately, the current code’s only uniformity is the uniformity with 
which citizens despise it. 


Civil Liberties 

The income tax has also ushered in a revolting assault on our civil liberties. 
Thomas Jefferson would spin in his grave if he knew that every American is required 
to report to the federal government not only how much he or she earns, but also a 
variety of other personal financial information. Today, banks, savings and loans and 
employers are required to report some 81 specific types of personal financial 
transactions. This has given the federal government an enormous amount of sensitive 
data about the economic activities and private lives of every citizen. 

This information is not always used lawfully. A 1994 U.S. Senate hearing 
found widespread unauthorized snooping in tat^ayer records by IRS employees. IRS 
bureaucrats are not the only ones who have misused IRS files and the income tax. 
Former New York Times investigative reporter David Burnham, in his book A Law 
Unto Itself: Power. Politics and the IRS , found that "Almost every [presidential] 
administration since the end of World War I has one way or the other used the 
selective enforcement of tax laws and the information contained in tax records for 
improper political purposes." 

Savings, Investment and Productivity 

The income tax penalizes those things we need most for long-term economic 
growth: savings, investment and productivity. Currently, investments ate taxed three 
times: once when the money is eaimed as income, again when the investment earns 
dividends and finally when the investment is sold for a capital gain. Consumption, 
however, is taxed only once: when the income is earned. This encourages citizens to 
engage in excessive spending. Why save if you will be taxed thrice for doing so? 
With the income tax code’s perverse incentives, is it any wonder the U.S. has one of 
the lowest savings rates (2.S percent) in the industrialize world? Our poor savings 
rate has deprived companies of the capital needed to invest in new technologies and 
job-training, crippling our ability to compete overseas. This capital crunch has 
damaged U.S. companies’ ability to expand, preventing them from creating more 
good, high-paying jobs. 

Additionally, the income tax’s high marginal tax rate discourages new 
production and economic growth. Today, the highest marginal income tax rate at the 
federal level is 42 percent. Marginal tax rates are normally sold as a way to make 
the rich "pay their fair share," but even middle-class families are hurt by today’s high 
marginal tax rates. Most middle-income earners pay a 28 percent feder^ income tax, 
a IS percent payroll tax and a five percent state/local tax. This means that the 
government talcK 48 cents of every dollar middle-income workers earn. Economist 
Robert Genetski has shown in his study Taking the Voo Doo Out of Economics that 
high marginal tax rates are inversely related to productivity ^owth. Productivity and 
wages tend to rise when marginal rates are low, but productivity falls or grows more 
slowly when marginal income tax rates are high. The income tax code’s high 
marginal tax rates, coupled with the disencentives to savings and investment, is an 
unnecessary, government-imposed hurdle to economic growth. 
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The income tax is expensive; it is complex; it changes without warning; it has 
spawned numerous lobbyists who massage the code to benefit the politically powerful; 
it has invaded our privacy; and, it discourage the savings, investment and productivity 
needed for renewed economic growth. Despite the good intentions of the fathers of 
the income tax code, we now know that the income tax is not the "fairest and 
cheapest of all taxes." We in Congress need to recognize that the income tax has 
failed. It is now time look at a to^ly different way of financing government 
spending — before it is too late. 

Luckily, Washington, and this committee in particular, is considering radical 
tax restructuring. What I mean by restructuring is a complete and total overhaul. 
America has h^ tax "reform" for decades. What the country needs is not well- 
meaning yet ineffectual reform, but a complete and total rethinking of tax policy. 

One of the most popular tax restructuring proposals is House Majority Leader 
Dick Armey’s "flat tax" proposal. To "flatten” the code by eliminating its numerous 
deductions and distortions would create a much better tax system. But a "flat" 
income tax is still an income tax . Under even the simplest flat tax, "income" must 
be defined, personal financial information disclosed to the IRS and income taxes 
collected. 'This will require much of the same rules, regulations, liens, forms, 
withholding instructions and compliance costs that exist under the current system. 

Flattening the income tax code would help simplify the system and lessen some 
of the deterrents to savings and investment. However, if history is any guide, a flat 
tax would stay flat for all of one Congress. I am sure you all rememMr the debate 
on the 1986 Tax Reform Act, the moSier of all tax reforms. That process began with 
a discussion of flattening the tax code. The final legislation, to its credit, created a 
tax code with fewer deductions and only two person^ income tax rates, 15 and 28 
percent. Since then numerous bills have revised, reformed and thrown out much of 
the 1986 tax bill, so that today the tax code has five rates: 15.0, 28.0, 31.0, 36.0 and 
39.6 percent - not to mention many new deductions and loopholes. 

Clearly, the impulse to "fix" the income tax code would not abate once a flat 
tax is passed. Inevitably, exemptions and "corrections" would find their way back 
into the law. America would soon find itself saddled with a loophole-ridden and 
expensive income tax code once again. In fact. Senator Arlen Specter, who has made 
the flat tax a part of his presidential campaign, has already incorporated several 
deductions into his supposedly "flat tax' proposal. Congress’ constant urge to fix the 
income tax code is one of the many reasons why real reform can only come with 
replacing the income tax structure with a simpler, more just and economically 
efficient system. 

I propose that we replace the current system with a national retail sales tax. 
This would be a tax (somewhere between 16 and 19 percent) on all goods and 
services sold at the retail level. As part of the transition to a national sales tax, I 
propose abolishing the corporate and personal income tax, the gift and estate tax and 
the excise tax. Tlie IRS would be retained to dispose of pending tax evasion matters, 
but it would also be abolished. 

To finance the spending of the federal government, a national sales tax on all 
goods and services would be imposed. Since the states have extensive experience 
with sales taxes, they would be charged with administering the national s^es tax. 
Appropriate compensation would be given to the states and to retailers to ensure that 
the national sales tax does not become an unfunded mandate. 

The national sales tax would be imposed on all goods and services purchased 
for consumption. Goods purchased for re^e and for the production of other taxable 
goods or services would be excluded. A de minimus exemption would be allowed 
for small transactions between individuals, such as yard sales. The national sales tax 
would also be imposed on all imports into the U.S., in accordance with GATT. 

To combat "regressivity," a rebate would be given to taxpayers and their 
dependents to cover a base level of tax-free consumption. This rebate could be set to 
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provide tax-free consumption up to the poverty level or could be set at the zero tax 
rate of the current income tax. Some have suggested exempting food and/or medical 
services to address regressivity. However, 1 believe that the sales tax rate should be 
as uniform as possible and should have the fewest number of exemptions. Thus, I 
believe a rebate structure is a better way to handle regressivity. 

This rebate could be distributed to citizens in one of two manners. One option 
would be to give all citizens monthly or quarterly checks to pay for the covered level 
of tax-free consumption. Another option would be to give all citizens a 'smart card." 
This card, similar to a credit card, would be used by citizens when they purchase a 
good. Every time a purchase is made the taxes would be deducted from the citizen’s 
account of tax-free consumption. 

Let me be clear about what I am advocating. First, I believe we must wholly 
replace the income tax with a national sales tax — not just add it on top of the 
existing tax structure . Second, I do not support a so-called Value Added Tax (VAT), 
as is used by many European countries. A VAT would simply represent another 
hidden level of taxation to be abused by the government. I believe a national sales 
tax would only work if it completely replaced the existing income tax system and if it 
remains a visible and simple tax. 

The national sales tax would dramatically change not only tax policy, but also 
the way citizens live their lives. Instead of a hidden withholding income before pay 
day, Arnericans would receive all the money they earn. Instead of filing confusing 
forms and complying with mystifying regulations, Americans would simply pay a set 
tax every time they buy a good or service. Instead of a govemment-determin^ level 
of taxation based on income, Americans would determine how much taxes they pay 
based on how much they choose to consume. Gone would be the IRS bureaucracy 
and its assaults on the rights of taxpayers. In its stead would be a straightforward 
and simple tax, administered primarily at the state level. To get a feel for the 
advantages of a national sales tax, just ask any of the citizens of the 4S states with a 
sales tax: Is it easier to comply with the federal income tax or the state sales tax? 

Also, a national sales tax, unlike a flat tax, would help get at the underground 
economy. The U.S. Treasury Department estimates that it is unable to collect over 
$12S billion in income taxes every year. A national sales tax would help recoup this 
loss, ending evasion and lessening the tax burden on hard-working, law-abiding 
citizens. \^ile even under a national sales tax there would still some evasion, a 
point-of-sale retail tax will be much more effective at tapping the underground 
economy than today's despised, loophole-ridden income tax. 

In addition, under a national sales tax, American exports would skyrocket. 
Without taxes built into the cost of American goods, they would be much more 
competitive on the world market. Our companies would no longer be forced to move 
American jobs abroad in order to compete ^obally. Further, foreign companies, 
which often avoid paying U.S. income taxes altogether, would have their imports 
subjected to the same sales tax as everyone else. 

Some have claimed that a national sales tax would be more 'regressive' than 
the current income tax code. They are right, to a certain extent. The poor consume 
a greater percentage of their income on basic necessities and would, thus, pay a 
higher proportion of taxes than some of the wealthy. This problem, however, could 
be addressed by giving citizens rebates to cover a base level of tax-ffw consumption, 
as I described above. 

In a larger and more important sense, it is the current income tax which is 
regressive. It cripples the economic growth needed to give the poor the opportunity 
to move into the middle class. In that sense, the income tax is the most regressive 
tax because its triple taxation of investment and high marginal rates prevent the 
economic growth necessary for a true opportunity society. 

Moreover, the poor already pay a large ’consumption" tax because they pay 
the corporate taxes that are currently hidden in the price of every good and service 
they purchase. To understand the logic of the national sales tax, it is first important 



587 


to realize that businesses do not pay taxes . I don’t mean this in sense that companies 
find enough loopholes to avoid paying taxes. I mean taxes are simply a cost of doing' 
business that is reflected in the final price of the product or service offered by the 
company. The consumer of that product or service, pay these hidden taxes. Only 
consumers have no one else to whom they can pass the tax. Unfortunately, the 
regressive aspects on the current system are hidden. Low-income families actually 
pay a disproportionate share of businesses’ income taxes and costs of compliance. 
While the poor may not pay taxes on April 15th, they do every time they buy food or 
clothing. 

Adopting a national sales tax would end this corporate tax shell-game. And, 
because it would eliminate the disincentives to savings and investment and the current 
high marginal taxes rates, the sales tax would spur robust economic growth. Dr. 
Lawrence Kotlikoff s study of the national sales tax predicted that a national sales tax 
would more than double the nation's savings rate, from 2.5 percent to 7.6 percent. 
This would increase U.S. citizens’ standard of living between seven and 14 percent. 
Thus, by changing the incentives in the tax system. Congress would usher in a period 
of enormous economic growth and opportunity. 

Many used to claim that replacing the income tax with a national sales tax was 
just an economist’s pipe dream, but the stars are aligning in favor of the sales tax. I 
have joined with Representative BUly Tauzin to draft a nadonal sales tax bill, and we 
are organizing congressional support for this proposal. Senator Dick Lugar has made 
the national sales tax a major plank of his presidential campaign. Additionally, this 
week’s hearings before the Ways and Means Committee demonstrate the widespread 
desire to examine alternatives to the current tax system. I believe these hearings are 
the vital, first steps on the long road to a complete restructuring of the tax code. 

I and taxpayers across the country believe that as we once again head down tax 
reform lane that Congress should not sell the country short by tinkering with the our 
current disastrous income tax. Instead, we should end the era of tax "reform” by 
completely eliminating the income tax and replacing it with a national retail sales tax. 
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Chairman ARCHER. My thanks to both of you for, number one, 
coming and having to wait, and then having to come back, and I 
apologize for that, but the Committee is very grateful for your testi- 
mony and for the work that you have done on this. 

I wish there were more Members here to both listen to you and 
to inquire because we need to have this exchange as colloquy going 
back and forth and probing advantages and disadvantages of these 
various options before we can finally, I think, reach a resolution. 

I, for one, have not completely decided what form of consumption 
tax I believe would be the best, but I do worry that those who wish 
to continue some form of the income tax, albeit restructured, per- 
haps with a reduced rate, whether you call it flat or semiflat or 
whatever else, is simply deja vu. 

Mr. Schaefer. It is still a tax on income. 

Chairman Archer. But we have been there before, as you point- 
ed out, and we know what happens. We know what human nature 
does to that kind of a system. 

Mr. Tauzin. Mr. Chairman, if you will, there is another — we 
don’t talk about it in these terms but we need to think about it in 
these terms — there is another good reason to move away from in- 
come taxes. In the book “For Good and Evil,” Charles Adams pre- 
sents a very important work on the impact of taxes on civilization 
in general. He points out that the astute Greeks observed the tyr- 
anny of oppressive government was a consequence of the wrong 
kind of taxation; that conversely liberty was a consequence of the 
right kind of taxation, and what was riglit, and what was wrong? 

Well, the Greeks had it figured out. The Greeks said that sales 
and custom taxes were the correct form, that provide people as 
much liberty as possible. You decide how much taxes you are going 
to pay by deciding how much you consume instead of the govern- 
ment saying you are guilty, you owe us money unless you can 
prove you are innocent, as we have the rule under the current in- 
come tax system. 

The Greeks came to that conclusion, Mr. Chairman, not from 
reason but from examples in history, and our income tax system 
has proven the Greeks were right. It is a tyrannical system as op- 
posed to one that respects and in fact enlarges the freedoms of our 
people. 

Chairman Archer. I particularly appreciate your comments on 
that. I think maybe it was Mr. Adams who started his testimony 
before this Committee this week by saying that 1 page of histoiy 
is worth 200 pages of logic, or maybe more than 200 pages of logic, 
and I thought that was a superb statement because Santayana is 
right when he says that if we don’t learn the lessons of nistory, 
then we must relive them. 

And I wonder a little bit, too, as we enter this process, how much 
value we place on liberty and freedom and privacy, because that is 
something that hadn’t been discussed too much until you two peo- 
ple came before the Committee this afternoon. What value do you 
place on liberty and what value do you place on privacy, and if in 
fact we have this great opportunity, perhaps a once-in-a-lifetime 
opportunity to get the IRS completely and totally out of the lives 
of every individual in America, what is the value of that? I, for one, 
would attach a very high value to that. 
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Mr. Tauzin. And you would be right, sir. 

Mr. Schaefer. Priceless. 

Chairman Archer. Let me ask you, if I may, do you have any 
specificity to how you would overcome the argument of 
regressivity? 

Mr. Tauzin. Well, obviously, Mr. Chairman, there are a number 
of ways you can overcome it. One is a complete, outri^t exemp- 
tion, as Mr. Schaefer has telked about, of certain basic essentials 
that you do not tax a certain level of consumption that is essential 
in people’s lives. 

The other is to tax it at a lower rate so that eveiyone is contrib- 
uting to their government and to the benefits of the government 
but at a lower rate on the things that are essential — food, clothing, 
shelter — ^and then a different rate on the things that you choose to 
consume that aren’t necessarily essential in your lives. 

There are a number of ways of treating that, and one of the 
things that I hope the Committee does is literally examine the var- 
ious structures that will yield the same revenue neutral amount of 
money and yet have that element of progressivity in it. 

Chairman Archer. But you do not at this time have a preferred 
method that you would like to propose to the Committee? 

Mr. Schaefer. Well, Mr. Chairman, we do not have at this point, 
we are still fine tuning it, and of course, as you know, with a sub- 
ject matter such as this, it would be fine tuned over a long period 
of time, even after it would come to this Committee. But in answer 
to your question, you know, the national sales tax is not regressive, 
it is proportional really, and that simply means that those with the 
most income will consume the most and therefore pay the most in 
taxes. And as Bill said, with those in the low-income levels, a re- 
bate system can be — there is a lot of things we can do to fit that 
in. So I would have to argue just the opposite. It is not a regres- 
sive-type tax. 

Mr. Tauzin. There is another thing that you can’t miss, Mr. 
Chairman, and that is when you do encourage income production 
and investment in your economy again, you create, according to the 
estimates we have seen, 1.6 million new jobs with this change. It 
literally creates economic benefits for all of us in our society, many 
of whom can’t find a good job today. And so in the end, if it is a 
tax that lifts more people off the bottom and gives them a chance 
to succeed, encourages income and rewards savings, then it is a 
system that we ought to move toward as rapidly as we can. 

I want to give you one example of what is absolutely out- 
rageously outlandish in our current Code. My two sons are in col- 
lege today. They both have part-time jobs. They both earned sli|^t- 
ly under the amount, I think it is $3,000, so where taxes come into 
play in their lives, income taxes, but one of them took their father's 
advice and saved part of his income. The interest he earned on his 
savings account was taxable even though his total income was still 
under the cap. 

We, as a government, are telling my son. We are going to penal- 
ize you if you do what your father suggested you do, be frugal and 
save some money and nelp our economy, your own economy. 'That 
is an awful message. But we do it not just for our children, we do 
it for every working family in America. If you save money, we will 



590 


tax it when you earn it, and we will tax it again when it earns rev- 
enues for you at the bank. What an awful message. 

At a time when this country is trying to say to people, C3et off 
of welfare, go to work, be productive, at a time when we are wor- 
ried about interest rates being too high, not being able to afford a 
home, shouldn’t we say we are going to reward you for producing 
income, reward you for saving money that is going to yield lower 
interest rate money available to us to build homes, reward you for 
investing in jobs instead of penalizing you? 

It is about time, Mr. Chairman. 

Chairman Archer. I don’t think you would find any argument 
with the three of us who are here today because Mr. Ensign pur- 
sued that line of questioning to a witness earlier, and I have ex- 
hausted my questioning. 

Mr. Ensign, would you like to comment or question? 

Mr. Ensign. Yes, I would, simply because I didn’t get a chance 
to question Mr. Gibbons earlier in the day, and he brought up 
something when we are dealing with, this regrepivity question, 
and it seems to me that that is where the simplicity goes out of 
the consumption taxes. First of all, an example that was given one 
of the other days in Europe when they started talking about taxing 
different items in the economy. Maybe we don’t want to tax medi- 
cine. Well, how was Head and Shoulders taxed — and this was a 
real debate, was Head and Shoulders taxed as a medicinal sham- 
poo or was it taxed as a cosmetic and therefore it should be taxed. 

These are legitimate — I mean, all of the different health products 
that we sell in the health food stores now, are those foods or vita- 
mins or are those medicinal products? Depending on the marketing 
today, they want them as medicinal products. If we change the Tax 
Code, they may change the way that they want to label them. 

So that seems to me where some of the complexity gets in the 
way, but also he mentioned trying to correct some of the problems 
because he favors obviously a progressive tax system. He men- 
tioned that you would give, because he doesn’t want to see those 
types of problems, some sort of tax credit for poor people, but he 
also wanted to see wealthier people pay something instead of hav- 
ing their taxes cut, so he would do like a reverse tax credit or a 
negative tax credit. 

Well, isn’t a negative tax credit an income tax? So how do you 
satisfy somebody like Mr. Gibbons without getting the complexities 
in the Tax Code with a consumption tax? 

Mr. Schaefer. Well, let me go first. Bill, but it seems to me, and 
I keep going back to this, my history in this 1986 tax bill, Mr. Ar- 
cher veiy well knows, I keep going back to that. Once you open the 
door and you allow this exemption on medicines or whatever, pret- 
ty soon you have got everything in the world in there that there 
is an exemption on. 

I would much prefer to see it come down to the point where it 
is according to the income level of the individual, that they would 
have a rebate that would cover whatever they had to pay and their 
cost of medicine or whatever else it would be, and therefore then 
the other people would still be charged and would not be open for 
a rebate on these things. I think that this is probably the simplest 
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way to do it because I remember the history of this, all three of 
us do, and it was a mess. 

Mr. Tauzin. That is a valid concern. We were wrestling with that 
as we approached drafting. 

Let me make a point, however, that is lost very often in the cur- 
rent system. Economist John Quiles in 1991 reported to this Com- 
mittee this fact, that the current cost of compliance with the cur- 
rent income tax system, the hidden taxes involved in that cost of 
compliance, is currently adding 10 to 15 percent to the cost of every 
retail item in our economy, including Head and Shoulders, and 
other medicines and foodstuffs that are purchased by the poor and 
the elderly in our society, a 10 to 15 percent hidden tax of wasted 
resources, unnecessary cost of compliance. 

So if we start with the notion that we are going to replace that 
messy system with a simple one that has some national retail tax 
element in it, you can start with the notion that you have got a 
10 to 15 percent base already there. 

Second, either the rebate technique or, as I suggested, two levels, 
two rate techniques can accomplish the kinds of concern — can over- 
come the concerns of regressivity that you and I and others are 
very concerned about without necessarily getting us into the com- 
plexities of tax simplification of the eighties like we saw. 

Mr. Schaefer. The income tax we nave now is truly regressive. 

Mr. Ensign. The other problem that I see with some of the pro- 
posals that are out there dealing with regressivity or progressivity, 
first of all, is, how do we get to where it is neither regressive or 
progressive? That seems to be the fair system, is if we get, where 
fairness is that it is neither regressive nor proCTessive, and striking 
a balance there seems to be a very difficult task to achieve. 

Mr. Schaefer. Well, my way of thinking is that on an NST it 
probably is as much middle ground as you can possibly get between 
the regressive and the progressive type of thing because this is all 
a choice that people make, and just think if you are out making 
$100 a week, you get a paycheck for $100, you don’t get a paycheck 
for $75 or $76 or whatever, and therefore you have that. 

Mr. Ensign. Just one last quick comment, and that is, the only 
thing that scares me about this is that it is so easy to raise this 
tax, any kind of consumption tax because it is almost a hidden tax. 
One of the ways they talked about was making it hidden in the 
price of the good and if it is hidden in the price of the good, and 
some people say even our State sales taxes are hidden taxes simply 
because nobody really pays attention to that tax that they are pay- 
ing. They pay attention to the tax that is taken out of their pay- 
check but they don’t pay attention to the tax that they pay at the 
grocery store, so in effect it is much easier to raise this type of a 
tax in the future, the rates on this, than it is the income tax. 

Mr. Schaefer. Well, I would certainly agree with the gentleman 
if it would be concerning a VAT, but not when you are considering 
an NST. They are two different things. The VAT is truly hidden, 
as Billy said, in our current system, there is some 12, 15 percent 
in there that is hidden, but that 16 or 17 percent that is tacked 
on to the final suit that you buy, you know exactly what that is, 
and that is set by Congress. And here we are, we change the Tax 
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Codes all the time, and we are changing the brackets and we are 
doing all this. 

Sure, with an act of Congress you can change it from 17 to 18 
percent, but you think you are going to hear some squawking and 
squealing? You bet you will. So therefore I think as long as the rev- 
enues are coming in 

The final thing, Mr. Chairman, I would just say is that Bill and 
I are going to create a national sales tax caucus, and the purpose 
of it is for all those individuals who wish to know more about it 
and become involved and disseminate the information, I think this 
will be a good step. 

Chairman Archer. We welcome your input, and we really do 
have to move along. We still have a number of additional witnesses 
today. I really do thank you for the work you have done and for 
your presentation today. We are going to be moving along with this 
and having more hearings and more deliberations in this Congress, 
and we will really be looking for whatever counsel and suggestions 
that you can give us. 

Thank you very much. 

Mr. Tauzin. Thank you, Mr. Chairman. 

We didn’t get a chance to say this when we got here, Mr. Archer. 
I want to personally thank you. You stepped out in an extraor- 
dinarily courageous way to begin this debate, and if we arrive at 
that awfully wonderful point and America does in fact come up 
with an alternative system, it is simple, it works, April 15 can just 
be another day in our lives instead of the awful day it is. America 
will have you to thank, sir. 

Thank you very much. 

Chairman Archer. Thank you. I hope we can get there. 

Our next witnesses are Professor Hall and Alan Reynolds. 

Gentlemen, thank you for being so patient today. I apologize for 
the length of time that you have had to wait in order to be able 
to come and make your presentation, and I am very grateful to you 
and I look forward to what you have to tell the Committee. Wel- 
come. And, Dr. Hall, will you proceed. 

STATEMENT OF ROBERT E. HALL, PH.D., SENIOR FELLOW AND 

PROFESSOR OF ECONOMICS, HOOVER INSTITUTION, 

STANFORD UNIVERSITY 

Mr. Hall. Thank you, Mr. Chairman. I am honored to have this 
opportunity to discuss the plan to replace the income tax with a 
flat consumption tax. No one is more conscious of the hour than I 
am, so I will be very brief. My prepared testimony is about 25 
pages, and I invite anyone who wants to learn more to read that. 

Chairman Archer. Without objection, your entire testimony will 
be printed in the record. 

Mr. Hall. Thank you, Mr. Chairman. 

This Committee has heard a number of meritorious plans for re- 
placing the income tax with a consumption tax. Those include a na- 
tional sales tax, a VAT or an income tax with unlimited deduction 
for saving, and I want to be clear that I am a supporter of any of 
those consumption tax plans. 
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By far the most important national priority, I believe, should be 
to switch to a consumption tax. It is almost to the detailed level 
which of those we choose. 

My testimony will hit the high points as to why the Hall- 
Rabushka flat tax plan is the best way to move to consumption tax- 
ation, but again, I stress that all of these are good plans, and if 
this Committee were to decide to push ahead with any one of them, 
I would welcome the opportunity to come back and say exactly how 
an economist would see that VAT, a sales tax, a value-added tax, 
or a flat tax could be set up in a most economically successful way. 

First of all, simplicity. I think it is well known now and I don’t 
go through what I used to do of showing off tax forms because I 
think these tax forms have been published everywhere, and Con- 
gressman Armey, in particular, has been spreading them far and 
wide, but we do have just two postcard tax forms. And the virtue 
of simplicity is something I have learned more and more I think 
is part of the appeal of both the flat tax and other consumption 
taxes, but it is terribly important, the fact that a good tax is also 
a simple tax is a lesson that I think we should push very, very 
hard. 

A second thing that I would stress is that either the value added 
principle or the sales tax principle is a vei^ good one for setting 
up consumption taxes, it is really — something like a value-added 
tax or a sales tax is the right way to go about taxing consumption. 
First of all, it is obvious that it taxes consumption. That is particu- 
larly true of the sales tax, but it is also true of the value-added tax. 

The Hall-Rabushka flat tax is a value-added tax. It is just a rear- 
rangement of a value-added tax to provide some other benefits, but 
at its core it is a value-added tax, and again a value-added tax and 
a sales tax are very, very close relatives as a matter of economics; 
they are both consumption taxes. 

A third point is that the flat tax is progressive and fair. One of 
the most important challenges that faced us in 1981 in designing 
the flat tax was exactly this question: How do we make it progres- 
sive and fair? And the answer is an exemption. 

The reason that we are not strictly a value-added tax is that we 
figured out a way to slightly rearrange it in order to make it pro- 
gressive and fair, and that is by providing an allowance. Our allow- 
ance is $25,500 for a family of four. Of course, other allowances are 
possible, and Congressman Armey has proposed a larger family al- 
lowance, and that is fine. That is something that certainly should 
be discussed further. 

A fourth point and one that I have recently been doing more re- 
search on has to do with transition problems. 

I didn’t used to worry about transition because it never occurred 
to me that the flat tax would be taken seriously in Washington, but 
now that it is, I have been looking at transition issues seriously. 

One transition issue that has gotten too little attention is that 
a sales or value-added tax would create a burst of inflation in the 
U.S. economy. This is not an idle possibility. When Britain adopted 
a VAT tax in 1979, their economy went into a tailspin associated 
with the burst of inflation that accompanied it. There would be no 
inflation with Hall-Rabushka. 
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A second related point is that the border adjustment which might 

f o with a value-added tax would bring a sharp appreciation of the 
ollar, and I would see that as a giveaway to speculators who 
guessed right about the reform. 

I have run out of time, but I think I have hit the high points as 
far as why, among all the good consumption taxes, this is, I believe, 
the best consumption tax. 

Let me just — one of the topics that I wanted to cover is the topic 
of border adjustments. That is one I have thought through carefully 
recently. Border adjustments are not the cosmic issue that I think 
earlier witnesses suggested. I see that as an option that we have, 
and we should think seriously about doing it one way or the other. 
The thing I would stress is that if we adopt a VAT tax with border 
adjustments or a sales tax with border adjustments, with the re- 
bate of the exports, there would be an immediate appreciation of 
the dollar that would offset it. 

There is no improvement in competitiveness associated with a 
border adjustment and there is no dumping through the Tax Code. 
It is a neutral issue, and we ought to decide it on other grounds. 
Now my time is up. 

Chairman Archer. Thank you for living within the time con- 
straints. I know 5 minutes is not long compared to the complexity 
of these subjects. 

[The prepared statement follows:] 
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THE FLAT TAX 

Testim<my of Robert E. Hall 
Senior Fellow, Hoover Institution, Stanford University 
Professor of Economics, Stanford University 
before the 

House Committee on Ways and Means 
June S, 1995 


Tax forms really can fit on postcards. A cleanly designed tax system takes only a few elementary 
calculations, in contrast to the hopeless complexity of today’s income taxes. My Hoover colleague, Alvin 
Rabu^dta, and I have developed a complete plan for a whole new tax system. Our system puts a low tax rate on a 
cmnjMehensive definition of income. Because its base is so broad, ihe tax rate is an astonishingly low 19 percent 
but raises the same revenue as docs the current tax system. The tax on families is fair and progressive — the p<K)r 
pay no tax M ail, and the fraction of income that a family pays rises with income. The system is simple end easy 
to understand. And the tax operates on die consumption-tax principle — families are taxed on what they take out 
of the economy, not what they put into it. 

Our system rests on a basic administrative principle: income should be taxed exactly once, as cU*se as 
possible to its source. Today’s tax system violates this principle in all kinds of ways. Some kinds ot income 
like fringe benefits— are never taxed at all. Other kinds, like dividends and capital gains, are taxed twice. And 
interest income, which is 9U|^x>sed to be taxed once, escapes taxation completely in all too many cases, where 
clever taxpayers arrange to receive interest beyond the reach of the IKS. 

Under our plan, all income is taxed at the same rate. Equality of tax rates is a basic concept of the flat 
tax. Its logic is much more profound than just the simplicity of calculation with a single tax rate. Whenever 
different forms of income are taxed at different rales or different taxpayers face different rates, the public figures 
out how to take advantage of the differential. 

PROGRESSIVITY, EFFiCtENCY. AND SIMPUCITY 

Limiting the burden of taxes on the poor is a central principle of tax reform. Some ideas for tax 
simplification and reform flout this principle— neither a federal sales tax nor a value-added tax is progressive. 
Instead, all citizens, rich and poor alike, pay essentially the same fraction of their spending in taxes. We reject 
sales and value-added taxes for this reason. The current federal tax system avoids taxing the poor, and we think it 
should stay that way. 

Exempting the poor from taxes docs not require graduated tax rates rising to high levels for upper- 
income families. A flat rate, applied to all income above a generous personal allowance, provides progressivity 
without creating important differences in tax rates. Graduated taxes automatically create differences in tax rates 
among taxpayers, with all the attendant opportunities for tax-avoidwee tricks. Because it is high-income 
taxpayers who have the biggest incentive and the best oj^jortunity lo use special tricks to exploit tax-rate 
differentials, applying the same tax rate to these taxpayers for all of their income in all years is the most 
important goal of flat-rate taxation. 

Our proposal is based squarely on the principle of consumption taxation. Saving is untaxctl. We solve the 
problem that has perplexed the designers of the current tax system, which now contains an incredible 
hodgepodge of savings and investment incentives. As a general matter, the current system puis substoniial taxes 
on the earnings from savings. On that account, the economy is biased toward too little saving and too much 
consumption. But Congress has inserted a number of special provisions to spur saving. Most importantly, saving 
for retirement is excused from current taxation. Welkers are not taxed on the amount their employers contribute 
to pension funds, and the employers can deduct those contributions. The self-employed can take advantage of the 
same opportunity with Keogh, IRA, and SEP plans. The overall effect of the existing incentives is spotty-— there 
arc excessive incentives for some saving- investment channels and inadequate incentives for others, to our 
system, there is a single, coherent provision for taxing the rrtum to saving. AH income is taxed but the earnings 
ffom saved income are not taxed further. 

We believe that the simplicity of our system is a central feature. Complex tax forms and tax laws do 
more harm that just the deforestation of America. Complicated taxes require expensive advisers for taxpayers 
and equally expensive reviews and audits by the government. A complex tax invites the taxpayer to search for a 
special feature to exploit to the disadvantage of the rest of us. And complex taxes diminish confidence in 
government, inviting a breakdown in cooperation with die tax system and the spread of outright evasion. 

AN miEGRATED FLAT TAX 

Om flat tax applies to both businesses and individuals. Aldiough our system has two separate tax 
forms^— one for business income and the other for wages and salaries — it is an integrated system. When we speak 
of its virtues, like its equal taxation of all types of income, we mean the system, not one of its two parts As we 
will explain, the business hut is not just a replacement for the existing coiporate income tax, It covers all 
businesses, not just corporations. And it covers interest income, which is currently taxed undi r the personal 
income tax. 

In our system, all income is classified as cither business income or wages (including salaries, and 
fctirem«it benefits). The system is airti^t. Taxes on both types of income are equal. The wage tax has features 
to make die overall system progressive. Both taxes have postcard forms. The low tax rate of 19 percent is enough 
to match the revenue of the federal tax system as it existed in 1993, the last full year of data available as we 
write. 
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Here is the logic of our ^stem. stripped to basics: We want lo tax consuniption. The public does one of 
two things with its income— spend it or invest it We can measure consumption as income minus investment. A 
really simple tax would just have each firm pay tax on the total amount of income generated by the firm less that 
firm’s investment in plant and equipment The value-added tax works just that way, But a value-added tax is 
unfair because it is not progressive. Ihat*s why we break the tax into two pieces. The firm pays tax on al! of the 
income generated at the firm except the income paid to its workers. The workers themselves pay tax on what they 
earn. And the tax they pay is progressive. 

To measure the total amount of income generated at a business, the best apjjroach is to take the total 
receipts of the firm over the year and subtract the payments die firm has made that are not part of the income 
generated. This approach guarantees a comprehensive tax base. The successful value-added taxes in Europe work 
just this way. The base for the business tax is the following: 

Total revenue from sales of goods and services 
less 

purchases of inputs from other firms 
less 

wages, salaries, and pensions paid to workers 
less 

purchases of plant and equipment 

The other piece is the wage tax. Each family pays 19 percent of its wages, salary, and pension income 
over a family allowance. The allowance makes the system j^oyessive. The base for the compen^tion tax is total 
wagest salaries, and retirement benefits less the total amount of fam ily allowances. 

In 1993 the revenue from die corporate income tax, with a tax rate of 34 percent, was $I 18 billion. The 
revenue from our business tax at a rate of only 19 percent would have been $362 billion, just over three times as 
much, even though the tax rate is not much over half the current corporate rate. There are three main reasons that 
the flat business tax yields much more revenue than does the existing corporate tax. First, slightly more than half 
of business income is from non-corporate business^ — professional partnerships, proprietorships, and the like. 
Second, our business tax does not pennit the deductitm of interest paid by businesses, wherea.'. the corporate 
income tax docs permit that deduction. Third, the business tax puts a tax on fringe benefits, which escape any 
taxation in the current system. 

The substantial revenue the government would derive from the flat business lax is the key to the fairness 
of our tax system. Because most business income goes to the rich, putting an ainighi tax of 19 )>crccnt on that 
income permits a lowering of taxes and tax rates on working people. 

The other side of the coin, of course, is that our wage tax would have yielded less revenue than does the 
current personal income tax— S265 billion in 1993 as against $510 billion. We are not proposing a massive shift 
in taxes from wages to capital income. Our wage tax applies just to wages, salaries, and private pensions, 
whereas n>day*s personal Income tax includes unincorporated business income, dividends, interest, rent, and 
many other kinds of income that we tax as part of business income. The switch to the more reliable principle of 
taxing business income at the source, rather than hoping to catch the income at the destination, is the main reason 
that the business tax yields so much more revenue than does the corporate tax. 

The Individual Wage Tax 

The individual wage tax has a single purpose— to tax the large fraction of total income that employers 
pay as cash to their workers. It is not a tax system by itself, but is one of the two major parts of the complete 
sysmm. The base of the tax is defined narrowly and precisely as actual payments of wages, salaries, and 
pensions. 

The lax form for our wage tax is self-explanatory. To make the tax system progressive, only earnings 
over a personal or family allowance are taxed. The allowance is $25,500 for a family of four in l‘J95, but would 
rise aloi^ with the cost of living in later years. AH the taxpayer has to do is report total wages, salaries, and 
pensions at die top, compute the family allowance based on marital status and number of dependei^ts, subtract the 
allowance, multiply by 19 percent to compute the tax, take account of withholding, and pay the difference or 
apply for a refund. For about 80 percent of the population, filling out this postcanl once a year would be the only 
effort needed to satisfy the Internal Revenue Service. What a change from the many pages of schedules the 
typical frustrated taxpayer fills out today! 


inMeuil Wift Tn 




1 WigwirealMy 

• PntanarainBVTMnccmto 


WQSiaeOOfcrmrMHnsiPtrvV -- 

tt'OI8.aoO*or*rO» - 

O St «.000 lor tingl* hMfi cf heuMhDM 

a NtfTfcgc<d WMie ir t »,nctirK*i*^«oaj».., 

C PmaWMCM«r«Hlpr(»iov)donuan*SmMMatf6rS<.SOO» 

r Ti]uip»rwy0ii^<tricm0m4ptain»9 

a TnbiieoiTpBnMtianawStelwr.apoaaM.-otAatwMiw’ct) . 

a 

to TatwtnwdWvnpioyv 

t« - 

it ^ 






597 


For the 80 pcarcent of taxpayers who doo‘t run businesses, the individual wage tax would be the only tax 
to worry about. Many features of current taxes would disappear. We will discuss these disappearances in detail 
later. They include charitable deductions, mortgage interest deductions, capital gains taxes, dividend taxes, and 
interest taxes. Anyone who is self-employed or pays e^q^nses directly in connection witli making a living will 
need to file the business tax in order to get the proper d^uction for expenses. Fortunately, the business tax form 
is even simpler than the w^e tax form. 

Again, we stress Aat die wage tax is not a complete income tax on individuals it taxes only wages, 
salaries, and pensions. The companion business tax picks up all other components of income. Together they form 
an airti^t tax system. 

Th0 Business Tax 

It’s not the purpose of the business tax to tax businesses. Fundamentally, people pay taxes, not 
businesses. The idea of the business tax is to collect the tax that the owners of a business owe on the income 
produced by die busing. Collecting business income tax at the source of the income avoids one of the biggest 
causes of leakage in the tax system today: Interest can pass through many layers where it Is invariably deducted 
when it is paid out, but not so frequently reported as income. 

Airtight taxation of individual business income at the source is possible because we already know the tax 
rate of all of the owners of the business — it is the common flat rate paid by all taxpayers. If the tax system has 
graduated rates, taxation at the source becomes a problem. If each owner is to be taxed at that owner's rate, the 
business would have to find out the tax rate applicable to eadi owner, and apply that rate to the income produced 
in the busine^ fix’ that owner. But diis is only the beginning of the problem. The IRS would have to audit a 
business and its ownm together in order to see that die owners were reporting the correct tax rates to the 
business. Fuith^, suppose one of the owners made a mistake, and later was discovered to be in a higher tax 
bracket. Then the business would have to refile its tax form to collect the right tax. Obviously this wouldn’t 
work. Business taxes have to be collected at the destination, from the owners, if graduated rates are to be applied. 
Source taxation is only practical when a single rate is applied to all owners. Because source bixation is so much 
more reliable and inexpensive, there is a pow^fiil practica! argument for using a single flat rnte for all business 
iiKxxne. 

The business tax is a giant, comprehensive withholding tax on all ^pes of income other than wages, 
salaries, and pensions. It is carefully designed to tax every bit of income putsidc of wages, but \o tax it only once. 
The business tax docs not have deductions for interest payments, dividends, or any other type of payment to the 
owners of the business. As a result, all income that people receive from business activity has already been raxed. 
Because the tax has already been paid, the tax system does not need to worry about what happens to interest, 
dividends, or capital gains after these types of income leave the firm. The resulting simplification and 
improvement In the tax system is enormous. Today, the IRS receives over a billion Form I09'>s to keep track of 
interest and dividends. It takes an overwhelming effort to match these forms to the lOdDs filed by the recipients. 
The only reason for a Form 1099 is to track income as it makes its way from ihe business where it originates to 
the ultimate recipient. Not a single Form 1099 would be needed under a flat tax with taxation c>rbusines$ income 
at the source. 

The way that we have chosen to set up the business tax is not at all arbitrary— on the contrary, it is 
dictated by the principles we set fortii at the beginning of this testimony. The tax would be assessed on all the 
urcome originating in a business, but not on any inccmie diet originates in other businesses, nor would it tax the 
wages, salaries, and pensions paid to employees. All of a business's income derives from the sale of Its products 
wd services. On the top line of the business tax form (our Foim 2) goes the gross sales of the business — its 
proceeds from the sale of all of its products. But some of the proceeds come from the resale of inputs and parts 
the firm purchased; the tax has already been paid on titese items because the seller also has to pay the business 
tax. So the firm can deduct the cost of all the goods, materials, and services it purchases for the purpose of 
making the product it sells. Is addition, it can deduct its wages, salaries, and pensions, for the taxes on these will 
be paid by workers receiving th^, under (mt wage tax. Finally, the business can deduct ail its outlays for 
plant, equipm«^ and land. A little later we will explain why this investment incentive Is just the right one. 
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Everything left fhsn this calculation is the income originating in the firm, and is taxed at the flat rate of 
19 percent. !n most businesses, a lot is left, so the prospective revenue from the business tax is tiie p62 billion 
we computed earlier. Many deductions allowed to businesses under current laws are eliminati d in our plan, 
including interest payments and fringe benefits. Bui our exclusion of these deductions is not an arliitrary move to 
mcfcase the tox baw. In all cases, the elimination of deductions, when combined with the other features of our 
system, moves toward the goal of taxing all income once at a common, low rate and to aihieve a broad 
consumption tax. 

Eliminating the deduction for interest paid by businesses is a central part of our general plan to tax 
business income at the source. It makes sense because wc propose not to tax interest received by individuals, The 
tax that the government now hopes (sometimes in vain) that individuals will pay will assuredly be paid by the 
business itself. 

We sweep away the whole complicated apparatus of depreciation deductions, but we replace ii with 
something more favorable for capita! formation, an immediate 100 percent first-year tax v/ritc-off of all 
invwtment spending. Sometimes this approach is called expensing of investment; it ts standard in the value- 
added approach to cx^nsumption taxation. In other words, we don't deny depreciation deductions, we enliance 
them. More on friis shortly. 

Fringe benefits arc outside the current tax system entirely, which makes no sense. The cost of fringes is 
deductible by businesses, but workers are not taxed on the value of the fringes. Consequenlly, fringes have a big 
advantage over cash wages. As taxation has become heavier and heavier, fringes have become more and more 
imporUmt in the total package offered by employers to workers— fringes were only 1.2 percent of total 
compensation in 1929 when income taxes were unimportant, but reached almost IS percent in 1993. The 
explosion of fringes is strictly an artifact of taxation, and fringes are an economically inefficient way to pay 
workers. Were the tax system neutral, with equal taxes on fringes and cash, workers would rudier take their 
income in cash and make their own decisions about health and life insurance, parking, exercise facilities, and all 
the other things they now get from their employers without much choice. Further, failing to tax fringes means 
taxes on other ^T>es of income arc at! the higher. Bringing all types of income under the lax system is essential 
for low rates. 

Under our system, each business would file a simple form. Even the largest business — the General 
Motorc Corporation in 1993, with $138 billion in sales— would fill out our simple postcard form. Every line on 
the form is a well-defined number obtained directly from the business’s accounting records, line I , gross revenue 
from sales, is the actual number of dollars received from the sales of all the products and services sold by the 
business, plus the proceeds from the sale of plant, equipment, and land. Line 2a is the actual amount paid for all 
the inputs bought from other businesses necessary for the operation of the business (that is, not passed on to its 
workers or owners). The finn could report essentially any purchase provided the purchase was actually needed 
for the business's operations and was not part of Uic compensation of workers or owners. Line 2b is the actual 
cash put in die hands of workers and former wortcers. All the dollars deducted on this line will have to be 
reported by the workers on their Form 1 wage tax returns. Line 2c reports purchases of new and used capital 
equipment, buildings, and land. Note that the firm won't have to agonize over whether a screwdriver is a capital 
investment or a current input — both are deductible, and the IRS won't care which line it will appear on. The 
taxable income computed on line 4 bears little resemblance to anyone's notion of profit. The business tax is not a 
profit tax. When a company is having an outstanding year in sales and profits but is building new factories to 
handle rapid growdi, it may well have a low or even negative taxable income. Thai’s fine — later, when expansion 
slows but sales are at a high level, the income generated will be taxed at 19 percent. 

Because the business tax treats investment in plant, equipment, and land as an expense, companies in the 
start-up period will have negative taxable income. But the government will not write a check for the negative tax 
on the negative income. Whenever the government has a policy of writing checks, clever people abuse the 
opportunity. Instead, the negative lax would be carried forward to future years, when the business .sitould have 
positive taxable income. There is no limit to the number of years of carry-forward. Moreover, balances carried 
forward will earn the market rate of interest (6 percent in 1995). Lines 6 through 10 show the mechanics of she 
carry-forward process, 

INVBSrMENTlNCENTiVES . 

The high rates of the current tax system significantly impede capital formation. On this point almost all 
experts agrees. The government's solution to the problem has been to pile one special invesiment or saving 
incentive on top of another, cieattng a complex and unworkable maze of regulations and tax forms. Existing 
incentives are appallingly uneven. Capital projects taking full advantage of depreciation deductions and the 
deductibility of interest paid to organizations exempt from income tax may actually receive subsidies from the 
government, nidter than Iwsing taxed. But equity-financed projects are taxed heavily. Investment incentives 
severely distort the flow of capital into projects eligible for debt finance. 

Our idea is to start over by throwing away all of the present incentives and replacing them with a simple, 
uniform principle — the total amount of investment will be treated as an expense in the year it is tnade. The entire 
incentive for capital formation is on Uie investment side, instead of the badly fitting split in the current tax 
system between investment incentives and saving incentives. The first virtue of this reform is simplicity. 
Businesses and government need not quarrel, as they do now. over what is an investment and what is a current 
expense. The dtstmcti<m doesn’t matter for the tax. Complicated depreciation calculations, carrying over from 
one year to the next, driving the small business owner to distraction, will vanish from the tax fonn. The even 
more complicated provisions for recapturing depreciation when a piece of equipment or a building is sold will 
vanish ns well, to everyone's relief. 
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PxpyT»««"g of iBve^ent iias & mucK^pcr rationale thwi simplicity. Eveiy act of investment in the 
econmny ultimately traces back to an act of saving. A tax on income with an exemption for saving is in effect a 
tax on consumption, for consumption is the difference between income and saving. Consumption is what people 
take out of the economy; income is \^at people contribute. A consumption lax is the exact embodiment of the 
principle that people should be taxed on what they take out. not what they pul in. 1 he flat tax, witli expensing of 
investment, is precisely a consumption tax. 

Expensing investment climinalcs the double taxation of saving; this is another way to express the most 
economically significant feature of expensing. Under an income tax. people pay tax once when they earn and 
save and wh^ the saving earn a return. With expensing, the first tax is abolished. Saving is, in effect, 
deducted in computing the tax. Later, the return to the saving is taxed througli the business tax. Although 
economists have dreamt up a number of other ways to eliminate double taxation of saving (involving 
ccunplicated recoiti keeping and reporting by individualsX the technique exploited in our flat ta.\ is by far the 
most strai^tforwani. 

In our system, any investment, in effect, would have the same economic ailvantage that a 401 K. IRA, or 
Keogh ^count has in the current tax system, /md we achieve this desirable goal by reducing the amount ot 
record keeping and reporting. Today, taxpayers have to deduct their Keogh-IRA contributions on their Form 
1040s and then they have to report: the distributions frmn die funds as income when they retire. Moreover, 
proponents of the "cash-flow" consumption tax would extend these requirements to all forms of saving. Our 
s^mmi would accomplish the same goal without any forms or record keeping. 

CAPITAL GAINS 

Capital gains on rental property, plant, and equipment would be taxed under the business tax. The 
purchase price would be deducted at the time of purchase, and the sale price would be taxed at ihe time of the 
sale. Every owmer of rental real estate would be required to fill out the simple business tax return, Fonn 2. 

Capital gains would be taxed exclusively at the business level and not at the personal level, fn other 
words, our system would eliminate the double taxation of capital gains inherent in the current tax system. To see 
how this works, consider the case of the common stock of a corporation. The market value of the stock is the 
capitalization of its future eaniings. Because the owners of the stock will receive their earnings after the 
corporation has paid the business tax, the market capitalizes after-tax earnings. A capital gain occurs when the 
market perceives that prospective after-tax earnings have risen. When the higher earnings materialize in the 
future, they will be correspondingly taxed. In a tax system like the current one, with both an income fax and a 
capital gains tax, there is double taxation. To achieve the goal of taxing all income exactly once, the best answer 
is to place an airtight tax on the income at the source. With taxation at the source, it is inappropriate and 
inefficient to tax capital gains as they occur at the destination. 

Another way to sec that capital gains should not be taxed separately under the Oat tax is to look at the 
national income accounts. Gross domestic product, the m<Mt comprehensive measure of the nation's command 
over resmirces, docs not include capital gains. The base of the flat tax is GDP minus investment, that is, 
(XHisumption. To include capital gains in the flat-tax base would depart from the principle that it is a tax on 
consumption. 

Capital gains on owner-occupied houses are not taxed under our proposal. Very few capital gains on 
houses are actually taxed under the current system — gains can be rolled over, there is an exclusion for older 
home sellers, and gains are never taxed at death. Exclusion of capital gains on houses makes sense because state 
and local governments put substantUi property taxes on houses in relation to their values. Adding a capital gains 
tax on top of property taxes is double taxation in the same way that adding a capital gains tax on top of an 
income tax is double taxation of business income. 

IMPORTS. EXPORTS. AND MULTINATIONAL BUSINESS 

With NAFTA and the growth of trade throughout the world, U.S. companies arc doing more and more 
teisiness in other counties, and forei^ companies are increasingly active here. Should the U.S. government try 
to tax business operations in other countries owned by Americans? And should it tax foreign operations in the 
United States? These are increasingly controversial questions. Under the current tax system, foreign operations 
of U.S. companies are taxed In principle, but the taxpayer receives a credit against U.S taxes for uixcs paid to the 
country where the business operatos. Because the current tax system is based on a confused combination of 
taxing some income at the origin and some at the destination, taxation of foreign operations is messy. 

Under the consistent application of taxing all business imrome at the source, the flat tax embodies a clean 
solution to the problems of multinational operations. The flat tax applies only to the domestic operations of all 
businesses, whether of domestic, foreign, or mixed ownership. Only the revenue from the sales of products 
within the United States plus the value of products as they are exported would be reported on line 1 of the 
btaincss tax Form 2. Only the costs of labor, materials, and other inputs purchased in the United States or 
imported to the United States would be allowable on line 2 as deductions for the business tax. Physical presence 
in the United States is the simple rule that determines whether a purchase or sale is included in taxable revenue 
or allowable cost. 

To sec how the busiiress tax would apply to foreign trade, consider first an importer selling its wares 
within the United States. Its cosis would include the actual amount it paid for its imports, valued as they entered 
the country— this would generally be the actual amount paid for them in the country of their origin. Its revenue 
would be tite actual receipts from sales in the United States. Second, consider an exporter selling goods produced 
here to foreigners. Its costs would be all of the inputs and compensation paid in the United Stetes, and its revenue 
would be the amount received from sales to foreigners, provided that the firm did not add to the product after it 
departed the country. Thiid, consider a firm that sends parts to Mexico for assembly and brings back the final 
product for sale in the United States, The value of the parts as they leave here would count as part of the revenue 
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of firm, and the value of the ss»mbled product when it was returned would be an expense. The lirm would 
not deduct the actual costs of its Meccan assembly plant. 

Under the principle of only taxing domestic activities, the U.S. tax system would mesh neatly with the 
tax systems of our major trading partners. If every nation used the flat tax, all income throughout the world 
would be taxed once and only once. Because the basic principle of the fiat tax is already in use in the many 
nations with value-added taxes, a U.S. fl« tax would harmonize nicely with those foreign tax systems. 

Applicalicm of the wage tax. Form 1, in the world economy would follow the same principle. All 
emtings from work in the United States would be taxed, irrespective of the worker’s citizenship, but the tax 
would not apply to the foreign earnings of Americans. 

Choices about the international location of businesses and employment are influenced by differences in 
tax rates. The United States, with a low tax rate of 19 percent, would be much the most attractive location among 
major industrial nations from the point of view of taxation. Although the fiat tax would not tax The overseas 
earnings of American workers and businesses, there is no reason to fear an exodus of economic activity. On the 
contrary, the favorable tax climate in the United States would draw in new business from everywiierc in the 
world. 

THB TRANSITION 

In this testimony, we lay out a good, practical tax system. We have not made concessions to the political 
pressures that may well force the nation to accept an improved tax system that falls short of the ideal we have in 
mind. One area where the political process is likely to complicate our simple proposal is the transition from the 
cunrent tax to the flat tax. The transition issues that are likely to draw the most attention arc diprcciation and 
interest deductions. In both cases, taxpayers who made plans and commitments before the tax reform will cry 
loudly for special provisions to continue the deductions. 

Congress will face a choice between denying taxpayers the deductions they expected before tax reform 
or granting the deductions and raising the tax rale to make up for the lost revenue. Fortunately, this is a 
temporary problem. Once existing capital is fully depreciated and existing borrowing paid off, any special 
transitions provisions can be taken off the books. 

Depmeiation Deductions 

Existing law lets businesses deduct the cost of an investment on a declining schedule over many years. 
From the point of view of the business, mu!tiyc«^ depreciation deductions arc not as attractive as the first-year 
write-off prescribed in the flat tax. No business will complain about the fiat tax as far as future investment is 
concerned. But businesses may well protest the unexpected elimination of the unused depreciation they thought 
they would be able to take on the plant and equipment they installed before the lax reform. Without special 
transition provisions, these deductions would simply be lost. 

How much is at stake? In 1992, toul depreciation deductions under the personal and corporate income 
taxes came to $597 billion. At the 34 percent rate for most corporations {which is close to the rate paid by the 
individuals who arc likely to i^c deductions as proprietors or partners), those deductions were worth $192 
billion. At the 19 percent fiat rate, the deductions would be worth only $108 billion. 

If Congress chose to honor all unused depreciation from investment predating tax reform, it would take 
about $597 billion out of the tax base for 1995. In order to raise the same amount of revenue as our original 19 
percent rate would, the tax rate would have to rise to about 20.1 percent. 

Honoring past depreciation would mollify business interests, especially in industries widi large amounts 
of unused depreciation for past investment but little prospect of large first-year write-offs for future investment. 
In addition, it would buttress the government’s credibility in tax matters by carrying through on a past promise to 
give a tax incentive for investment. On the other bad, the move would require a higher tax rate and a less 
efficient economy in the future. 

If Congress did opt to honor past depreciation, it should recognize that the higher tax rate needed to 
mdee up for the lost revenue is temporaiy. Within five years, the bulk of the existing capital would be 
depreciated and the tax rate should be brought back to 19 percent. From the outset, the tax rate should be 
commit^ to drop to 19 percent as soon as the transition depreciation is paid off. 

Interest Deductions 

Loss of interest deductions and elimination of interest taxation are two of the most conspicuous features 
of our tax reform plan. Shortly we will discuss the important economic changes that would lake place once 
interest is put on an after-tax basis. During the transition, there will be winners and losers from the change, and 
Congress is sure to hear from the iosera. Congress may well decide to adopt a temporary transitional measure to 
help them. Such a measure need not compromise the principles of the flat ta.x or lessen its contribution to 
improved efficiency. 

Our tax reform calls for the parallel removal of interest deduction and interest taxation. If a transitional 
measure allows tfte continuation of deductions for interest on outstanding debt, it should also require the 
continuation of taxation of that interest as income of the lender. If all deductions arc completely matched with 
taxation on the other side, then a transition provision to existing interest deductions would have no effect 

on revenue. In that respect, interest deductions are easier to handle in the transition than are depreciation 
dtxiuctlons. 

If Congress decider that a transitional measure to jmjteci interest deductions is needed, we suggest the 
following. Any borrower may choose to treat interest payments as a tax deduction. If the borrower so chooses, 
the fender must treat die interest as taxable income. But the borrower's deduction should be only 90 percent of 
the actual interest payment, while the lender’s taxable income should include 100 percent of the interest receipts. 
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Under this ttansitional plan, borrowers would be protected for almost all of their existing deductions. 
Someone whose personal finances would become untenable if the mortgage-interest deduction were suddenly 
eliminated can surely get through with 90 percent of the earlier deduction. But the plan builds in an incentive for 
the renegotiation of the interest payments along the lines we discussed earlier. Suppose a family is paying 
$10,000 k annual mortgage interest Hiey could stick with this payment and deduct $9,000 of it per year, Their 
net cost, after sub&a«tkg kc value of their deduction with the 19 percent tax rate, would be $8,290. The net 
income to the bank, after sukraetkg the 19 percent tax it pays on the whole $10,000, would be $8,100. 
Alternatively, the family could accept a deal proposed by the bank; The interest payment would be lowered to 
$8,200 by rewriting the mortgage. The family would agree to forego their right to deduct tlie interest, and the 
bank would no longer have to pay tax on the kterest. Now the couple's cost will be $8,200 (instead of $8,290 
without the deal) and the bank’s mcome will be $8,200 (instead of $8,100 without the deal). The family will 
come out $90 ahead and the bank will come out $100 ahead. The deal will be beneficial to both. 

One of the nice features of this plan is that it does not have to make any distinctions between old 
borrowing, existing at ftie time of the tax refonn, and new borrowing, arranged after the reform. Lenders would 
always rtsquire that new borrowers opt out of their depletions and thus would offer a coirwipondingly lower 
intert^ rate. Otherwise, Uie lender would be saddled with a tax bill larger than the tax deduction roceived by the 
borrower. 

As far as revenue is concerned, this plan would actually add a bit to federal revenue in comparison to the 
puro flat tax. Whenever a borrower exercised the ri^t to deduct interest, the government would collect more 
re\^uc firom the lender than it would lose from the borrower. As more and more deals were rewritten to 
eliminate deductions and lower interest, the excess revenue would disappear, and we would be left with the pure 
flat tax, 

THEFLATTAXAND THE ECONOMY 

Tax reform along the Ikes of our simple tax will kfluence the American economy profoundly: Improved 
incentives for work, entrepreneurial activity and coital fonnation will substantially raise national output and the 
standard of iivkg. Ev^one would favor such an ecmiomic renaissance. But what about some of the other 
effecU of tax reform? Is it a giveaway to the rich? Will it destroy the housing market by ending mortgage 
deductions? Can charitable kstituttons survive without tax deductions for gifts? Can the flat tax end the federal 
deficit? 

Stimulus to Growth 

The flat tax at a low, uniform rate of 19 percent will improve the performance of the U.S. economy. 
Improved incentive to work through increased take-home wages will stimulate work effort and raise total output. 
Rational kvestment kcentives will raise the overall level of investment and channel it into the most productive 
areas. And sharply lower taxation of entrepreneurial effort will enhance this most critical input to the economy. 

Work Effort 

About two thirds of taxpayers today enjoy the low income tax rate of 1 5 percent enacted in 198b. Under 
the flat tax, over half of these taxpayers would face zero tax rates because their total family earnings would fall 
short of the exemption amount (S2S,500 for a family of four). The others in this group would face a slight 
increase in their tax rate on the margk, from IS percent to 19 percent. The remaining third of taxpayers In 1991 
were taxed at rates of 28 and 31 percent, much higher than the flat rate of 19 percent. And the addition of the 
39.6 percent bracket in 1993 worsened incentives further. Heavily taxed peopie earn a disproportionate share of 
kcome: In 1991, 58 percent of all earnings were taxed at rates of 28 percent or higher. The net effect of the fiat 
tax widi marginal rates of zero and 19 percent would be a dramatic improvement of incentives for almost 
everyone who is economically active. 

One pokt we need to get straight at the very start is that a family's marginal tax rate determines its 
kcentives for all types of economic activity. There is much confusion on this point. For exatnplc, some authors 
have writum that married women free a special disinemtive because the marginal tax on the first dollar of her 
eamkgs Is the same as the marginal tax on the last dollar of her husband's earnings. It is true that incentives to 
.wok; for a woman wlk a well-paid husband are seriously eroded by high tax rates. But so arc her husband's 
incentives. What matters for both of their decisions is how much of any extra dollar of earnings they will keep 
after taxes. Under the U.S. kcome tax, with joint the fraction either of them takes home after taxes is 
always the same, no matter how their earnkgs are split between them. 

For the swikh from the current tax taw to our proposed fiat tax, a reasonable projection, in the light of 
the lesearch on supply, is an increase of about 4 percent in total hours of work in the U.S. economy. The 
kciease of 4 pero^t would be about 1.5 hours week on the average, but ^vou!d take the form of second jobs 
for some workers, more weeks of work per year for odiers, as well as more hours per week for kose working part 
time. The total anmmi output of goods and services in the U.S. economy would rise by about .3 percent, or almost 
$200 billion. That is nearly $750 per person, an astooishkg sum. Of course, it might take some time for the full 
kfluence of improved kcentives to have their effect. But the bottom line is unambiguous: tax reform would have 
an important favorable effect on total work'effort. 

Capital Formation 

Ec^c^isk are frr frtHn a^^sement on die impact of tax Fefmm on kvestment. As we have sfressed 
earlier, die mdstkg puts heavy tax raks on business kcome, even though the net revenue from the system 

is anall. These rsbes s<»iously larode kvestment kcentives. Erratic investment provisions in the current law and 
lax enforcement of taxes on business kcome at the personal level, however, combine to limit the adverse impact. 
The current tax system subsidizes kvestment throu^ tax-favored entities such as pension funds, while it taxes 
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Coital fismatioB heavily if i! takes the fonn of new businesses. The result has been to sustain capital formation 
at reasonably high levels but to channel the investment Into inefficient uses. 

The most important structural bias of the existing system is the double taxation of business income 
earned in corporations and paid out to shareholders. Double taxation dramatically reduces the incentive to create 
new busine»«s in risky lines where defat financing is not available. On the other side, the existing system places 
no current tax on investments that can be financed by debt and where the debt is held by pension funds or other 
nontaxed entities. The result is a huge twist in incentives, away from entrepreneurial activities and toward safe, 
debt-firtanced activities. 

The flat tax would eliminate the harmful twist in the current tax system. The flat tax has a single, 
uniform incentive for investment of all types — businesses would treat ail purchases of capital equipment and 
buildings as expenses. As we noted earlier, allowing immediate write-off of investment is the ideal investment 
incentive. A tax system that taxes all income evenly and allows expensing of investment is a tax on consumption. 
Two leading public finance economists, Alan Auerbach and Laurence KotHkoff, estimated that the use of a flat- 
rate consumption tax in place of an income lax would raise the ratio of capita! stock to GDP from 5.0 to 6.2. 
Odier wonomists are less optimistic that the correction of the double taxation of saving would provide the 
resources for this large an increase in investment. But all would agree that there would be some favorable effect 
on capital formation. 

In terms of added GDP, the increase in the capital slock projected by Auerbach and Kotlikoff would 
translate into 6 percent more goods and services. Not all of this extra growth would occur within the seven-year 
span we are looking at. But, even allowing for only partial attainment in seven years and for a possible 
overstatement in their work, it seems reasonable to predict a 2 lo 4 percent increase in GDP on account of added 
capital harmation within seven years. 

Entrepreneurial Incentives and Effort 

U.S. economic growth has slowed in the past decade, and surely one of the reasons is the confiscatory 
taxation of successful endeavors and the tax subsidy for safe, nonentrepreneurial undertakings. There aren't any 
scholarly studies with quantitative conclusions on the overall benefits from a fundamental shift, but they could be 

Today’s tax system punishes entrepreneurs. Part of the trouble comes from the interest deduction. The 
people in the driver’s seat in the capital market, where money is loaned and borrowed, are those who lend cut 
money on behalf of institutions and those individuals who have figured out how to avoid p iying income tax on 
their interest. These people don't like insecure loans to new businesses based on great new ideas Tliey do like 
lending secured to readily marketable assets by mortgages or similar arrangements. It's easy to borrow from a 
pension fund to build an apartment building, buy a boxcar, put up a shopping center, or anything else where the 
fund can foreclose and sell die asset in case the borrower defaults. Funds won't lend money to entrepreneurs with 
new ideas, because they are unable to evaluate what they could sell off in case of a default. 

Entrepreneurs can and do raise money the hard way, by giving equity interests to investors. An active 
venture-capital market operates for exactly this purpose. But the cost to the entrepreneur is lilgh — the ownership 
given to the financial backers deprives the entrepreneur of the full gain in case things work out well. 

So far wo have just described the harsh reality of trying to get other people to put money into a risky, 
innovative business. Even with the best tax system, or no taxes at all, entrepreneurs would not be able to borrow 
with ordinary bonds or loans and thus capture the entire future profits of a new business. Equity participation by 
investors is a fact of life. But it is the perverse tax system that greatly worsens the incentives for entrepreneurs. 
The combination of corporate and personal taxation of equity investments actually is close to confiscation. The 
owners of a successful new business are taxed first when the profits flow in, at 34 percent, and again when the 
returns make their way to the entrepreneur and the other owners. All of them arc likely to be in the 40 percent 
bracket for the peraonal income tax — the combined effective tax rate is close to 60 percent. The entrepreneur first 
gives a la^e piece of the action to die inactive owners who pul up the capital, and then surrenders well over half 
of the remainder to die government. 

The prospective entrepreneur will likely be attracted to the easier life of the investor who uses borrowed 
money. How much ei^ier it is to put up a shopping center, borrow from a pension fund or insurance company, 
md deduct everything ptud to the inactive investor. 

Toda/s absurd system taxes entrepreneurial success at 60 percent while it actually subsidizes some 
leveraged investments. Our simple tax would put the same low rate on both activities. A huge redirection of 
national effort would follow. And the redirection could wily be good for national income. There is nothing wrong 
with shelving centra, apartment buildings, airplanes, boxcars, medical equipment and cattle, but tax advantages 
have mi^ us invest far too much in them, and their contribution to income is correspondingly low. Real growth 
will come when effort and oqiital flow back into innovation and the development of new businesses, the areas 
where confiscatory taxation has discouraged investment. The contribution to income from new resources will be 
correspondingly hi^. 

Total Potential Growth from Improved Incentives 

We project a 3 percent increase in output from increased total work in the U.S. economy, and an 
additional merement to total output of 3 percent from added capital formation and dramatically improved 
entrepreneurial incentives. The sum of 6 percent is our best estimate of the improvement in real incomes after the 
economy has bad reven years to a^lmiiafe the changed economic conditions brought about by the simple flat 
tax. Both the amount and the timing are conservative. 

Even this limited claim for economic improvwnent represents enormous progress By 2002, it would 
mean each American will have an income about $1900 higher, in 199S dollars, as a consequence of tax reform. 
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INCOME DISTRIBUTION AND FAIRNESS 

The fiat tax would not make cvcfyone better off straightaway. Today, heavy taxation of successful salary 
earners and entrepreoeurs yields quite a bit of revenue, pushing these people out of their most productive 
undertakings and diverting their attention to tax avoidance. Until a response to improved incentives takes place, 
it is an obvious mathematical law that lower taxes on some people will have to be made up by higher taxes on 
others. If tax reform were a zero-sum process, giving relief to some by raising taxes on others, it would be 
politically unlikely to occur. Revitalization of the economy, with more income to divide betwi;en the big earners 
and the rest, is the point of tax reform. Our flat tax, however, is designed to be fair from the start. It will insulate 
the poor from all taxation. It will dramatically limit the taxation of wages and salaries, especially among those 
who are most successful and productive. It will pay for these tax reductions by imposing on business income a 
sensible tax at a low rate, thus raising the amount of federal revenue collected from businesses. 

The current personal and corporate taxes tax wages heavily and business income lightly. The fiat tax 
would reverse this inequt^ and benefit the groat majority of Americans, whose income comes almost entirely in 
the form of wag». In comparison to the current personal income tax on wages, the flat tax wotiid impose a lower 
burden on both low earners and high earners. We can*t tell if there aro any income groups who would pay 
significantly higher taxes, including the wage taxes they would pay directly and the business taxes they would 
pay indirectly. This group could not include the poor, who receive almost no business income. 

If we are right that improved incentives will actually raise real incomes by 6 percent afrer seven years, 
then it won't take too long for the taxpayers who lose at the outset to come out ahead. The worst immediate 
imp^t of the fiat tax is to reduce afrer-tax incomes of people who have been aggressive and successful in 
keeping business income out of the hands of the IRS. The tax rates on their business incomes will rise to 19 
peieent. But these people arc particularly likely to be able to t^e advantage of the growth of the economy 
stimulated by improved taxation. 

Interest Rates 

The fiat tax would pull down interest rates immediately. Today's high interest rates are sustained partly 
by the income-tax deduction for Interest paid and the tax on interest earned. The tax benefit ameliorates much of 
the pain of high interest, and die IRS takes part of the income from interest. Borrowers tolerate high interest rates 
and lenders require them. The simple tax would permit no deduction for interest paid and put no tax on interest 
received. Interest payments throughout the economy will be flows of after-tax income, thanks to taxation of 
business income at the source. 

With the simple tax, borrowers wilt no longer be so tolerant of interest payments, and lenders will no 
longer be concerned about taxes. The meeting of minds in the credit market, where borrowing equals lending, 
will inevitably occur at a lower interest rate. Potentially, the fall could be spectacular. Much borrowing comes 
from corporations and wealthy individuals, who face marginal tax rates of 34 and 40 percent. On the other hand, 
the weal^y, almost by definition, are the big lenders in the economy. If every lender and every borrower were in 
the 40 percent bracket, simple logic shows diat a tax reform eliminating deduction and taxation of interest would 
cut interest rates by four tenths — for example, from 10 to 6 percent. But the leakage problem in the United States 
is so great (hat (he actual drop in interest would be far short of this huge potential. So much lending comes 
through the devices by which the well-to-do get their interest income under low tax rates that a drop of four 
tenths would be impossible. Lenders taxed at low rates would be worse off if taxation were eliminated but 
interest rates fell by that much. The meeting of the minds in an economy with lenders enjoying low marginal 
rates before reform would have to come at an Interest rate well above six tenths of the pre-reform level. But the 
decline would be at least a fifth — say from 10 percent to 8 percent. Reform would bring a noticeable drop in 
interest rates. 

The decline in interest rates brought about just by putting interest on an after-tax basis would not by 
itself change the economy very much. To Ford Motors, contemplating borrowing to finance a modern plant, the 
attraction of tower rates would beofisetby the cost of lost interest deductions. But the flat tax will do much more 
than put interest on an after-tax basis. Tax rates on corporations will be slashed — to a uniform 19 percent from 
the double taxation of a 34 percent corporate rate on top of a persona! rate of up to 40 percciU. And investment 
incentives will be improved through first-year write-off. All told, borrowing for investment purposes will 
become a better deal. An investment boom is likely to occur. As the boom develops, borrowing will rise and will 
tend to push up interest rates. In principle, interest rates could rise to their prereform levels, but only if the boom 
is vigorous. We can't be sure what will happen to interest rates after tax reform, but we can be sure that high- 
interest, low- investment stagnation will not occur. Either interest will fall or investment will take off. 

As a vrorkisg hypoth»is, we will assume that interest rates fall in the year after tax reform by about 
a fifth, say fitmi 10 te 8 percent. We assume a quiescent underlying economy, not perturbed by sudden shifts in 
monetary policy, government sprading, or oil prices. Now, take a look at borrowing decisions made before and 
after refonn. Suppose a pre-rofoim entrepreneur is considering an investment yielding SI million a year in 
revenue and involving $800,000 in interest costs at 10 percent interest. Today the entrepreneur pays a 40 percent 
tax on the net income of $200,000, giving an after-tax flow of $120,000. After reform, the entrepreneur will earn 
the same $1 million, and pay $640,000 interest on the same principal at 8 percent. There will be a 1 9 percent tax 
on the earnings ($190,000), without deducting interest. After-tax income is $1,000,000 - $640,000 - $190,000 = 
$170,000, well dAxive the $120,0(K) before reform. Reform is to the enfrepreneur’s advantage and to the 
advant^e of capital foimation. Gains from the low^ tax rale more than make up for losses from denial of the 
interest deduction. 

How can it be that both the entrepreneur and the government come our ahead from the tax reform? They 
don't — ^thcre is one clement missing from this accounting. Before the refonn, ihe government collected some tax 
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CM) tbc isterest p*id by the cntr^ieoeur— -^tentially as much as 40 percent of the $800,000, but, as our stories 
about leakage make clear, the government is actually lucky to get a small fraction of that potentini. 

To summarize, the flat tax automatically lowei^ interest rates. Without an interest deduction, borrowers 
require lower costs. Without an interest tax, lenders are satisfied with lower payments. The simple flat tax will 
have an important effect on interest rates. Lower interest rates will also stimulate the housing market, a matter of 
great concern to ahnost evctybody. 

Housing 

Everyone who hears about the flat tax, with no deductions for interest, worries about its effect on the 
housing market. Won't the elimination of the deduction depress the prices of existing houses and impoverish the 
homeowner who can only afford a house because of its interest deductions? In all but the long I'un, house prices 
are set by the demand for houses, because the supply can cmly change slowly. If tax reform increases the cost of 
carrying a house of given value, then demand will fall and house prices will fall correspondingly. 

If tax leform had no effects on interest r^es, its adverse effect on carrying costs and house values would 
Ite a foregone conclusion. Inevitably, the prospective purchaser faced with the loss of the interest deduction 
would have to settle for a cheaper house. Collectively, the reluctance of purchasers would bring house prices 
down so that the buyers could afford the houses on the market. But, as we stressed earlier, our tax reform will 
immediately lower interest rates. And lower rates bring higher house prices, a point dramatically impressed on 
homeowners in reverse in the early 1980s when big increases in interest severely dampened the housing market. 
The total effect of reform will depend on the relative strengths of the contending forces — the value of the lost 
int« 3 «st deduction against the value of lower imcrcst. There are good reasons to think interest rates would fall by 
about 2 percentage points — say from 10 to 8 percent for mortgages. 

We won’t argue that tax reform will stimulate the housing market. But we do feel lhat the potential 
effects on house prices are small — small enough to be lost in the ups and downs of a volatile market. Basically, 
reform has two effects — to reduce interest rates and related costs of funds (and so to stimulate housing and other 
asset markets) and to deny interest deductions (and so to depress housing). To a reasonable approximation, these 
influences will cancel each other out. 

If tax reform sets off a rip-roaring investment boom, interest rates might rise in the years following the 
immediate drop at the time of the reform. During this period, when corporations will be competing strongly with 
home buyers for available funds, house prices would lag behind an otherwise brisk economy The same thing 
happened in the great investment boom of the late 1960s. But to get the strong economy and new jobs that go 
with an investment boom, minor disappointments in housing values would seem a reasonable price. In the long 
run, higher incomes will bring a stronger housing market. 

What about the construction industry? Will a slump in new housing accompany a tax reform that 
banishes interest deductions, as the industry fears? The fate of the industry depends intimately on the price of 
existing bousing. Were tax reform to depress housing by raising carrying costs, the public's interest in new 
houses would fall in parallel with its diminished enthusiasm for existing houses. Because tax reform will not 
dramatically alter carrying costs in one direction or another, it will not enrich or impoverish the construction 
industry. 

So far, we have looked at the way prospective buyers might calculate what value of house they can 
afford. These calculations are the proximate determuiants of house prices. But they have no bearing on the 
situation of an existing homeowner who has no intention of selling or buying. To the homeowner, loss of the tax 
deduction would be pure grief. 

Our transition proposal takes care of the problem of existing mortgages without compromi-slng the 
principles of the flat tax or diminishing its revenue. Homeowners would have tlie right tu continue deducting 90 
percent of their mortgage interest. Recall that the bank would then be required to pay tax on the interest it 
received, even though interest on new mortgages would be untaxed. Homeowners could expect to receive 
attractive propositions from their banks to rewrite their mortgages at an interest rate about three percentage 
pointe lower, but without tax deductibiltty. Even if banks and homeowners could not get together to lower rates, 
the homeowmer could still deduct 90 percent of what he deducted before. 

CHARiTABLE CONTRIBUTIONS 

Deduction of contributions to worthy causes would be a thing of the past under our tax reform. Will the 
nation stop supporting its churches, hospitals, museums, and opera companies when tlie lax deduction 
disappears? We think not. But we should also be clear that incentives matter — the current tax system with high 
maiginal rates and tax deductions provides inapprc^riately high incentives for some contributions. The 
immedi^ effect of tax reform may be a small decline in giving. Later, as the economy surges forwaid under the 
impeti^ of improved incenflvn for productive activity, giving will recover and likely exceed its current levels. 

Tax reform will be a fremendous boon to the ectmomic elite from the start. After aii, those with high 
salaries will beneflt directly and immediately from die reduction in the tax raie from 40 percent to 19 percent. 
Those with lightly taxed business income stand to beneflt more indirectly. Their economic activities are severely 
distorted by the devices and activities they have adopted to avoid taxes. Freed from these distortions, they may 
well become better off even though they are paying more taxes. For both groups, removal of tax deductions from 
dteir favorite cultural activities is a reasonable price to pay. With substantially higher afrer-tax incomes among 
dieir custemera as well as doncMS, die universities and other institutions will make up part or {^haps all of the 
ground they will lose when tax deductions disappear. □ 
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Chairman Archer. Mr. Reynolds, you may proceed. 

STATEMENT OF ALAN REYNOLDS, DIRECTOR, ECONOMIC 
RESEARCH, HUDSON INSTITUTE 

Mr. Reynolds. Thanks. 

A tax system that is friendly to economic progress must, number 
one, impose the lowest possible marginal tax rates on both capital 
and human capital, and two, be as neutral as possible between sav- 
ings and consumption. That applies to both of the major proposals 
we have heard here today. The Nunn-Domenici proposal has high 
marginal tax rates, so I score it on one of the two criteria not so 
well. 

No economist who is remotely familiar with research or tax pol- 
icy really denies that either of these flat taxes on a consumption 
base would improve long-term economic growth. What the usual 
claim is, they say there is a tradeoff between efficiency and equity 
and between growth and fairness. It is as though the tax system 
should hold the economy back in order to make sure that nobody 
speeds ahead of anybody else. As the Australians like to put it, 
mow down the tall poppies; don’t sow more seed. 

The trouble with this idea of sort of playing Robin Hood with the 
Tax Code is, there is no evidence that it has ever worked. There 
was an OECD study in 1985 that concluded, “the evidence for al- 
most all countries suggests that the tax overall has relatively 
minor effects on income distribution.” They found zero effect in the 
United States. Yet any time any proposed tax change is made that 
would be conducive to savings, any change — capital gains, lower 
rates, anything — they are routinely dismissed out of hand by in- 
come statistics that are quite primitive. 

These tax distribution tables that we use are highly misleading, 
an exercise in partial equilibrium accounting or bookkeeping. At 
best, even if they could be purged of errors about how do you han- 
dle the corporate tax and that sort of thing, they would only show 
the immediate, most visible impact of tax changes on annual in- 
come and ignore completely the longer run impact on lifetime in- 
come. 

Punitive tax rates on the return from saving must result in cap- 
ital becoming more scarce relative to labor. When anything be- 
comes more scarce, capital included, it also becomes more valuable. 
So before tax returns to capital it must rise by at least enough to 
compensate for the tax. 

For example, if lendable funds become more scarce, those who 
have already accumulated financial assets can command higher in- 
terest rates. If fewer apartments are built because of high taxes on 
rental income, then the landlords can charge higher rents on the 
remaining apartments. If fewer young people invest time and tui- 
tion on advanced degrees, then those who already have those pro- 
fessional credentials can charge higher fees or command higher 
managerial salaries. 

In short, the tax burden on human capital has shifted to labor 
and, particularly, unskilled labor. When the ratio of capital to labor 
falls, so also do productivity and real wages. 

This was very well explained by CEA member Joe Stiglitz as 
early as 1978 in his critique of the estate tax, and as also expanded 
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in his 1988 textbook. I don’t quote him simply because he is a Dem- 
ocrat. Some of my best friends are Democrats, including Bob Hall 
here. 

This is Stiglitz’ quote, part of it: 

General equilibrium effects have important distributional consequences. A tax cn 
interest may reduce the supply of savings and this, in turn, may reduce the produc- 
tivity of workers and their wages. A tax on capital may reduce the supply of capital, 
thereby increasing the return on capital. The degree of inequality may be increased 
by such a tax. If, as a result of the income tax, skilled workers supply less labor 
and investment is discouraged, unskilled labor’s productivity and hence their wage 
will decline. 

In short, what Stiglitz is saying here is that what passes for soak 
the rich t^es on capital or on skills, in the static distribution ta- 
bles and in media articles are really soak the poor taxes in dis- 
guise. We have to consider what happens in the long run to the 
wages of less skilled workers if tax policy makes savings and skills 
more scarce. There is nothing particularly fair about an economy 
that is stagflation prone, deeply dependent on the mercy of foreign 
savers, and is offering inferior job opportunities. 

A flat tax, by contrast, will increase the economy’s stock of cap- 
ital and of human capital, will encourage investment in both, and 
that reduces the relative income shares of those already endowed 
with those assets. We are spreading and expanding the wealth at 
the same time while greatly increasing real tax receipts. 

Thank you very much. 

Chairman Archer. Thank you. That is a lot of excellent informa- 
tion. I wish that I could digest all of it at once. 

Mr. Reynolds. I do have a prepared testimony which I hope you 
will look at. 

Chairman Archer. If your prepared testimony is available, it 
will be inserted in the record without objection. 

[The prepared statement follows:] 
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TESTIMONY OF ALAN REYNOLDS 
HUDSON INSTITUTE 

Modem developments in economic theory, such as “optimal tax” and “new growth” theories, stress 
the importance of incentives to economic progress, emphasizing that (1) marginal tax rates must be 
kept as low as possible on both capital and human capital, and that (2) tax policy should be as neutral 
as possible between consumption and savings. Uirlike the current tax regime, or some proposed 
alternatives, the Hall-Rabushka “flat tax” meets both criteria.* 

Empirical research in the nineties has confirmed what economic logic has long suspected. There is 
no longer any room for reasonable doubt that, as Mendoza and Tesar put it, “a well conceived tax 
reform can improve the economy’s savings, investment, and growth rates and result in sizable welfare 
gains. That study cited eight others to demonstrate that point. Another survey by Engen and 
Skinner referred to a dozen more papers supporting their own finding (based on 1 07 countries over 
15 years) that “a ten percentage point tax increase is predicted to reduce output growth by 3.2 
percentage points per annum. World Bank economists Easterly and Rebelo looked at evidence 
going back to 1870 and recent comparisons between 28 countries, 6nding “a negative association 
between [economic] growth and ... the marginal income tax rate.”^ They also found that “about two 
thirds of the countries in our sample generated less revenue than would be collected by implementing 
a linear [flat rate] tax with a rate that coincides with the lowest statutory rate.” 

I have cited numerous other studies in previous testimony before this committee (January 17, 1995) 
on the importance of mar^nal tax rates to labor force participation, intensity of work effort, and 
investment in human capital (education and training).^ Work and education incentives are strongly 
affected by high marginal tax rates resulting from the loss of transfer payments if incomes rise, as well 
as from the tax code per se.^ Researchers at the IMF, for example, estimate that “an increase of 1 
percentage point in either consumption or labor income taxes may induce a reduction in the hours of 
work between Vi and 1 Vi percentage points.”’ 

Skepticism on this power of tax policy to improve the quantity and quality of labor and capital is now 
largely confined to a few agencies advising Congress and the Executive branch, such as the 
Congressional Budget Office, Congressional Research Service, Council of Economic Advisers and 
U.S. Treasury. Economists at these agencies cannot deny that lower marginal tax rates are quite 
likely to improve capital formation and work incentives. Instead, they typically engage in a highly 
selective review of obsolescent studies (e.g., neglecting most or aU of the recent work just mentioned) 
in order to insinuate that any beneficial effects from lower marginal tax rates on labor and savings are 
highly uncertain and not worth the trouble of estimating * The inference that Congress should not 
act in the absence of a total “consensus” among economists amounts to saying that Congress should 
never do anything (because there will always be a few stubborn or ill-informed economists). 


' The Nunn-Domcnici "USA Tax” imposes cxlremely high marg/na/ lax rates at quite modest income levels, 
on both labor income and returns on savings, though amounts saved would be exempt. 

^ Enrique G. Mendoza & Linda L. Tesar, “Supply Side Econonucs in a Global Economy.” National Bureau of 
Economic Research [NBER] Working Paper No. 5986. April 1995 

’ Enc M. Engen & Jonathon Skinner, "Fiscal Polity and Economic Growth,” NBER Working Paper No 4223, 
December 1992. 

* William Easterly and Sergio Rebelo. "Fiscal Policy and Economic Growth: An Empirical Investigation,” 
paper presented to a World Bank conference, Washington D.C.. February 8-9, 1993. 

' Another even newer example of this large body of evidence is Nada Eissa, “Taxation and Labor Supply of 
Married Women: The Tax Reform Act of 1986 as a Natural Experiment.” NBER Worbng Paper No 5023, February 
1995 

® Marginal tax rates of 49-75%for most recipients of the Earned Income Tax Credit are a serious disincentive 
to work, but would be alleviated by the enlarged personal exemption under a flat tax. See Edgar Brownmg. “Eflfects of 
the Earned Income Tax Credit on Income and Welfare,” A^o/iomo/ F air 7oumo/. March 1995, and John Karl Scholz, 

“The Earned Income Tax Credit” National Tax Journal. March 1994 

’E Mendoza, A. Razin &L Tesar, “An International Companson of Tax Systems in Industrial Countries, ” 
Staff Studies for the World Economic Outlook, IMF, December 1993, p. 101. 

* In a paper presented to the National Tax Association, Arlington VA, May 22. 1995, Jane Gravelle of the 
Congressional Research Service says a 1987 paper by Mroz "suggests that errors in statistical techniques maybe 
responsible for large responses [of female labor supply to tax rates] found in many previous studies ” As Triest points 
out, “il IS important to recall that Mroz’s results apply only to [hours worked by] worbng women.” not to whether or 
not marginal rates affect the decision to work. Robert K Triest, “The Efficiency Cost of Increased Progressivity,” in 
Joel Slemrod, ed.. Tax Progressivity and Income Inequality, Cambridge University Press, 1994, p. 142. 
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This sort of appeal to ignorance is often buttressed by faulty theoretical speculations. It is often said, 
for example, that people may decide to work less, rather than more, in response to lower taxes, 
because they could have just as much afler-tax income as before with less work. However, that 
argument confuses a revenue-neutral reduction in marginal tax rates with a revenue-losing “tax cut” 
that is unrelated to productive behavior. If average tax burdens remain the same while marginal rates 
decline, any “tax cut” applies only to increases in income (e g., from saving or improving skills). If 
a m^ority of people worked less and/or saved less, the economy would produce less real income per 
person, leaving no possibility for a so-called “income effect” for the economy as a whole ’ 

Partial Equilibrium Revenue Estimates 

The information and advice that policy makers receive often ignores valuable lessons 

that academic research, and indeed very basic economic reasoning, can provide. 

There is little rationale for discarding partial information in favor of ignorance.'® 

The misinformation that Congress often has to cope with is most mischievous in the case of partial 
equilibrium analyses of the effect of tax changes on revenue and income distribution. In the process 
of drafting 1986 Tax Reform Act, for example, faulty estimates of revenue and tax incidence led to 
the notion that lower marginal tax rates on labor income must be offset by higher tax rates on the 
returns to capital — pension contribution, profits and capital gains Yet revenue growth turned out 
to be unexpectedly rapid where tax rates were reduced (the individual income tax) and surprisingly 
disappointing where tax rates were increased (corporate profits and capital gains) In this case and 
many others in the eighties (e g., passive loss provisions, alternative minimum taxes for corporations), 
estimated revenues from highly inefficient “tax increj^es” were greatly exaggerated, if not invisible, 
due to inadequate consideration of behavioral responses " After two seemingly large increases in 
marginal tax rates on upper-income individuals, enacted in 1990 and 1993, revenues from the 
individual income tax fell from 8.6% of GDP in 1989 to 8.2% in 1994, 

To avoid accounting for behavioral savings and labor supply responses when making 

policy forecasts . . . cannot be justified based on existing studies.'^ 

In the process of estimating revenues (and also of estimating the distributional effects of tax 
changes), it is always assumed that tax policy has no effect at all on real GDP, labor supply, savings, 
interest rates, stock prices, capital flows, exchange rates, or any other “macroeconomic” variables. 
Although revenue estimators have begun to include a few m/croeconomic behavioral responses (such 
as capital gains realizations), no microeconomic efficiency gain or loss is ever permitted to have any 
effects on the overall economy, or even on the extent of tax avoidance For such reasons, revenue 
estimates always exaggerate gains from higher tax rates, and always exaggerate losses from lower 
tax rates. The reasons for these systematic errors go beyond the question of whether the estimates 
are static or dynamic Although revenue estimating procedures remain unduly secretive (the 
mysterious “black box” technique), they do not appear to ask even the most obvious questions — such 
as the impact of estate planning on receipts from the income tax, the impact of corporate taxes on 
debt-equity ratios Overage), or the impact of capital gains taxes on asset values and national wealth 

When estimating what tax rate would be needed under a flat tax, even proponents of such a reform 
adopt the usual “static” procedure. That is, they start with some recent measure of existing labor 
and business income, subtract exemptions and business deductions, and then calculate what average 
rate on the remaining tax base would yield as much revenue as current taxes on incomes and estates. 
This technique wrongly assumes that the amount of income earned and reported would be no higher 


* Alan Reynolds, “Marginal Tax Rales” in David R. Henderson, ed.. The Fortune Encyclopedia of Economics, 
Warner, 1993. 

Alan J Auerbach, “Public Finance in Theory and PracUce,” National Tax Journal, December 1 993. 

‘ ' Alan J. Auerbach, “T ax ProjecticHis and the Bucket; Lessons from the 1 980s." NBER Working Paper No. 
5009, Fcbniaiy 1995. 

William C. Randolph & Diane Lim Rogers (Congressional Budget OERce) “The Implications for Tax Policy 
of Uncertainty About Labor Supply and Savings Respcxises,” paper presented at the National Tax Association, 
Arlington VA, May 22-23, 1995. 
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than it is now. A huge body of research on the behavioral response to taxation tells us with great 
certainty that the assumption of unchanged income is incorrect. A maximum marginal tax rate of 
20% or less is going to result in a very siffiificant increase in the amount of money income that is 
reported for tax purposes. Part of that 


increase will be due to reduced tax avoidance, 
and from a shift into cash income and out of 
perks, stock options and deferred 
compensation schemes. Some 
additional increase in the tax base wilt be due 
to increased work, savings and investment.'^ 

There is some controversy over which effect 
is most important, but there is no doubt at all 
that the tax base of both individual and 
business income taxes will expand as the 
marginal tax rate falls. 

If "static” estimates conclude that a 19-20% 
tax rate would be revenue neutral, the reality 
is that such a rate would actually result in a 
very substantial increase in real tax receipts 
over time. As Figure I shows, past reductions 
of high mar^nal tax rates on individual 
income (1965-68 and 1982-89) were followed 
by sustained increases in real receipts from this 
tax (and other taxes), while periods of higher 
tax rates (1952-64, 1969-70 and 1990-94) 
saw little or no lasting increase in real 
receipts. 

Figure 2 shows a similar pattern for the capital 
gains tax, with real receipts rising whenever 
the marginal rate fell, and vice-versa. 

Increases in revenue resulting from a 
reduction of deadweight losses (such as not 
trading securities to avoid capital gains tax) or 
implicit taxes (such as accepting the lower 
return on tax-exempt bonds) are welcomed by 
taxpayers. The top 1% gladly paid 27.6% of 
all federal income tax in 1988, up from 17.9% 
in 1981. Nobody will gain when "the rich” 
now pay a shrinking share of taxes in response 
to the 1993 increase in tax rates. "If, for 
example, a taxpayer responds to reductions in 
the marginal tax rate on wages by increasing 
taxable wage income (e.g., by spending more 
hours in paid work, or bargaining for a higher 
share of cash wages in total compensation), 
then this response increases taxes paid and is 
also associated with an increase in the taxpayer’s well-being.”'’ 


TOP INDIVIDUAL TAX RATE 
AND REAL TAX RECEIPTS 


RECEIPTS: BILUONS OF 1987 S 



»0 94 


Tai Foundation; 0MB; Hiolorical Statiatic* of the U.S. 

Figure 1 

REAL CAPITAL GAINS TAX REVENUES 
ROSE WHEN TAX RATES FELL. AND FELL 
WHEN TAX RATES ROSE 


VREAL REVENUES 
Ir-MAXIMUM TAX RATE 


BIUJONSOF1987$ 



68 70 72 74 76 78 80 82 84 06 68 90 92p 


Figure 2 


” Marlin Feldslein, “The Effects of Marginal Tax Rates on Taxable Income: A Panel Study of the 1986 Tax 
Reform Act,” NBER Working Paper No. 4496, October 1993. 

Hall and Rabushka estimate, quite crxisCTvatively, that added work effort and capital formation would raise 
real GDP by 5-7% within a few years. For any given average tax rate (typically around 1 9% of GDP), real lax receipts 
would rise by a similar amount, even aside from reduced evasion and substitution of cash income for perks, stock 
options and the like. Robert Hall & Alvin Rabushka, The Flat Tax, Hoover, 1995, pp 86-87. 

Richard Kaslen, Frank Sammartino & Eric Toder. "Trends in Federal Tax Progressivity, 1980-93,” in 
Slemrod, op. cii., p. 35. 
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A static approach to estimating a national sales tax suffers the opposite miscalculation from that 
affecting the flat tax. While static revenue estimates are sure to overestimate the tax rate required 
under a flat tax on labor income and business capital, the same techniques are very likely to 
underesXxmzXQ the flat rate that would be required on sales Any additional tax on sales would 
certainly reduce sales and thus shrink the tax base, requiring a substantially higher tax rate than 
would be assumed by calculating a percentage of today's sales, in the absence of that tax. Since 
exports are excluded from taxation, any increase in the ratio of exports to GDP would further shrink 
the base of a sales tax and require a still higher tax rate on domestic consumers High rates of sales 
tax, even VAT, are also notoriously prone to smuggling and “bootlegging” (offering a lower price 
for cash, with no receipt). It is instructive that when Mexico increased the VAT from 1 0% to 1 5% 
in 1995, the tax was left at 10®/o near the border to avoid losing sales and revenues to the U.S. 

The flat tax, by contrast, is as leakproof as can be imagined. Under current law, employers deduct 
the cost of benefits but employees do not pay taxes on those perks (17% of compensation) 
Corporations deduct the cost of interest paid, but corporate bonds and commercial paper are often 
held by tax-exempt institutions or foreigners, who pay no tax on the interest income. Two huge and 
growing loopholes are effectively closed by applying a low flat tax to gross business income, minus 
only the cost of wages and capita! equipment. The taxation of benefits at the employer level and 
reduction of marginal tax rates on employee salaries would reverse the trend of negotiating for 
overly-generous medical benefits, making the flat tax the most cost-effective health reform proposal 
ever devised. Although the individual income tax is conceptually equivalent to a consumption tax, 
the flat tax on business cash flow is more comparable to a profits tax. And because perks and interest 
expense are not deductible, the flat business tax is far more inclusive than the present tax on business 
profits (albeit at a lower rate and with expensing for capital). 

The uniformity of [flat] marginal tax rates . . . means that income can be taxed at its 
source, taxing income at its source will reduce compliance costs and increase 
compliance rates. . . . Many of the advantages of a flat-rate tax come only from a pure 
flat-rate tax, not from its modified form. . . . Nick Stern, of the London School of 
Economics, calculated that the . . optimal flat-rate tax was 19 percent. . . Jerry 
Hausman of M.I.T. claims that by introducing a flat-rate tax, it may be possible to 
lower the tax rate facing almost all income groups, because the reduction in the 
distonions would generate such a large increase in labor supply'* 

Alternative proposals for replacing individual and corporate income taxes with a national sales tax 
do not include any direct tax on business income, as the flat tax does. As a result, the sales tax rate 
would have to be much higher on labor in order to totally exempt income from capital. There would 
also have to be extremely stem inspection of imports and exports, and of retailing (including flea 
markets, garage sales and sales of used cars).*’ 

Distribution Tables Ignore Tax Shifting 

It is unfortunate that tax policy changes that would improve incentives to add to savings or labor 
income are often blocked by opinions and statistics that give a highly misleading impression about 
who is really hurt by high tax rates that ostensibly fall on “the rich.” There have been complaints, for 
example, that taxpayers earning more than $100,000 would receive 52% of the benefits from the 
recent House tax bill.'* This is scarcely surprising since 43% of all individual income taxes are paid 


'* Joseph E. Sliglilz, Economics of the Public Sector,WQt\.C)n. J988, p. 619.& 489 See also why “iimay be 
desirable to have a flat-rate tax” on p 502, and why a flat rale lax is politically more stable on p. 1 60n 

“The general view among experts, a view obviously shared by most governments, is that 1 0 percent may well 
be the maximum rate feasible under a retail sales lax ” Vito Tanzi, Taxation in an Integrating World, Brookings 
Institution, 1995.pp. 50-51. 

'* Steven Pearlsiein, “Widening the Income Gap; Tax. Spending Cuts May Add to Inequality,” The Washington 
Post, May 29, 1 995 An accompanying chart shows that the 22% of families earning more than $75,000 receive 50% of 
pretax income, which is just another way of saying they produce 50% of national output 
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by the 4% of tax returns reporting incomes above $100,000,'’ A distribution-neutral tax reduction, 
which returned taxes in the exact proportion paid, would undoubtedly be attacked as conferring 43% 
of the benefits to “the rich,” and doing nothing for those who pay no taxes. Any change in the tax 
code designed to improve savings is bound to be most helpful to those who save. And those who 
save are bound to have higher incomes later in life (e.g., dividends, interest income, and capital gains) 
than those with similar salaries who do not save. Any proposal that hopes to increase saving without 
benefitting those who do most of the saving is sure to fail. 

What is most misleading about the typically emotional, non-analytical popular discussions of the 
“fairness” issue is the failure to consider what happens to wages of less-skilled workers if tax policy 
makes savings and skills more scarce than otherwise. There is nothing particularly “fair” about a 
stagnant economy with inferior job opportunities. 

The official “distribution tables” that play such a big role in tax policy debates are fundamentally 
flawed — to the point of being essentially meaningless. This is not a question of doing a better job 
with constructing such tables, but of discarding them as unrepairable. The whole concept of 
distribution tables does not even begin to ask the right questions, so it cannot possibly lead us to 
the right answers. It is simply an effort to substitute bad accounting for good economics. Even the 
unquestioned habit of dividing “families” into, say, the highest and lowest fifths of the income 
distribution is quite suspect when the income floor defining the top 20% is rising because of a larger 
portion of families earning higher incomes (see Appendix A). 

Distribution tables involve many dubious technical problems, such as arbitrarily deciding what share 
of the corporate tax to as^gn to labor or to capital (some tables used in the 1986 tax reform debates 
totally ignored the corporate tax), or how to “impute” the rental value of homes. Arbitrary 
assumptions, however, are the least of many problems making distribution tables quite useless. 

A more serious problem is that annual incomes are a notoriously poor measure of longer-term living 
standards, or lifetime income. The group with the lowest income in any single year includes, as 
Fullerton and Rogers point out, “some young workers just starting their careers who will likely earn 
more later, some retirees who had earned more earlier, [and] some people with volatile incomes who 
just had a bad year , . .” They found that if you label the top 30% of the population as rich, and the 
bottom 30% as poor, then I3.S% of those who appear to be poor in any given year will actually be 
rich over their lifetimes, while 2,6% of the annually rich are actually poor.^ Many of today’s “poor” 
are just young people who are trying very hard to become tomorrow’s “rich.” High marginal tax 
rates on the returns to schooling and saving make climbing Ihe income ladder very di^tcult for 
newcomers, greasing the rungs on the ladder of opportunity. Looking at taxes from a lifetime 
perspective also shows that any consumption-based tax (e.g,, the individual flat tax or a single-rate 
VAT) is proportional, not regressive, because lifetime income is virtually identical to lifetime 
consumption for most people (the difference is bequests, which make consumption a better tax base 
than income, because heirs can consume in excess of income by tapping wealth). 

Another issue likely to be ignored by any distribution tables is how to account for the very real 
savings from making the tax code extremely simple. With a flat tax, taxpayers are going to save real 
money and valuable time -- perhaps $200 billion a year or more — from not having to keep 
complicated tax records, buy tax books and software, and hire accountants and tax attorneys. How 
should that benefit be distributed among income classes?^' The biggest savings go to those with the 
most complicated tax forms, but that includes many small businesses and small investors. The biggest 
losers from tax simplification are an affluent bunch — lawyers, accountants and tax lobbyists — but 
their skills could usually be adapted to more productive pursuits. All taxpayers benefit from reduced 
collection costs. The IRS staff and budget could be greatly reduced and many offices leased or sold. 


The top 4% of tax returns paid 43% of federal income tax in 1993, according to Associated Press 
calculations Butnotethat the percentage of rax re/umj with incomes above SI 00,000 is much smaller than the 
percentage of working people with incomes that high, because millions of pjeople pay no income tax. while most joint 
returns with incomes above $100,000 have at least two iull-iime salaries pier tax return. 

Don Fullerton & Diane Lim Rogers, Who Bears The Lifetime Tax Burden?, Brookings Institution, 1993, pp. 

2 & 26. 

I am indebted to Alvin Rabushka for raising this question. 
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The most fundamental problem with distribution tables, however, is that the longer-run ‘"incidence" 
of high marginal tax rates on savings and human capital — who is actually hurt -- is quite different 
from what the general public has been lead to believe. Distribution tables are an inherently misleading 
exercise in ''partial equilibrium" accounting, representing only the immediate, most visible impact 
of tax changes on annual incomes, and totally ignoring the longer-run effects on lifetime incomes. 

Changes in labor supply, savings and investment . . . would affect wage rates and 
interest rates, which in turn feed back to employment and savings decisions, and then 
in turn to wage rates and interest rates. ... It requires a “general equilibrium" model 
to account for all these effects “ 

High tax rates on the returns from saving (such as dividends, interest income and capital gains), or 
on stocks of accumulated capital (estates), must result in capital becoming more scarce, relative to 
labor. This may even happen fairly quickly, due to “coital flight” to other countries. When anything 
becomes more scarce — including capital or exceptional skill -- it also becomes more valuable. 
Before-tax returns to capital rise by at least enough to compensate for the tax, leaving after-tax 
returns unchanged or higher in the long run (partly because net returns to capital have to be 
competitive with returns available on international markets). 

The ways in which capital taxes raise the pre-tax return to capitalists may be thought of in terms of 
physical capital (if apartments become more scarce, landlords charge higher rents), or as financial 
capital (if lendable funds become more scarce, those who have accumulated savings can charge 
higher interest rates). The main point is that those who already own increasingly scarce capital do 
not bear the tax in the longer run. In the short run, capital taxes fall more heavily on those who are 
trying to acquire capital, such as young people trying to start a business or buy a house The ultimate 
burden of capital taxes, however, is clearly on labor. When the ratio of capital to labor stops 
growing, so do productivity and real wages 

The idea that capital taxes are likely to be shifted to labor should not be surprising to anyone familiar 
with general equilibrium economics. The point was stated most clearly by Joseph Stiglitz many years 
ago, in his classic critique of the estate tax: 

The reduction in savings and capital accumulation will, in the long run, lead to a lower 
capital-labor ratio, and the lower capital-labor ratio will . . . lead to an increase in the 
share of [national income received by] capital. Since income from capital is more 
unequally distributed than is labor income, the increase in the proportion of income 
accruing to capital may increase the total inequality of income. “ 

Stiglitz generalized this important point in his 1988 textbook. Economics of the Public Sector : 

General equilibrium effects have important distributional consequences . A tax on 
interest may reduce the supply of savings and . . . this in turn may reduce the 
productivity of workers and their wages. .. A tax on capital may reduce the supply 
of capital, thereby increasing the return to capital ... the degree of inequality may 
actually be increased by such a tax. . . 

If as a result of the income tax, skilled workers supply less labor and investment is 
discouraged, unskilled laborers' productivity and, hence, their wage, will decline. 

The long-run incidence of a tax on savings (or capital) may be on workers^^ 

In short, what appear to be “soak the rich” taxes on capital or skills (in static, partial equilibrium 
distribution tables) may well turn out to be “soak the poor" taxes in disguise This general equilibrium 
result applies to taxes on estates, capital gains, dividends, and high marginal rates in general. 


** Jane G Gravclle, “Behavioral Feedback Effects and the Revenue Eslijnaling Process,” op. cii. 
“ Joseph E. Stiglitz, “Notes on Estate Iws," Joumat of Political Economy, April 1978 
” Stiglitz, Economics of the Public Sector, op cit.. pp. 393, 493 A 430. 
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A similar mechanism is at work with high tax rates on human capital. Today’s steep marginal tax 
rates on joint returns with incomes above $140,000 are, to a considerable extent, aimed at reducing 
the return on past investments made in MBA» MD, JD and PhD degrees. The trouble is that fewer 
people will invest so much time and tuition in higher education in the future if they believe they will 
face punitive tax rates later, when they finally reap the rewards at mid-life. Trostel estimates that a 
1% increase in tax rates eventually leaves the economy with nearly a 1% smaller stock of human 
capital, with a much stronger effect if marginal tax rates are “progressive” (thus falling most heavily 
on returns to advanced schooling).” Proposed deductions for tuition do not address the main 
incentive, which is the after-tax return on schooling, not the up-front cost. The main cost of schooling 
is time spent not working. Moreover, a tuition deduction would be useless to less affluent students 
who pay their own way (through scholarships, loans and work), because they rarely have enough 
taxable income to benefit from a deduction. 

Just as tax-induced scarcity of capital results in the tax burden falling on labor, in the form of lower 
wages, tax-induced scarcity of human capital is shifted to consumers. Scarce professionals charge 
higher fees, and scarce managerial talent can command higher salaries. Although the full impact of 
discouraging investment in human capital may not be felt for a generation, some occurs more quickly 
through reduced immigration of high skilled and talented people, and increased emigration of such 
people (“brain drain”). Talent may also be diverted from highly-taxed productive activity toward 
“underground” activities or rent-seeking (lobbying for government favors, such as import quotas). 

Because high tax rates on highly skilled people tend to make skills relatively scarce and thus raise 
before-tax incomes for those who already possess such skills, Stiglitz has speculated that a flat tax 
(though a very big improvement) might not be flat enough: 

If the labor supply of the skilled is relatively elastic, and of the unskilled relatively 
inelastic, then a uniform [flat] marginal rate on both might increase the before tax 
relative wage of the skilled; to offset this, one might wish to have a lower marginal 
lax rate on the skilled.” 

General equilibrium theory predicts that as a result of the tax-induced relative scarcity of skilled 
people, before-tax salaries and fees in skilled occupations will be bid up. An increased supply of 
people with professional and managerial skills, by contrast, “places downward pressure on the return 
to skills, easing, rather than exacerbating, distributional concerns.”^ Ironically, punitive tax rates 
on “the rich” (i.e., on savers and on human capital) go a long way toward explaining why the 
distribution of before-lax incomes has become less equal in every major “welfare state” of Europe 
and North America, but not in most Asian NlCs, where rrarginal tax rates are quite low (particularly 
on capital). 

It is not easy to earn a high income. Steeply rising marginal tax rates have a demoralizing impact on 
those who might otherwise make that difficult struggle, thus making capital and skills artificially 
scarce and valuable. 

By increasing the incentive to save, and to invest time and money in education and training, a flat tax 
would enlarge the economy’s stock of capital and human capital, thus reducing the relative income 
shares of those who are already endowed with such assets, while increasing real tax receipts and 
enlarging national wealth in the process. 


• ♦ • • ♦ 


“ Philip A. Troslel, “The Effect of Taxation on Human Capital.” JoufTio/o/Po/zt/co/ Economy, Apnl 1993. 

“ Joseph E. Stiglitz, "Pareto Efficient and Optimal Taxation.” in Alan Auerbach & Martin Feldslein, eds.. 
Handbook on Public Economics, North Holland, 1988. 

Mary E. Lovely, “Economic Development in a Global Context,” National Tax Association, Arlington VA, 
May 22-23, 1995. 
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Appendix A: Income Distribution Statistics Are Fatally Flawed 

The 1994 Green Book, from the House Ways and Means Committee, shows “average family cash 
income by family type and income quintile” (Table H-23) for 1973, 1979, 1989 and 1992 The 
figures for married couples with children are less misleading than total family income, because 
unmarried mothers have been a rising percentage of all families, making comparisons of family income 
invalid over long periods of time. 

The choice of years is less than ideal, because 1973 and 1979 were cyclical peaks, followed by 
inflationary recessions that hurt the poor quite badly. Price controls in 1973 also understated 
measured inflation and thus overstated real incomes Because inequality always increases in 
recessions, it would be more reasonable to compare 1992 with other years just after recession, such 
as 1976 or 1983. 


There are many problems with Congressional Budget Office adjustments to Census figures The 
CBO includes things that are not real income (realized, nominal capital gains) and excludes things that 
are (in-kind transfer payments). As a result, “CBO shows income falling in the bottom two quintiles 
[from 1980 to 1993], while Census shows income rising Also, any annual snapshot of income 

ignores wealth and is a poor measure of actual living standards, using consumption or an average 
of income over several years shows far more “equality” than annual income data 

Taking these figures at face value, with all their flaws, still does not show what many people suppose. 

Among married couples with children, the mean av^ge of cash income in the top fifth rose by 16% 
from 1973 to 1992, which many interpret as proof that “the rich got richer.” This is incorrect. Aside 
from the top 20% (or 1 % or 5%) of the income distribution, every other “fifth” has both a floor and 
a ceiling (the maximum is obviously unlimited at the top). The income floor defining the top 20% 
is determined by income growth at lower income levels. 


As Figure 3 shows, the percentage of 
families earning more than S50,000 a year 
(in constant 1992 dollars) rose sharply from 
1980 to 1989. and remained fairly high in 
1992. The much discussed "vanishing 
middle class” has been precisely matched by 
a rising percentage of families earning what 
had previously been considered a high 
income. 


THE "MIDDLE CLASS" 
MOVED UP 
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One result of so many more families earning 
relatively high incomes was to push up the 
minimum income needed to be counted 
among the “top 20% ” According to the 
Green Book, the amount of income needed 
to make it into the top fifth rose from 
$52,937 in 1973 (measured in 1989 dollars) 
to $60,895 in 1992. We should scarcely be 
surprised that a mean average of all income 
above $60,895 is larger than the average of 
all income above $52,937. The average in 
1992 was 16% larger than it was in 1973 in 
large part because the floor had been raised 
by 15%. Since the 1992 average excludes all income between $52,937 and $60,895, while the 1973 
figures include those lower incomes, the average had to increase substantially. The ‘Top fifth” turns 
out to be a moving target. 


1970 1980 1989 1992 

StctistKal AbstrBd of it>e U.S., 1994, Tbi. 714 
Figure 3 


” William G. Gale, "Commentsi” in Joel Slemrod, ed.. Tax ProgressMty and Income Inequality, Cambridge, 
1994, pp. 51-57. 
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Whenever real wages and salaries are rising, the incomes of those who work are bound to gain 
relative to those on relatively fixed "cash” incomes (as opposed to in-kind incomes, such as Medicaid 
and food stamps), including welfare mothers who now dominate the bottom fifth. Comparisons of 
average real incomes between the top fifth (where the average number of workers exceeds two), and 
the bottom fifth (where the average number of ftill-time, full-year workers is close to zero) must 
necessarily show widening "inequality” whenever employed people are receiving any pay increases 
that exceed inflation — unless cash transfer payments are also rising in real terms. 

Since there is no ceiling on the income included in the top 20% or 1%, dividing all income above the 
rising floor by a fixed percentage of the population will necessarily show an increase in mean income 
in that group whenever a rising percentage of families are earning higher real incomes, thus pushing 
up the minimum amount of income needed to be counted among the top group. This flaw is fatal. 
It means that the whole exercise of comparing real income growth by fifths is a statistical hoax. 


Appendix B: Attempting To Use Tax Policy To Favor Exporters 

One argument in favor of a value-added or retail sales tax (over an income tax that exempts income 
saved or returns from saving) is that GATT rules would allow such a tax to be rebated when goods 
were exported. This is supposed to favor exports aiKl thus reduce the U S trade and current account 
deficit In reality, the current account deficit would decline only if the sales tax proposal was more 
effective in promoting savings than in encouraging investment (i.e., if U S. savers invested abroad) 

Suppose it was feasible to impose, say, a 16% sales tax on all goods and services. Like any other 
price increase, this tax would indeed reduce demand for imports, but it would equally reduce demand 
for domestic products. Rebating the tax at the border (a very costly procedure) would not make U.S. 
exports any cheaper than they are today, because they do not bear such a tax at the present lime. 

Because the larger domestic market would shrink as a result of the sales tax. the incentive to invest 
in capacity for domestic sales would be reduced. Businesses would tend to shift production toward 
expons - e.g., making more cars with right-hand drive and fewer with left-hand drive. If the U.S 
was operating close to capacity, however, shifting output toward exports would require that a larger 
share of domestic demand be filled by imports. The U.S. might export more Hondas from Ohio, but 
also import more Fords and Chryslers from Canada and Mexico. 

The U.S. has a chronic current account deficit because savings have been inadequate to finance 
investment. That investment-savings gap (about $160 billion last year) is filled by an inflow of foreign 
capital fi'om private investors and/or foreign central banks, so long as they are willing to accumulate 
dollar-denominated securities and real property. The impact of any tax refonn proposal on the capital 
surplus and matching current account deficit ultimately depends on its impact on savings and 
investment. The flat tax encourages investment through low tax rates on the returns, and through 
treating purchases of capital equipment no differently than wages (both are immediate expenses) The 
flat tax also encourages savings by eliminating the double taxation of dividends and triple taxation of 
capital gains and estates. In my judgement, the longer-run effect on savings is likely to be larger, thus 
reducing the need to finance investment with foreign savings 

In the short run, though, the value of U.S. stocks, bonds and nonresidential property would 
undoubtedly rise, reflecting the discounted present value of the reduced marginal tax on returns to 
capital. Such a bull market would attract considerable foreign investment for a few years, pushing 
the dollar up (as happened with the capital-friendly tax reform of 1981). The Fed could prudently 
limit the potentially deflationary impact of the rising dollar by accommodating the demand for dollars 
at lower interest rates (long-term rates would fall anyway, due to elimination of the “tax premium,” 
making all bonds and mortgages equivalent to tax-exempt bonds). The medium-term effect of a flat 
tax will be a dramatic increase in U.S. wealth, a reduction of interest rates, and a roaring boom in 
business investment, tax receipts, domestic savings, and inflows of foreign savings. In the longer run, 
as the capital stock expands toward a new equilibrium -- increasing capacity to meet both domestic 
and export demand — added domestic savings and wealth will begin to displace capital inflows, 
pushing the current account toward surplus. 



616 


Chairman Archer. There are so many things I would like to ask 
you because I think both of you are great resources to this Commit- 
tee, and we would like to continue to work with you in the months 
ahead so that we can get your input to try to resolve the best alter- 
native to accomplish the goals that all of us want to see happen. 

I am a little bit curious about your comment, Dr. Hall, about bor- 
der adjustability. I don’t have the expertise of an economist like 
you. I have a business background, and I think some degree of 
common sense, but certainly not the degree of expertise that you 
have on economic issues. 

If I am able to produce a product in my business and by some 
fell swoop reduce the price of that product by 15 to 20 percent, so 
that suddenly I am able to export it for 15 to 20 percent less than 
what I was charging in the last month, how does that increase the 
value of the dollar? 

Mr. Hall. Well, the dollar, Mr. Chairman, is a price in this in- 
stance that is determined relative to other currency, for example, 
the German deutsche mark in a fluid market. In that market, the 
value that Germans get for the deutsche mark in exchange for dol- 
lars is determined every few minutes and is driven very much by 
their opportunities to purchase. If suddenly American goods are 
much cheaper to Germans and, correspondingly, German goods 
more expensive to Americans because the counterpart border ad- 
justment says that we tax the imports at the VAT tax rate as they 
come in, and say it is a 20 percent tax rate, then the exchange rate 
can change by 20 percent instantaneously and leave us where we 
were before. 

That is precisely what will happen. That is what happened, for 
example, in the British experience. 

Chairman Archer. I am not speaking now in my hypothetical 
example of border adjustability of a tax. I am just speaking about 
the price of my product that I am able to sell now because I have 
been able to eliminate a certain expense in my operation; therefore 
I am more efficient, and therefore I am able to sell that product 
at a 15 to 20 percent lower price. 

What I worry about in tne macroeconomic description that you 
give to all of this is that if that is true, then we don’t have to worry 
about countries that have cheaper labor rates that can produce a 
product that is cheaper, because the currency exchange rates will 
take care of all that and there is no problem. And I don’t think the 
real, practical, day-to-day economic world works that way. 

If, for example, it was going to be taken care of as you say, then 
when we went through this massive increase in the price of oil in 
the seventies, the exchange rates would have taken care of that 
and it would not have had any impact. 'The relative price of prod- 
ucts between what our selling price is as we go overseas and what 
the price of the incoming foreign product is when our consumers 
have to purchase it, it seems to me, have not historically been off- 
set. Changes in those relations have not been offset by the value 
of the currencies. 

Let me add one other thing, and maybe this is overly simplistic, 
but if in fact by border adjustability removing the expense of gov- 
ernment, which is an expense of doing business, from the price of 
the product when we sell it is going to increase the value of the 
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dollar, don’t we need a more stable, more valuable dollar today? 
Would that not help us? All the complaints I hear from economists 
today is that the dollar is too soft. We have been talking about arti- 
ficial means to bolster it and to improve its value. 

Mr. Hall. You have raised some very interesting questions. On 
the last point, I would certainly not be one to say that we should 
try to do something artificial to the dollar. The mechanism that I 
described 

Chairman Archer. I am not suggesting we should either. But if 
we had border adjustability in the price of our products and the re- 
sult was that the dollar improved in value, it seems to me we 
would be reaching for a goal that right now most economists I have 
talked to believe would be healthy. 

Mr. Hall. Well, it would be a very artificial way to do it, because 
if we put in border adjustment and then appreciation of the dollar 
occurred, that would leave us back where we are today. It would 
just be an artifact of that change that the dollar is worth 20 per- 
cent more. It wouldn’t really mean anything because when we try 
to purchase something with those dollars, they turn out to be worth 
what they used to be worth because we now have to p^ a 20 per- 
cent import duty that we didn’t used to have to pay. So the pur- 
chasing power of our dollars in the world market is exactly the 
same, and that is why the change occurred in the first place. 

The other question you raised was, for example, when oil be- 
comes more scarce, as it did when OPEC cut back oil production. 
There is no way that an exchange rate by itself can deal with the 
scarcity. Border adjustment doesn’t create any scarcity, doesn’t af- 
fect supply or demand of anything. It is something that can just be 
immediately accommodated by exchange rates. 

On the other hand, when there is less oil being produced, that 
is something that makes us worse off as an oil consumer, and there 
is nothing that exchange rates can do. So there is no suggestion 
here that exchange rates completely insulate us from the world 
market. That would be impossible. But they do completely offset 
the effect of border adjustments. 

Again, I want to stress I am not against border adjustments. 
They don’t have any harmful effect. It is a neutral issue. I just 
want to caution anyone against the notion that somehow the U.S. 
position in the world economy would be different if we had border 
adjustments as opposed to not having border adjustments. To 
economists, it is a nonissue. It is not harmful, but it is a nonissue. 

Chairman Archer. Thank you very much for your response to 
that. 

I had a colloquy with my friend Jack Kemp earlier today, and he 
said that there is no way that his commission — at least he is re- 
ported to have said, and he somewhat confirmed it today — that his 
commission would recommend a value-added tax and you have de- 
scribed the flat tax that Dick Armey introduced as a VAT tax. 
\^ere does Mr. Kemp go? 

Mr. Reynolds. Maybe I should answer that. I will probably be 
the research director on his commission. 

A lot of this has to do with the way you describe things. Con- 
sumption is the base of all the taxes we are talking about in the 
sense that we are exempting savings, so by definition, that is a con- 
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sumption tax. That is sort of the sense in which he means, it is 
much like a value-added tax. 

The business portion of — I would not describe the business por- 
tion of Hall-Rabushka as a VAT, although that is the portion most 
would call a VAT. The other part, I certainly would call a 
consumption-based income tax or an income minus savings tax. 
The returns from savings at the individual level are gone and the 
returns from savings at the business level are taxed. One of the 
biggest loophole-plugging parts of it is that business can no longer 
deduct interest expense, so leverage is no longer a way to escape 
business taxation. 

I wouldn’t worry much about the terminology. We will come up 
with a good plan and will certainly look at anything you have pre- 
pared, or any of the other congressmen who have talked about a 
consumption tax. Whether a tax is explicitly levied on what we buy 
as opposed to what we earn is a rather subtle distinction in an 
economist’s mind because all taxes fall on individuals as workers 
or suppliers of capital. So where we collect it is an issue, but not 
a critical issue, and it shouldn’t be as divisive an issue as it has 
become. 

Chairman Archer. I hope that your counsel will be accepted and 
heard by the members of this commission, because I think that the 
points that you are making are extremely important. 

We could go on forever on this. I am going to recognize Mr. 
Christensen for inquiry. 

Mr. Christensen. Thank you, Mr. Chairman. I have one quick 
question. Yesterday, late in the day, we heard a panel, all four 
pretty much agreed that a consumption tax would not go after the 
underground economy as we have been saying it would. 

Mr. Reynolds, what is your take on that? What would they base 
their opinion on? 

Mr. Reynolds. They seem to equate the underground economy 
with drug dealers and that is probably a pretty small piece of the 
puzzle. There is avoidance and evasion by even sophisticated peo- 
ple wearing business suits that testify before this Committee. I 
wouldn’t know of any people like that, but for example, I increased 
my mortgage, increased my deferred compensation, switched from 
NASDAQ stocks to munis when this Confess increased the mar- 
ginal tax rate to 36 percent. This is all perfectly legal tax avoidance 
strategy. 

How do any of these proposals affect that? You are lowering my 
marginal rate, so I have less incentive to do that sort of thing. 
When the marginal rate was 28 percent, I didn’t even keep records 
of my business lunches and things of that sort. So really you are 
getting at the incentive. 

There is enormous evidence that tax evasion activity is highly re- 
sponsive to the tax rate involved. This isn’t true of illegal activities, 
but the sales tax is not going to fix that. You are not going to re- 
port the sale of an illegal drug any more than you are going to re- 
port the income from it. That is, I think, a poor way to sell that 
proposal. There will be avoidance of sales with a high sales tax and 
there will be avoidance of income with a high income tax, and our 
task is to keep the tax rates down to minimize either type of avoid- 
ance. 
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Does that help? 

Chairman Archer. Not really. Will you yield to me briefly? 

Mr. Christensen. Yes. 

Chairman Archer. It seems to me in that equation you leave out 
one aspect. It is true that the sale of the drug would not be subject 
to the tax because it is still illegal and underground, but the pro- 
ceeds from the sale of the drug, when spent by the recipient of 
those proceeds, is going to bear a share of the cost of government. 
If the person who is pushing the drugs illegally gains the money 
from the sale and buys a Mercedes, they are going to pay a share 
of the cost of government; whereas today, under the current system 
or even under the flat tax, they will not pay. Isn’t that a fair 

Mr. Reynolds. Yes. All of these tax reforms that lower rates, in- 
cluding a sales tax, will reduce avoidance and evasion. That is 
more important in terms of revenue, vastly more important than 
the issue of illegal activity. 

What is wrong with your example is that most of the customers 
of the drug lord, if you will, are earning their income in the legal 
economy and paying income tax, so we are going to free the cus- 
tomer of the tax and get the pusher — that would be OK, but it 
probably doesn’t yield any revenues. Somebody who is a Wall 
Street broker snorting coke is using aftertax income to buy the 
coke now. You are going to alleviate his income tax and go after 
the seller. I see that as a wash and as a nonissue. 

Chairman Archer. Let’s talk about an area that is not, it seems 
to me, a wash, although you may be able to elucidate it. All of the 
various members of our economic society that deal in cash are pay- 
ing no income tax when they are recipients of cash, nor is there a 
deductibility under the current income tax system for the person 
who pays that money. The person who receives that cash irrespec- 
tive of the activity, whether it be — I won’t isolate names, but you 
know the various types of activities that deal in cash — when they 
spend that money they are going to pay part of the consumption 
tax if it is a tax on goods and services. 

Mr. Reynolds. True. 

Chairman Archer. Whereas today they pay nothing, nor is there 
a deduction under the current Code for those people who make the 
payment in cash to them. 

Mr. Reynolds. Yes. I will give you some examples since you are 
being nice enough not to — home repair and home cleaning. If some- 
one comes and cleans your house, you pay cash; you don’t report 
Social Security either by the way. I suspect that might be a minor 
advantage of sales tax. 

But the major advantage of both proposals, including this one, is 
that a lot of the reason people avoid taxes is, the rates are too high. 
You get the marginal rates down and that is going to be a much 
more copious revenue generator than the other thing. 

The other issue you are raising has a lot to do with people’s per- 
ception of fairness, and I can’t comment on that. I didn’t do that 
well in moral philosophy. 

Chairman Archer. You are a very excellent witness, and I am 
very grateful to you. I don’t want to get into an argument with you 
because I am trying to learn. 
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The GAO testified that the loss, not including illegal activities, 
to the cash economy, where we were not getting any income tax, 
was somewhere around $120 billion a year. Now, I don’t think that 
is insignificant, and that is a cumulation of all of these activities 
that we were talking about. It’s not the money going into tax-ex- 
empt bonds. 

I would submit that one of my concerns is that if we are going 
to try to get at that and create the feeling of fairness on the part 
of all Americans, lowering the rate won’t get them. If I am paying 
zero percent today and you come to me and say you can pay 20 per- 
cent, isn’t this a wonderful deal, I am a human being, I am going 
to say, I don’t want to pay 20 percent. That was the argument in 
1986, that if we reduced the rate to 28 percent, people would say, 
that is so much less so I will be so delighted to pay it. But if they 
were paying zero, they didn’t. 

Mr. Reynolds. It worked to some extent, too. You had a revenue 
windfall after the 1986 bill partly as a result of that and partly as 
a result of people like me reporting higher cash income. That is 
correct, and I accept your point as far as it goes, but I think we 
have to weigh the fact that with the sort of sales or VAT tax rate 
that we will be talking about — and I am afraid the numbers will 
be higher, because when we look at what is going to get left out, 
like hospital rooms and financial services and so on, the rate will 
be pretty high; you have to offset against that savings — that there 
will undoubtedly be smuggling and selling under the counter at 
wholesale to evade that tax too. 

Basically, people will evade taxes. In countries where they have 
very high sales tax, such as Brazil, that is the one that is avoided 
and that is where the underground economy is. Where they have 
high income tax, like this country, that is the one that is avoided 
and that is where the pressure is. 

Chairman ARCHER. I yield back to the gentleman from Nebraska 
if he has further comments. 

Mr. Christensen. Thank you, Mr. Chairman. 

Chairman Archer. Thank you for yielding the time. 

Mr. Collins. 

Mr. Collins. Only one or two questions. 

You mentioned those who tried to maybe successfully evade re- 
porting some income or switching their income to nontaxable areas, 
as you did with bonds. What percentage of the taxpayers would fit 
into that category? Because most working people receive a W-2 or 
1099 for services rendered. 

What percentage of the taxpayers would actually fit into your 
bracket, not your income bracket, but would have the means 

Mr. Reynolds. Before the rate went up, I was targeted to be in 
the 36 percent bracket. Because I am clever, it will probably be 31 
percent. I think that with the spread of 401(k)s which is a way to 
defer compensation, and municipal bonds that are held by people 
in tax brackets as low as 28 or 31, these are significant revenue 
losers. 

All of the itemized deductions people are complaining about los- 
ing are mostly an advantage to fat cats like me, and I will gladly 
give them up for a low marginal rate even if you keep my average 
rate as high as it is. 
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Mr. Collins. Would you make it 5 percent of the taxpayers being 
able to shift funds around 

Mr. Reynolds. I think it is bigger than that, more like 10 is a 
possibility. Investments, pension deferral; it is usually only low- 
income people who can use IRAs. 

Mr. Collins. One question about the cash economy mentioned: 
If someone receives in cash, they don’t hoard that cash. They prob- 
ably spend that cash on a consumer good somewhere or another 
service, so the cash revolves again within the private sector econ- 
omy, whereas if the government were successful in taxing that cash 
transaction, then they would take a portion of that transaction out 
of the private sector into the government till. 

So it is which comes first, the chicken or the egg? 

Mr. Reynolds. They will either take it out of what you spend or 
out of what you earn. By the time you die, it doesn’t matter much 
because we tend to spend everything we earn and that is why in- 
come tax and consumption tax really aren’t that different. 

Mr. Collins. Thank you. 

Chairman Archer. Thank you very much. We look forward to 
having further contact and input from you as the months go on. We 
appreciate your coming. 

Mr. Reynolds. Thank you, Mr. Chairman. 

Chairman Archer. Our last panel is Hon. Paul Craig Roberts, 
Dr. Richard Rahn, Stephen Moore, Steven Hayes and Michael 
Rothschild. 

Mr. Rahn. 

STATEMENT OF RICHARD W. RAHN, PH.D., CHAIRMAN OP THE 
BOARD, BUSINESS LEADERSHIP COUNCIL 

Mr. Rahn. Thank you, Mr. Chairman. 

Mr. Chairman and Members of the Committee, thank you for 
giving me the opportunity to testify today. My testimony is deliv- 
ered on behalf of the Business Leadership Council for whom I am 
pleased to serve as chairman of the board of directors. I am also 
president of the Novecon companies, which create and operate busi- 
nesses in the former Soviet Union and Eastern Europe. 

Mr. Chairman, you have been quoted as saying you are “commit- 
ted to tearing out the income tax by its roots.’^^ Your goal is not only 
desirable, but now a necessity as a result of advances of electronic 
money and the smart card. Thoughtful observers understand that 
the present income tax system is increasingly dysfunctional and 
must be replaced. The rising complexity and costs of the manage- 
ment of compliance with the existing tax system have made it not 
only unfair but increasingly uneconomic. 

The present income tax system is strongly biased against produc- 
tive savings and investment, which in turn has sharply reduced 
our rate of capital formation and, hence, the standard of living for 
most Americans. New technologies such as electronic money and 
the smart card will make the existing tax system increasingly dif- 
ficult to manage and easy to escape for those who so choose. The 
existing system is intrusive, subject to, and all too often abused by, 
government officials as not compatible with a free society in which 
citizens should be considered innocent until proven guilty and not 
have to fear their own government. 
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My testimony can be summarized in the following four points: 

The new electronic money and smart card technologies which will 
operate on a global basis outside the control of any government 
make the replacement of the existing income tax in the very near 
term an absolute necessity, because anyone who chooses to do so 
will be able to escape taxes on interest dividends and capital gains 
with virtually no danger of being caught. 

The new technologies can solve many of the problems in provid- 
ing desired social safety for the poor or elderly and in eliminating 
the regressivity problem with a tax reform proposal such as a na- 
tional sales tax. 

Any new tax system must rely on what is possible without exces- 
sive regulation or intrusion into the private lives of its nation’s citi- 
zens, because an intrusive system is not only incompatible with a 
free society, but given the rapidity of technological progress, will al- 
ways be destined to fail. 

All the major new alternative tax proposals, including the Armey 
flat tax, Nunn-Domenici and a national sales or VAT are vastly su- 
perior to the existing tax system, but it is imperative they be de- 
signed to be fully compatible with the new technologies. 

The revolution taking place in electronic money means that 
banks and other organizations will be able to create their own 
money for transactional or investment purposes and literally move 
these moneys around the globe at the speed of light. Definitions of 
income and money will be increasingly blurred, presenting an im- 
possible task to the tax collector who tries to tax things which can 
be transformed instantaneously into something else and move any- 
place in the world with no paper or electronic trail. Public key 
cryptography, which has already been developed, means electronic 
banknotes can be certified without the issuer knowing to whom it 
was issued. Smart cards used as an electronic purse can have the 
same anonymity as paper cash. 

Government authorities cannot stop this revolution because it is 
a worldwide revolution, with too many people having the knowl- 
edge. Censorship and regulation will not work because progress in 
developing the means of evasion will always be far ahead of those 
who are trying to restrict it, in the same way that most totalitarian 
governments have largely given up trying to control flow of infor- 
mation because technology has made it an impossible task. 

As responsible Members of the Congress you have only one 
choice and that is, design a new tax system which provides ade- 
quate revenue for the government without attempting to tax what 
cannot be involuntarily tsixed. Fortunately, the task is not only do- 
able, but if correctly done will result in much higher rates of 
growth and a simpler, less intrusive system. 

New technologies will greatly assist the management of many 
government programs. For instance, smart cards are already being 
used in some food stamp programs to reduce fraud. Smart cards 
could be used to provide low-income people or everyone with a tax- 
free consumption allowance each month to offset the regressive fea- 
tures of a national sales tax. 

Smart cards will also prove to be much better vehicles for the el- 
derly to receive and spend their Social Security and Medicare 
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funds, given they can be uploaded or downloaded through the tele- 
phone and can be used only by the intended recipient. 

In conclusion, those who believe envy to be a virtue rather than 
a sin will begin with their familiar whine about the distributional 
impact of any replacement for the current tax system. Given that 
the income data will be increasingly less reliable, so in turn will 
the distributional data. We urge tne Congress to ignore the envy 
crowd and instead concentrate your energies on designing a tax 
system which raises the required amount of revenue with the least 
amount of economic damage, so all Americans will benefit from re- 
sulting higher rates of economic growth. 

Thank you, Mr. Chairman. 

[The prepared statement and attachments follow:] 
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TESTIMONY OF RICHARD W. RAHN 
THE BUSINESS LEADERSHIP COUNCIL 

Mr. Chairman and Members of the Committee, thank you for giving me this 
opportunity to testify today on replacing the income tax. My testimony is delivered on 
behalf of the Business Leadership Council, for whom 1 pleased to serve as Chairman of 
the Board of Directors. TTie Business Leadership Council is a new association of 
entrepreneurial business leaders who are committed to working to limit the size of 
government and to expand economic growth. Its members believe that the central 
purpose of all economic policy should be to promote a higher standard of living for the 
American public and that among the most important means of achieving this goal is the 
adoption of sound tax policies. In addition. I am President of the Novecon companies, 
which create and operate business joint ventures in the former Soviet Union and Eastern 
Europe. Relevant to my testimony is the fact that one of our companies is engaged in a 
project to market smart card technology in the former Soviet Union. 

Mr. Chairman, you have been quoted as saying you are “committed to tearing out 
the income tax out by its roots". Your goal is not only desirable, but now a necessity as a 
result of the advances in electronic money and the smart card. 

Thoughtful observers understand that the present income tax system is 
increasingly dysfunctional and must be replaced. The rising complexity and costs of the 
management of and compliance with the existing tax system have made it not only unfair 
but increasingly uneconomic. The present income tax system is strongly biased against 
productive saving and investment, which in turn has sharply reduced our rate of capital 
formation and hence the standard of living for most Americans. New technologies, such 
as electronic money and the smart card, will make the existing tax system increasingly 
difficult to manage and easy to escape for those who so choose. Finally, the existing 
system is intrusive, subject to, and all too often abused by, government officials, and is 
not compatible with a free society, in which citizens should be considered innocent until 
proven guilty and not have to fear their own government. 

At your request, the focus of my testimony today will be on the impact of new 
technologies on the tax system. Rather than go into great detail on these technologies. I 
am appending the cover story from Business Week (June 1 2, 1995), and an article 1 wrote 
for the Washington Times, entitled The Death of the Income Tax? (March 6, 1995). 
These articles give sufficient background on the relevant technologies. 

Summary 

My testimony can be summarized in the following four points: 

1. The new electronic money, or E-money, and smart card technologies, which will 
operate on a global basis outside the control of any government, make the 
replacement of the existing income tax, in the very near term, an absolute necessity 
because anyone who chooses to do so will be able to escape taxes on interest, 
dividends, and capital gains with virtually no danger of being caught . 

2. The new technologies can abo solve many of the problems in providing desired 
social safety nets for the poor or elderly and in eliminating the regressivity problem 
with tax reform proposab such as the national sales tax. 

3. Any new tax system must rely on what is possible without excessive regulation or 
intrusion into the private lives of its nationb citizens, because an intrusive system is 
not only incompatible with a free society but, given the rapidity of technological 
progress, will always be destined to fail. 

4. All of the major new alternative tax proposab, including the Armey flat tax, 
Nunn-Domenici (but at lower rates), and national sales tax or VAT, are vastly 
superior to the existing tax system; but it is imperative that they be designed to be 
fully compatible with the new technologies. 



625 


Importance of E-Monev 

The revolution taking place in electronic money means that banks and other 
organizations will be able to create their own money for transactional and/or investment 
purposes and literally move these moneys around the globe at the speed of light. The 
definition of money as a govemment<rcated legal tender will become less and less 
relevant. The existing distinctions between money, goods, services, and assets will 
increasingly disappear as they become more interchangeable. 

Definitions of income and money will be increasingly blurred, presenting an 
impossible task to a tax collector who tries to tax things which can be transformed 
instantaneously into something else and moved to anyplace in the world with no paj^r or 
electronic trail. Public-key cryptography, which has already been developed, means 
electronic bank notes can be certified without the issuer knowing to whom it was issued. 
Smart cards used as an electronic purse can have the same anonymity as paper cash. 

Government authorities cannot stop this revolution, because it is a worldwide 
revolution with too many people having the knowledge. Censorship and regulation will 
not work because progress in developing the means of evasion will always be far ahead of 
those who are trying to restrict it. In the same way that most totalitarian governments 
have largely given up trying to control the flow of information, because technology has 
made it an impossible task, governments need to realize that the old central bank 
monopolies on the issuance of money will also go the way of the buggy whip. 

Government officials have two choices: to redesign their tax and monetary 
systems to reflect technological reality, or to try to create a system in which every 
investment and every expenditure by every person is known throughout their lives. In the 
new world of monetary freedom there is no halfway ground. Either the government will 
know everything, or the government will only know what is voluntarily revealed. An all- 
knowing government is doomed to fail, practically and politically, and attempts to impose 
a “big brother” government could impoverish the Nation and trample our liberties. 

Thus, as responsible Members of Congress, you have only one choice, and that is 
to design a new tax system that provides adequate revenue for the government without 
attempting to tax what cannot be involuntarily taxed. Fortunately, the task is not only 
doable but, if correctly done, it will result in much higher rates of growth and a simpler, 
less intrusive tax system. 


The new technologies will greatly assist the management of many government 
programs. For instance, smart cards are already being used in some food stamp programs 
to reduce fraud. Smart cards could be used to provide low income people (or everyone) 
with a tax free consumption allowance each month to offset regressive features of any 
national sales tax. Smart cards will also prove to be much better vehicles for the elderly 
to receive and spend their Social Security and Medicare funds, given that they can be 
uploaded and downloaded through the telephone and can be used only by the intended 
recipient. 


An important practical consideration when designing a replacement for the 
existing income tax is whether the proposed tax base is realistically subject to tax in the 
aftermath of the electronic revolution. This is because s 


If taxpayers may easily avoid reporting particular types of income or transactions 
with virtually no danger of being caught because of technological innovations, then the 
tax on that type of income or transactions is, quite literally, voluntary and will only be 
paid by those conscientious citizens who abide by our tax laws out of a sense of duty and 
honor rather than the threat of civil or criminal penalties. Establishing a genuinely 
voluntary tax is not a formula for fairness and will le^ to a disproportionate burden 
being borne by those who choose not to evade. 
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The tax base of (he future will need to be tied to long-term relationships, real 
estate, tangible property or other high-profile or public assets or activities. Income flows 
that may be effected in secret, electronically and anywhere in the world are bad 
candidates for taxation in the electronic age. Taxes tied to real property or tangible 
persona] property or the sale of goods and services to the public are much more difficult 
to evade. Taxes tied to the employer-employee relationship are enforceable because of 
the stability, length and visibility of the relationship. Taxes tied to the operation of 
businesses dealing with the public or with many business customers are more easily 
enforced because of the necessarily public and open nature of such businesses. 

The electronic age with virtually instantaneous international financial transactions 
and with encrypted confidential smart cards substituting for money will make the taxation 
of capital transactions, interest and dividends increasingly problematic. In an age where 
most people can today transfer money and pay bills with an ordinary telephone, enforcing 
taxation on these types of transactions will become virtually impossible. The cost of 
trying to enforce them may well exceed the revenue collected and certainly will exact a 
price in terms of lost economic efficiency and lost privacy rights that exceeds the benefits 
of their continued taxation. 

Those who believe envy to be a virtue rather than a sin will begin their familiar 
whine about the distributional impact of any replacement for the current lax system. 
Given that income data will become increasingly less reliable, so in turn will tax 
distributional data. We urge the Congress to ignore the “envy crowd”, and instead 
concentrate your energies on designing a tax system which raises the required amount of 
revenue with the least amount of economic damage, so that all Americans will benefit 
from the resulting higher rates of economic growth. 

Congress cannot properly determine what type of lax system we should have until 
it is determined what the revenue goals for the new system should be. 

From the end of World War 11 until the late 1970s, there was a common belief that 
our economic and societal ills could be cured by increasing the role of government. As a 
result, government grew larger and larger both in absolute and relative terms, not only in 
the United States but in much of the rest of the world. Fair-minded people increasingly 
understood that the Keynesian economists were wrong, and that distinguished 
economists, such as Frederick von Hayek and Milton Friedman, had both a better 
understanding of how the economy operates and better prescriptive solutions. They 
taught us that beyond a certain point increasing taxes, government spending, and 
regulations did more to reduce the social welfare than to improve it. The increasingly 
widespread recognition that government could, and indeed had, become 
counterproductive ushered in the Reagan revolution. The result has been that goverrunent 
taxation and spending have not grown relatively over the past twelve years, even though 
regulation has continued to grow in both relative and absolute terms 

During the past twenty years, serious academic work has been done on the 
appropriate size of goverrunent, not only for the United States, but for the rest of the 
world as well. The empirical evidence that government taxing, spending, and regulation 
is well beyond the optimum point is now overwhelming, and all Americans are suffering 
as a result. Specifically, we now know that social welfare and economic growth would be 
maximized if government were one-quarter or less of Gross Domestic Product, as 
contrasted with the present more than one-third. 

Knowing this, it makes no economic or political sense to design a new tax system 
to raise as much money on a static revenue basis as the existing system. We know that as 
we downsize government in relative terms, economic growth rates will increase. We 
know that as we reduce high marginal tax rates and the current tax bias against saving and 
investment, we will increase the supply of productive labor and have a higher level of 
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capital formation, which will lead to higher rates of economic growth. (Please see charts 
at back of testimony.) 

Because the majority in this Congress has had the course to develop a path to a 
balanced budget that slows the rate of growth of government spending, the federal 
government share of GDP should fall to 18% by 2003. History tells us that economic 
growth will increase as a result. This means that you can generate the same tax revenue 
at reduced tax rates . At the same time, because of higher growth, there will be fewer 
people in poverty, thus reducing the demands on government assistance programs, and 
hence government spending. 

Fair-minded people understand that the reason you wish to slow the growth of 
government spending is not because you are mean-spirited or tools of the rich. It is 
because you understand that a smaller government will mean that most Americans, and 
particularly poor Americans, will have much greater opportunity and live much better. It 
is too bad that some in the media cannot distinguish between the "name" of government 
programs and the cost-effectiveness of these programs. Eliminating a government 
program with a compassionate name, but whose cost to the taxpayers is greater than the 
benefits to the recipients, is the compassionate and responsible thing to do. Because 
some of your political opponents and some in the media are irresponsible is no reason for 
you to stoop to their level. For America's sake, continue to have courage. 

Unfortunately, the Congress has let itself get trapped by budget rules that make no 
sense. Again, I am referring to the requirement of "relatively static" revenue estimates for 
tax and spending changes. These rules make no economic sense, and they make no 
political sense, now that a majority in Congress favors economic growth and opportunity 
over static redisiributionism, When (he rule makes no sense, change it. (The left in the 
media and their academic and political allies will scream; but the American people vole 
on performance, not on arguments about whose tax forecast model is correct.) 

The reason it is important not to be slaves of the wrong rule is that the current rule 
will force you to have higher tax rates. This is equally true for consumption-based 
income tax plans, the flat tax, and the national sales tax proposals. Because of the static 
revenue trap, all of the proposed plans will increase taxes on some sizable portion of the 
population, thus causing for them unnecessary hardship and their justifiable political 
opposition. 


There are three politically viable and economically sound alternatives that could 
replace the existing income tax: a so called consumed income or cash flow tax (Nuim- 
Domenici, but at a lower rate), a national sales tax, and a flat rate income tax (Armey.) 
Each of these proposals would simplify the existing tax system, eliminate the tax bias 
against savings and investment, reduce the disincentive to work, and promote economic 
growth and a higher standard of living for the American public. 

Each of these proposals has distinct advantages and disadvantages, which this 
Committee must address over the next few years as it meets the challenge of developing a 
replacement for the income tax. The Business Leadership Council is establishing a Tax 
Alternatives Working Group to work systematically through these issues, and we look 
forward to working with this Committee as the debate unfolds. 

Even though all of the major proposals for a replacement tax are vastly superior to 
the existing tax system, none is perfect, and all will have problems in the transition 
period. These problems, can largely be mitigated bv reducing the maximum marginal tax 
rate from that which their proponents are proposing. This can be done responsibly, by 

further reducing the growth in spending so that eventually all levels of government are 

absorbing less than 25% of GDP. This would entail reducing federal spending to the 
neighborhood of 15-17%. In effect, virtually all businesses and individuals would be 
getting a "tax cut", thus mitigating their political opposition and reducing the 
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impediments to work, save, and invest. In fact, the higher economic growth engendered 
by the spending growth reductions and the less destructive tax system is likely to increase 
the absolute revenues for government to spend. 

For the full benefits to occur from any of the income tax replacement plans now 
being discussed, they must be accompanied by drastic changes In the operations of the 
IRS. While it will indeed cause some revenue loss to restrict the IRS’ ability to take 
actions without first proving willful wrongdoing, and to reduce the paperwork and 
documentation the IRS can require, it is a small price to pay for a free society. In 
addition, a national sales tax ought not to be enacted without the repeal of the 16 lh 
Amendment, because without such a repeal there is a great danger that some future 
Congress will inflict on us both an income tax and a national sales lax. At the same time, 
a flat lax ought not be enacted without the Congress’ curtailing the IRS. 

Conclusion 

In conclusion, a new tax system should be designed to generate the optimal 
revenue, and government should be scaled back accordingly. The new tax system should 
be simpler and fairer. The IRS should be eliminated or sharply curtailed. 

It is no longer optional whether we should scrap the current dysfunctional income 
tax: electronic money makes that a necessity, because interest, dividends, capital gains, 
and some other income will be able to be hidden. The silver lining is that E-money and 
smart cards can solve the regressivity problem and will force us to design an unobtrusive, 
pro-growth tax system which will benefit all Americans. 
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THE FUTURE 

i n his pmstnped suit ard \vire-nniined glasses, 'Hmothy L. j piece of plastic with an embedded microchip that you will 

Jones looks every bil the traditional British banker. Sure I "load'’ up with E-monej' you buy wnth traditional currency. Or, i 

enough, he has spent a dozen years at National Westmin- j you nu^i store your digital corns and dollars — downloaded 
ster Bank PLC. But ask Jones what he is doing now-, and over phone lines from your bank or other issuer of E-money — 
he responds wnth an intensity worthy of a Silicon Valley en- on your PC or in an electronic "wallet," a palm-size device 
trepreneur. Leaning across a table, he waxes eloquent about used to store and transmit £-money. 

his new enterprise, Mondex, and the future of the product This digital money wiO let you shop online, zapping money 
he's selling; a new kind of electronic money to a merchant over the Internet, or perhaps paying for a mo- 


Mondex, which was launched by NaiWest. is not alone: 
A raft of companies are developing their ovm forms of elec- 

_ _ ironic mtmey, 

known as E- 
cash. E-cash 
is money that 
moves along 

multiple channels largely outside the established network of 
banks, checks, and paper curTenct' overseen by the Federal Re- 
serve. 'Hiese channels enable consumers and busmesses to 
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send money to each other more cheaply, conveniently, and 
quickly than through the banking system. 

Some of the E-cash players are faceless, dubious outAts 
that exist in cyberspace and can be traced only to a post-of- 
fice box — in the physical world. But there are plenty of 


vie on demand over an inieractive-rv network. It also has the 
potoiual to replace cash and checks for everyday purchases — 
in stores, restaurants, or taxis that accept E-cash. Business- 
es could also keep a stash of E-cash on hand for buying office 
supplies, or use it to transact directly with each other instead 
of going through banks and electronic funds transfers. 

TMC START Of A RCVOUmON. In many ways, E-cash, which 
can be backed by any currency or other asset, represents the 
biggest revolution in currency since gold replaced cowne 
sh^. Its diversiiy and pluralism is perfectly suited to the an- 
archic culture of the Internet and the evolving web of net- 
works known as the Information Superhighway. "Electronic 
commerce will literally change the way business ts done 
worldwide,” says James G. Cosgrove, vice-president and gen- 
eral manager for business multimedia services at AT4T. "We're 



others, ranging from techno-sawy startups with names 
such as DigiCash and CyberCash. to corporate icons in- 
cluding Microsoft. Xerox, and Visa. Citicorp is even develop- 
ing what It calls the Electronic Monetary System, an entire 
infi^cructure for using electronic money to be issued by Ciii 
and other banks. 

These companies are pan of a mass experiment that could 
transform the way we think about money. In the process, it 
could change consumers' financial lives and shake the founda- 
tions of global financial systems and even govemments- 

Digital money is the ultimate— and inevitable — medium of 
exchange for an increasmgly wired world. With E-cash, you'll 
no longer need to carry a wad of bills in your pocket or ftimble 
for exact change Instead, you might carry a credit-card-size 


about to see another revolution similar to the Industrial Rev- 
olution.” Adds Richard K. Crone, senior 
manager in the frnancial-services group at 
KPMO Peat Marwick; 'We're in the begin- 
ning stages of the cash-replacement cycle.” 

But the advent of E-cash raises all sorts 
of questions, most of which remain unan- 
swered; Who should be allowed to issue E- 
cash. and who will regulate those issuers? | 

How will taxe.s be applied in cyberspace, j 
which transcends physical boundaries? Who I 
will set the standards? How do you ensure | 
that payments made over the Net will be 
secure? How will consumers be protected? 
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OF MONEY 


E-cash could 
transform 
the world’s 
financial life 


How will regulaiors police money laundenng and counterfeit- 
ing on private networks? 

While regulator? ^^Testle with these questions, technology 
15 remaJong the monetary system 'ITiat's what Microsoft CEO 
William H- Gates III had in mind when he bid for personal-fi- 
nance software maker Intuit Inc. He saw programs such as 
Intuit’s as the gateway that would draw millions of consumers 
onto his online network where they could pay bills, get finan- 
cial advice, or shop, perhaps paying him for access. But the 
Justice Dept, worried about Microsoft's reach, and he aban- 
doned the deal on May 20 

Tough break, but it will hardly slow Cates dowm. Microsoft 
is working with Visa on a system for securing credit-card 
transactions over the Net. But that's just one piece of a 
much bigger problem Microsoft is trying to solve. Gates has 
dozers of programmers busy devising a sweeping system, Mi- 
crosoft N'etwork. to help people do business safely in cyber- 
space — or more specificalU, in Microsoft’s own network and 
interactive- T\ systems — using a range of payment options. Mi- 
crosoft won't reveal much about its E-cash plans, but. says 
Nathan P. Myhnold. Microsofls top advanced-technology 
e.\pen, "weYe very interested in the area." 

They should be. The stakes are enormous. Seamus McMa- 
hon. a vice-president at Booz. Allen & Hamilton, sees as 


E-CASH 




'^\ The current money system 
is largely monolithic. Near- 
j ly all m^or countries have 
— 0^ a single system of national 
currencies and bank checks. 
Most have elaborate infrastmctures built 
around commercial banks and a central 
governing body such as the Federal Re- 
serve Board. That entity is usually the 
only facility allowed to issue money. Per- 
haps because of their monopoly struc- 
tures, money systems tend to re^ 
change and innovation, leaders can move 
millions of doUan around the globe at 
the touch of a button. But the small 
check-based transactions of consumers 
can take days to clear. And chartered 
surplanes physically 
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E-cash may be techno- 
lo^caUy light-years 
ahead of early money. 

But in mai^ w^, it is 
closer to seashells than 
greenbacks. E-cash is 
digital money that moves 
through a multiplicity of 
networks instead of the 
current bank system. It 
comes in lots of guises, 
is created by lots of indi- 
vidual parties, and is 
backed by anything con- 
stituents demand as an 
accepted medium of ex- 
change: gold, dollars, 
yen, whatevet It is the 
ultimate, and inevitable, 
currency for the wired 
woiid. Competition is in- 
tense. producing rapid 
innovations. Using money 
downloaded to your pc or 
a paim-size electronic 
‘^vallet," you'll be able to 
zap money to merchants 
on the Net— <or buy a 
new^iaper bster than 
you can grab a green- 
back. If you're a business 
owner, you can bypass 
banks and move 
directly to customers 
and suppliers. The ad- 
vantages: convenience, 
speed, cost saving The 
technology is comply 
but to the use^ E-cash 
is as ea^ as j. 
a button. 
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much as 209c of total household expenditures caking place on 
the 1-way just 10 years from now. ]f any operation, whether 
Citicorp or a startup such as Mondex, gained control of a 
new medium for even pan of those exchanges, it would 

have the opportunity 

to charge royalties or 
fees for its use and 
earn interest on the 
E-mone\ sitting in its accounts. Even a tiny charge, when 
applied to millions of transactions, would be highly lucrative. 

E-cash could also create a competitive free-for-all. Be- 
cause the Internet knows no boundaries, a company offering 
E-money can gain direct access to millions of consumers and 
businesses — no matter what state or country they are iit 
"The retail banking market will collapse and give way to 
global competition," says Eric Hughes, president of Open 
Fmanaal Networks, a Berkeley 'Calif) consulting firm, "niose 
[regional] separations don’t work on the Internet.” 
ww f ic CONSUMED' TKVST. Gov emmenis’ and central hanks' 
control of money flows has already been loosened, as shown by 
recent currencj- and market crises in Me.xico and elsewhere. 
But with the growth of E-<ash. money could flow in and out of 
counines at lightning speed whom being traced, weakening 
governments' abdity to monitor and tax. "Over the long haul, 
this IS going to lead to the separation of economy and state.” 
declares Bill A. freaaa. president of Wfireiess Compuoi^ Asso- 
ciates and cofounder of the advocacy group DigitaLiberty. 

The growth of E-money could also be bad news for banlK If 
other companies successfully offer their own brand of digital 
cash, the.v could bj^pass banks as primary providers of consu- 
mer financial services. The companies, not the banks, might be 
consumers' first contact when they wanted to obtain some 
digital money. "Banking b essential to the modem econon^’. but 
banks are not," says J, Richard FYedericks, senior managing di- 
rector at Montgomery Securities. 

Commercial banks are, of course, entrusted with the crea- 
tion of money through the fractional reserve system. They 
lend out more than they have on deposit, and they are the 


THiio companies authorized to 

iillo LUulU do so. If each unit of E-cash 

had to be backed by a corre- 
1)0 l)^(i n6WS spondmg unit of traditional cur- 
rency. that would mean that 
•fAv* Kortlrc lending out E-cash wouldn't 

lOl DallKS. create new money. But if non- 

bank money suppliers started 
What ifnhnna backing just a fraction of their 
VVliai U pilUllC traditional 

. money — just as commercial 

C0n\pRni6S hand only 

^ a fraction of the deposits on 

Affpr^H thpir books— nonbanks, which 

vrU.CX Cli tllCii are largely unregulated, could 
create money just as commer- 

own brsnd 

Bankers must move fast to 

A 7 ^ ft keep up Ronald A. Braco. 

01 L-money.'^ head of electronic banking at 

Chemical Bank, estimates that 
banks have less than five years 
to come up with viable E-mon- 
ey products before other players carve out the biggest chunks 
of the market for themselves. “No question, it's for real." says 
Richard M. Rosenberg, chairman and cco of BankAmenca 
Corp. In a couple of years, "it will take off fairly dramatical- 
ly.’' The issues now: winning consumers' trust and getting 
them to change their buying habits. 

The first step in that direction could be to get consumers 
used to using credit cards for purchases on the Internet Once 
that happens, the thinking goes, they may be willing u> start 
using £-cash systems. 

One of the first purveyors of a Net credit-card system is 
First Vutual Holdings, run by onetime celebrity manager Lee 
Steia St^ has launched a relatively simple system using E- 
mail that lets consumers use credit cards on the Internet 
without fear that their account numbers wUl be misappmpri- 





The New World 
Of E-Cash 


THE GOOD 


THE BAD 


nvenient and flexi- * Uncontrolled growth of Ercash 
ble than trigonal money. It can be tents could undermine bank- and gov- 
used by consumers and businesses, and emment-controUed money systems, 
for everything from buying wares on the pving rise to a confrising and inefl}- 
Internet to lending a pal five bucls. cient Babel of competing systems. 


AND THE UGLY 


• Money laundering and tax evasion 
could proliferate in stateless E-money 
systems as criminals use untraceable 
cyberdolJars to hide assets ollishore. 

* Counterfeiters could create their 


* Banks that issue E-cash could find 
it much cheaper than handling 
checks and the paper records that ac- 
company traditional money. 

* Consumers doing business on the 
Internet will find some forms of elec- 
tronic money afford much greater pri- 
vacy than using ordinary credit cai^. 


• E-cash may be less secure than bank 
money: Mon^ stored on a PC couJd be 
lost forever if the system crashes. 

« E-cash could foster a have and have- 
not society: Those with PCs would 
have ready access to the stuff, while 
those without, many of them low-in- 
come consumers, wmiid noL 

otH kswsm 


own personal mints of E-cash that 
would be indistinguishable from real 
money. 

* If computer hackers or other cnmi- 
nals were to break into E-cash sys- 
tems, they could instantaneously filch 
the electronic wealth of thousands or 
even millions of innocent consumers. 
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aied. The card numbers are stored away on a 
protected computer system and never pass over 
the network. Instead, consumers register with 
First Virtual by phone and receive I.D. numbers 
in exchange for their card numbers. When they 
want to buy something electronically, they simply' 
supply them I. D. number to the merchant. 

First Virtual, which became the first secure 
payment system on the Net when it handled its 
first transaction last October, is growing fast. 

Stem won't disclose activity levels, but he says 
volumes are increasing by 16^t a week. “If you 
make it simple and safe, people will use ii.” he 
says. First Virtual has enlisted such merchants as 
Apple Computer. Reuters, and National Public 
Radio—which sells transcripts of programs. 

Most electronic extensions of the credit-card 
system, though, are built around encrt’ption — 
scrambling card numbers so they can pass safely 
on electronic networks. For example. CyberCash 
Inc., a Reston (A'a.) startup, is cutting its teeth on 
a deal with Wells Fargo & Co. for encrypted 
credjl-card transactions over the Internet. 

Visa and Ma.sLerCard. not surprisingly, are 
also working to make credit cards usable on the 
1-way. Visa is, among other things, developing 
with Microsoft a system using encryption technol- 
ogy that they hope will become an industry mod- 
el. "We want to be sure that the industry as a 
whole has certain standards." says Carl F. Pasca- 
rella, president and CEO of Visa t$A. Meanwhile. 

MasterCard has teamed with Netscape Inc., a 
maker of security and browsuig software for the 
Internet, to pursue a similar goal 
wiLTSHMC CXKRMKKT. Credu-card-based sys* 
terns have the advantage of seeming famibar 
to consumers But the card systems don't do 
everything cash can; They’re not anonymous, 
they do not work person-to-person, and they 
have credit limiL-. The.v're also not suited for the 
grassroots economy the Internet makes pos- 
sible. vchere any outfit or individual can sell its 
ware.', whether a newsletter or a stock up. 

That's where E-cash comes in. But E-cash 
needs to be just as secure a.' credit cards for 
people to use it. David Chaum, CEO of pioneer 
DigiCash in Amsterdam, has done the most to solve this transmit money to merchants or— ju-st with traditional cash 
problem. He has devised a clever system that uses so-called I but not with credit cards — to other con.'-umere Mondex money 
public-key ciyptography that, like encryption, makes it pos- i is still in pilot form, but the company has signed up 40.U0O con- 
sible to send sensitive information over the Net. But Chaum's ; sumers and O'tr 1.000 retailers in the Wiltshire town of Swin- 
big breakthrough was ■‘blinding" technology, which lets the us- ' don to test Mondex money beginning in July, 
suing bank cenifv an eiectroruc note without tracing whom it | CyberCash. too. is experimenting with E-cash in addition to 
was issued to. The result: Your E-cash, unlike an encrypted iL-i ci-edii-card-based system. In the E-csish system, consumers 
credit-card transaction, is as anonymous as paper cash. : will set up C-money accounts at their banks. Then, using pro- 

Chaum has yet to announce firm deals with companies to \ pneiary software provided free of charge by CybeiCash. 



CREDIT CARDS IN CYBERSPACE 

“If you make it simple. . . people will use it ’’ 


• 1.EE SIKIN CKO Kns? Viirual H<ildin?:s 


i»sue his E-money. But in a pilot, some 5,000 consumers are 
part of a DigiCash marketplace, using the equivalent of $1 
million m E-money to do business with 50 companies, from 
Encyclopaedia Bniannlca Inc. to Ricky's Junk Shop. Chaum's 
technology is also at the hean of CaTE, a European Commis- 
sion-sponsored project to develop an electronic wallet for 
pan-European use. 

c.AFE's setup IS similar to Jones's Mondex system. “Imagine 
it's the same as physical money, and you won't be far off," says 
Jones. Mondex money will be created initially by XatWest 
and a partner. Midland Bank plC. which will then "Sell'* it to 
customers. The E-money is kaded onto credit-card-size "smart'' 
cards with embedded microchips. The cards can be used in 
point-of-sale terminals or fit into electronic wallets that can 


they tan go about their business on the Net. At the end of 
the day, CyberCash will clear all the E-money transactions 
and convert E-cash balances back to dollars. 

No matter who develops the best E-cash, consumers and 
businesses alike stand to reap sizable benefits. No longer will 
consumers have to wail for change or scurry to automated tell- 
er machtnes for cash — out of sight, they hope, of the nearest 
mugger. E-cash will let businesses carry out transactions 
around the world without transferring bank funds — and they ^ 
will be better able to reach a large population of technological- i 
ly savvy, often affluent consumers. 1 

Moreover, because E money is basically software, it can be I 
programmed to do things that paper money could never do. Mi- | 
crosoft's Myhnold explains that electronu money could be i 
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earmarked for spedal purposes, with conditions on h can 
be spent. For example, a business could have an electronic ver- 
sion of petty cash to be used for supplies at an Office Depot — 
but not a beer at the local tavern. Or parents could wnre to a 


college student E-mon- 
ey that is designated 
for rent or books. 
"There will be new 


forms of smart money and payment systems that can only be 
done online," says Myhrvold. 

Along with the opportUTUties. though, comes huge U7>c^tain- 
ty. Exisui^ monetary regulauons don’t cover ail of the poten- 
tial uses of E-cash. Nathaniel S. Borenstein. a ccmputer scien- 
tist and co-founder of First Virtual, says: “One of the hardest 
questions merchants ask us is, 'When do we owe taxes’”" 
That’s not a trivial question' With E-monej, the merchant 
could be in Guam and the buyer m Canada, while First Vir- 
tual’s computers are located in Ohio. So whose sales tax do you 
pay? Borenstein's ad\-ice to merchants: “I tell them to consult 
a lawyer." 

There’s also a major potential for crime tpage 78). E-money 
can be easily sent in and out of a country undetected, facilitat- 
ing money laundering on a grand scale. 'Ibx evasion could be- 
come a matter of pushing a button. And without foolproof 
cryptography, counterfeiters could replicate the series of digits 
that constitutes E-money Governments would be hard pressed 
to monitor or control stateless E-money. "Digital cash is a 
threat to every government on the planet that wants to man- 
age its currenci'.” says David E. Saxton, executive vice-presi- 
dent of Netl, a startup that has developed a secure way to 
send electronic checks across the Internet. 

MTTLC or TW UKMS. Even Lav. abiding citizens and compa- 
nies using E-mone\ could be victims of sophisticated hacker 
attacks Says Colin Crook, senior technology officer for Citi- 
corp: "We have to assume electronic money will be the sub- 
ject of sustained atuck from all kinds of people." 

Another open question— and a large one — is the role of 
banks in the new electronic world. "E-cash will be offered by 
both banks and nonbanks." says Chaunt Sure enot^h, DigiCash 
or CyberCash could join forces with AT4T or Microsoft just as 
easily a.< with Ciiibirk Having one of those companies dispenis- 
ing E-cash directly to consumers could do senous damage to 
banks' main link with their customets- 

E'en if banks are involved, they could find other players 
taking tenter stage. Early entrants to the E-money business 
could set the operating standards for digital cash And the non- 


I 
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THE FLEXIBILITY OF CASH 

“Imagine it’s the same as physical 
money, and you won’t be far off’’ 


— TIMOTHY J0\ES CEO, Mond.\ 

banks could even devise systems that would make their logos 
the first thing people see. Wlliiam M. Randle, senior vice- 
president at Huntington Bancshares. warns that banks could 
become "buttons on a network operated by other entities." 
Improbable’’ Not really. Take a look at credit-card process- 



ing. Twenty years ago. 
banks owned the card- 
transaction-processing busi- 
ness. Now. close to 80% of 
card transactions are pro- 
cessed by nonbanks such 
as First Data Resources 
Inc., says kpmc’s Crone. 

A similar erosion has 
occurred in wholesale 
banking, where banks 
have ceded to such outfits 
as General Electric Infor- 
mation Services and Elec- 
tronic Data Systems Corp. 
nearly the entire market 


• BUSINESS-TO-BUSINLSS 

• INTERNET 

• OTHER ONtfNC COMkCRCE 

140 
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60 

450 

600 
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for transferring payment 
data to corporations. leav- 
ing themselves the mun- 
dane, low-margin service 

SHARE OF ALL PURCHASES 

4.5% 

16.2% 

19.7% 

of transferring money be- 

'INCIUDCS RHAIL. WHOUSMi SERVICE. WO IUII.-0R0ER PUSCHASCS 

c»n. coiwcRCE can . nuiii t associates 

tween corporations. Tbday, 
says banking consultant 
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Edward E. Furash, aJchough the situation is ijnpro\*ing, few- 
er than 100 banks offer full-sen'ice electronic data inter* 
change, as the data pan of payments transmission is known. 
“We should do more of that,’’ says Richard Matteis. head of 
Chemical Banking 
Corp.'s Geoserx'e unit. 

Banks have one key 
advantage: a near lock 
on consumers’ trust when it comes to deposicu^ mone^. For 
that reason, many bankers tend to dismiss the threat unplic* 
It in E-money. "The reason hnancia) institutions are going to 
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win in the long run is trust,” says Kawika Daguio, the Amer- 
ican Bankers Assn.’s federal representative on operauons 
and banking. Indeed, many E-cash makers are choosing to 
partner with banks because of that consumer trust. ‘We've 
positioned ourselves to work with the banking industry and 
make sure that if there are heroes in this, it is the banks.” 
says William N. Melton. CEO of CyberCash. 

But Microsoft’s bid for Intuit last fall gave bankers a 
collective scare. And even though the deal did not work out, 
banks worry that Microsoft could hook its 70 million Win- 
dows customers into the electronjc-commerce networks that 


GALL IT E-MONEY MANAGEMENT 



A QUICKENING PACE 

“Complexity has gotten beyond the level that 
people can deal with” 


— SCOTT COOK, Chairman Intuit Itic. 


I t's a Saturday morning sometime in 
the not-loo-disiant future, and you 
sit down at your PC to do a little 
end-of-lhe-monih planning. First, you 
call up the balances from your various 
accounts — credit-card, checking, sav- 
ings, and E-cash — and break down 
your spending by categoiy. Oops, bet- 
ter cut down on those pricey dinners. 

Your investments are o£&etting 
some of those expensive habits — at 
least you hope so. Finding out is as 
easy as a few' cbcks of a mouse but- 
ton, as you cal] up your investment 
portfolio. Hmmm, it may be time to 
get into a more aggressive mutual 
hind. So you quickly dispatch a soft- 
ware "agent” to rustle up profiles for 
the top-performing funds. By fillin g 
out an online form, you transfer 
some of your holdings into a hot 
overseas fund. 

Just as technology is revolutioni^ 
ing money, it is also set to transform 
the way we manage our money. 
“Complexity has gotten beyond the 
level that people can deal with," says 
Scott D. Cook, the founder and chair- 
man of Intuit Inc. 'With programs like 
Quicken, Intuit’s best -selling personal- 
finance software, Cook aims to make 
that complexiiy easier to deal with. 
•AUTOMATIC ACorrs.’ Indeed, to- 
day's programs for personal-finance 
management and home banking are 
giving consumers unprecedent^ con- 
trol over their financial life. But this 
is just the beginning. Gradually, pro- 
grams are linking users to bar^. 
electronic bill-paying services, and a 
broad array of vendors of finandal 
advice that is starting to be offered 
online. CoLin Crook, head of technolo- 
gy at Citibank, says software pro- 
grams will be constantly at work for 
you, for instance, using information 
gleaned on the Net to optimize your 
portfolio. *^ou're going to hand off 
your personal afiCairs in cyberspace 
to automatic agents who represent 
you," says Crook. 


The competition to supply these 
services will be heated. Microsoft 
0>rp.’s Bill Gates saw the potential — 
one reason why he was willing to 
shell out S2 billion for Intuit. With 
that deal blocked by the Justice 
Dept., Microsoft is throwing its con- 
siderable resources behind Microsoft 
Money, a heme-grown personal-fi- 
nance package already offered by 
Chase Manhattan and others. From 
Money, Microsoft expects to link 
customers to a variety of online fi- 
nancial services, including electronic 
bill-paying. Bank of America and Na- 
tionsBank recently paid $35 million 
for Meca Software, which makes 
Managing Your Money. And Intuit, 
for its pan. has just released new 
programs for selecting mutual funds 


and planning for retirerDeni and chil- 
dren’s coUege education. 

Expect banks to jump into the 
fray. They are sitting on a gold mine 
of valuable data: their customers' 
payment information. The statements 
they send out, though, typically offer 
little value, and consumers’ cr^t- 
card. checking and savings, and in- 
vestment accounts are h^dled sep- 
arately. There is an opportunity to 
consolidate that," says Richard K. 
Crone, a banking consultant at kfhg 
P eat Marwick, 

With so much available to help you 
manage your financial afbirs, some- 
day you may be able to bag those 
Satunlay mornings at the computer 
and instead Just take a long weekend. 

By Amy Cortese in New York 
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it is developing — with or without banks’ help. If Microsoft I Etectronic money also creates vast opportunities for tax 
becomes a utility, “it will take a lot of business from the evasion, money laundering, and other finandal oime. "There is 


banks,” says Montgomery's Fredericks. an imaginable potential for a serious challei^ to the whole po- 

Now several of the litical wd soda! order,” says First Virtual's Burenstein. “I am 

biggest banks are not all that sanguine that the government has the control 

pushing hard to devel- th^ think they do.” For people tryii^ to avoid pajing taxes to 

op E-money. Citi- a natimial government, the lure of a stateless currency would 

bank's Electronic Monetary System is one of the most ad- be powerful indeed. Already, “virtual currencies” servij^ elec- 

vanced bank offerings, although officials there stress that it tronic communities of people are springing up on the Internet, 

is still in development. It would allow retail and business cus- Then there's the issue of the volatility of money. The effects 
tomers of Citi— or any other bank that paid to use Citi's sys- of hig^i-speed elecDonic trading have be^ painfully apparent in 


tern — to convert mon- 

ey in their accounts to 
electronic cash. Citi 
customers would also 
have access to a credit 
line they could draw 
down in E-money, just 
as they would use a 
credit card. Banks 
“should be expenment- 
ing,” says Sholom Ro- 
sen, vice-president for 
electronic commerce at 
Citi. “That's what 
we're doing." 

Beside NatWest and 
Midland, Bankers TYust 
Co. has a gT^up dedi- 
cated to electronic com- 
merce. And even some 
regional banks see op- 
portunities. There is 
Wells Fargo's work 
with CyberCash, First 
Union Corp.. based m 
Charlotte, N.C., has 
created an electronic 
mall for Internet trans- 
actions. Even Cardinal 
Bankshares Inc., a $607 
milLon Leangion (Ky.) 
bank, on May 24 
formed a new subsidi- 
ary, Security First Net- 
work Bank, which aims 
to grow into a full-ser- 
vice interacuve bank on 
the Internet. “We'll be 

"iP to hackers' heists 

i|^ (-g assuHie clectronic money will 

.“"‘‘“I’dear ^6 the subject of sustained attack ” 

who the players will 

be 10 or even 5 years — COLIN CROOK, technology chief Citicorp 
from now. it is mevita- 



be the subject of sustained attack ” 

— COLIN CROOK, technology chief Citicorp 


market crises over the 
past several years. 
Market swings could 
be magnified if con- 
sumers and businesses 
could send their money 
around the globe with 
the touch of a button 
on a PC. 

The monitoring of 
national money sup- 
pbes wnil also change. 
While some regulators 
dismiss the issue, ar- 
guing that E-money 
will inevitably convert 
back to traditional 
money and get count- 
ed. other experts dis- 
agree. Martin Mayer, 
a guest scholar at the 
Brookmgs Institution, 
says that he expects 
the Fed to lose con- 
trol of a significant 
portion of the money 
supply. 

One of the most 
pitched debates is 
likely to be over pri- 
vacy. As a society, we 
have relied on a sys- 
tem that allows us to 
keep some transac- 
tions private by using 
cash, while others, 
such as big-ticket pur- 
chases. are entrusted 
to a credit-card com- 
pany or a bank. Com- 
peting forms of E-cash 
offer wildly differing 
degrees of privacy; 
DigiCash's E-money 
offers virtually com- 
plete anonymity, while 
every dollar you 


b)e that much E-money will originate outside the pumew of | spend using the credit-card-based systems would leave a 
central banks such as the Federal Reserve or the Bank of I trail. The problem will be balancing individuals’ rights to pn- 
England. which are largely responsible for traditional mone- j vacy vnth government’s need to monitor money flow and 


tary regulation. And that has major policy implications. 


trace criminal acuvity. 


'ib begin with, consumers using the stuif could be extreme- MtCAMJMC MTO THE E-MWT. More dire is the possibility of ma- 
ly vulnerable. When consumers lose their credit cards, they jor break-ms to E-money systems — the electronic equivalent of 
are only liable for the first S50 of charges on the card. But for j penetrating the U.S. Mint. If someone were to crack the so- 
now at least, if a consumer misplaced, say, a Mondex card, it j phisticated code of, say. the DigiCash system, he could start 


I would be like losing cash. Similarly, if your digital coins are minting unlimited amounts of his own DigiCash money. 

5 stored on the hard drive of your pc. a system crash could wipe Thai’s why u is all the more alarming that some regula- 
te out your electronic savings. tors and even some central bankers still seem unconcerned 
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with the advent of E-cash. After a breakfast speech to 
several hundred business leaders in San Francisco last 
March, Fed Vice-Chairmar Alan Blinder was asked wheth- 
er the Fed is studying the regulatorj' issues surrounding 
digital cash. His an- 
swer ‘'Ehgitai what?" 
Then, after pausing a 
moment, he added 


Cover Story 


"It's literally at the thinking stage." 

Slowly, though, some regulators are beginning to explwe the 
concept of E-money so they can set policies. The Federal Re- 


serve’s payment-systems committee is meeting with Chaum of 
DigiCash and other E-money pioneers. State tax collectors are 
looking at the issue of taxing electronic commerce. The Finan- 
cial Crimes Enforcement Network is also weighing in. Even 
the White House technology office is taking a big interest. 

It’s not a moment too soon. “There’s no going back,” says 
DigitaLiberty's Frezza. ‘The genie’s out of the bottle. The 
Internet doesn't have an off switch." And no amount of wish- 
ing by regulators will change that 

By Kelley Holland and Amy Cortese S'eu' York, with 
bureau reports 


PATROLLING THE BLACK HOLES OF CYBERSPACE 


A t first glance, the offer sounded 
legitimate. First Bank of the 
Internet began advertising U> 

Net browsers in March, offering a 
new way to pay for goods over the 
Net. By sen^g First Bank a check 
for at least S20, cybershoppers would 
get a \^isa automated teller machine 


a hefty 5% commission — which they 
could then use to obtain cash or pay 
for their cyberwares. 

First Bank got numerous inquir- 
ies — but it also drew some unwanted 
scrutiny. State banking regulators 
warned that it couldn't call itself a 
bank. The Office of the Comptroller 
of the Currency sent an advisory to 


banks and regulators warning them 
about FBoi. First Rank CEO Vinn EL 
Beigh, a 34‘year-old computer tech- 
nician in Oes Plaines. IlL, says be 
will soon pull hie Net listing. But he 
is still looking for a way to cash in 
on the wave of electronic commerce. 
“There is quite an interest in 


buyuig on the Iniemei," he insists. 

He's got that nght. First Bank 
isn't the only upstart trying to cash 
in on the demand. Consider World 
Trade Clearinghouse Ltd., which of- 
fers a gold-backed cybercurrency 
with cashlike anonymity that offers 
“protection from bureaucratic snoops, 
nasty ex-spouses, and lawsuit-hungry 
lawyers.” And officially opening this 


month is the Internet Online Off- 
shore Casino, run out of the TUrks 
and Caicos Islands, which says it will 
accept all manner of E-money and 
pay customers 10% annual interest 
on the balances they leave in an off- 
shore bank the company recently 
bought. 

T^ese enterprises may never 
draw in a meaningful number of cus- 
tomers. And many raise red flags to 
regulators. But the goverrunent is 
also a long way from getting a good 
Ax on the activities of the much 
larger number of ostensibly legiti- 
mate E-money players. 

MfiMrr tAWWMi s . The regulatory 
gaps are sizable. For example. Stan- 
ley E. Morris, director of the Treas- 
ury DepL’s Financial Crimes En- 
forcement Network (TincEN), points 
out that there are no laws limit 
the balance of electronic currency 
that can be loaded onto an E-casb 
card. That could create a nudor op- 
portunity for money launderers. And 
no one deteiroined how to define 
whose tax Laws apply to tran&actioDS 
in cyberspace (page 8). Says John H. 
Gibbons, assistant to the President 
for science and technology: "U you 
go to a cashless sodeiy, it makes it 
very difficult tracking cash income 
or reportable income. 

Bight now. regulators are simply 
trying to understand the new te^- 
nology and how the market is evolv- 
ing. Last April, the Federal TVade 
Commission held a conference to ex- 
amine the impact of electronic com- 
merce on consumer protection. Fin- 
CEN' is organi^g a coUoquium on 
electronic currency to be held later 
this fall. *^6 are nowhere near the 
issue of regulating it." warns Fin- 
CBN’s Morris. “We’re one step back.” 
Given the speed with which the mar- 
ket is advancing, regulators don’t 
have much time to close that gap. 

By Amy Barrett in Washington 



TANGLES FOR THE TAX MAN 

“If you go to a cashless society, it makes it very 
difficult tracking . . . reportable income” 


— JOHN GIBBONS. President Clinton’s top technol«>gv adviser 
card "loaded" with their money — less 
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Chairman Archer. Thank you. Dr. Rahn. 

Hon. Craig Roberts, you may proceed. 

STATEMENT OF HON. PAUL CRAIG ROBERTS, INSTITUTE FOR 

POLITICAL ECONOMY AND FORMER ASSISTANT SECRETARY 

OF THE TREASURY FOR ECONOMIC POLICY 

Mr. Roberts. Thank you, Mr. Chairman. I would like to con- 
CTatulate you on holding these hearings. It is leadership that the 
American people have not seen in their lifetime. 

The income tax must be abolished for two reasons. The first rea- 
son is that Americans will not again be a free people until they are 
shorn of the requirement to report their income and wealth to the 
IRS. The second reason is that the disincentives associated with in- 
come taxation make it the most costly method of raising revenues. 
Faced as we are with a new phenomenon, the rise of global capital- 
ism, the United States will not be able to afford for much longer 
a tax system that reduces the rates of investment and productivity 
and makes the United States a relatively unattractive place to in- 
vest financial, physical and human capital. In the 21st century, we 
will not be protected against the folly of our own policies by the 
prevalence of socialism everywhere else on the planet. 

To those bom under the income tax, it might seem as American 
as apple pie. However, for most of our history, the United States 
had no income tax. One hundred years ago fast April 8, the Su- 
preme Court struck down the income tax as an unconstitutional 
measure. Justice Steven J. Field, a Democrat, went further. He 
condemned it as class legislation. He compared it to a 1691 English 
statute that taxed Protestants, Catholics and Jews at different 
rates. It required a constitutional amendment, the 16th, to estab- 
lish the income tax in 1913, which is a relatively recent time for 
a country whose origin was 1776. 

The 16th amendment passed as a political act directed at the 
Northeast. In other areas of the country, incomes were not large 
enough to produce any liability under the tax. In 1910, for example, 
William Shelton of Georgia wrote that southerners favored ratifica- 
tion of the amendment “because none of us here have $4,000 in- 
comes.” 

The income tax is not as American as apple pie. It is a discrimi- 
natory tax. It discriminates against success, it discriminates 
against savings and investment and subsidizes consumption, it dis- 
criminates against work and subsidizes pleasure. There is nothing 
good that can be said about the leisure tax. 

Socialist-minded folk used to say that the income tax was fair be- 
cause it was a rich man’s tax, but the income tax ceased to be a 
rich man’s tax more than half a century ago. It is a mass tax. Some 
people still say the income tax is fair because it redistributes in- 
come. However, today income is redistributed through the expendi- 
ture, not the revenue side of the budget. 

The method by which revenues are raised is independent of the 
question of redistribution. Sales tax revenues can be redistributed 
just as easily as any other kind. Not even regressive forms of tax- 
ation prevent redistribution of income to the poor. 

For example, revenues from a tax that fell disproportionately on 
the poor could be used to provide food stamps, housing subsidies 
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and Medicaid only to the poor, Eveiyone would pay some tax, but 
only the poor would get the benefits of the expenditures. So even 
if income redistribution were a moral imperative, it does not re- 
quire income taxation to achieve it. 

Many of the income tax’s unique disadvantages can be addressed 
by eliminating progressivity, lowering the rate and exempting sav- 
ing from the tax base. A low rate flat tax that exempted from tax- 
ation all income that is saved would be a vast improvement over 
the current tax system. However, people would still have to report 
their income to the IRS, and this Committee should not underesti- 
mate the value to people of freedom from the requirement that 
they report their income to the IRS. I, for one, would be willing to 
pay a higher sales tax rate in order to ransom my freedom from 
the IRS. And I wouldn’t be surprised if many people felt the same 
way. 

How much time do I have, Mr. Chairman? 

Chairman Archer. You technically have 1 minute, but we are 
not going to limit you rigidly to that. 

Mr. Roberts. I am not going to go through the questions of the 
collection problems of the retail sales tax versus a VAT. If we adopt 
a value-added tax that calculates the tax liability by the credit or 
the invoice method that is used by the member countries of the 
EEC, then it would be a self-policing tax because businesses are re- 
funded VAT paid on the inputs, and buyers and sellers would have 
no common interest to collude in falsifying invoices. This credit 
method would also make the border tax adjustment or the export 
rebate easy to calculate, as each firm would have a record of VAT 
paid on its purchases. 

The great disadvantage of VAT is that unless the net of tax sales 
price is listed, VAT is an invisible tax, and therefore it is easy to 
raise it to excessive rates to support pork barrel spending. In con- 
trast, an excessive sales tax rate would encourage massive evasion 
and be self-defeating. It is very difficult to evade a VAT calculated 
on the credit method. 

Perhaps a solution would be to repeal the 16th amendment and 
substitute in its place a constitutional amendment that limits VAT 
to, for example, 10 percent. Simply limit VAT constitutionally to a 
fixed rate and then conduct the government with whatever reve- 
nues the economy brings in. This would guard against the gradual 
escalation over time of what could be a hidden tax. 

In your deliberations, please keep in mind that the 20th century 
is not the norm but a departure from the ideal sought by the vast 
struggles in the 17th and 18th centuries to curtail rapacious gov- 
ernment and make it accountable to the people. In the 19th cen- 
tury, we gathered fruit from these achievements, but the 20th cen- 
tury brought a return to big government with all-inclusive claims 
akin to the divine right of kings. Fascist, Nazi, Communist, Social- 
ist and welfare states are the 20th century’s contribution to 
misgovernment and human misery. 

In the United States, Franklin D. Roosevelt finished off federal- 
ism with his New Deal, supposedly to save us from the failures of 
capitalism. All this proved to be a fraud, a turning away from mo- 
dernity to a reactionary past. 
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Everywhere big government has failed. There is no longer any 
doubt of it. If we are to be an economically successful country in 
the 21st century, we need a tax system that does not discourage 
saving, deprive families of businesses that they create, disadvan- 
tage exports and impose large compliance costs. So in place of the 
existing taxes on income and wealth, a retail sales tax or a con- 
stitutionally limited VAT would be a great improvement. 

Thank you, Mr. Chairman. 

[The prepared statement follows:] 
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Testimony of Paul Craig Roberts 
before the 

Committee on Ways and Means 
U. S. House of Representatives 
June 8, 1995 


Mr. Chairman, members of the Ways and Means Committee, I 
congratulate you for holding these hearings. It is leadership that 
the American people have not seen in their lifetime. 

The income tax must be abolished for two reasons: The first 
reason is that Americans will not again be a free people until they 
are shorn of the requirement to report their income and wealth to 
the IRS. The second reason is that the disincentives associated 
with income taxation make it the most costly method of raising 
revenues. Faced as we are with a new phenomenon, the rise of 
global capitalism, we won't be able to afford for much longer a tax 
system that reduces the rates of investment and productivity 
growth and makes the U.S. a relatively unattractive place to invest 
financial, physical, and human capital. In the 21st century, we 
will not be protected against the folly of our own policies by the 
prevalence of socialism everywhere else. 

It is fitting that this reassessment is coming from the House. 
The House of Representatives was conceived by our Founding Fathers 
as the body of government closest to the people. They endowed the 
House with the initiative power of government. The function of the 
House as the expression of popular will was destroyed by the income 
tax. The money from the income tax turned representative 
government into a vote-buying operation that obliterated the 
integrity of Congress. The House must now reclaim the government 
for the people. 

It will not be easy to do. The status quo takes advantage of 
reasonable people and uses compromise to stifle change. However, 
change is coming, because it has already been initiated elsewhere-- 
in Latin America, Europe and the far East. Even in what used to be 
called communist China, stock markets have displaced the Communist 
Party as the arbiter of investment. In Europe privatizations are 
creating competitive firms and industries in the place of 
nationalized sloth. Even the British Labour Party has officially 
abandoned its 77-year-old commitment to nationalized industry. We 
can adapt to these world-wide changes by again becoming capitalist 
ourselves, or we can attempt to hide behind protectionism and sink. 

To those of us born under the income tax, it might seem as 
American as apple pie. However, for most of its history the U.S. 
had no income tax. One hundred years ago last April 8, the Supreme 
Court struck down the income tax as an unconstitutional measure. 
Justice Stephen J. Field, a Democrat, went further and condemned it 
as class legislation. He compared it to a 1691 English statute 
that taxed Protestants, Catholics, and Jews at different rates. It 
required a Constitutional Amendment, the 16th, to establish the 
income tax in 1913, a relatively recent time for a country whose 
origin was 1776 . 

The amendm' nt passed as a political act directed at the 
Northeast. In other areas of the country incomes were not large 
enough to produce any liability under the tax. In 1910 William 
Shelton of Georgia wrote that Southerners favored ratification, 
"because none of us here have four-thousand dollar incomes." 

This view proved to be short-sighted. The income tax ceased 
to be a rich man's tax and became a mass tax. Once this happened, 
economists found it easier to acknowledge its defects, and 
politicians could garner middle class votes by cutting tax rates. 
The two most popular presidents in the postwar era, John F. Kennedy 
and Ronald Reagan, are associated with income tax rate reduction. 
However, reductions in tax rates have not altered the share of 
income that Americans have to turn over to the IRS. The 
unrelenting burden of the tax, together with widespread public 
disillusionment with the waste and ineffectiveness of government 
programs and increased recognition of the income tax's harmful 
economic effects, have stripped the income tax of its hegemony over 
public policy thinking. 

The income tax is not as American as apple pie. It was a 
crude act of class and regional warfare and was explicitly 
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recognized as such. Its terrible costs were not easily seen. Other 
countries lacked sensible economic policies, and there was no 
standard for comparison. 

The income tax is a discriminatory tax. It discriminates 
against success and subsidizes failure. It discriminates against 
saving and investment and subsidizes consumption. It discriminates 
against work and subsidizes leisure. There is nothing good that 
can be said about an income tax. 

Socialist-minded folks used to say that the income tax was 
fair because it was rich man's tax, but the income tax ceased to be 
a rich man's tax more than half a century ago. Some people still 
say that the income tax is fair because it redistributes income. 
However, today, income is redistributed through the expenditure, 
not the revenue, side of the budget. The method by which revenues 
are raised is independent of the question of redistribution. Sales 
tax revenues can be redistributed just as easily as any other kind. 
Not even regressive forms of taxation prevent redistribution of 
income to the poor. Revenues from a tax that fell 
disproportionately on the poor could be used to provide food 
stamps, housing subsidies, and medicaid only to the poor. Everyone 
would pay some tax, but only the poor would get the benefits of the 
expenditures. Even if income redistribution were a moral 
imperative, it does not require income taxation to achieve it. 

Many of the income tax's unique disadvantages can be addressed 
by eliminating progressivity, lowering the rate, and exempting 
saving from the tax base. A low rate flat tax that exempted from 
taxation all income that is saved would be a vast improvement over 
the current tax system. 

However, people would still have to report their incomes to 
the IRS. This committee should not underestimate the value to 
people of freedom from the requirement that they report their 
incomes to the IRS. I, for one, would be willing to pay a higher 
sales tax rate in order to ransom my freedom from the IRS, and I 
would not be surprised if most others felt the same way. 

The virtues of a consumption tax over an income tax are now 
widely understood. I doubt if there is a single respected 
economist any place on earth who would deny them. However, the 
greatest advantage of a sales tax is not that it is a consumption 
tax, but that it gets the IRS out of the lives of most people. 

As long as the government collects revenues from any source, 
there will be an IRS. Under a sales tax, the extent of the IRS's 
involvement in private life would depend on the sales tax base, and 
this would depend on the rapaciousness of the government. If 
services are subjected to the sales tax, then professionals who 
sell services would have to serve as sales tax collection agents 
for the government. Evasion is possible, and the higher the sales 
tax rate, the greater evasion would be. 

It is sometimes suggested that states could serve as the 
collection mechanism for a federal sales tax. However, five states 
do not have a sales tax, and there is variability among the states 
as to the tax base. It is likely that the IRS would confront more 
collection problems from a federal sales tax than it does from the 
current system of income tax reporting. However, convenience for 
the IRS should never be the standard by which we design our tax 
system. Indeed, the convenience for the tax authority is the last 
consideration that representatives of a sovereign people should 
address. If we are to remain a free people, it is the IRS, not the 
taxpayer, who must awake each morning wondering if it is going to 
be drawn and quartered. 

The collection and evasion problems of a sales tax and the 
problem of cascading or taxing items in the chain of production 
more than once- -minimal in the case of a retail sales tax--can be 
avoided by moving to a value added tax (VAT) . A value added tax 
that calculates tax liability by the credit or invoice method used 
by member countries in the European Economic Community is self- 
policing, because businesses are refunded VAT paid on their inputs 
and buyers and sellers have no common interest to collude in 
falsifying invoices. The credit method also makes the border tax 
adjustment or export rebate easy to calculate as each firm would 
have a record of VAT paid on its purchases.' The subtraction method 
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used in the Nunn-Domenici tax bill is simpler for companies but not 
self -policing, and calculating the VAT rebate on exports would be 
complex . 

However, VAT can have one great disadvantage: If the net -of - 
tax sales price is not listed, VAT is an invisible tax; therefore, 
it is easy to raise it to excessive rates to support pork-barrel 
spending. In contrast, excessive sales tax rates would encourage 
massive evasion and be self-defeating. 

Perhaps a solution would be to repeal the 16th Amendment and 
pass a Constitutional amendment that limits VAT to, for example, a 
10 percent rate and then conduct the government with the revenues 
that the economy brings. 

In your deliberations, keep in mind that the 20th century is 
not the norm, but a departure from the ideal sought by the vast 
struggles in the 17th and 18th centuries to curtail rapacious 
government and make it accountable to the people. In the 19th 
century we gathered fruit from these achievements. But the 20th 
century brought a return to big government with all-inclusive 
claims akin to the divine right of kings. Fascist, nazi, 
communist, socialist and welfare states are the 20th century's 
contribution to misgovernment and human misery. In the U. S. 
Franklin D. Roosevelt finished off federalism with his New Deal, 
supposedly to save us from the failures of capitalism. All of this 
has proved to be a fraud, a turning away from modernity to a 
reactionary past. Everywhere big government has failed. There is 
no longer any question of it. 

If the United States is to be economically successful in the 
21st century, the country needs a tax system that does not 
discourage saving, deprive families of businesses that they create, 
disadvantage our exports, and impose large compliance costs. In 
place of the existing taxes on income and wealth, a retail sales 
tax or a constitutionally limited VAT would be a great improvement. 

A retail sales tax or a VAT would be easier to comply with 
than our complex income tax system that forces taxpayers to hire 
experts to compute their tax liabilities. A retail sales tax or a 
VAT would end the tax bias against saving and, thereby, encourage 
more investment and a higher saving rate. A tax that can be 
legally rebated on exports under GATT would improve the 
international competitiveness of U.S. labor and goods. A retail 
sales tax or a VAT would also pick up revenues from the cash 
economy, for example, illegal drug profits that are spent on 
consumption items, but not reported as income. When the further 
advantages of more freedom and less government intrusiveness are 
added, the case for a retail sales tax or a VAT is overwhelming. 
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Chairman Archer. Thank you. 

Mr. Hayes, you may proceed. 

STATEMENT OF STEVEN L. HAYES, PRESmENT, CITIZENS FOR 
AN ALTERNATIVE TAX SYSTEM, LOS ANGELES, CALIF. 

Mr. Hayes. Thank you, Mr. Chairman. 

I would like to start off and tell you that I really believe the 
country owes you a great debt of gratitude for bringing this issue 
to the fore. I want to thank you personally and on hehaif of the or- 
ganization I represent. Citizens for an Alternative Tax System. We 
are truly a grassroots organization. None of us are paid; we are all 
volunteers, devoting our time because we believe very firmly that 
this country needs the elimination of the income tax, the elimi- 
nation of the IRS, and its replacement with a retail sales tax as 
a way of gathering revenue for the government. 

I have worked as an attorney for a number of years, and I have 
spent time dealing with the Tax Code. I became so disgusted with 
the Tax Code that in 1986 I decided I wasn’t going to do it any- 
more, and I started looking at alternatives. 

What I think is important, having dealt with the system, is that 
we look at an alternative that does a number of things. We look 
at an alternative that is simple. We look at an alternative that is 
fair, because the devotion of the people to any law is what makes 
it enforceable; if it is not perceived to be fair it will not be enforce- 
able. We must look for something that really helps savings and 
helps work, instead of penalizing savings and work. And we look 
at something that, perhaps most importantly, gets the IRS out of 
our lives, that totally, as the Chairman says, tears the income tax 
up by its roots and throws it away. Because, Members of the Com- 
mittee, I believe that no matter what is said about a flat income 
tax, one of the problems, perhaps the greatest problem, is that it 
keeps the IRS mechanisms in place and it keeps the ability for you 
gentlemen, for other Members of Congress, to be replaced at some 
point, and then it would be very simple to reinstitute the dreaded 
system that we have. We need to get rid of the income tax and we 
need to get rid of the IRS. 

Now, all of the tax proposals are calling themselves consumption 
taxes. They are all saying, obviously we need to be a consumption 
tax. A consumption tax which like the Nunn-Domenici program, re- 
quires all of us to fill out essentially the same 1040 that we do now 
and requires 120 million tax returns to be filed this year isn’t real- 
ly much of an improvement. 

The flat income tax, as proposed by Congressman Armey, re- 
quires us to fill out a tax return every month. If you do the math 
on that, that is over 1.5 billion tax returns per year that have to 
be filled out. All of those require, in order to be enforced and col- 
lected, the retention of the IRS and the retention of the mecha- 
nisms which they use to collect the income tax, the mechanisms 
which you hear complaints about on a daily basis. Under the IRS 
rules, the only way you can collect an income tax in this country, 
is you have to be guilty until you are proven innocent by yourself. 
That is just not right in a free society. 

We have heard some talk about the underground economy and 
how we are going to get at the underground economy. The Chair- 
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man has stated that we have to get at the underCTOund economy 
because the conservative estimate by the IRS is that $120 billion 
of income taxes are being evaded each year. I have worked in the 
tax area and I suspect that the real estimate of cost of the under- 
ground economy is probably closer to $200 billion a year, and any 
tax system we have needs to address the underground economy. 

The national retail sales tax, I believe, does the best job because 
it taxes what a person buys. A quick example: In California, 90 
percent of the revenues raised by the sales tax, 90 percent, are paid 
by 8 percent of the merchants. So you are talking about most of 
the revenues coming from merchants where they don’t have much 
of an evasion problem. We are going to get at the underground 
economy. 

I do a lot of radio shows. I talk to a lot of Americans who call 
up and who say. How are you going to get rid of the income tax? 

One of them called me and said. You know. Congress has put us 
in slavery. I said. What are you talking about? He said. We have 
to fill out an income tax return. I said. Well, how is that slavery? 
He said. Slavery as far as I am concerned is being compelled to do 
something you don’t want to do for which you are not compensated 
and for which you are punished severely if you do it wrong. 

Well, Members of the Committee, I believe you certainly have the 
power to continue a system that requires Americans to fill out and 
spend not 5.5 billion hours but probably 8 billion hours now, but 
you don’t really have the right to compel us to do so. What I believe 
you have the obligation to do is to free us from the income tax, get 
rid of the IRS and tear the income tax out by its roots so it won’t 
come back. 

With a retail sales tax in place, we will become a magnet for cap- 
ital from around the world and we will see a boom in this country 
the likes of which we have never known because instead of taxing 
incentive, instead of taxing savings, we are going to reward them. 
You get to keep what you earn, you get to keep vmat you save, and 
you get to make the choice for the first time since we have had an 
income tax. 

Thank you. 

[The prepared statement follows:] 
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REVrr AL!ZE THE AMERICAN ECONOMY 
REPLACE THE INCOME TAX WITH A NATIONAL RETAIL SALES TAX 
By Steven L. Hayes 

Mr. Qiainnan and Kfembers ihs Ommittee, it is a privilege to be asked to testily. My name 
is ^eve Hayes. I am an attorney who dealt widt the Intemal Revenue Code for over 20 years. 
For most of d\ose years, I complained about dte insanity of the income tax and how it was 
damag ing not Only OUT economy but also otir American way of life. In 1987, after the passage 
of the 1986 Tax Reform Act, I made the dedsion dut it was indefensible for me to continue 
pmcticmginanareaof law whidilbetfoved was wrong. Accordingly, I phased out die tax Law 
pOTdon of my piaciitt arui now our firm only practices buane» law and business litigation. 

I am also serving as the president of Citizens Fm An Alternative Tax System ('CATS'"}, a gra^ 
roots organization formed in 1990. We are all volunteers. Neidter our officers, our chapter 
directors nor our members receive salaries or cars or other perks. All of us are taking time away 
from our families and jobs because we believe that the current income tax system must be 
dianged. Our s u ppor te rs can be found at all points of the political spectrum, but we have one 
common goal— the replacement of die iruiividual and corporate income tax and die estate and 
gift tax ividi a national retail asks tax. This diange is vital to reviving our nation's economy ami 
freeing each of us from die tyranny of die income tex. 

In response to die over 5/XX) radio and TV appearances made by our spokespersons in the past 
five years, thoxisands upon thousands of people have called and written us asking for 
information about our proposal to replace the detested income tax with a national retail sales 
tax. Americans are demaruiing a tax system that causes die least amoimt government 
intrusion in our lives and diat 1^ the least negatiw impact cm the eomomy. The American 
people are fnastrated, impatient and angry because diey know diat the income tax system is 
beyond repair and believe that this should be envious to everyeme but, until recently, no one in 
Washingt^ seemed to hear. 

As these hearings so eloquently state, Washington is now listening. Many Members of Gmgress 
are commenting that when du^y return to dieir districts and conduct town meetings, their 
constituents ate demanding tax reform. When diey explain the alternatives, these Members are 
rinding that an alternative that provides fcKT the elimination of the income tax and eradication 
of the Intemal Revenue Service is preferred by margins of more than 2 to 1 . 

In its January 8, 1995 issue, JPende magazine ran an article entitled ”What If We Abolished the 
Federal Income Tax?". This article discussed replacing the income tax widi a national retail 
sakstax and invited readers to comment. In re^onse, over 40,000 letters were received. 96% 
were in favor of abolishing the income tax and replacing it with a naticmal retail sales tax and 
4% were apposed . 

Although many in Washington seem to doubt this, Americans really do understand the effects 
of taxes on their lives. They know diat the right type of federal tax will encourage savings and 
investment, reward hard work, remove an enonnous and expensive compliance bunkn riom 
businctees and individuals, be perceived as fair, tax the underground economy, be obvkms and 
not hidden, and get the IRS out of our lives. Our alternative, the national retail sales tax, meete 
die above criteria better than any of the odier alternatives being discussed. The national retail 
sales tax is simple— a flat rate applied to all retail consumption of goods and services, and 
obvkxish— when you make a retail piuxhase of a good or service, the national retail sales tax is 
dearly shown on die sales receipt. If you want to know how much federal tax you paid, all you 
have to do is foc4c at die receipt. 

What national retail saks tax rate would be needed to replace die levent^ currantly generated 
by the individual and corporate income tax? Dr. Jfdin Qualls, adjunct Professor of Economics 
end bitemationa] Affairs at Washington University in St. Louis, Missouri, used die COREMOD 
policy simulaticm model to delineate the economic effects of replacing the income tax widi a 
national retail sales tax. He found that a 16 to 17 percent sales tax rate was needed to replace 
the income tax collections of $587 billion in 1990, given a cemsumer spending level of S3.605 
trilHon in that year. 

There has been a lot erf discussion about the fairness of one alternative or another. The national 
retail sales tax has been labeled "regressive" and the income tax alternatives have been labeled 
"p r ogre s sive." This is a distortion. Some people are concerned that the national retail sales tax 
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will collect most of its tax revenues directly from lower income groups. This is not true. 
According to the Current Population Reports published by the Department of Commerce, 
American families with annual incomes tmder $18,149 account for only $500 billion of the 
$3b05 trillion of consumer retail spending. As widi the pr esen t income tax, middle* and higher* 
income families will pay the great iruijority of die national retail sales tax. 

Economists maintain that the regressivity of the national retail sales tax is overstated because 
it should be measured over a person's tifetiiM not each year. Although in some years 
consumption will not equal income, the consumption of most households roughly equals their 
lifetime income. The national retail sales tax is really a pit^ortional tax. 

However, replacement of the income tax with a national retail sales tax will have initial effects 
on people wid\ fixed or lower incomes. There are simple ways to prevent unwanted burdens 
on these people. Widi the national retail sales tax, the federal government collects our taxes in 
the simplest and fairest way. While there are a ntunber of pn^osed methods for creating a 
safety net for oiu* citizens, we believe that the most effective will be through cash rebates. 
Through the use of cash rebates we can ensure diat a family of four would essentially pay no 
natiorud retail sales tax on the first $15,000 of retail purchases in a year, approximately die 
equivalent of the standard deduction and the personal exemptions currently allowed the 
present income tax system. 

My testimony will address the national retail sales tax, the flat income tax proposal ^onsored 
by Congressman Armey and the consiuned income tax proposal sponsored Senator Nunn 
and Seiutor Domenici. 

Chairman Archer has asked that our testimony address the following points: 

1 . Is tile proposed alternative easy to comply with and does it reduce the role of the Federal 
Government in our lives? 

2. Does the proposed alternative encourage greater savings and investment? 

3. Does the proposed alternative improve the intemationa) competitiveness of American 
workers and businesses? 

4. Does the proposed alternative pick up revenue from the underground economy and 
others who currently do not comply with the tax laws? 

5. Does the proposed alternative tear the income tax out by its roots? 

IS THE NATIONAL RETAIL SALES TAX EASY TO COMPLY WITH AND DOES IT 
REDUCE THE ROLE OF THE FEDERAL GOVERNMENT IN OUR LIVES? 

Compared to the income tax, all three alternatives promise a reduced compliance burden. 
However, the national retail salgs tax is clearly tiie easiest with which to comply and will most 
reduce tiie role of the federal government in our lives. 

While on a radio talk show, a caller told me that preparing tax returns was government* 
imposed slavery. He explained that slavery was being compelled to do work tiiat you didn't 
want to do without being paid for it and being punished severely if you did not ob^. He was 
right. The f or e m o s t goal of any alternative to the present income tax should be the freeing our 
dtizens from govemment'enforced "slavery." Our intention to free Americans from tiie slavery 
of an insane tax ^stem has led some journalists to label us as the "New Abolitionists." This is 
a label of which we are proud. 

As a pro fess ional weD acquainted with the problems of complying with our present income tax 
system, it is frustrating to me when "experts" attempt to show the costs of a tax system by 
merely compiling the costs of the government agencies collecting the tax and enforcing the tax 
law. This method only reflects a small portion of tiie actual costs. Compelling taxpayers to 
amass records and prepare any type of tax return takes taxpayer time that is, in essence, an 
additional cost of the tax system. Time thus expended could have been devoted to productive 
activities. According to tiie Tax Foundation, corporations with assets of $1 million or less (more 
tiian 90 percent of aL oorporatians) paid a minimum of $387 in compliance costs for every $100 
they paid in income taxes ($14 billion in compliance costs for $3.7 billion in income taxes). 
Ironically, if this time and money could have b een devoted to the production of goods and 
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services and not to the preparation of non-productive paperwork, the economy would grow 
even more which would in turn lead to more taxes bein^ collected. 

Our current federal income tax system is beset widi administrative problems. In 1992, 
Americans filed 113,604303 individuid income tax returns (including 15,495,419 nonfarm sole 
propriety returns), 1,484,752 partnership returns axui 3,869323 corporation returns for a total 
of 118,958,278 tax returns. Awrding to GAO reports, IRS employees err on one out of every 
ten income tax returns fi>ey enter into the IRS computers, arid the IRS has more than $200 
billion in misstated payments from taxpayers arui refunds. Most troubling, the National 
Research Couridl pr^cts a major breakdo%vn could occur in the present income tax system 
before the year 2000. 

Which of file fiiree alternatives is the easiest with which to comply and most reduces the role 
of the federal government in our lives? Each of the fiuee alternatives should answer file 
following questions: 

(a) What is taxed, who files the return and who administers the tax system? 

(b) Who files the tax return and how often? 

(c) How complex is the tax return? 

WHAT IS TAXED, WHO FILES THE RETURN AND WHO ADMINISTERS THE TAX 
SYSTEM? 

National Retail Sales Tax 

Under file national retail sales tax, most Americans will not file any type of tax return. Only an 
estimated 10 million providers of retail goods and services will be required to file sales tax 
returns. Most of them will file monthly sales tax returns but the larger retail establishments 
will, as they do with state sales taxes, file more frequently. The states wilt collect the national 
retail sales tax and send the taxes collected directly to the US. Treasury. The Internal Revenue 
Service is not involved and will no longer interfere in the lives of ordinary Americans. 

Flat Income Tax 

Each American must file a tax return each month and then a thirteenth return on April 15. 
Owners of businesses must prepare thirteen tax returns for their personal taxes and thirteen 
more tax returns for their businesses. Enactment the flat income tax will require Americans 
to file a mirumum of 1 3 billion mcome tax returns each year. The flat income tax is collected 
fiirough fi^ IRS which will at least retain the powers it now has under the federal income tax. 
However, many tax practitioners believe that the IRS will have to be granted even more 
coercive powers because many people will not make their monthly tax payments on time. 
Obviously, fiiis does not get the IRS out of our lives but ensures a continuing and ever- 
increasing involvement of fiw IRS in our liv^. This is just the opposite of what any alternative 
should do. 

Consumed Income Tax 

Under the consumed income tax system, everycme must file a tax return with the IRS, which 
will still retain the powers it t%ow has under fiie federal iiKome tax. Enactment of the consumed 
income tax will require about 118,900300 income tax returns in the first year. Like fi\e flat 
income tax, the consumed income tax does not get the IRS out of our lives but ensures a 
continuing and ever-increasing involvement of file IRS in our lives. This is just file opposite of 
what any alternative should do. 

HOW COMPLEX IS THE TAX RETURN? 

National Retail Sales Tax 

The national retail sales tax return will be simple. For example, the Texas sales tax return 
measures 33" x 83". Revenue from retail sales for the period is totaled, returns are subtracted, 
and the remaining balance is multiplied by the rate of the retail sales tax. The only record 
keeping required will be to total the retail sales, the amount of sales returns or refunds and the 
amount of the national retail sales tax collected horn customers. 
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Flat Income Tax 

Except for having to prepare tax returns thirteen times per year, the flat income tax return will 
be simple for wage earners if they have no self-employment income. Ute self-employed and 
all businesses must add dteir total revenue from operatians, subtract die inputs from other 
firms, subtract the amount of wages, salaries and pensions paid to workers and subtract die 
purchases of plant and equipment. The remaining amount is then taxed at the flat rate. 

How complex will business returns be? The business returns will be much more complex in 
actual practice than in theory. Are we simply going to let businesses fill in a total amount for 
goods and services purchased from other fimis or for die purchases of plant and equipment? 
It seems naive to me that, in the interest of fairness, we aren't going to cidorce diligendy the 
limits of what is deducted from income. Is it acceptable for a business to purchase cars for 
personal use through die business or for die owner to purchase computers for each of his twelve 
children through the business and thus reduce die taxes of the business? 

Consumed Income Tax 

The consumed income tax return for individuals %vUl be very sifnilar to the tax returns we are 
now used to preparing. An individual will calculate his gross income from wages, interest, 
dividends and amounts received from die sale of aaets. From gross income the individual will 
subtract a family allowance, all "qualified savings and investments", a higher education 
deduction, and home mortgage interest, charitable contributions and alimony paid. Then the 
initial tax is calculated and a credit for social security taxes is deducted. The resulting amount 
is then paid to the IRS. 

Businesses total the revenues received, deduct die amounts paid to other firms for the goods and 
services purchased from them, including plant and equipment as well as inventory, parts, 
sillies, outside services and utilities but not wages paid to employees. This resulting amount 
is multiplied by 11%. Then a credit for the 7j65% employer portion of FICA for its employees 
is deducted and the resulting amount is the tax owed. 

This is die most complicated of the three alternatives being discussed. It will require individuals 
to keep extensive records to be able to file income tax returns. It will also require all businesses, 
not just those providing retail goods and services, to file income tax returns. 

Summary 

Clearly the alternative that is the easiest with which to comply and that most reduces the role 
of die federal government in our lives is the national retail sales tax. Over 90 million Americans 
filenotaxretumofany kind under diis system. The 10 million returns to be filed will be much 
simpler than the tax returns retailers must file under either the flat income tax or the consumed 
income tax. The IRS is required to enforce and collect the flat income tax and the consumed 
income tax but can be dismantled under the national retail sales tax. 

DOES THE NATIONAL RETAIL SALES TAX ENCOURAGE GREATER SAVINGS AND 
INVESTMENT? 

The rate a nation saves is directly correlated widi rate of economic growth and die health of 
its economy. Ktore savings reduces the cost of investment capital and increases its availability. 
Our people are taxed when they earn income, and if they then manage to save or invest some 
of it, they are taxed again on the earnings from the savings and investments. When income tax 
and inflation are subtracted from the earnings on savings and investments, many Americans are 
actually losing purchasing power when toey ch o ose to save and invest. Therefore, it should be 
no surprise that die U5. has had the lowest personal savings rate of any industrialized nation 
for the past 17 years. 

This lack of availability of capital directly affects our productivity. To become more productive, 
American businesses must continually modernize their plant and equipment, which requires 
capital. The Office of Technology Assessment estimated that each year from 1977 to 1988 the 
cost of capita] in America averaged 3.4 percent higher than the cost of capital in Japan for 
investments in machinery and equipment widi a physical life of 20 years, 4.9 percent higher for 
a factory with a physical life of 40 years and 8 percent higher for a research and development 
project with a 10-year payoff. It is not merely a coindderKe that coimtries with higher savings 
rates have higher rates of sustained productivity growth. 
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Productivity is important to America. E>r. QuaUs calculated that if the rate of productivity 
growth had continued at the same rate in the 1970's and 1980's as it was for the period 1950 to 
1967, we would live in a much different America today. At ciirrent levels of spending, diere 
would not be a budget deficit or a national debt and the average family would have $10,000 
more each year in real disposable income. 

Althou^ there are some significant differences, each alternative would eiKourage savings and 
investment and allow for increased productivity much better than the current income tax. 

National Retail Sales Tax 

Under the national sales retail tax, savings and investment will dramatically iiKrease. In a study 
by Dr. Laurence J. KotUkoff, Professor of Economics at Boston University, entitled 7IS 
ECONOhnC IMPACT OF REPLACING FEDERAL INCOME TAXES WITH A NATIONAL 
SALES TAX, Dr. KotUkoff stated, 'The shift in tax structures is predicted, in the long run, to 
raise the stock of U5. capital by at least 29 percent and potentially by as much as 49 percent and 
to raise VS. living standards by at least 7 per^nt and potentially by as much as 14 percent.." 
£>r. KotUkoff calculated that a 16.9 percent national retail sales tax rate would be needed but 
that it could decrease to 11 percent as the economy grew. 

Both Dr. KotUkoff's and Dr. Qualls' studies fo\md ti^t the national retail sales tax causes ti>e 
private savings rate (both personal and business savings) to rise substantially and produces 
faster econcxnic growti) and higher productivity. In both studies, tiw higher level of capital stock 
created under the national retail sales tax results in more job creation. More earnings by 
employees in ti\e private sector fuels more consumer spending. Consumer spending thus rises 
from its current level but actually decUnes as a percentage of GNP. 

There will al<Bn be what some economists call the "spor^ge effect". The US. is the world's largest 
market and has ti\e best infrastructure of any oountiy on eartii. When the income tax is replaced 
witii tiw national retail sales tax, it will become die world's largest tax haven and a "sponge" for 
capita! from around the world. According to Martin Armstrong of the Princeton Economic 
In^tute, replacing the income tax with a national retail sales tax will create an inflow of foreign 
capital into this country like we have never seen. Mr. Armstrong points out that the nearest 
comparable period in znodem history was in 1940. Seeking to avoid the ravages of World War 
n, capital flooded into the United States and government bond rates were at one percent. 

A more conservative estimate is that the adoption of the national retail sales tax will lower 
interest rates between 200 and 300 basis points. Overnight we will see the debt service on our 
luitional debt reduced, perhaps eru^ugh to bring die budget in balance. Our businesses will be 
more able to purchase equipment and rapidly increase productivity. Our citizens will be able 
to refmance their homes and save hundreds of dollars per memth. In short, the United States 
will experience the greatest economic boom in om history. 

Flat Income Tax 

Under the flat income tax savings and investment will increase because income from savings 
and investment will not be taxed. However, the rate of increase in savings and investment will 
be slower than under the national retail sales tax because all income and business profits are 
taxed as the money is earned. Only tiie amoxmt remaining after the income tax is deducted will 
be available for savings and investment. While ti\ere wUl be an influx of foreign capital under 
the flat income tax, the complexity the tax and the concern that it will revert ^ck to a regular 
income tax will cause the increase to be less than tmder the national retail sales tax. 

Consumed Income Tax 

Savings and investment will increase under the consigned income tax. The consumed income 
tax allows taxable income to be reduced by the amount of mcmey saved or invested. While there 
will be an influx of foreign capital under the consumed income tax, the complexity of the tax and 
tile concern tiiat it will revert back to a regular income tax will cause the increase to be less than 
under the national retail sales tax. 

Summary 

As the economic studies show and as common sense predicts, savings and investment will grow 
much faster under the national retail sales tax than under either of the other alternatives. 
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DOES THE NATIONAL RETAIL SALES TAX ENCOURAGE INTERNATIONAL 
COMPETmVENESS OF AMERICAN WORKERS AND BUSINESSES? 

The income tax seriously harms our ability to a>mpete in the global marketplace. Our major 
trading partners around the world rely hravily on consumption taxes that are applied to all 
products sold in dteir cotmtries, whether domestically made or imported, and are "border* 
adjustable/’ meaning that dw taxes on oyor t ed goods are rebated to manufacturers within their 
borders. (GATT does not allow rebates of income taxes.) 

Congressman Sam Gibbons (D-FL) has stated that tsfot income tax system has caused us to be 
a nation of expoi te rs of jobs. High-paying American jobs are vanishing overseas at an alarming 
rate. Without a border-adjustable tax, we handicap our exporters because dieir goods contain 
the cost ot our government, whereas imp orted goods do not contain any cost of our government. 
Therefore, the income tax penalizes American products and exports aiul subsidizes imports. 

To illustrate the problem, asstune duit an American-made product and an identical foreign- 
made product each have a selling price of $1X)0. Both products have, as a component of ^t 
price, built-in tax increases of approximately 20 percent or $020. (In the US. this 20 percent is 
due to mcome taxes; in oountriM such as European Common Market countries the mcrease is 
due to consumption taxes.) 

When the foreign-made product is exported to dw US., the consumption taxes are rebated to 
the foreign manufacturer as die product leaves die country. It thus arrives in the US. at a net 
cost of $S0 and the US., for all practical purposes, does not require the product to pay any 
income tax. (Former Congressman Richard Schulze stated that in 1989 the $600 billion of 
imports dut year paid an it^me tax of only 0.1 percent.) Thus, this product with a cost of $0S0 
competes against US.-made products costing $1S0. 

Further inequities occur when a US. product is exported to a foreign country. US. 
manufacturers receive no rrixite of the income tax component of the cost, and to compound die 
problem, dte foreign country will tack on tibeir consumption tax (say an average of 70 percent) 
to the cost of the good. So the $1 .00 exported item ru>w costs $1 20 and is competing against 
similar foreign piquets at $1 .00. 

Why is diis important? It is estimated that each $1 billion in exports supports 19,000 jobs in the 
US. While OUT OECD competitors' exports rar^e from 15 percent to 30 percent of their GDP, 
our exports only total 6 percent of US. GDP. ^znereasange^qports, the US. can create hundreds 
of thousands of die ty|M of high-wage jobs that our country desperately needs. 

Our international competitiveness will be affected by each of the three alternatives but in widely 
disparate ways. 

Naticmal Retail Sales Tax 

Widi die national retail sales tax, our international competitiveness will be greatly enhanced. 
The national retail sales tax is only levied on sales in the US. Our exportswillpay noUS. tax 
nor indude US. taxes in their prices. Importo into our country diat are sold at dw retail level 
will be taxed in die same manner as US. retail products. Our companies will no longer be 
forced to locate factories in other coimtries in onier to compete in a global economy. More 
hi^wr-paying jobs diat would have othenvise gone to foreign dtizens will stay in die US. With 
die national retail sales tax , we will no longer be exporting jobs to foreign countries, and our 
economy %vill rapidly grow. 

Flat Ifieome Tax 

Like the current incenne tax and die consumed income tax, the prices of US. exports will indude 
income taxes. Unlike die national retail sales tax, the flat income tax does not prevent imports 
from utilizing transfer pricing to largely avoid paying US. taxes. Under the flat income tax a 
company can still prodtue a product for $25in cmmtry Y but seU it to its US. subsidiaiy for $.80 
and then sell it in the US. for $1 SO. The only portion of the profit taxable under the flat income 
tax will be the difference between $.80 and $1 .00. 

Consamed Income Tax 

Under die consumed income tax, a US. company's earnings on exports are not taxed. Like the 
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current income tax and the flat income tax, the prices of US. exports will include the cost of 
consumed income taxes paid by all the company's suppliers in the US. The consumed income 
tax imposes a flat 11% import tax on the sale in US. of foreign imports. 

Summary 

In the arena of international commerce, tfie national retail sales tax is dw clear winner. US. 
exports are not taxed at aU and imports will be subject to the same 16% to 18% national retail 
sales tax that US. products carry. In addition, unHke the flat income tax and the consumed 
income tax, US. ex p orts will not have to include in their prices the amotmte of income tax paid 
by everyone in die chain of production. 

DOES THE NATIONAL RETAIL SALES TAX PICK UP REVENUE FROM THE 
UNDERGROUND ECONOMY AND OTHERS WHO CURRENTLY DO NOT COMPLY 
WITH THE TAX LAWS? 

We must remember the old adage that laws are no stronger than die devotion of die people to 
them. The presen t income tax is increasingly viewed as being anything but fair and die devotion 
die people is becoming severely strained. Once our voluntary compliance rale was the envy 
of the world. Now, even many in the IRS admit that substantial volimtary cc»npliance widi die 
federal income tax is a thing of the past. In 1994, an estimated 10,000,000 taxpayers elected to 
drop out of the system altogether. 

The underground economy is die fastest growing segment of our economy. It is estimated that 
$127 billion of taxes went uncollected in 1992 due to the undergrotmd ecmiomy . Many analysts 
believe that estimate is too conservative and that a figure of $200 billion is closer to the truth. 
The underground economy encompasses not only illegal sources of income, such as drug 
dealing, gambling and prostitution, but also the average ordinary citizen who accepts a lower 
price for cash payments and doesn't report die income; the businessman who keeps two sets 
of books and pcx:kets a portion of the sales or takes improper deductions; or the self-employed 
person who charges personal expenses through die business. 

National Retail Sales Tax 

There will be an element of noncompliance under any tax system, but the national retail sales 
tax will be much harder to evade. Taxpayers who take improper deductions, drug dealers and 
people who refuse to file income tax returns or report ^ of their income have one thing in 
common~they all purchase goods and services. The national retail sales tax ensures that each 
of these groups pay their fair share when they buy their automobiles, yachts, televisions, etc. 

Will diere be people who refuse to pay the national retail sales tax? Yes. There are always going 
to be people who refuse to pay any tax. However, it is much more difficult to avoid the national 
retail sales tax than any income tax. In California, the State Board of Equalization's statistics 
show that 90% of the state sales taxes are paid by 8% of the providers of retail services. 
California sales tax officials believe that there is litde or no evasiem from diis 8% of die retailers 
because of their size and their accounting systems. Since it is unlikely that all of the remaining 
92% of the retailers will be dishonest, the amount of evasion, even if the rate was increased to 
18%, will likely be between 5% to 7%— far better than the 17% to 25% experienced under an 
income tax. 

Flat Income Tax and Consumed Income Tax 

To the extent that deductions are eliminated, the flat income tax or the consumed income tax 
may have some effect on reducing the portiem of die underground economy that is caused by 
people who take Improper deductions under the present income tax. However, diere is a high 
likelihood that this reduction may be offset by an increase in improper business deductions 
because of die way both alternatives propose to tax business. In addition, the only way for 
either alternative to even tax a small part of die remainder of the underground economy is to 
inaease the coerdve powers of the I^ against all citizens whether diey are honest or dishonest, 
and our coimtry will slide further away from freedom toward "Big Brother." 

Summary 

The national retail sales tax is clearly better at ensuring that all Americans pay federal taxes and 
it accomplishes this without having to increase die harassment of our citizens or involve the IRS. 
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DOES THE NATIONAL RETAIL SALES TAX TEAR THE INCOME TAX OUT BY THE 
ROOTS? 

The IRS has the ability to suznin(»^ nearly all of our financial reconis without our ccaxsent and 
pry into each of our private lives. Taxpayers are presumed "guilty" until they can prove their 
"innocence". Yet, it has become apparent that the only way the can continue to collect the 
income tax from our citizens is to become more and more coercive and intiinidating. This is 
uiucceptable and canrxot be tolerated if we really are a free society. 

National Retail Sales Tax 

The national retail sales tax is the only one of the alternatives that allows us to "tear the income 
tax out by its roots." The national retail sales tax will be administered by the slates. Over 100 
million Americans will be freed from the obligation of filing tax returns and being sul^ected to 
IRS harassment and audits. The remaining 10 million will file much Ampler and tax 
returns tiian under the flat income tax or tite consumed income tax. 

Flat Income Tax and Consumed Income Tax 

The flat income tax and consumed income tax are still income taxes. They require all of us to 
file ituxnne tax returns with the IRS. All of the IRS apparatus and computers and dossiers will 
still be in place. A future Congress will only have to slightly modify this and change Aat and 
suddenly we have the same type of horrible income tax ^stem that we are ea^rJy discussing 
eliminating at toese hearings b^use the forms, toe computers and the enforcement apparatus 
will still be in place. 

Is this an unlikely scenario? I think not. Since the 1986 Tax Reform Act, Commerce Clearing 
House has counted more than 5,000 changes to toe Internal Revenue Code . If there is an income 
tax, there will be a huge temptation to direct investment or activities and toere will be an 
unlimited amount of contributions to be reaped from ccmstituents and lobbyists who want tax 
favors. 

Summary 

The national retail sales tax allows for the elimination of toe IRS. The flat income tax and toe 
consumed income tax ensure that the IRS will continue to be involved in our lives. 

CONCLUSION 

We believe that repealing toe income tax and tearing the IRS out by its roots is the most 
important ingredient in an alternative tax system. An income tax and toe IRS are anathema to 
a free society. In For Good And Evil, Charles Adams' important work on the impact of taxes 
on civilization, he points out that the astute Greeks (^served that tyranny (oppre^ive 
govemnuent) was toe consequence of the wrong kind of taxation; cxmversely liberty was toe 
consequence of the right kind of taxation. And what was toe right kind? Sales and customs 
taxes, said toe Greeks. The wrong kinds of taxes that produced bad government were direct 
taxes like income and production taxes. The Greeks came to these conclusions, not from reason, 
but from toe examples of history. 

Our income tax has proven that the Greeks were ri^t. Much of our liberty has been lost to 
make our income tax system work, exactly as toe Greeks predicted. Selecticm of toe b^t 
alternative to toe income tax is important to the cause of freedom and man's dignity. 

Amerioa has remained free because men and women have been unwilling to allow tyraxmy and 
oppression to dim toe light of freedom. Citizens For An Alternative Tax System believes that 
the opportunity to eliminate a system of taxation that has become oppressive everywhere it has 
been used in history— toe income tax— existe today. 

We must not let tois dumce be lost. If we allow the income tax to continue, we will be harshly 
judged not only by Americans Uving today but also by future generations. Replacement of the 
income tax system with a national retail sales tax is toe solution that is needed by America. 
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Chairman ARCHER. Mr. Moore, you may proceed. 

STATEMENT OF STEPHEN MOORE, DIRECTOR OF FISCAL 
POLICY STUDIES, CATO INSTITUTE 

Mr. Moore. Thank you, Mr. Chairman. I am Stephen Moore, di- 
rector of fiscal policy studies at the Cato Institute. I thank you for 
holding these truly historic and revolutionary hearings. I must say 
that I never thought I would see what we have seen in the last 3 
days in this room any time in my lifetime or at least any time in 
this century. 

I also thank you for coming up with a proposal that I think is 
probably the most liberating public policy idea that this country 
has seen in several decades — Ronald Reagan, God bless his heart, 
never came up with an idea — this liberating idea of getting rid of 
the income tax, and I use that word purposefully, “liberating,” be- 
cause that is what this idea is about. 

About 4 years ago the Cato Institute got very involved in the 
issue about whether we should abolish the income tax. Interest- 
ingly enough, when we came up with this idea we had Larry 
Kotlikoff, whom you heard from earlier, do a study for us looking 
at the impact of this. People used to roll their eyes and say, there 
goes the Cato Institute with one of their utopian fantasies. 

It is very interesting to me how this issue has developed. We 
don’t see it as a utopian fantasy anymore. In fact, what we used 
to say, to borrow a phrase from a fellow Texan of yours, if we 
adopted a national sales tax idea and had zero tax on corporate in- 
come, zero tax on personal income and zero capital gains tax, that 
that giant sucking sound you would be hearing would be capital 
from all over the world flowing into the United States. 

Imagine that there was no income tax, that there was no April 
15 to dread any longer, that there was no H&R Block to deal with 
every year. Our cities would begin to look like gleaming versions 
of Hong Kong. I truly believe that our problem in this country 
would be that we would have a shortage of stocks and businesses 
to invest in, a shortage of workers. We would make Japan and Ger- 
many look like they were standing still. And I think that our for- 
eign rivals would be forced to either comply and join us in getting 
rid of their income taxes, or fall further and further behind eco- 
nomically. 

I think this is an issue where the public, notwithstanding you, 
Mr. Chairman, is way ahead of the politicians. I have worked with 
Steve Hayes and CATS over the last 4 years and have been 
amazed at the extent to which this is a populous issue, very much 
like term limits. You see very strong, deeply rooted interest and 
support for this issue among grassroots Americans. 

It is interesting, because I have heard over the last 3 days a lot 
of the opponent talk about how this is an idea that will just help 
the rich “fat cats.” If you go to a CATS meeting in Cleveland, Ohio 
or Houston, Tex., ana you go to one of their townhall meetings, it 
is not rich Wall Street “fat cats” that want to get rid of the income 
tax; it is busdrivers and schoolteachers and grandmothers, real 
people with real jobs, and they are very concerned about our cur- 
rent system. 
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So let me say, the proposal that we have come up with — and ev- 
eryone has a different version of the national sales tax, but there 
are basically four features of the proposal that we have come up 
with. First, we would eliminate the entire personal income tax, cor- 
porate income tax, capital gains tax and the estate tax. And by 
doing that, you can replace that with about an 18 percent flat rate 
national sales tax. This would apply to all final-use goods and serv- 
ices. The only thing that would be exempted would be housing, 
under our plan. 

The second feature of our proposal — and this is important be- 
cause it gets to the idea of regressivity of a sales tax — is that we 
would provide a $5,000 per person exemption or what you should 
call a “rebate.” So if you are talking about a family of four, $20,000 
of their first purchases would be exempt from the tax in a given 
year. This makes the system a nonregressive tax. 

In a sense, what we are coming up with is the equivalent of what 
Mr. Armey has in his plan with the zero bracket up to $36,000, al- 
though we would make it $5,000 per person. His is, I think, 
$36,000 for a family of four. But if you wanted to make your ex- 
emption as generous as his, you could do that very easily. Just 
make the exemption $9,000 per person. The bottom line is that 
there is no reason that a national sales tax has to be regressive. 

The third feature of this is that we would bring about the dis- 
mantling of the IRS by having the States collect the sales tax. As 
you know, Mr. Chairman, 45 States already have sales taxes in 
place, and one of our worries is that we want to make sure that 
we don’t get a sales tax and an income tax. One of the ways of 
doing that, I think, is when you bring in place the national sales 
tax, we dismantle the infrastructure of the income tax in Washing- 
ton, to have the States collect it, and I think the States would sim- 
ply then piggyback off of the Federal tax system. By the way, this 
would not be an unfunded mandate. Under our plan, we would re- 
imburse the States for the cost of collecting the tax. 

Finally, and I think most importantly — and I haven’t heard too 
much talk about this over the last 3 days — we would require a 
supermajority vote to either raise the sales tax or to reintroduce 
any other of the taxes that have been eliminated. I think that a 
very key feature, if you want to get support for this idea, is a 
supermajority, something like a two-thirds vote requirement in 
both Houses. 

I am sure you are familiar with the Kotlikoff plan we have come 
up with. I am not going to go over the economics of that. Let me 
conclude by saying this, and this is one area where I may disagree. 
If you look over the last 3 days of these hearings, there is vast sim- 
ilarity between the plans that have been introduced — the Armey 
plan, the Nunn-Domenici plan and the Archer idea. While I am to- 
tally committed to a national sales tax, I also don’t think we should 
let the ideal be the enemy of the good. If you can pass an Armey 
flat tax plan this year, do it. I think that would certainly be a very 
strong movement in the right direction, and I think that this is one 
of those canyons; to get to a national sales tax, we may have to 
leap this canyon in two leaps, go to the Armey flat in leap one, and 
once we have established the principle, both flat rate tax systems 
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with no deductions, then I think it is a logical conclusion to say, 
what do we need an income tax system for? 

Thank you very much for holding these hearings, Mr. Chairman. 
[The prepared statement follows:] 
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TESTIMONY OF STEPHEN MOORE 
CATO INSTTTUTE 

Thank you Chairman Archer for the opportunity to testify 
during these three days of congressional hearings on radical 
overhaul of the U.S. tax code. I commend your leadership and 
courage for convening these historic hearings. 

A revolutionary change in our tax system is fundamental to 
re-energizing the American economy and restoring the American 
dream. Although Congress may not be ready quite yet to enact a 
flat tax or a national sales tax, let me assure you that the 
public is. Americans are entirely exasperated with the current 
income tax--they want a system that is simpler, fairer and more 
pro-growth. A recent article in Parade Magazine asked readers 
whether they would favor a national sales tax over the current 
income tax. More than 50,000 responses have been received. They 
are running 50 to 1 in favor of abolishing the income tax. Even 
IRS agents are writing in saying we should scrap the income tax. 

Let me state my overall conclusions from the start. 

1) The entire personal income tax, corporate income tax, 
capital gains tax, and estate tax can and should be replaced with 
an eighteen percent national sales tax that protects the poor. 
Eventually, as we cut down on the size and scope of the federal 
government and accrue the dynamic revenue feedback effects of 
hyper-charged economic growth that would result from abolishing 
the income tax, the sales tax rate could be lowered to well below 
15 percent. 

2) We ought to consider enacting the Armey flat tax plan as 
an intermediate step to abolishing the income tax completely. 
Although there is much disagreement over the merits of a flat tax 
versus a sales tax, what is most remarkable in this debate is not 
how different these two plans are, but how similar they are. For 
example : 

* The Armey plan and the sales tax plan both vastly simplify 
the tax code. 

* The Armey plan and the sales tax plan both have a 17 to 20 
percent flat tax rate. 

* The Armey plan and the sales tax plan both eliminate all 
deductions in the tax code. This means that both plans are 
fighting a common enemy: the army of special interest groups who 
have spent decades carving out their special interest exemptions 
and loopholes. 

* The Armey plan and the sales tax plan both have virtually 
an identical tax base: consumption. The economic impact is very 
similar and explosively positive. 

Mr. Chairman, it is my view that you and Mr. Armey agree on 
far more than you may think. 

The only real dispute“-and this is certainly an area of 
enormous consequence--is whether we should collect the tax 
through a postcard income tax return or at the cash register. 

This is where the sales tax in my opinion is far superior in the 
longterm to the fiat tax. I favor a national sales tax because I 
believe that the income tax is incompatible with a free society. 
The IRS routinely intrudes on our basic civil liberties and 
privacy rights--and it's intrusions are getting worse all the 
time. I want an America where it is no longer the government's 
business how much money you make and what you do with it. 

Still, it may make sense to enact the flat tax immediately 
and the sales tax later--as Cato has advocated in our Handbook 
for Congress. Once we have established the principles of a low 
flat rate tax on consumption with no dGductions--and all the 
special interest lobbies have been steamrollered--it is a logical 
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next step to scrap the income tax entirely. This may be a canyon 
that needs to be crossed in two leaps. The first leap should be 
the flat tax. The second the sales tax. 

In earlier testimony the case against the income tax and 
for a national sales tax has been eloquently presented. I will 
therefore discuss not the issue of whether a national sales tax, 
but how . I also want to debunk some of the common myths 
circulating about the alleged impracticalities of a national 
sales tax. 

The Cato Institute has developed a national sales tax plan 
with the following four features: 

* An 18 percent sales tax on all final use goods and 
services (this is not a retail sales tax) except housing and 
securities. Over time the rate would gradually decline to below 
15 percent. 

* Every American would receive an annual rebate on the tax 
paid on the first $5,000 of purchases. This would mean that for 
a family of four, the first $20,000 of consumption during the 
year would be tax free. 

* The states--45 of which already have an income tax — would 
be responsible for collecting the national sales tax. (The 
federal government would reimburse the states for the cost of 
collection. This would not constitute an unfunded mandate.) 

With the states collecting the tax, the federal IRS police force 
would be largely disbanded, with the infrastructure of the 
income tax system dismantled, it would be very difficult for a 
new income tax to be reinvented. 

* A two-thirds supermajority requirement in both houses to 
raise the sales tax or any other federal tax. 

The national sales tax is the only plan that fixes all of 
the defects of the current income tax system. Here is how: 

1) Because the sales tax exempts all savings and investment, 
the double taxation problem would be eliminated. Because the 
sales tax is a single flat rate, the disincentive effects from 
high marginal rates would be eliminated. That giant sucking 
sound you would be hearing would be investment capital from 
across the globe sweeping into the United States. 

2) By eliminating the income tax entirely, compliance costs- 
-estimated at $200 billion a year--would be substantially 
reduced . 

3) The sales tax would virtually eliminate the Internal 
Revenue Service. The sales tax is the only plan that solves the 
intrusiveness of the current system. 

4) A sales tax would be paid by consumers every time they 
purchased a good or service at the cash register. Because the 
tax would appear on the receipt, the sales tax would be highly 
visible to taxpayers. All purchases — from an 89 cents grape 
Slurpee at seven-11 to a $20,000 Ford Bronco--would be taxed. 
Taxpayers would be constantly reminded of what a hefty price we 
pay for government in America today. 

A common question that I am asked about this plan is: Do the 
numbers really add up for the sales tax to raise as much revenue 
as the income tax does? To answer that question, in 1993 the 
Cato Institute commissioned a study by economist Lawrence 
Kotlikoff of Boston University to examine the economic impact of 
replacing federal income taxes with a national sales tax--roughly 
as described above. The purpose of the Kotlikoff study was to 
determine a) What would be the impact of the sales tax on 
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economic variables such as savings, wages, and output? and b) 

What is the necessary sales tax rate to completely replace on a 
revenue neutral basis the federal personal income, corporate 
income, and estate tax? 

Kotlikoff discovered that to completely replace federal 
income taxes would require an initial sales tax rate of 17.4 
percent. After five years the rate could be reduced to 15.4 
percent, and after ten years the rate could be lowered to 13.9 
percent. The reason the rate can be lowered is that the study 
finds a very positive economic feedback from the tax change. 
Specifically, the Kotlikoff study finds that after ten years, a 
national sales tax would: 

1) More than double the national savings rate. 

2) Increase the capital stock by 8 percent above the level 
attained under the current tax system. 

3) Raise income and output by 6 percent more than would be 
achieved under the current tax system. That would increase 
national output by almost $400 billion per year. 

4) Lift the real wage rate by 3 percent. 

5) Reduce interest rates by 50 to 100 basis points. 

Kotlikoff concludes the Cato study by issuing the following 
endorsement for a sales tax: "A shift to a national sales tax has 
the potential for dramatically improving incentives to save. The 
distortion to save is so great under our current system of income 
taxation, that it appears we could switch to consumption 
taxation ... and end up with much higher rates of saving and 
capital accumulation and a higher level of per capita income." 

What then, are the arguments against the national sales tax? 
Here are the most common objections, and the reasons these 
objections are exaggerated, or in some cases, just plain false. 

Objection 1. The sales tax is regressive. 

The rebate feature of the national sales tax makes this 
proposal nonregressive . Remember, a family of four would pay no 
tax on its first $20,000 of purchases each year. This is the 
equivalent of a zero bracket under the income tax. It is similar 
to the Armey personal deduction--though not as generous. 

There are various ways of providing this rebate. Assuming 
that the sales tax were set at 18 percent, a family of four would 
be entitled to a rebate of $3,600 ($20,000 x 18 percent) for the 
year. The government could send a quarterly rebate check of $900 
to every family of four; a $450 check to every family of two; and 
so on . 


Another possibility would be to provide every family with an 
annual "smart card" that would have a sales tax credit based on 
family size. A married couple with no kids would receive a 
$10,000 credit on its card. Each time the couple made a 
purchase, the smart card would deduct that amount until the 
card's $10,000 credit was used up. After the first $10,000 of 
purchases, the family would begin to pay the sales tax. 

So it dead wrong to argue that a sales tax is inherently 
regressive. 

Objection 2: A sales tax of 18 percent would entail large- 
scale evasion . 

A national sales tax of 18 percent, when added to the 
existing states sales taxes, would bring the total sales tax to 
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between 20 and 25 percent. 


Critics are right when they argue that a sales tax this high 
would encourage evasion. But compared to what? Evasion is 
already a huge problem with the income tax. An estimated $150 
billion of income tax goes uncollected each year--according to 
the IRS's own calculations. Moreover, states report that the 
their sales taxes are generally easier to collect than their 
income taxes, because there are so fewer points of collection. 


I believe that much of the evasion that goes on with our tax 
system is a result of the correctly perceived unfairness of the 
system. Once we move to a national sales tax that is perceived 
as fair, simple and just, compliance rates will climb 
substantially. This is also true of the Armey flat tax as well. 


Objection 3: the sales tax may not be a replacement, but 
rather an add-on to the current income tax. 


A very legitimate concern voiced by many conservatives is 
the danger that America will end up with both a sales tax and an 
income tax. This has been the experience with the consumption 
tax VATs in Europe. For this reason, some critics argue that the 
sales tax is only acceptable if the 16th Amendment to the 
Constitution authorizing a federal income tax were repealed. 

That would certainly be highly desirable, but is not necessary. 

To protect against the reintroduction of the income tax, I would 
insist on a supermajority tax raising requirement. 

Objection 4: The national sales tax has been a political and 
economic disaster in Europe and Canada. 

VATs have had highly negative consequences in Europe. They 
have not raised savings rates, they have not reduced income tax 
burdens, and they have been an engine of growth of government. 

For these reasons, I strongly oppose a value-added tax. But no 
European nation has implemented a national sales tax as a 
complete replacement for the income tax. This is the critical 
difference between our proposal and what has occurred in Europe 
and Canada. 


I believe that the national sales tax is the superior tax 
reform proposal on the table. Many of the reform ideas now in 
the mix““including the Nunn-Domenici plan--will soon fall out of 
the picture and the national debate will begin to revolve around 
just two proposals: the flat tax and the national sales tax. My 
preference is the sales tax, but either of these would be vast 
improvements over the current system. 
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Chairman Archer. Thank you, Mr. Moore. 

Our last witness of the day is Michael Rothschild. 

STATEMENT OF MICHAEL ROTHSCHILD, PRESIDENT, 
BIONOMICS INSTITUTE, SAN RAFAEL, CALIF. 

Mr. Rothschild. Thank you, Mr. Chairman. My name is Michael 
Rothschild; I am president of the Bionomics Institute located in 
San Francisco. Our work is to help both the general public and pol- 
icy leaders such as yourselves understand the profound nature of 
the changes taking place in our economy because of the invention 
of the microprocessor. I also work as a consultant and as a 
businessperson in Silicon Valley. 

Let me cite one fact to you. Since 1971, when the microprocessor 
was invented, the cost of dealing with information has fallen 10 
millionfold. That is like dropping the price of a barrel of oil from 
$20 to 2 cents. That is like being able to buy a brandnew 747 for 
the price of a large pizza. This collapse in the cost of information 
is leading to a complete and total transformation of our economy. 
We are leaving the machine age and entering the information age, 
and because of that, are now in a period in our country and indeed 
around the world where we have literally an unlimited number of 
investment opportunities for a complete transformation of the econ- 
omy and a much higher level of prosperity than any of us can real- 
ly imamne. But to bring that into existence, we have to have a 
level of savings to marry up with new ideas, because you can’t just 
have a new idea and turn it automatically into products. You have 
to be able to invest capital to create the laboratories, to write the 
software to create those new products. In that regard, we have 
done grievous harm to ourselves over the years by punishing sav- 
ings tremendously through the income tax system. 

As a matter of fact, I do not even like to use the phrase, “the 
income tax.” I call it a “family savings tax”; it is not an income tax, 
it is a family savings tax system. Think of it this way, the first 
$15,000 or $16,000 of income to a family is not taxed. That is about 
the level computed as required to have a minimum level of exist- 
ence. It is only when a family has enough revenue to begin to be 
able to save, has potential savings, that the so-called “income tax” 
kicks in. 

So, in effect, our system really exists as a tax on family savings. 
And it is no wonder that we have among the lowest saving rates 
among industrialized nations, and we are near our all-time low in 
savings rates. This is, in my view, a catastrophic condition at a 
time when we face virtually unlimited investment opportunities. 

The problem with the flat tax — and I must disagree with my 
friend Steve Moore — is that it is still a family savings tax, in my 
view, even though the rate starts off being flat. It will inevitably 
lead to great complexity. As you have pointed out. Chairman Ar- 
cher, we have to pull the income tax system out by its roots or it 
will grow back. 

I brought this chart to show why it is so essential to change the 
basis of tax to consumption rather than taxable income. What I 
show is that when you try to compute taxable income, the larger 
circle representing a family, salaiy comes in, a portion of it is 
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saved, becomes investment, spins off interest, dividends, capital 
gains and the rest is consumed. 

When you have four flows in the middle of the chart, it is 
through that area that we try to calculate so-called “taxable in- 
come,” and that is where the special rules, regulations and loop- 
holes come in. 

It is inevitable that people will always have a good reason why 
a certain piece of their income or their savings ought to be exempt- 
ed. That is why we generate such incredible com^exity in the Tax 
Code. It is only when you go to the end of the system, to the final 
purchases level, that it is quite clear what the basis of the tax 
ought to be. The cash register receipt for a sales tax system auto- 
matically calculates that. There is no definitional problem, and we 
have not seen an issue of creeping definitional complexity in any 
of the 45 States which has a sales tax. 

I am concerned that even though the proponents of the flat in- 
come tax talk about being able to file on a postcard, that that post- 
card sized tax return would soon grow to poster size. 

Last, I would like to talk about fairness and morality. I agree 
with Steve Moore’s idea of what I call a universal rebate, not to ex- 
empt certain types of items, food, medicine, what have you, but 
simply to say that perhaps for the first 15,000 dollars’ worth of 
spending that there is a full rebate. So for a 16 percent rate, that 
would be 2,400 dollars’ worth of taxes, so every quarter we would 
automatically send back $600. What would the family have to do 
in order to get that? Simply send in an honest to God postcard size 
filing like the top half of the 1040 which simply lists the people in 
the family, and their Social Security numbers, that is it. 

After a universal rebate takes regressivity out of the problem en- 
tirely, then you are in a true ability-to-pay system. Obviously, if I 
go out and buy an $80,000 Mercedes, which I have never done, but 
if I were to do so, I am demonstrating my ability to pay in the proc- 
ess of making that kind of consumption. So this is the fairest of 
systems in that sense. 

And finally, let me close on this point. Some would have us be- 
lieve that it is not good enough to simply have taxes proportionate, 
if you would, depending on one’s ability to pay as demonstrated by 
the rate of consumption. Their concern is that some people simply 
shouldn’t get richer than other people, that getting wealthier, sav- 
ing your money, and making something for your family is somehow 
immoral. I believe this can be traced back to thinking of the ma- 
chine age, of Karl Marx, who believed that the economy was a zero 
sum game. In the machine age view, for you to get richer I had to 
get poorer, the great steam engine of the economy could only run 
so fast and produce so much. 

But we have entered the information age. It is a positive sum 
economy because of the vast technological change I alluded to ear- 
lier. You can get richer as I get richer. There is no limit unless we 
are unable to save money. Today, we are unable to save in America 
because of the family savings tax system we call an income tax, 
and I hope that you are very successful in your leadership on this 
issue and bring us into the 21st century with a national sales tax. 

Thank you. 

[The prepared statement and attachment follow:] 
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Redesigning the Federal Tax System 
for the Informaton Age Economy 

by Michael Rothschild 
President, The Bionomics Institute 


Introduction 

Mr. Chairman and Members of the Committee, it is a great privilege to testify at these 
hearings on fundamental tax reform. My name is Michael Rothschild. I am president of 
The Bionomics Institute, an educational foundation based in San Rafael, California. The 
mission of The Bionomics Institute is to help policy makers and the general public 
understand how the radical technological breakthroughs of our age are transforming the 
fundamental nature of economic life. Our work is supported by hundreds of private 
individuals, including many high-tech entrepreneurs, committed to helping bring about a 
new era of freedom, opportunity, and prosperity for all Americans. 

We believe that recent breakthroughs in information technology have created an 
historically unprecedented opportunity for an explosive increase in human prosperity. 

Not all nations, however, will seize this moment and make the most of the stunning 
opportunities presented by the rise of the Information Age. Indeed, we believe that unless 
the United States quickly abandons obsolete economic policies-like the federal income 
tax-that were originally designed for the conditions of the Machine Age, the American 
people may miss their chance to achieve the great prosperity promised by the Information 
Age. Along with balancing the federal budget, we believe that replacing the federal 
income tax with a non-regressive National Sales Tax is the single most vital economic 
reform Congress can make in creating an environment that nurtures rapid and sustained 
economic growth. 


The Microc hip Revolu tion: From the Machine Age to the Information Age 

Just as the fall of the Berlin Wall marked a new epoch in world affairs, last November’s 
election (following the Wall’s collapse five years to the day) opened a new era in 
American political life. Almost no one predicted it, but we are now living through a 
period of sudden, discontinuous change-a radical transformation of human society. We 
are leaving the Machine Age and entering the Information Age. 

Grasping the economic policy implications of this transformation must begin with an 
understanding of its root cause: a technological innovation of unprecedented magnitude. 
Consider this fact: Every week, without pause, one billion new microchips flow from 
factories around the world. A billion a week. By the year 2000, that number will be two 
billion a week. Just 25 years ago, the number was zero. 

Microprocessors, DRAM memory, SRAM memory, ASIC chips, microcontrollers, 
electro-optical converters, and a menagerie of other specialized chips pour out of 
assembly facilities to be immediately stuffed into personal computers, cellphones, pagers, 
fax machines, satellites, CAT scanners, camcorders, cars, and an ever-expanding list of 
intelligent machines. 

Services that we already take for granted-paying by credit card at the gas pump or 
drawing cash from an automatic teller machine-were inconceivable in 1 969, when Neil 
Armstrong set foot upon the moon. The Internet. Desktop videoconferencing. 
Genetically engineered foods. Direct satellite broadcasting. The future is coming on so 
fast it seems like someone’s jammed history’s fast forward button. What was technically 
impossible yesterday is here now and it’s cheap-all because of the microchip. 
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Since the computer-on-a-chip was invented in 1971, the cost of handling infoimation has 
plunged ten million-fold. That’s like being able to buy a brand new $175 million Boeing 
747 for the price of a large pizza. Never before in human history has the cost anything 
dropped so far so fast. And given what the semiconductor technologists already know 
how to do, we will wimess another thousand-fold cost plunge in the next five years. 

If the price of crude oil were projected to drop a thousand-fold — from $20 to 2c a barrel, 
every economic forecaster would predict an enormous boom. Lower prices for gasoline, 
heating oil, and the energy absorbed in making industrial products would free consumers 
to shift their consumption to goods and services now beyond their reach. As the cost of 
basic necessities collapsed, living standards would surge. 

Airlines and electric utilities, among the major oil users, would have a field day. But 
energy-producing competitors, like coal mines and solar energy firms, would be wiped 
out. Job losses and bankruptcies would devastate the energy sector, while the rest of the 
economy grew by leaps and bounds. 

No oil price plunge is on the horizon, but the collapsing of cost information is working in 
much the same way. From biotechnology to finance to the media, America’s information 
intensive industries are experiencing stunning rates of growth. At the same time, 
traditional industrial organizations are going through wave after wave of downsizing and 
consolidation. The Sunday classifieds are choked with ads begging for workers with 
advanced information-technology skills, while unskilled workers have precious few 
options. In effect, the American economy is spontaneously reorganizing itself around the 
profits generated by cheap information just as it once organized itself around cheap land 
or cheap energy. 

Like the steam engine that ended the Agricultural Age and ignited the Machine Age, the 
microchip deserves both the blame and the praise for these ineluctable trends. But it is 
not widely appreciated that the forces unleashed by the microchip dwarf even the 
transformative power of the steam engine. The development of a more powerful engine 
had only a marginally positive impact on the rate of progress in other fields. But faster 
computers and enhanced software help improve engines as well as all other technologies. 

To recast a conventional economics term, of all technologies, it is information technology 
which has the highest “multiplier effect.” Because better information technology 
accelerates the rate of innovation in every field of science and technology, and because 
the cost of information technology is imploding, the microchip’s multiplier effect is 
magnified, unleashing the most powerful wave of economic growth in all human history. 
In a way not seen since the last great information technology breakthrough-Gutenberg’s 
printing press-ended the Dark Ages and launched the Renaissance, the microchip is an 
epochal technology with the most profound economic, social, and political consequences. 
For decades to come, our economy has the potential to grow far faster than our 
population-if we do not cling to outmoded economic policies that unintentionally stymie 
this growth. 


The Bionomic View: From “Economy as Machine” to “Economy as Ecosystem” 

Since economic growth of such magnitude is beyond our historical experience, it is hard 
to imagine. But our inability to grasp the economic implications of the microchip 
revolution is rooted in something more subtle than a lack of comparable experience. My 
own view is that most of us are blinded by an outmoded economic mindset, a worldview 
that we inherited from the Machine Age, a paradigm that I call “economy as machine.” 

Just consider the language that circumscribes conventional economic discourse-on the 
Left as well as the Right. The economy is always “losing steam” or “picking up speed.” 
Congress uses subsidies, taxes, and regulations to tinker with “broken market 
mechanisms,” while the Federal Reserve “primes the pump,” “fine-tunes the engine,” and 
“brakes inflation.” Indeed, every time new technology shows signs of creating too many 
new jobs and rewarding workers for higher productivity with higher real wages, all the 
experts nod and agree that “the economic engine is overheating.” 
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The philosopher Ludwig Wittgenstein once wrote that “The limits of our language are the 
limits of our reality.” By this he meant that human beings cannot conceive, much less 
discuss, an idea unless that concept has first been made accessible through language. If 
we don’t have a word to convey an insight, that insight simply doesn’t exist. How can we 
possibly hope to understand the nature of economic growth when we insist on describing 
the economy as a machine? Have you ever seen a machine grow? 

At a time when mind-boggling new technologies make possible unheard of economic 
growth rates, we remain trapped inside a Machine Age metaphor that precludes any 
intelligent discussion of economic growth. As The Economist recently put it, 
“Economists are interested in growth. The trouble is that, even by their standards, they 
have been terribly ignorant about it. The depth of that ignorance has long been their best- 
kept secret.” The culprit, in my view, is the “economy as machine” paradigm. 

Making sense of the Information Age economy will require more than a minor revision of 
this old economic paradigm. We need radically new thinking. As the social 
commentator Peter Drucker put it in a recent Atlantic Monthly . “We need to develop an 
economic theory appropriate to a world economy in which knowledge has become the 
key economic resource and the dominant, if not the only, source of comparative 
advantage.” 

Recognizing this challenge and the inherent limitations of “economy as machine” 
thinking, I put forward a radically new view of economic life in my book Bionomics: 
Economy as Ecosystem (Henry Holt & Company, 1 990). Bionomics argues that a market 
economy is remarkably similar to an evolving rainforest. Populated by organizations 
rather than organisms, the economic rainforest is a staggeringly complex network of 
feedback loops, relationships that are competitive, symbiotic, predatory, and parasitic. 

Just as the genetic code inside organisms evolves through mutation and natural selection 
as those organisms adapt to particular ecologic niches, the technologic code inside 
organizations-blueprints, databases, algorithms, check lists, and procedure manuals- 
evolves through irmovation and competition as those organizations reshape themselves to 
fit specific market niches. In the most abstract sense, both rainforests and economies are 
self-organizing information networks. 

Neither the natural nor the economic rainforest was planned. Both economies and 
ecosystems evolved spontaneously. The mind-numbing complexity of each system 
means that neither ctm be planned or controlled by some central authority. 

>From the bionomic perspective, technological evolution is the ultimate source of all 
progress and economic growth. By applying an ever expanding stockpile of scientific 
knowledge to real world problems, human beings discover ways to squeeze better results 
from less input. More from less-without limit. For example, instead of devastating the 
planet by smelting the mountains of copper that would have been required to create a 
global communications network, we’ve turned beach sand into microchip-packed 
satellites and optical fibers. In a bionomic economy, new technical know-how substitutes 
for labor, energy, and materials. Units costs fall. Living standards rise. In the final 
analysis, the growth of the economic rainforest is constrained only by human creativity. 


Rervciinp Today’s Profits and Savings Sustains Tomorrow’s Economic Rainforest 

In practical terms, however, a great new idea cannot generate economic growth on its 
own. Until that new idea has matured into a product that yields a stream of profits, the 
business organization nurturing that idea must keep investing capital its development. 

We see the same phenomenon in nature. Every seed has two parts: an embryonic plant 
and the sugar-packed tissues of the fhtit that surrounds it. Until that seedling has spread 
its first leaves and begins producing energy from sunlight, it must draw all of its 
sustenance from surplus energy that was stored by the previous generation. 

In the economy, the savings of families and the profits of businesses are the surplus 
economic energy essential to the continuing evolution of the economic rainforest. If the 
stream of savings and profits being recycled from one economic generation to the next is 
diminished, the economic rainforest of the future will shrivel. 
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Needless to say, the existence of taxes makes for a crucial distinction between nature and 
in the economy. Of course, human societies are not ecosystems. They are communities 
of conscious beings who have established governments to deal with problems that cannot 
be managed effectively through private means. Like all other organizations, governments 
must have revenues. Taxes imposed by law meet that need. Nonetheless, since past 
savings and profits support technical innovation, and since new technology is the ultimate 
source of rising living standards, does it make good sense to tax savings and profits as the 
primary source of government revenue? 

Students of taxation might properly point out that companies don’t actually bear the 
ultimate burden of taxes. Through higher prices for the goods they sell, firms shift the 
final tax cost onto their customers. In the end, individual Americans bear all the costs of 
government. Firms serve as tax collectors, but they do not actually pay taxes. 

The So-Called “Income” Tax is Actually a “Family Savings” Tax 

Though it is labeled an “income” tax, the federal system actually taxes potential family 
savings. To calculate the tax bill, total family revenues (all sources of income) are offset 
by various allowances, exemptions, and deductions which in effect represent the 
government’s estimate of basic living costs. At present, tax law adjustments work out to 
roughly $1 5,000 for a family of four. Four member households pay income taxes only on 
revenues over $1 5,000, because that is when they start generating potential savings. 

Since tax payments could be saved if they were not taxed away, the “income” tax is, in 
reality, a tax on potential family savings. 

Consequently, the U.S. goverrunent’s single most potent economic policy is designed to 
discourage family savings and encourage consumption. Few Americans have much day- 
to-day control over their earnings. Wages levels are determined largely by one’s previous 
investment in education and skills. But people can control how much they consume and 
how much they save. Teenagers decide between more stylish clothes and a larger college 
savings fund. Families choose between larger homes and more retirement money. 
Congress chooses between farm subsidies and scientific research. A single consume/save 
decision may redirect a few dollars or a few billion dollars, but all decision-makers face 
the same basic trade-off: now or later. 

Of course, economic choices are rarely “all or nothing” decisions. Teenagers don’t 
choose between no clothes and too much college savings. Few families opt for opulent 
mansions but no retirement funds. Economic choices are made at the margin, as 
decision-makers to try to find the best mix. Should your revenues be allocated 95 percent 
consumption/5 percent savings or 92 percent consumption/8 percent savings? 

The design of the tax system is crucial to an economy’s long-term growth rate, because it 
powerfully influences countless millions of consume/save decisions. The tax on family 
savings raises the effective price of those savings, making it harder to accumulate wealth. 
When people save less, they must consume mote. There’s nothing else to do with the 
money. 

The Urge to Avoid the “Family Savings” Tax Drives Ever Increasing Tax Law 

Complexity 

When the federal income lax was first enacted, it was a simple “flat tax” on the wealthiest 
Americans. But as federal spending grew, particularly after World War II, people further 
down the income ladder began to be taxed. Gradually, an income tax designed for the 
wealthy became a tax on everyone. Today, “income” taxes, together with social security 
taxes, comprise over 90 percent of all federal revenues. A nation that began the 20'*' 
century without taxes on household savings ended up with a government utterly 
dependent on such taxes. 

As the income tax began to impact more Americans, the tax law’s complexity grew. 
Today, the Internal Revenue Code and regulations weigh in at one million words and 
5000 pages. On average, the law is “reformed” once every 1 .3 years. Just since the 1 986 
flattening of tax rates, several thousand sections have been added. 
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Evil special interests, their Gucci-shod lobbyists, and PAC hungry politicians take the 
blame for punching loopholes in the tax code. But these folks are merely acting out roles 
made inevitable by a tax system that is based on the word “income” but works to choke 
off the accumulation of family savings. 

Virtually anyone can make a reasonable case as to why at least some of their “income” 
should not be defined as taxable “income” or why some of their expenses ought to be 
deducted from the calculation of “income.” Is it fair to treat as taxable “income” money 
saved for retirement? What if it’s “too much” savings? What about mortgage interest? 
Or college tuition? Or equipment depreciation? Or research and development? 



Sening a tax rate is easy. But if it’s an “income” tax, the hard part is defining precisely 
what that rate should apply to. This is why virtually every word in the tax rules attempts 
to distinguish “taxable income” from “non-taxable income.” Rules and exceptions. 
Exceptions to exceptions. This is the shadowy domain inhabited by tax accountants, tax 
lawyers, tax lobbyists and Congressional staffers, who like Talmudic scholars, pour over 
holy IRS texts, contorting the language to flee their clients from tax hell. 

Because an “income tax” is in reality a tax on potential family savings, taxpayers will be 
endlessly creative in arguing why some of their own savings should properly be excluded 
from the tax calculation. No matter how “flat” it is when it starts ouL an “income” tax, 
bv its very nature, must inexorably evolve into hideous complexity, political corruption 
and public cynicism . Year after year, the loophole-ridden income tax law erodes the 
public trust on which our democracy is founded-even as it shrinks the flow of savings. 

Too few of the experts seem to realize that if a tax system must be riddled with loopholes 
to make it economically workable and politically tolerable, then perhaps its basic design 
is wrong to begin with. 


A National Sales Tax Would Promote Family Savings 

The only way to stop taxing family savings and end the politically corrosive effects of tax 
law complexity is by abolishing the federal income tax. In its place, we should enact a 
consumption tax; specifically, a non-regressive National Sales Tax on final retail 
purchases of products and services. 

A National Sales Tax would end the present tax law's assault on family savings. Every 
dollar a family saves would be tax flee. Obviously, such a radical reversal in tax policy 
change would have a dramatically positive impact on the national savings rate. As 
depicted in a frightening front-page story in this Monday’s Wall Street Journal , the share 
of disposable income saved by American families is near its all-time low. Millions of 
baby boomers, only a decade or so away from retirement, have virtually no savings. 


Precisely at the moment in history when stunning breakthroughs in information 
technology hold the promise of a great new era of American prosperity, we as a nation 
stand at the threshold of the future with our pockets empty. The only way to completely 
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reverse the bias against savings, take advantage of the extraordinary investment 
opportunities before us, and rescue the baby boom generation from financial oblivion is 
by switching over to a National Sales Tax as soon as possible. 


A National Sales Tax Would End the Cycle of Ever Increasing Tax La w Complexity 


A National Sales Tax would not only stimulate a vast surge in family savings, it would 
also put an end to the politically destructive process of ever increasing tax law 
complexity. Forty-five states, home to 98% of all Americans, already rely on sales taxes 
and not one state has suffered from the creeping definitional complexity that has 
characterized the federal income tax system. Every final retail purchase triggers a known 
tax. Cash registers figure it out and merchants send it in. 

Many consumption tax supporters endorse the VAT (Value-Added Tax), instead of an 
NST. Under this system, taxes are added into a product’s price as it moves through each 
stage of production. Two problems weaken this approach. First, the VAT requires a 
large bureaucracy to handle the paperwork. Second, and more important, the VAT is 
buried in the price of final goods and services. The car buyer cannot tell what portion of 
the car’s price is for the car itself and what portion reimburses the dealer for the VAT. In 
a democracy, taxes-like prices-should be clearly labeled. For a society's financial 
signaling system to work effectively, citizens must know how much tax they are paying 
for a given quality and quantity of government services. 

Only a National Sales Tax offers the kind of profound, transformative change that 
Speaker Gingrich and his colleagues promised the American people last November. No 
matter how well-intentioned, any reform of the “income” tax-whether its labeled flat, 
simplified, or consumption-based-will come back to haunt those who champion it. Back 
in Gorbachev’s time, such economic reforms were called “half-measures.” Rather than 
face up to the need for genuine change, these so-called “reformers” sought to rescue the 
destructive system they had inherited. This Congress must not repeat this mistake. 


A Universal Rebate Will Make the National Sales Tax Non-Regressive 

If a National Sales Tax is so dramatically superior to any form of income tax, why are so 
many otherwise clear-thinking people so afraid of it? Simply put, because they see no 
way to avoid the harsh impact that sales taxes typically impose on low-income families. 
Since lower-income families spend virtually all their earnings on basic consumption, 
critics contend that an NST would be severely regressive, taxing away a larger share of 
the income of the poor than of the rich. 

But this problem easily solved with a universal rebate. Assuming a family of four spends 
$15,000 (or $3750 per person) on basic consumption, at a 16% rate, the NST would cost 
them $2400. But that $2400 would be rebated in quarterly payments of $600. Simply 
listing their names and social security numbers on a postcard would qualify a family for a 
rebate adjusted by family size. Regardless of income level, every family would get a 
rebate that made their basic consumption free of federal tax. 

Some older Americans argue that instituting an NST would be unfair, because they spent 
their whole lives paying taxes on income and now that they’re only consuming, they’d be 
hit again. This problem is easily handled. Instead of a rebate based on the first $3750 of 
per person consumption, that amount could be higher for those bom before certain cut-off 
dates. As these seniors die off, this transitional feature would disappear, and all 
Americans would then get a universal rebate based on the same per person amount. 

With the universal rebate in place, the NST would be completely non-regressive. Taxes 
would be based on a clearly demonstrated ability to pay. If you splurge on that $80,000 
Mercedes, you’ll pay $12,800 in NST, while I payjust $1600 on my $10,000 Plymouth 
Neon. With elegant simplicity, the NST punishes the spendthrift while rewarding the 
saver. 
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Rethinking the Morality of Taxation 

For some, even a non-regressive NST is not “fair” enough. These critics contend that tax 
system must not only be non-regressive at the tow end of the income spectrum, it must be 
progressive at the high end. And if not progressive in the sense of higher tax rates at 
higher income levels, then at least those with higher incomes should pay a “flat” rate on 
all their incremental income. Or, to put it more aceurately, we should tax potential family 
savings and slow the accumulation of wealth. The unspoken, but widely shared belief 
among those who take this position is that becoming rich is somehow evil. 

When Karl Marx published the Communist Manifesto in 1 848, “a heavy progressive 
income tax” was his second priority after the “abolition of property.” Marx opposed the 
accumulation of wealth because he saw the economy as a zero-sum game. Like some 
thundering steam engine, Marx’s economy could only run so fast and produce so much. 
For me to win, you had to lose. Win-win outcomes were impossible. Income-the 
accumulation of wealth-was inherently evil, because it could only be gained by grabbing 
it from the weak. All profit came from exploitation. This is the very essence of 
“economy as machine” thinking. 

Today, we know better. Or at least we should. Though zero-sum, class war rhetoric still 
shapes the mindset of liberal democrats, the Information Age economy is a positive-sum 
game where win-win outcomes are the norm. New wealth flows from higher 
performance at lower cost, a phenomenon driven by technological innovation. Newt 
Gingrich’s recent comparison of an optical fiber and wire cable leaps to mind. More like 
a rapidly evolving rainforest than a steam engine, the economy is a complex, living 
system whose growth is limited only by human creativity and the availability of the 
savings needed to turn new ideas into reality. 

Rejecting Marxist envy and zero-sum. Machine Age thinking, the moral message 
conveyed by a National Sales Tax is, “No matter how rich you get, if you continue to 
save and help grow the economic rainforest by financing new technologies and jobs, 
you’ll pay no tax. You only pay when you take resources out of the economy and 
consume above a basic level.” 

If Congressional leaders truly mean it when they promise Americans a new “Opportunity 
Society,” they must begin by eradicating the federal income tax , Notwithstanding Karl 
Marx, there is no shame in getting rich. There is only shame in “reforming” an income 
tax designed to prevent all Americans fi'om doing so. 
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THE BIONOMICS INSTITUTE 


The 

Economist 


MAY 27TM-JUNF. 2Nn 1995 


Down in the jungle, something stirs 


C OMBINE a clever name with a re- 
ceptive market, and you have the 
makings of an entertaining new trend. 
The name is "bionomics", which has 
nothing to do with giant greenhouses, ar- 
tificial limbs or releasing the awesome 
power of the mind. It is about the econ- 
omy. The receptive market consists of 
politicians of various stripes, eager to be 
seen as catching the wave of the future. 

Bionomics is the creation of Michael 
Rothschild, a Harvard mba and lawyer- 
turned-consultant. In a book of the same 
name, published by Henry Holt 6< Co in 
1990, he complains that people have 
grown used to thinking of the economy 
as a huge machine, always either heating 
up, cooling off, or humming along. Mr 
Rothschild argues that, because ma- 
chines are man-made and static, these 
images are confusing. A better metaphor 
is the economy as rainforest, in which a 
wondrous variety of species (firms), in 
fierce competition for limited resources, 
endlessly mutate and adapt to carve out 
new niches for themselves. 

Uncontentious ideas, you might sup- 
pose. The fun begins when politicians 
get hold of them. The appeal of 
rainforestry is evident to both ends of the 
spectrum. Its implications are decidedly 
pro-market, while its emphasis on natu- 
ral forces and interconnectedness ap- 
peals to many voters on the left. 

Both Republicans and Democrats 
are now claiming the language of bio- 
nomics as their own. Newt Gingrich in- 
cluded it on his reading list. And when 
the Bionomics Institute of San Francisco 
held a forum in Washington on May 
18th, both the Progressive Policy Institute 
(the New Democrats’ think-tank) and the 



Progress 8* Freedom Foundation (Mr 
Gingrich’s) turned out to sponsor it. 

Yet when it comes to the rainforest it- 
self, the two camps hold very different 
views. Is the marketplace a happy habi- 
tat that has been invaded by a parasitic 
government virus? Or is it a Darwinian 
jungle. Full of dangerous predators that 
must be hunted? Bill Archer, the Repub- 
lican chairman of the House Ways and 
Means Committee, wants to “create an 
entrepreneurial society in the rain- 
forest”, whereas Will Marshall, presi- 
dent of the ppi, stresses that “we still 
need rules in the rainforest.” 

Who says that politicians are unable 
to adapt to exploit niches in the market? 
Already, 1996 promises to be full of 
steaming undergrowth and Tarzan-style 
ululations. 
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Chairman Archer. I thank each of you gentlemen for your input. 
I think you have all given us a lot to think about, and we certainly 
want to stay in contact with you as we move forward with this 
process. 

Mr. Collins. 

Mr. Collins. Thank you, Mr. Chairman. I will be brief because 
I know it is getting late in the day. 

Mr. Rahn, you mentioned the term “cash flow.” You don’t hear 
cash flow around here very often, but truthfully that is what this 
whole system is about, is cash flow. That is the reason we have $5 
trillion in debt is because of shortage of cash flow and the 
overexpenditure or writing of bad che^s. I am pleased to hear 
someone other than me and the Chairman mention cash flow. 

Mr. Roberts, you seemed adamant about not having to report 
anything to the IRS, but as I hear others talk about national sales 
tax and rebates, would that not require some type of reporting? 

Mr. Roberts. If the sales tax is, for example, applied to profes- 
sionals who sell services, then they become collection agents for the 
government, but still it is not their income that they have to re- 
port, and for the majority of the people there would be no reporting 
requirements. As long as the government collects revenues from 
any source, there will be an IRS. 

It is sometimes suggested 

Mr. Collins. But on the lower income level, though, it has been 
mentioned a rebate to those who are lower income. Would that not 
require some type of reporting to some Federal agency so they 
know who to send a rebate to and how much? 

Mr. Roberts. Yes, you would have to send your postcard to the 
Treasury. I think these proposals of rebates are excessively defen- 
sive. They are letting Socialists define the issue, which is we can’t 
have a regressive form of taxation. 

I don’t think it matters because, as I pointed out, you can redis- 
tribute all the income you want to the poor, regardless of the form 
of taxation. It can be a very regressive form of taxation, and you 
can still achieve redistribution as we do, and most of it is in kind, 
you know, housing subsidies, food stamps, Medicaid. And therefore 
I am not defensive the way two of the witnesses are about a value- 
added tax or a retail sales tax. So I would myself just dispense 
with the rebates, but if you are going to have them, yes, someone 
has to get the postcard and write the check. 

Mr. Collins. Mr. Moore. 

Mr. Moore. First of all, if you wanted to deal with the 
regressivity issue, you could do it the way Craig is suggesting. You 
could just deal with all income redistribution efforts that the Fed- 
eral Government undertakes on the spending side. That would be 
one way to do it. 

What I am suggesting, though, is a $5,000 per person rebate that 
goes to everyone, regardless of their income, because under this 
system we don’t know what anyone’s income — you know, we are 
going to put the whole income distribution argument out of busi- 
ness because nobody in Washington is going to know how much 
money anyone is making anymore, so what is going to happen 
under this system is that every American gets a rebate every quar- 
ter as long as they — and it doesn’t require any information except 
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for a Social Security card. So it does put the IRS out of business 
to that extent. 

Mr. Collins. That would not require a reporting of income to do 
what you are talking about. 

Mr. Moore. Right. 

Mr. Collins. How would you handle Social Security? 

Mr. Moore. Well, under our plan — we should have another 
whole hearing about Social Security. We want to privatize Social 
Security and deal with that icon later, but under our plan we 
would not make any changes to Social Security. 

Mr. Collins. You would still have the FICA tax? 

Mr. Moore. That is right. I don’t know, maybe someone else has 
some ideas about that. There are some plans that have been devel- 
oped, Mr. Collins, that would actually fold -n a Social Security pay- 
roll tax into the payroll, into the national sales tax, and that would 
require you to go from about an 18 percent national sales tax up 
to about, what, a 25 percent or so. 

Mr. Collins. We are back to the reporting thing then, with the 
FICA tax. 

Mr. Moore. Yes. 

Mr. Collins. That is all. 

Thank you, Mr. Chairman. 

Chairman Archer. Mr. Christensen. 

Mr. Christensen. Two quick points. One, I want to thank you, 
Mr. Roberts, for your testimony. It definitely was something that 
I will want to get the transcript on because I appreciated your 
rhetoric. 

My question would be for Mr. Moore and Mr. Roberts, though. 
What do you tell the National Federation of Retailers and those 
Main Street shopowners when they start hollering about the fact 
that the price of their goods has now been increased 18 to 20 per- 
cent? 

I see a potential problem there. I generally favor what I have 
heard today from your testimony. I truly believe that we are head- 
ing in the right direction, but I see that as a potential problem, and 
I also see possibly the simplicity of getting there, the transitional 
problem that we have talked about earlier today rather than going 
cold turkey, as Mr. Gibbons said, which I am in favor of, that there 
might be a transitional problem. I would like your comments on 
those two issues. 

Mr. Roberts. I think the retailers, like everyone else, will see 
the advantage of not having to report their incomes to the IRS, and 
the fact that the prices of the goods will be higher by the amount 
of the tax is offset by the fact that everyone’s take-home pay will 
be higher by the absence of withholding. So I don’t think it puts 
them at any unique disadvantage or somehow alters the rules 
against them in any way. 

The transition problems could be varied, but we should never let 
a transition problem keep us off the path of progress, and we 
should never get bogged down into whether or not it is convenient 
for the tax collection agency. The convenience for the IRS should 
be the last thing that this House considers. 

The House is endowed by the Founding Fathers with the initia- 
tive power of government. It is the House that is closest to the peo- 



675 


pie, and it is supposed to be an expression of the popular will. 
Therefore, you don’t want to be tools of the IRS and permit the IRS 
to tell you how difficult it will be for them to do this or that or the 
other thing. That is not our problem. It is not a problem for the 
House. 

Mr. Moore. Mr. Christensen, you are quite right that the retail- 
ers are going to put up a bit of a fight on this. In fact, we have 
been hearing from the retailers a bit already. We have to find a 
way of compensating them for the cost of collecting the tax because 
as a matter of fairness, we have to find a way, if only a small por- 
tion of the business is charged with collecting the tax, then I think 
in all faimess they should be reimbursed for some of that cost of 
collecting that tax. 

But I would agree with Craig on one thing, that when you look 
at small business generally, I have heard the argument made that, 
well, small businesses wouldn’t like to have to collect a sales tax, 
if you ask small businesses, if you had small businesses before this 
Committee, if you ask them to compare about the compliance costs 
of sales tax versus an income tax, I mean, there is no comparison. 
They think the sales tax is much easier. 

Do you have something to add to that? 

Mr. Hayes. We have a number of Members that have small busi- 
nesses. I think a lot of it is just education. Whenever you tax some- 
thing, you take something away from someone, and he has less 
money to spend. So we have under the income tax. By withholding, 
we already have a tax on consumption. We have reduced the 
amount you can consume by whatever the tax rate is, period. 

Under the retail sales tax we are giving, Mr. Roberts said, we 
are giving all of the money to you, and we are letting you make 
the choice, how do you want to consume. I think when you look at 
that, when the retailers start to see that, that a lot of those objec- 
tions are going to go away, particularly when you tie it in with the 
fact that most of them are collecting the State sales tax now and 
all of our proposals contemplate having the State collect the Fed- 
eral sales tax, and therefore not have to have an IRS and not have 
to have an enforcement agency at the Federal level. 

Mr. Roberts. May I just make one point about that. You see, 
under the kind of income tax system we currently have, you can’t 
save by being frugal because you are taxed on your income and not 
your expenditures. So being frugal doesn’t permit one to build up 
a nest egg, but under a retail sales tax or a VAT a person can be 
careful in his expenditures and therefore rapidly accumulate cap- 
ital. 

Mr. Christensen. Thank you very much. 

Thank you, Mr. Chairman. 

Chairman Archer. Gentlemen, thank you to each and every one 
of you. I again apologize for how long you had to wait, but we are 
very grateful for your input. 

Mr. Hayes. Thank you very much. 

Chairman Archer. The Committee will be adjourned. 

[^^ereupon, at 5:45 p.m., the hearing was adjourned.] 

[Submissions for the record follow:] 
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Raymond G, Adamczjdc 
10315 W. Greenfield, ii'530 
West Allis, Wise. 532U 

June 11, 1995 

Dear House Ways and Means Committee, 

I wish to go on record in expressing 
ny views on the tax debate. The Flat Tax seems 
the simplest and fairest tax idea out there, 

'.fliat could be fairer than eveyy American paying 
the same percentage or rate? But I think it 
is extramely important to include in the language 
of any flat tax bill a ceilin g percentage , above 
which taxes could not be raised. Please consider 
a maximum percentage in the wording of a flat tax 
proposal, say 20%, or something reasonable in that 
neighborhood. Otherwise, what is there to stop a 
future legislator from increasing a flat tax of 
today to say, 75^7 

Thank you for all owing me to express 

Raymond G. Adancayk 


ry views on this matter. 
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STATEMENT OF THE AMERICAN ACADEMY OF FAMILY PHYSICIANS 

The American Academy of Family Physicians is pleased to present to the Ways 
and Means Committee this statement for the record of the hearings held June 6-8, 
1995, on replacing the federal income tax. The Academy's purpose in presenting 
this statement is to support two of the Chairman’s stated goals for the hearing: 

• to encourage greater savings and investment and 

• to improve the international competiveness of American workers and 
business. 

The Academy, which represents over 80,000 practicing family physicians, family 
practice residents, and medical students with an interest in family medicine, has a 
longstanding interest in the impact of health care costs on the American economy. 
Health care costs in the U.S. are extraordinarily high and are escalating rapidly. 

For these reasons, they not only compromise access to necessary health care 
services and lower the quality of available care, but they also siphon badly needed 
resources away from other sectors of the economy, particularly those involving 
international trade. 

This statement will address the following issues: (1) U.S. health care costs are 
the highest in the world and the gap between U.S. health care costs and those of 
other developed nations is growing wider; (2) high health care costs have a 
negative impact on savings and investment, the federal budget deficit, and the 
competitive position of U.S. business in international markets, (3) the major factor 
explaining the high health care costs in the U.S. relative to its international 
competitors is the extent of development of its primary care system; (4) reforms of 
the Medicare and Medicaid programs and in the private sector will have little 
impact on costs until the primary care infrastructure is substantially enhanced; (5) 
Congress can facilitate the shift toward primary care without increasing 
government involvement in the health care market mostly through modifications in 
existing federal programs: and (6) because of chronic and severe shortages of 
primary care physicians in rural communities, these enhancements in the primary 
care infrastructure are of crucial importance to the most internationally competitive 
sector of the U.S, economy, agriculture. 

1. U.S. health care costs are the highest in the world . 

As a percentage of gross domestic product, total health care expenditures in the 
U.S. are two-thirds higher than the average for countries belonging to the 
Organization for Economic Cooperation and Development (OECD) and more than 
30 percent higher than expenditures in Canada, the second-highest country. In 
terms of per capita health care spending, spending in the U.S. is 2.2 times higher 
than the OECD average and more than 50 percent higher than spending in 
Canada.’ 

Not only is U.S. health care spending considerably above average, the rate of 
spending growth continues to outpace that in the other major OECD countries 
(Canada, France, Germany, Japan, and the United Kingdom). From 1980 to 1992, 
the percentage by which the U.S. health care spending-to-GDP ratio exceeded the 
average for the other five major OECD countries doubled from 30 percent to more 
than 60 percent. Over this same period, the percentage by which U.S. per capita 
health care spending exceeded the other five countries grew from 60 percent to 
more than 90 percent. 

Changes in the health care spending-to-GDP ratio over time provide a measure of 
the a nation's total resources devoted to the health care sector of the economy. 

By adjusting health care spending by changes in overall prices it is possible to 
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assess the investment opportunities forgone in other sectors of the economy. 
Compared to the other major OECD countries, the opportunity costs of U.S. health 
care expenditure growth are substantially higher. This finding reflects that fact 
that between 1980 and 1992, health care spending in the U.S. increased 3,5 
percentage points faster than per capita GDP, compared to 3 percent points in 
Canada and 2 percentage points or less in the other major OECD countries. 

In summary, the U.S. health care system remains the most expensive in the world, 
and the gap between the U.S. and the other OECD countries is widening. 
Compared to the other major OECD countries, the U.S. faces the highest rates of 
increase in health care spending relative to GDP, the highest health care inflation 
relative to overall prices, and the highest opportunity costs of forgone 
consumption and investment in other sectors of the economy. 

2. High health care costs hinder the international competitiveness of U.S. 
business . 

Businesses in the tradable goods sector face particularly high health care costs. 
Fifty-eight percent of America's internationally traded goods and services are 
manufactured goods. In 1992, employer costs of employee health benefits per 
hour were 76 percent higher in the manufacturing sector than in the non- 
manufacturing sector.^ 

Faced with steadily higher health care costs, American businesses respond in a 
number of ways. They hire fewer workers; provide lower wage increases or less 
generous benefits for existing workers; forgo investment in more plants and 
equipment, education and training, and research and development; lower dividends 
to shareholders; or increase prices, thereby leaving consumers with less income to 
spend on other goods. Each of these outcomes has a negative effect on the 
economy and on the competitiveness of American business in international 
markets. 

Increases in health insurance costs are either shifted back onto workers in the 
form of lower take home wages or shifted forward in the form of higher prices. 
Backward shifting if often inhibited by minimum wage legislation, existing labor 
contracts, and informal restrictions against wage reductions. In some industries, 
compensating for rapidly rising health care costs would require real reductions in 
wages. Wages are not easily lowered, and fully compensating reductions are not 
possible. Moreover, workers increasingly value their health insurance benefits and 
are unwilling to give up coverage or accept reduced benefits. Health insurance 
benefits have become a major issue in collective bargaining. 

Due to increased health care costs, total compensation for workers with health 
insurance may be higher than the value of the workers' production. Higher labor 
costs thereby result in lower profits or increased profits. However, companies are 
able to pass higher health insurance costs forward in the form of higher prices 
with little loss of sales only when competitors experience parallel increases in 
costs. 

There is a wide disparity in the combinations of fringe benefits and wages offered 
by different companies. Because companies with and without health insurance 
benefits compete in the same markets there is great pressure on companies that 
provide insurance to devise methods to eliminate the cross-subsidies. This is 
reflected in shifting of production overseas, outsourcing to smalt companies 
without health insurance and the increased use of part-time labor. 
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A country’s international trade balance will reflect the equilibrium between 
domestic savings and domestic investment. Interest rates will be higher in 
countries with low savings relative to investment than in countries with surplus 
savings. Higher interest rates will attract foreign capital, raising the exchange 
rate, and, thereby, reduce exports and increase imports. Furthermore, increases in 
public outlays for health care translate into larger budget deficits and reductions in 
national saving. 

3. The under developed primary care system is a major factor in higher U.S. 
health care costs . 

There is a substantial body of evidence indicating that the lack of a well-developed 
primary care system is a major factor in explaining the higher U.S. health care 
costs. This evidence stems from a variety of sources including cross-national 
comparisons, studies of the variation in per beneficiary Medicare expenditures, 
comparisons of the cost of care provided by primary care physicians and 
subspecialists, and examinations of the impact of lack of access to primary care 
services. The following section reviews briefly this evidence. 

• The lower health care costs, better health status (i.e., higher quality), and 
greater satisfaction ratings in other developed nations are, to a large extent, 
due to their reliance on primary care. 

The most extensive work in the area of international comparisons has been done 
by Barbara Stafield, M.D.^ She compared ten Western industrialized nations on 
the basis of three characteristics: the extent of their primary health service, their 
levels of 12 health indicators (e.g., infant mortality, life expectancy, and 
age-adjusted death rates), and the satisfaction of their populations in relation to 
overall costs of the systems. In nine out of ten countries, she found that nations 
with better developed primary care systems have lower health care costs, better 
health status indicators, and higher levels of satisfaction with their health care 
systems. Specifically, when the proportion of primary care physicians is greater, 
health care costs are lower. This is because primary care physicians have a more 
cost-effective style of practice and do not substitute unnecessary medical tests for 
good clinical judgement. Furthermore, nations with greater access to and reliance 
upon primary care services show lower infant mortality rates, longer life- 
expectancy, better immunization rates, lower age-adjusted mortality, and greater 
overall satisfaction with health care services than the U.S, The better developed a 
nation's primary care system, the better the population’s health status and the 
higher the level of popular satisfaction. Ratings for the United States were low on 
all three measures. 

It is important to note that higher health care costs in the United States are not 
due to greater use of hospital beds, the aggregate supply of physicians, or a 
greater number of physician contacts. Inpatient beds, admissions, average length- 
of stay, and occupancy rates in the U.S. are among the lowest in the OECD 
countries. Physician contacts per person per year in the U.S. are below the OECD 
average, and the U.S. physiclan-to-population ratio is slightly below average. 
However, the U.S. has a far higher percentage of specialists than in most other 
OECD countries. 

• In the Medicare program, the lack of primary care is directly related to high 
per capita health care costs. 

The most compelling evidence demonstrating the impact of primary care on overall 
health care costs comes from several studies examining the variation in per 
beneficiary costs under the Medicare program. For example. Dor and Holahan 
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examined differences in expenditures between beneficiaries living in urban and 
rural communities.* After adjusting for differences in prevailing fees, there is a 1 5 
percent difference in per-beneficiary volume of physician services between urban 
and rural areas. This study used multivariate techniques to examine a broad range 
of factors that might explain the variation in expenditures including beneficiary 
demographic characteristics, health status, consumer out-of-pocket costs, income, 
physician availability, hospital utilization, and health market characteristics. 

The results of this study indicate that the most important factor in controlling 
Medicare expenditures for physician services is the mix of physician specialties. 
Specifically, 

• a ten percent increase in the per capita supply of general practitioners and 
family physicians results in a two percent decrease in expenditures, and 

• a ten percent increase in the per capita supply of "specialists" results in a 
1 .4 percent increa.se in expenditures. 

The supply of general practitioners and family physicians has a relatively large 
impact on expenditures for inpatient care, surgical care, and consultations. The 
supply of specialists has a large impact on expenditures for office-based services, 
medical and consultations. 

The results of the Dor-Holahan study can be used to estimate the impact on 
expenditures of shifting the current specialty mix to one in which 50 percent of 
physicians are general practitioners and family physicians and 50 percent are 
specialists. Holding the aggregate physician supply constant, 

• shifting to a 50-50 specialty mix would result in a 39 percent decrease in 
expenditures for physician services. 

Specialty mix is the only policy relevant variable that explains the large variation in 
Medicare expenditures for physician services, and its impact on expenditures Is 
large. The results of the Dor-Holahan study have been replicated in two more 
recent studies.® 

• Primary care physicians have a more parsimonious practice style than their 
subspecialty colleagues. 

There has been a large body of research performed over the last several decades 
that compare the practice patterns of primary care physicians with their 
subspecialty colleagues.® The most comprehensive of these studies is the Medical 
Outcomes Study, which showed that given an equivalent patient population, 
primary care physicians provide more cost-effective care than their subspecialty 
colleagues. For example, cardiologists hospitalize patients with similar levels of 
illness at more than twice the rate of family physicians and ordered more tests. 
Even after adjusting for differences in the types of patients seen by different 
specialties, cardiologists and endocrinoiogists had utilization rates that were 
considerably higher than those of primary care physicians for all health care 
resources. 

• The improved availability of primary care services reduces the inappropriate 
use of expensive health care services. 

The increased availability of primary care services for low-income populations 
reduces the inappropriate and expensive use of emergency departments. In one 
study, nearly half (45 percent) of patients waiting for emergency department care 
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cited unavailability of primary care services as their reason for using the 
emergency department.’ Only 13 percent of those waiting had conditions 
clinically appropriate for the emergency room: 38 percent were willing to trade the 
emergency room visit for assurances of an appointment at a primary care clinic 
within 3-days. 

• Real world examples of the cost-effectiveness of primary care are provided 
by HMOs and the State of Hawaii. 

Policy makers seeking to constrain the growth in health care expenditures are 
turning increasingly to HMOs and managed care as an important solution. HMOs 
have been shown to have far lower rates of utilization of hospital and other 
intensive technological services with no decrement in quality or patient 
satisfaction. One of the ways HMOs are able to achieve these results is by 
dramatically altering the mix of specialties within their provider ranks. Fully 70 
percent of U.S. physicians are subspecialists, and only 30 percent are in the 
primary care specialties. However, within HMOs, the ratio is nearly reversed; 60 
percent of physicians are in primary care, and 40 percent are in the 
subspecialties.® 

Traditionally, Hawaii's doctors have emphasized primary care instead of specialized 
services.® Utilization rates for high cost treatments are well below the national 
average. The result of this practice is reflected in Hawaii’s low infant mortality 
rate and low rates of premature death due to chronic disease such as heart 
disease and cancer. Early detection of potentially life threatening conditions 
results in low mortality and low hospitalization. Contrary to some popularly held 
beliefs, Hawaiians are healthier not because of unique genetics, healthy climate, or 
highly technological medicine, but because they have access to primary care. 
Moreover, Hawaii's readily available primary care makes its system less expensive. 
Hawaii’s health care costs as a share of gross domestic product are closer to 
those of Canada, Germany, France, and Japan then that of the rest of the United 
States. Despite Hawaii's high cost of living, health care is less expensive. 

4. Medicare and Medicaid reforms will have little impact on costs until the U.S. 
primary care infrastructure is substantially enhanced . 

Congress is considering a wide range of proposals designed to reduce the rate of 
increase in Medicare expenditures, including higher beneficiary cost sharing, 
enrolling a higher proportion of Medicare beneficiaries in managed care plans, 
Medicare vouchers, and medical savings accounts. While each of these reform 
proposals holds some theoretical possibility of reducing expenditures, there is only 
one proven factor that consistently holds down per capita Medicare expenditures, 
the availability of primary care. Congress' success in controlling Medicare outlays 
will be directly related to its success in improving beneficiary access to primary 
care services. 

As evidenced by the managed care industry and other nations, primary care is the 
backbone of high-quality, cost-effective health care systems. In addition to the 
diagnosis and treatment of acute and chronic illness, primary care physicians 
routinely provide health promotion, disease prevention, counseling, and patient 
education services. Historically, primary care physicians have been the providers 
for America's poor, underserved, and uninsured. For example, nearly 30 percent 
of all visits by uninsured individuals are provided by family physicians. 

In general, primary care physicians can manage 85-95 percent of all patient 
complaints with the same success, and at less cost, than their subspecialist 
colleagues. For those cases that require more subspecialized care, primary care 
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physicians maintain a wide variety of specialty and institutional consultative and 
referral relationships. It is part of the primary care physician's role to guide 
patients through the specialty care maze and to advocate for those who otherwise 
have difficulty obtaining access to subspecialty services. 

It is the primary care physician's responsibility to coordinate all resources and 
services of the health care system for the benefit of his or her patients. Because 
of the depth and breadth of their training, primary care physicians manage those 
medical conditions that cause most of the morbidity and mortality in this country 
(heart disease, high blood pressure, etc.). 

Unfortunately, the trends in physician supply are running in the opposite direction. 
The proportion of practicing physicians engaged in primary care has declined from 
nearly 90 percent of physicians in 1930 to less than 30 percent today. The 
distribution of physicians in graduate medical education programs indicates that 
proportion is likely to decrease still further. 

Under the current system, there is no connection between the number and type of 
physicians needed by the public for its health care and the number and type of 
physicians that are trained. The choices that medical students and medical 
educators make are heavily influenced by the fact that teaching institutions get 
paid much more to train subspecialists in hospital settings and physicians get paid 
much more to provide subspecialty services. 

Medicare, which is the major source of graduate medical education (GME) funding, 
provides a powerful financial incentive for hospitals to train residents in the 
procedurally-oriented specialties rather than in the generalist specialties. For 
example, by limiting funding to hospitals. Medicare funding of graduate medical 
education targets inpatient training - training that is relevant to an ever-narrower 
spectrum of medical care. Far^ily physicians are largely trained in ambulatory 
settings where more and more health care services are delivered. Yet, these sites 
are ineligible for Medicare training funds. 

Leaders of individual academic medical institutions decide how many residencies 
and fellowship positions they need to serve as inexpensive house staff for their 
various departments. Upon completion of their training, these physicians are 
turned loose on the community whether or not there is any need for any more 
physicians in their particular specialty. 

Federal spending on Medicare GME currently totals over $6 billion annually, which 
averages nearly $70,000 per resident.'® In some teaching hospitals, the per 
resident payment is over $100,000 per year (in some rural states the per resident 
amount is only about $10,000 per year). Congress has placed absolutely no 
control on the flow of this money in regard to the total number and specialty type 
of residency positions that are funded. Any hospital that is able to get a residency 
slot accredited can receive Medicare GME dollars. Given the mismatch between 
the physician supply and the public's health care needs, this in an irresponsible 
expenditure of federal funds. 

5. Congress can facilitate the shift toward primary care without increasing 
government involvement in the health care market mostly through 
modifications in existing federal programs . 

Congress can substantially enhance the availability of primary care by 
modifications in existing federal programs. The changes recommended below will 
improve payment for primary care services and redirect training dollars toward 
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programs that produce primary care physicians. None of these recommendations 
creates new federal bureaucracies. 

Given the potential for widespread Medicare savings when primary care services 
are maximized, the Academy recommends that the following Medicare reforms. 

A. Modify Medicare graduate medical education (GME) funding so that it better 
supports primary care training. 

o Limit the number of funded first-year residency positions to 1 10 
percent the number of U.S. medical school graduates, 
o Limit the period of funding eligibility to the first three years of 
residency training. 

o Eliminate the penalty that teaching hospitals incur for the time that 
residents spend training in non-hospital owned ambulatory facilities, 
o Extend eligibility for direct GME payments to non-hospital entities that 
operate approved residency programs, 
o Up-weight direct and indirect GME payments for residents in the 
primary care specialties. 

B. Remove disincentives to primary care practice by restoring equity to 
Medicare payment for visit services, which are the type of service that 
primary care physicians most commonly provide. 

o Implement a single fee schedule conversion factor rather than the 
three conversion factors currently in use. 
o Revise the Medicare Volume Performance Standard (MVPS) formula 
by replacing the current factor for the growth in the volume and 
intensity of services with one based on projected growth in gross 
domestic product plus two percentage points. 

C. Reverse the anti-rural bias in Medicare physician payment. 

o Eliminate the Geographic Adjustment Factor (GAF). 
o Provide 20 percent bonuses to physicians providing services in health 
professions shortage areas (HPSAs) and eliminating bonuses for 
specialty services in urban areas. 


Although Medicare GME provides some support for primary care physician 
training, Title VII of the Public Health Service Act is the only federal program that 
provides targeted funding for primary care training. Many family practice 
residency programs would not exist today if it were not for the availability of the 
Title VII funds. Until Medicare GME funding changes occur, primary care training 
programs will remain highly dependent on grants from Title VII. 

The American Academy of Family Physicians strongly supports the reauthorization 
of Title VII of the Public Health Service Act. In particular, the Academy urges 
Congress to pass S. 555, the "Health Professions Education Consolidation and 
Reauthorization Act of 1995," which was introduced by Senator Nancy 
Kassebaum and adopted by the Senate Labor and Human Resources Committee. 

S. 555 would achieve the combined goals of supporting primary care physician 
training, consolidating a number of different federal health professions training 
programs, and achieving budget savings. 


6. 


Enh ancements in the primary care infrastructure are of crucial importance to 
rural agricultural communities . 
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Despite the fact that agriculture is the most competitive sector of the U.S. 
economy, nowhere is the shortage of primary services felt more severely in rural 
agricultural communities. The supply of physicians in rural communities is only 
one-third to one-half that in urban areas.” Moreover, in counties with fewer than 
50,000 residents the ratio of primary care physicians to population has actually 
decreased since 1990.'^ The impact of the rural physician shortage is reflected in 
higher rates of chronic disease, higher death rates from occupational trauma, and 
lower health service utilization rates. 

Although generally in short supply, family physicians are three or four times more 
likely than other specialties to practice in rural areas. They are the only physicians 
among all the specialties who are as likely to settle in nonmetropolitan areas as the 
general population. Subspecialist physicians tend to locate their practices in urban 
and affluent communities, not in rural and other underserved areas. 

Family physicians are the principle providers in community health centers, rural 
health clinics, federally qualified health centers, and the emergency rooms of local 
hospitals. Virtually all of the providers in frontier communities are family 
physicians. 

Rural and agricultural advocates have recognized the need for more primary care in 
their communities. Specifically, the American Farm Bureau Federation has 
recommended enhancements in: 

• Efforts of medical schools to train additional qualified family physicians to 
practice in rural areas; 

• Incentives at state and local levels to encourage doctors to practice In rural 
areas.” 


The American Academy of Family Physicians appreciates this opportunity to 
address health care issues that affect the international competiveness of American 
business and the savings and investment rate in the U.S. We look forward to 
working with the Committee and the Congress in crafting proposals to improving 
the accessibility and quality of health care services as well as bringing health care 
costs under control. 
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AMERICAISr COMSTITUTXONAL RESEARCH SERVICE 
Box 0786. Greenbelt. MD 20768 Phone: (301) 345-5689 


Statement Of John WiHiam Kurowski 
Founder Of The 

American Conatitutional Research Service 
Before the 

Committee On Ways And Means 
United States House Of Representatives 

Jtuie 199S 


Mr. Chairman and Members of this Committee: 

The subject of tax reform was extensively debated by the 
Founders of our country. I do not know if other participants in 
these Hearings have taken the time to research the accounts of 
these historical debates when formulating the suggestions they will 
present to this Committee, but, having researched the Founders' 
original tax reform package, I am inclined to believe its 
fundamental principals are as valid today as when they were put 
into practice over two hundred years ago. 

Our nation's first revenue raising Act was "...in a certain 
sense a second Declaration of Independence: and by a coincidence 
which could not have been more striking or more significant, it was 
approved by President Washington on the fourth day of July, 1789." 
(See. Twenty Years of Congress. James G. Blaine, 1884, Vol. 1, page 
185J 


James Madison, in discussing this Act before Congress 
identified a fundamental principal concerning the power delegated 
to Congress to lay and collect taxes: 

"...a national revenue must be obtained; but 
the system must be such a one, that, while it 
secures the object of revenue it shall not be 
oppressive to our constituents," 

The Act went on to imposed taxes, not on Congress’ 
constituents, but on specific "goods, wares, and merchandise, 
imported into the United States", and not one dime was raised under 
the Act by internal taxation! Internal taxes were frowned upon by 
the Founders, especially when a national revenue could be had by 
requiring foreigners to pay for the privilege of doing business on 
American soil! 

Jefferson, in his Second Annual Message (December 15, 1802) 
states : 


"In the department of finance it is with 
pleasure I inform you that the receipts of external 
duties for the last twelve months have exceeded 
those of any former year, and that the ratio of 
increase has been also greater than usual. This 
has enabled us to answer all the regular exigencies 
of government, to pay from the treasury in one year 
upward of eight millions of dollars, principal and 
interest, of the public debt, exclusive of upward 
of one million paid by the sale of bank stock, and 
making in the whole a reduction of nearly five 
millions and a half of principal; and to have now 
in the treasury four millions and a half of 
dollars, which are in a course of application to a 
further discharge of debt and current demands." 
[emphasis added] 

Imagine. . .all this in consequence of "external duties"! 
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In Jefferson's Second Inaugural Address (March 4, 1805), he 
points out: 


"At home, fellow citizens, you best know 
whether we have done well or ill. The suppression 
of unnecessary offices, of useless establishments 
and expenses, enabled us to discontinue our 
internal taxes. These covering our land with 
officers, and opening our doors to their 
intrusions, had already begun that process of 
domiciliary vexation which, once entered, is 
scarcely to be restrained from reaching 
successively every article of produce and 
property . . . 

"The remaining revenue on the consumption of 
foreign articles, is paid cheerfully by those who 
can afford to add foreign luxuries to domestic 
comforts, being collected on our seaboards and 
frontiers only, and incorporated with the 
transactions of our mercantile citizens, it may be 
the pleasure and pride of an American to ask, what 
farmer, what mechanic, what laborer, ever sees a 
tax-gatherer of the United States?" [emphasis added] 


Although a national sales tax appears to be somewhat fairer 
than existing taxation, such a tax would do ill to our nation as 
the various proposals are all based upon an internal consumption 
tax plan which ultimately increases the cost of goods manufactured 
on American soil; burdens the American Citizen in its collection; 
and, are to be paid by the "farmer, mechanic, laborer", etc., who 
will continue to see the intrusion of the "tax-gatherer of the 
United States" if such a system is adopted! 

In view of the undesirable effects of an internal national 
sales tax, perhaps it is wise to follow the Founder’s plan and 
study how imposts and duties (external taxation) were successfully 
used to fill the national treasury, encourage domestic 
manufacturing and assist in building a strong industrial base. 

In addition to imposing a specific amount of tax on specific 
articles of consumption imported, the first revenue raising Act 
also imposed an across-the-board tax on imports which was higher 
for imports shipped in foreign owned foreign built vessels, and 
discounted the tax for imports arriving in American owned American 
built ships: 


"...a discount of ten percent on all duties 
imposed by this Act shall be allowed on such goods, 
wares, and merchandise as shall be imported in 
vessels built in the United States, and wholly the 
property of a citizen or citizens thereof." 

This patriotic and skillful use of external taxation gave 
American ship builders a hometown advantage and predictably 
resulted in America's merchant marine becoming the most powerful on 
the face of the planet. Unfortunately, today when I visit the 
docks in New York’s Hell's Kitchen area, I am saddened that I can 
no longer read the names on the docked ships as they all seem to 
now be foreign owned foreign built vessels displaying flags and 
languages I am unfamiliar with. ...an irrefutable sign of America’s 
decline brought about by the obvious acceptance of thirty pieces of 
silver. 

Yes, there was a day when our national treasury was gladly 
filled by foreigners paying for the opportunity to do business on 
American soil. But this was when members of Congress, and those 
running for Office, put American interests first and would have 
considered the NAFTA, GATT and the WTO as acts of sedition, and 
would have tarred and feathered those participating in the 
surrender of America's sovereignty. 
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A national sales tax plan which omits external taxation as a 
principal source to fill our national treasury, is in fact a 
surrender of national sovereignty to the advantage of foreign 
interests J 


A Second Source To Fill The Treasury 


Having identified imposts and duties (external taxes) as being 
the Founder's intended primary source to fill our national 
treasury, I will now turn to their intended internal consumption 
tax plan. 


An across the board national sales tax would unquestionably 
increase the cost of production on American soil, as previously 
pointed out. To avoid this, and other unwanted effects of an 
across the board national sales tax, common sense dictates we must 
exclude from the list of taxable items, tools of production, 
supplies necessary to conduct business, services needed to sustain 
business, and the necessities of life (food, shelter, clothing, 
medical expenses) i.e. all those items which ma):es labor possible 
must be excluded. 


In simple language, a consumption tax plan ought to be limited 
to articles of luxury, and each article must be individually 
selected by Congress and the appropriate amount of tax must be 
determined for each specific item chosen, just as was done in the 
first revenue raising Act of our country! 


By limiting the tax to articles of luxury, and requiring each 
article to be specifically chosen and the appropriate amount of tax 
determined by Congress, a self regulating chec)c and balance is 
imposed upon Congress. If Congress does its job properly and the 
nation as a whoie is productiv-^ and prosperous, the Hale of 
articles of luxury will undoubtedly increase, and with it, the flow 
of revenue into the common treasiiry! But, if Congress' policies 
become burdensome and its regulatory requirements upon businerjs, 
industry and our nation's labor force inhibit a hearty economy, or 
any particular article is excessively taxed, the first sign would 
bo is a decline in the flow of revenue into the national treasury: 
Thus, the free market place determines the limit of taxation under 
the Founder's internal consumption tax plan, and it establishes a 
self regulating gauge beyond the reach of Congress' manipulation! 


As Hamilton said, in regard to taxes on consumption, they: 


"... may be compared to a fluid, which will 
in time find its level with the means of paying 
them. The amount to be contributed by each 
citizen will in a degree be by his own option, and 
can be regulated bv an attention to hi •■■"aU 
rescurecs. The rir}. nay be extravagant. *'h.- ;.C'c 

can bo frugal r and private oppression may always be 
avoided by a Judicious seJection of objects proper 
for such impositions . . . It is a signal advantage 

of taxes on articles of conf.umpticn t'a.it the\ 
contain in their own nature a security again'^t 
excess. They prescribe their own limit, which can 
not be exceeded without defeating the end 

proposed that is, an extension of the revenue.” 

(No. 21 of the Federalist, emphasis added.] 
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Balancing The Budget 

Still one more question remains to be answered: what is to be 
done if insufficient revenue is raised from external and internal 
taxes on consumption? 

Once again the Founder's plan shines bright above all 
contemporary suggestions. Careful research into our Nation’s early 
legislative history reveals the Framers did in fact provide 
Congress with an emergency power to be used if deficits should 
arise. And the wisdom of the Framer's method, unlike tlie proposed 
balanced budget amendment (S.J. RES.l), contains a brilliant 
mechanism which would abruptly end Congress' current profligate 
spending habits i 

Under the Framer’s plan, whenever the monies arising from 
Congress' normal taxing powers (imposts duties and excises) are 
found insufficient to fund federal expenditures during a fiscal 
year, and a deficit is produced by Congress borrowing to finance 
expenditures, Congress roust then use its direct taxing power at 
the beginning of the next fiscal year to raise an amount sufficient 
to retire this deficit. 

Congress is required to follow the rules of apportionment when 
imposing this tax, and bills each state for a share of the deficit. 
Each State must contribute a share of Che total deficit in 
proportion to its allotted number of Representatives as set forth 
In Article 1, Section 2, clause 3, of the United States 
Constitution. The more votes a State exercises in the House, the 
larger is its share toward extinguishing a deficit 
representation with proportional obligation! 

The chart below is based on a total House membership of 435: 


STATE 

NO. OF REPRESENTATIVES 

SHARE OF DE 

NEW YORK 

31 

3:/435's 

MARYLAND 

8 

8/435' s 

CALIFORNIA 

52 

52/435 ■ s 

IDAHO 

2 

2/435’s 

FLORIDA 

etc 

23 

23/435's 


FOUNDING FATHERS' FAIR SHARE FORMULA 


The states are left free to raise their share of the tax in 
their own way, within a time period set by Congress. But if any 
state shall neglect to pay its share, then Congress must send forth 
its officers to assess and levy that state's apportioned share, 
together with interest thereon. 

Legislative History 


This method of extinguishing deficits appears in seven of the 
ratification documents which gave life to the United States 
Constitution. The first emergency direct tax vas imposed in 1798, 
to extinguish part of the Revolutionary War debt. It was later 
used during the War of 1812, and also to extinguish deficits during 
the Civil War. 

The Sixteenth Amendment to the United States Constitution did 
not repeal or alter Congress' power, or obligation, to impose the 
emergency direct tax should a deficit arise. The power of Congress 
to impose a direct tax still exists, and direct taxes are still 
required to be apportioned among the states, as pointed out by the 
United States Supreme Court [see Stanton v. Baltic Mining Co., 240 
U.S. 103, (1916); Eisner v. Macomber. 252 U.S. 189 (1920); and, 
Bromely v. McCaughn, 280 U.S. 124 (1929). Also see Congressional 
Research Service Report No. 84-168 A 784/275, which was updated 
September 26, 1984). 
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Big Advantages 

There is no smoke and mirrors with the ‘FAIR-SHARE* method of 
balancing the budget. The emergency direct tax is required to be 
imposed whenever Congress closes a fiscal year with a deficit. The 
structural mechanism which would immediately bring fiscal sanity 
to Congress is the requirement of having Congress send a bill to 
the governor of each state, notifying him to remit his state's 
apportioned share toward extinguishing the deficit created during 
the year by Congress; the governors and state legislators being 
left with the burden of having to raise this money, and to send it 
off to Washington, D.C. 

Picture, for a moment, the expression on the faces of the 
Governor of New York and the New York State Legislature, if New 
York should receive a bill for its apportioned share [31/435] of 
the 1995 federal deficit. This threat would create a compelling 
incentive for the Governor of each state, and the various state 
legislatures, to keep a jealous eye on the spending habits of their 
Congressional Delegation ... it would require the fiscal 
accountability which the state governments once demanded from 
their Senate and House Members! 

In addition, because each state’s share of the tax burden is 
determined by a fixed rule, similar to that which determines the 
House membership size of each state, a barrier is erected 
preventing the kind of mischief which Congress now practices, i.e., 
discriminatory tax legislation; pork-barrel favoritism: special 
interest lobbying, etc. 


Bottom Line 


The Framers of our Constitution provided a specific method to 
extinguish anticipated deficits through an emergency direct tax. 
Hamilton, in No. 36 of The Federalist Papers, reminds us: 

"Let it be recollected that the proportion of 
these taxes is not to be left to the discretion of 
the national legislature, but is to be determined 
by the numbers of each State, as described in the 
second section of the first article [United States 
Constitution] . An actual census or enumeration of 
the people must furnish the rule, a circumstance 
which effectually shuts the door to partiality or 
oppression. The abuse of this power of taxation 
seems to have been provided against with guarded 
circumspection . ’’ {EMPHASIS ADDED) 


The rule of apportionment was written into our constitution to 
remedy a major defect associated with "democracies", which Madison 
points out in No. 10 of The Federalist Papers: 


". . . have ever been spectacles of turbulence and 
contention: have ever been found incompatible with 
personal security or the rights of property; and 
have in general been as short in their lives as 
they have been violent in their deaths." 


And so, the Founding Fathers formed a Constitutional Republic 
to avoid the predictable disastrous consequences of democracy. 


The intended use of the emergency direct taxing power to 
extinguish deficits is not only far superior to any of the proposed 
balanced budget amendments being offered ... it is already part 
of our Constitution. The method in text form is as follows: 
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The Fair Share Balanced Budget Method 


•‘ARTICLE 


"SECTION 1. Congress ought not raise money by borrowing, but 
when the money arising from imposts duties and excise taxes are 
insufficient to meet the public exigencies, and Congress has raised 
money by borrowing during the course of a fiscal year, Congress 
shall then lay a direct tax at the beginning of the next fiscal 
year for an amount sufficient to extinguish the preceding fiscal 
year’s deficit, and apply the revenue so raised to extinguishing 
said deficit . 

"SECTION 2. When Congress is required to lay a direct tax in 
accordance with Section 1 of this Article, Congress shall 
immediately calculate each State's apportioned share of the tax 
based upon its number of Representatives as allotted by the 
Constitution, and then notify the Executive of each State of its 
apportioned share of the total tax being collected and a final date 
by which said tax shall be paid into the United States Treasury. 

"SECTION 3. Each State shall be free to assume and pay its 
quota of the direct tax into the United States Treasury by the 
final date set by Congress, but if any State shall refuse or 
neglect to pay its quota, then Congress shall send forth its 
officers to assess and levy such State’s proportion against the 
real property within the State with interest thereon at the rate 

of per cent per annum, and against the individual owners of such 

property. Provision shall be made for a 15% discount for those 

States paying their share by of the fiscal year in which the tax 

is laid, and a 10% discount for States paying by the final date set 
by Congress, such discount being to defray the States’ cost of 
collection. 

Conclusion 

There are participants at this Hearing, and many political 
pundits appearing on talk shows across our country, who are far 
more articulate than I in identifying the glaring defects and 
dishonest nature of income taxation, whether flat or progressive. 
Likewise, there is also an abundant supply of those presenting well 
rehearsed arguments against an across the board national sales tax, 
and have displayed their rhetorical skills quite admirably. But 
who, I ask, has made a substantial argument against the Founding 
Father's original tax reform package? 

Perhaps our only problem in regard to tax reform is that we, 
as a nation, have lost touch with the original intent and wisdom of 
those who framed and ratified our Constitution ... such negligence 
culminating in our current dilemma. 

In closing Mr. Chairman, I would like to take this time to 
thank you and your staff for allowing me this opportunity to 
present my humble opinion on a subject of such great importance. 



693 


STATEMENT OF 

THE AMERICAN FARM BUREAU FEDERATION 
TO THE 

HOUSE WAYS AND MEANS COMMITTEE 
ON 

AN ALTERNATIVE FEDERAL TAX SYSTEM 


June 6, 1995 


Farm Bureau is the nation's largest general farm organization with a membership of 4.4 
million member families in 50 states and Puerto Rico. Farm Bureau members produce virtually 
every commodity grown commercially in this country. Our policy is developed by producer 
members at the county, state and national levels of our organization. We appreciate the 
opportunity to comment on tax issues important to our member families. 

Farm Bureau applauds the efforts of this committee to hold hearings and move forward with 
the tax debate in the 104th Congress. Making tax policy more farmer-friendly has been on the 
top of Farm Bureau's agenda for many years. The current debate contains many good tax reform 
proposals which are important to farmers and supported by Farm Bureau including; a lower 
capital gains tax, a higher estate tax exemption, deductibility of health insurance premiums by 
the self-employed and expanded use of individual retirement accounts (IRAs). We urge the 
committee to view these proposals as the start of a series of tax changes that will improve the 
economic well-being of our nation and its farmers and ranchers. 

Federal tax policy must give all citizens, including farm and ranch families, more opportunity 
to keep their own money and create their own personal financial safety net rather than rely on 
government, For farm families to be financially secure, tax policy must create a business climate 
where well managed farms can produce profits. Then, tax policy must allow farmers to keep 
more of their income so they can save for future financial security. 

Over time, the U.S, tax code has become more complex and harder to manage. Thus, U.S. 
tax policy has a tougher time accomplishing its intended agenda of encouraging private initiative, 
economic growth, equity, simplicity and collecting the needed revenue with a minimum amount 
of economic distortions. All of this has come at a cost to the private sector in terms of lost output 
and efficiency in our economy. It is now estimated to cost $192 billion annually to comply with 
the current tax system and its 480 forms. 


Current Farm Bureau Policy 


Farm Bureau policy states that tax policy should be designed to encourage private initiative, 
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economic growth, equity and simplicity. Farm Bureau supports the consideration of a single rate 
net income tax system. Farm Bureau policy currently opposes a value-added tax and believes 
that sales tax should be reserved to state and local governments. Farm Bureau also supports the 
repeal of federal estate taxes as well as cutting the tax rate on capital gains to a maximum of 15 
percent and indexing capital gains for inflation. Farm Bureau supports changes in IRAs to 
expand their use for saving for education, for the purchase and upgrade of primary residences and 
for medical illness. Tax changes to reinstate IRAs, to allow non-employed spouses to participate, 
and to expand the uses for saved funds will be good for farm and ranch families of all ages. 


Farming and ranching are extremely capital intensive businesses. Even a part-time, 
beginning farmer who owns little or no land can easily have over $100,000 of capital 
investments. When land is added to an operation's assets, capital needs can quickly reach a 
minimum of $200,000 to $300,000. Capital gains tax relief is needed to facilitate the movement 
of agricultural capital assets to the next generation of America's farmers and ranchers and to 
improve the economic viability of existing farm operations. It is preferable for this transfer to 
occur while both generations are alive, rather than be subject to estate taxes at the time of death. 

Farmers and ranchers have a vital interest in estate taxes because production agriculture 
remains a family enterprise-based industry. According to the 1992 Census of Agriculture, 85.9 
percent of farms and ranches are individual or family proprietorships and 9.7 percent are 
partnerships. Of the 3.8 percent of operations that are incorporated, only 0.4 percent are not 
family held. Without estate law changes, the next generation will find it more difficult to 
continue farming. 

Farm Bureau also supports increasing the annual gift exemption per donee from the current 
$ 1 0,000 to $20,000. This would provide another tool to ease the estate tax burden and help keep 
farms and ranches in the family. 

The 25 percent tax deduction for health insurance premiums of self-employed sole 
proprietors has been made permanent in recent legislation and will move in the near future to 30 
percent. This is a move that Farm Bureau has supported. We commend Congress for passing 
this legislation. In addition. Farm Bureau supports a permanent 100 percent deduction for health 
insurance premiums paid by self-employed indiviauals. Providing self-employed persons the 
ability to deduct 100 percent of the cost of their health insurance is a matter of fairness. 
Corporations, including farms that are incorporated, are able to deduct the entire costs of their 
employees' health insurance. It is only fair that all fanners, regardless of how their businesses are 
organized, be able to deduct their entire health insurance costs. 

Farm and ranch income can vary greatly from year to year. When farmers and ranchers have 
good income years, the amount of savings they can shield from taxes is limited and their incomes 
are heavily taxed. During tough financial years, farmers and ranchers may have no money to 
save. Changes in IRA rules will allow farmers to save more money and allow them to retain 
more of their income from savings. In addition, increasing the variety of uses for savings will 
give farmers more control of their financial future. 
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Farm Bureau supports accelerated depreciation, allowing for annual expensing of 
preproduction expenses and increasing the amount of capital purchases allowed to be expensed 
each year. Farm Bureau also supports tax incentives for producers who are forced to make 
expenditures in order to comply with environmental laws. Farm Bureau supports allowing 
farmers and ranchers to count income from livestock sales and disaster payments in the year that 
they would normally have occurred so that taxes paid are fair and a tme reflection of normal farm 
income. Finally, Farm Bureau supports the creation of a per child tax credit, elimination of the 
marriage penalty and an increase in the personal exemption. 


Creating a New Tax System 

Current debate is beginning to move beyond tax reform toward a complete overhaul of the 
entire federal tax system. New tax systems being debated include the flat tax concept, a national 
sales tax, a value-added tax system and other consumption-based tax systems. Farm Bureau 
supports consideration of a single rate income tax system, but has not endorsed any specific plan. 
Farm Bureau believes that the goal is to design a system that is fairer and simpler and will 
encourage strong economic growth and greater opportunity for all citizens. 

The earliest work on a new system was done by Stanford Professor Robert Hall and Alvin 
Rabushka of the Hoover Institution. Their book. The Flat Tax , was first published 10 years ago, 
with a second edition this year. According to their analysis, a hypothetical farmer in Iowa would 
be due a carry-forward against future taxes when gross farm revenues (amount received from 
crop sales) fall short of the total farm expenses paid (including the purchases of goods, services, 
materials, wages, salaries, pensions, capital equipment, structures and land). In a profitable year, 
each fanner would also be able to deduct the costs of doing business (including capital 
equipment, structures and land) from revenues before calculating and paying taxes owed. The 
results, based on Hall and Rabushka, could be sent to the government on a 10-line postcard. 

This type of flat tax is favorable for farmers and ranchers with families (since personal 
allowances and dependent exemptions will still be deductible) and farmers and ranchers with 
business expenses (that can be deducted in the year they were made). Several flat tax plans have 
recently been proposed in Congress and several more will likely be added in coming months. 
Under each of these proposals, farmers would still be able to deduct all legal business expenses 
and transmit the results to the IRS on one simple form. The results should be positive on the 
macro economy as well. 

Earlier this year. House Majority Leader Dick Armey (R-TX) put forth his proposal based on 
the flat tax idea to simplify the U.S. tax code. This proposal would create one tax rate (20 
percent initially and 17 percent after the federal government is downsized) allow Americans to 
calculate their taxes in just minutes instead of hours. The results could be sent to the IRS on a 
postcard. The positives that Farm Bureau notes with this type of plan include: eliminating the 
current double taxation on savings and investment, lowering our already high marginal tax rates, 
simplifying tax compliance, insuring fairness, producing higher economic growth, and higher 
taxpayer compliance while restraining the growth in federal spending. 
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On the Senate side. Sen. Arlen Specter (R-PA) introduced on March 2, 1995 the Flat Tax Act 
of 1995 (S.488). This bill would also scrap the majority of current deductions and regulations 
and replace them with a 20 percent flat tax that could be filed on a simple 10-line postcard. 

While the Armey plan would eliminate all deduetions and further cut the size and cost of 
government, the Specter plan would include limited deductions for home mortgage interest on up 
to $100,000 in borrowing and charitable contributions up to $2,500. Individuals would not be 
taxed on any capital gains, interest on savings or dividends. In our opinion, this is a very positive 
step. Under this plan, farm businesses would be able to expense 100 percent of the cost of 
capital formation, including purchases of capital equipment, structures and land in the year in 
which the investment would be made. The major positives about the Specter plan are:; 
simplicity, less regulations, more economic growth, increased efficiency, lower interest rates, 
lower costs of compliance and decreased fraud. 

On April 25, 1995, Senators Domenici (R-NM) and Nunn (D-GA) added their plan to this 
mix. Positive features of their include: simplifying the tax code and spurring personal savings 
and business investment. A new deduction for the 7.65 percent social security/medicare payroll 
tax would be added as well as a deduction for education/training costs and all personal savings 
including stock/bond purchases. The marginal tax rate for married couples earning over $24,000 
a year would be an effective 32.35 percent (after deducting the social security lax rale). This, in 
our opinion, is still a relatively high marginal rate. Business would pay a flat rate of 1 1 percent 
on income (revenues minus expenses) compared to the current rate of 35 percent, a plan that 
could be an aid to farm businesses. 

House Ways and Means Chairman Bill Archer has recently called for the abolishing of the 
present income tax system and replacing it with a consumption tax. In his words, the current 
system is "too broken to be fixed and must be replaced." The Archer replacement tax would be a 
broad-based tax on individual and business consumption spending with exemptions for medical 
and housing expenses. Chairman Archer would also repeal the 16th Amendment to the 
Constitution that authorizes the current income tax. While Farm Bureau policy currently does 
not support a value-added type tax, we commend the Chairman for his open mind and 
willingness to help move America closer to a new tax system. 


Tax policy and the resulting rules, regulations and systems are critical to our members. 
Policies and systems that are fair and equitable promote both the economic well-being of farmers 
and our nation's food supply. Our tax system must provide incentives for citizens to pay their fair 
share of their respective tax liabilities and encourage all citizens to create personal financial 
safety nets. We urge the debate to continue as America moves toward such a new system. 
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STATEMENT OF AMERICAN IRON AND STEEL INSTITUTE (AISI) 

ON BEHALF OF AISl’s U.S. MEMBER COMPANIES 

The American Iron and Steel Institute (AISI), on behalf of Its U.S. member 
companies, commends Chairman Archer and the Committee on Ways and 
Means for holding this hearing to examlne'the potential benefits of fundamental 
tax restructuring and alternatives to the current Income tax system. 

This Is a huge undertaking. It Is one that holds enomnous promise even as it 
raises major concerns. Our long-held position Is that this subject deserves 
serious national consideration. We therefore applaud all of the tax policy leaders 
on both sides of the political aisle for having the vision to move this Issue Into a 
front-and-center position In the 104th Congress. 

Needed: A Careful Look at the Pros and Cons 

For the past several years, AISI has been one of the strongest, most public 
supporters of a careful. In-depth study of the pros and cons of basic tax reform. 
By letting the Congress know at every opportunity that this is a key Issue for U.S. 
steel producers, AISI has sought to promote a national debate on this matter. 

We concluded long ago that the study of fundamental tax restructuring Is a 
priority Issue for one simple reason - the existing U.S. business tax system Is 
hurting U.S. Investment, productivity, competitiveness, economic growth, jobs 
creation, and ultimately the standard of living in the United States. 

Still, as Chairman Archer has recognized, basic tax reform must be more than 
just an improvement over the current system. To justify the great effort that such 
a massive task entails and to ensure that the end result will be a pro-competItIve 
tax system for the 21st century, the Congress must proceed carefully, look at the 
pros and cons, listen to those In the private sector that will be most affected, and 
address the significant number of serious concerns, questions and Issues related 
to fundamental tax restructuring. 

If the Congress does decide, after an appropriate period of careful study, to take 
the current income tax system and "tear it out by its roots,” the aim on the 
business side should be to create a simple, revenue-neutral substitute for, not an 
add-on to . the existing business tax system of the United States (corporate 
income, including alternative minimum, taxes and payroll taxes). Accordingly, 
we are pleased that virtually every one of today’s major bills or proposals - from 
the flat tax to the “USA Tax" - endorses the concept of a total replacement of the 
existing business tax system. 

The fact that hardly anyone today would suggest enacting a consumption or 
value-added tax as an add-on to the current income tax system Is progress - it Is 
a first step on the road toward national consensus. What we now need to do Is 
start defining the kind of tax system and tax policy results that we would like to 
see well into the next century. As Chairman Archer has said, consideration of 
basic tax reform must be measured against certain well-defined goals. We 
would urge that the Congress begin by developing a list of guiding principles. 

Guiding Principles 

If we as a nation are to move toward fundamental tax restructuring, it must be 
done right. Basic tax refonn must conform to key principles. Any new business 
tax system should: 

1 . replace current taxes on U.S. companies and avoid net increases in 
taxes on U.S. businesses - we will not improve U.S. competitiveness, if 
there are net increases in taxes on U.S. firms; 

2. provide for immediate expensing of new plant and equipment 
purchases - any new system should encourage U.S. investment. 
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discourage disincentives to investment, and promote rather than hinder the 
competitiveness of U S. manufacturing: 

3. be border-adjustable (exempt exports, apply to imports the same as U.S.- 
produced goods) - this is an essential element of leveling the playing field 
and developing a pro-competitive U S. tax system for the 21st century; 

4. be simple, less burdensome, and relatively easy to administer - steel 
and other U.S. industries share these goals with the individual taxpayer; and 

5. include appropriate transition rules - it is absolutely critical that Congress 
recognize that issues of fairness and equity affect both businesses and 
individuals and, if we are to make the new system fair, U.S. firms must be 
allowed to carry with them into this substitute system the net operating losses 
(NOLs) or tax credits that they have accumulated under the current system. 

Potential Benefits 

If properly constructed along the lines discussed above, basic tax reform could 
yield many benefits. It could lower the U.S. cost of capital, simplify the U.S. 
business tax code, promote U.S. exports, and provide additional revenue (from 
imports) for federal deficit reduction and other important national goals. In 
addition, many economists now believe that this could all be done without raising 
taxes for U.S businesses or causing significant price hikes for U.S. consumers. 

Accordingly, there are good reasons for the Congress, U S industry and U.S. 
citizens to spend a substantial amount of time over the next year or two trying to 
craft a new, replacement tax system. 

Inadequate Capital Cost Recovery - The Present System is Broken 

There is no doubt that the existing anti-competitive U.S. business tax system is 
retarding U.S. investment flows and harming U.S. competitiveness. Thus, in 
January, at Committee hearings on the tax provisions of the "Contract with 
America,” we testified that, as Alternative Minimum Tax (AMT) payers, AISI’s 
U.S. member companies agree totally with Chairman Archer that "the present 
system is broken...”. 

On June 6, 1995, the American Council for Capital Formation (ACCF) testified 
about some of the problems related to the current system. It noted that net 
business investment in the U.S. has fallen to only half the level of the 1960s and 
1970s; that the stock of equipment needed for strong productivity growth has 
increased all too slowly since 1980; that tax policy does affect capital costs, and 
that tax rates on investment do affect the level of investment. It also noted in 
particular that (1) the marginal tax rate on domestic U.S corporate investment is 
37.5 percent - higher than most other countries - and (2) U.S. taxes on 
machinery and equipment investment are especially high (e g., 18.5 percent on 
new investment in machinery, versus only 8.8 percent in Japan). 

Compared to other countries, the capital cost recovery system in the United 
States today is grossly inadequate. Based on recent research by Arthur 
Andersen, the ACCF estimates that, under the AMT, the "present value" of the 
entire stream of cost allowances for U.S. investments in modern continuous 
casting equipment is only 59 percent, compared to 81 percent in Japan, 82 
percent in Germany, 78 percent in Korea, and 88 percent in Brazil. Viewed 
another way, after 5 years, a U.S. steelmaker under the AMT recovers only 37 
percent on its investment in new plant and equipment, versus 58 percent in 
Japan, 81 percent in Germany, 90 percent in Korea, and 100 percent in Brazil. It 
was not always this way. Between 1981 and 1985, when a strongly pro- 
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investment tax regime was in effect in the United States, the present value for a 
similar investment made in the U.S. was close to 100 percent. 

A Recipe for Capital Formation - 

No More AMT and Full Expensing: The Example of Steel 

When AISI testified in January, it stressed that ‘capital costs and capital 
formation remain critical concerns to our industry . ..{and that} the last thing we 
need is an anti-competitive tax that raises the cost of capital and impairs capital 
formation.' Improving the U.S. capital cost recovery system, therefore, would be 
one of the most important potential benefits of fundamental tax restructuring for 
the American steel industry. Taking steel as an example, here is why. 

U.S. steelmakers must continuously invest in new plant and equipment in good 
times and bad in order to modernize, remain competitive, and comply with 
environmental laws and regulations. The AMT treats depreciation as an 
increase in income. As a result of this adverse treatment of depreciation, many 
capital-intensive, marginally profitable U.S. steelmakers remain permanently 
stuck in the AMT - the world’s worst capital cost recovery system, with a 150 
percent depreciation method and a 15-year cost period for most steelmaking 
assets (compared to 200 percent and 7 years under the regular tax). 

We estimate that the AMT raises our industry’s cost of capital by as much as 20 
percent. This is why, until basic tax reform is finally in place, steel and other U.S. 
manufacturing industries will continue to give strong support to the kind of 
significant ‘incremental change' contained in H.R. 1215. The House-passed bill 
and the AMT provision sponsored by the Chainnan would remove a major 
disincentive to U.S, investment by phasing out the AMT by the year 2001 . 

The bottom line: if the United States were to adopt a truly pro-competitive tax 
system - with no AMT to penalize investment and with full and immediate 
expensing of new plant and equipment purchases in Year One - it would be a 
major boon to capital formation in steel and other U.S. manufacturing industries, 
including our major customers in steel-using industries. 

Border-Adjustability - A Way to Promote U.S. International Competitiveness 

A second important reason to consider basic tax reform is the opportunity to 
include a border-adjustability feature, which could provide significant benefits for 
U.S. international competitiveness in addition to yielding a substantial amount of 
revenue from imports. 

The United States today is virtually the only major economy in the world that 
does not use some form of GATT-legal border-adjustable tax (BAT) on business 
activities in its territory. In Western Europe. Japan and other markets, U.S. 
exporters and the products that they sell face a BAT upon entry. In the U.S. 
market, however, we do not require foreign companies to pay a BAT on the 
goods they sell here - and our foreign competitors also get a rebate of their own 
government’s BAT when their products leave as exports. As a result, the 
international playing field is not level when H comes to fiscal policy. 

Perhaps the best example is the one closest to home. Everyone knows that the 
North American Free Trade Agreement (NAFTA) will eventually eliminate duties 
on intra-NAFTA exports of steel and other products. What has not received 
enough attention is the fact that U.S. exports will continue to be charged a 7 
percent goods and services tax upon entry into Canada and a 15 percent VAT 
upon entry into Mexico - and that these taxes will continue to be rebated for 
Canadian and Mexican exports to the United States. 
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Border-adjustability must be part of any basic tax reform. When combined with 
full expensing, a substitute BAT could have a powerful pro-competitive effect on 
manufacturing and the U.S. economy. 

Tax Code Simplification 

A third main reason to consider fundamental tax restructuring is tax code 
simplification. As AMT payers, steel companies know all too well the problems 
associated with tax code complexity. AISI's U.S. members have to keep two 
sets of books - one for the AMT and one for the regular tax - and pay the higher 
of the two (nearly always the AMT). In addition to this requirement, there are the 
numerous depreciation and inventory calculations, the all-too-frequent changes 
in the Code, and the extremely technical language that only an army of 
accountants and IRS officials can understand. 

Looked at from a national perspective, the existing tax system is fraught with 
excessive administrative costs, and the total annual U.S. compliance cost for the 
private sector is estimated to be in the $300 million range. Surely, there are 
better ways for U.S. firms and individuals to spend their time and money. 

While any new tax system must Include appropriate transition rules, which would 
involve some complexity, AISI would encourage the Congress to keep the goal 
of tax code simplification at or near the top of its aims for basic tax reform. 

Major Concerns. Questions and Issues 

With so much in the way of potential benefits from fundamental tax restructuring, 
why are we and other U.S. industries holding back somewhat and not rushing to 
endorse without qualification basic tax refomi? The answer is this: perhaps the 
only thing more complicated than the cunent U.S. tax code is trying to figure out 
what a total replacement of the existing system would mean for one's own 
company, one's industry and the U.S. economy at large. As noted previously, 
there are a number of critical concerns, questions, and issues that must be 
addressed before Congress takes the historic step of actually moving to enact 
fundamental tax restructuring. 

Net Tax Burden - Will It Be Higher? 

The potential benefits to U.S. businesses from basic tax reform will be clearly 
diminished if a new tax regime results in net tax increases. Unfortunately, even 
assuming that any new tax will be a replacement for, and not an add-on to, 
existing taxes on U.S, businesses, it is possible that tax burdens on U.S. industry 
(both in the aggregate and on individual industries and firms) could go up. In this 
regard, three central questions are: 

• What will the tax rate be? 

• How broad will the tax base be? 

• And will there be net tax increases on U.S. businesses? 

U.S. manufacturers have reasons to be concerned. Looking at just one 
proposal. Price Waterhouse has estimated that, whereas aggregate U.S. 
corporate tax liability in 1991 - under the current system - stood at about $68 
billion, it would rise to $78 billion under a 17 percent flat tax, to $88 billion under 
a 19 percent flat tax, and to $106 billion under a 23 percent flat tax. 

Moreover, there are concerns not only about the rate that will be chosen but 
about the issue of how the tax base will be computed. Our U.S. member 
companies wonder, for example, if they will be given full credit for social security 
taxes paid in whatever fundamental tax restructuring proposal is finally adopted. 
In addition, they are very concerned that some of the proposals add labor 
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compensation items (e.g., health and pension legacy costs) back into the tax 
base mix. The effect of this could be to create a ‘super payroll tax,‘ and that 
could be especially damaging to some U.S. steel producers. 

Effects on Financial Statements - Both Winners and Losers 

Yet another serious concern is the possibility that basic tax reform could 
eliminate deferred tax assets (e.g., NOLs, minimum tax credits, and health care 
costs that have value as future tax deductions). This loss of such future 
deductions and credits could have a devastating effect on some steel 
companies' financial statements. Accordingly, our U.S. member companies 
worry about this accounting treatment of fundamental tax restructuring. 

The concern is real because the Financial Accounting Standards Board issued 
“Statement 109, Accounting for Income Taxes,’ in February 1992, which 
mandates a liability method for computing deferred income taxes. The adoption 
of a tax other than on income could have a significant impact on the financial 
statements of companies. For example, companies with large defeaed assets 
due to NOLs or minimum tax credits could suffer substantial losses from the 
reversal of such assets, as well as a weakened balance sheet. 

The impact of basic tax reform on financial statements is a major concern for 
some steel companies, because it could possibly wipe the equity of some 
companies off the books. The main point we would like to make, however, is 
that there could well be both major windfalls and big losers from the accounting 
impact of fundamental tax restructuring and, at least so far, this issue has not 
received the required attention. If the Congress does move fonward to enact a 
new tax system, we urge it to take action to preserve these tax assets. 

Accumulated Tax Asset s and Credits - The Paramount Need for AporODriate 


AISI has always recognized that basic tax reform could not ensure that every 
U.S. steel company would pay no more under a new tax system in any given 
year than they do currently. At the same time, the more we have studied this 
issue, the more obvious it has become that, even under a well-constructed, 
revenue-neutral, border-adjustable, substitute tax regime, there must be clear 
and fair transition rules to ensure that key industries and fimns are not unduly 
disadvantaged, even temporarily. 

Many steel companies, for example, have built up significant accumulated tax 
assets under the existing corporate income tax system - including NOL 
carryfonwards and AMT credits - that total hundreds of millions of dollars. Our 
U.S. member companies naturally want to know: what will happen to these NOLs 
and other accumulated tax assets under various basic tax reform plans? 
Unfortunately, appropriate transition rules are a key missing ingredient from 
many of the proposals for fundamental tax restructuring. This is an issue of 
basic equity. It remains an absolutely critical issue for AISI's U.S. members. 

Some have suggested that, for “GATTabil'ity" reasons, the choice is between (1) 
a tax that is border-adjustable and (2) a transition rule that provides U.S. 
companies access to their NOLs and accumulated tax credits. If correct, this 
would obviously make the concept of basic tax reform much less attractive to 
steel and other industries. We do not agree, however, that this is the choice. 
First, as one means of solving the probiem, the Congress could allow U.S. firms 
to cash out their NOLs and accumulated tax credits. Second, as Gary Hufbauer 
(Institute for International Economics) recently noted, “the {GATT-}permitted 
range of adjustments is not static. Instead, it has gradually expanded over 
time.. ..{In addition,} the introduction of a new tax has sometimes served as the 
occasion for enlarging the range of permitted adjustments.' 
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If the Congress does move ultimately to enact fundamental tax restructuring, it 
should ensure both that the new tax is border-adjustable and that there are 
appropriate transition rules in place so that U.S. companies and industries are 
not unfairly disadvantaged. The issue of what may or may not be allowed by the 
new World Trade Organization will perhaps be a factor in the coming national 
debate. At this time, it is just one more concern that needs to be addressed. 

The Effects on Prices and Consumption - Two Intporlant “Wild Cards" 

The American steel industry, like a number of other key manufacturing 
industries, is inextricably ti^ to the performance of the U.S. economy as a 
whole. While AISI and just about everyone else would like basic tax reform to 
promote U.S. savings and investment, we do not wish to see a new tax system 
dampen U.S. consumption of steel-intensive produces that contribute to the 
standard of living of our citizens and improve the competitiveness of our 
businesses. Fundamental tax reform should make the economic pie bigger - It 
should grow both U.S. savings and consumption. The question Is: will It? 

The concern here Is whether price increases could result from a new 
replacement tax system and whether these could possibly push down U.S. 
consumption of steel-containing manufactures. At the end of our national debate 
on tax policy, if the Congress does enact basic tax reform. It will Inevitably 
Involve some ‘leap of faith.’ Two things, however, are obvious right now: we will 
need to be very clear about our main goals as a national economy, and we will 
need to Improve the way we analyze this issue. 

Analytical Constraints 

The problem for us and every other U.S. industry Is that, while we can all 
probably agree that, for example, not taxing capital expenditures will have 
tremendous Impacts in all kinds of ways, there is nOJiuay to understand these 
effects fully by using a static analysis. 

The fact is that, while a static analysis assumes that certain macro-economic 
numbers (e.g., consumption levels) will not change, one of the primary aims of 
fundamental tax restructuring is to effect a society-wide change in tax payer 
behavior (e g., to increase savings). At the same time, the "science" of frying to 
estimate both the micro and macro-economic effects of basic tax reforni through 
use of a more dynamic model has a lorrg way to go. 

In sum, there are simply too many moving parts to estimate with any degree of 
certainty the potential Impacts on (1) economic growth, (2) federal revenue, (3) 
the cost, price and demand of products, (4) the cost of capital, (5) exchange 
rates, and (6) securities’ prices. In addition, some of the dynamic effects from 
basic tax reform could take decades to work themselves through the economy. 
Thus, all we can do is try to make an intelligent guess as to how fundamental tax 
restructuring might aff^ our particular industry and/or company. 

Conclusion 

This Committee is embarking on something - a possible complete overhaul of 
tax policy in the United States — that has rtot been done in this country in over 60 
years. AISI applauds you for initiating the pr(x»ss. For our part, we have been 
looking at the issue of fundamental tax restructuring for a long time, and intend 
to contribute what we can to the national discussion on basic tax reform that the 
Committee, Senate Finance, and the ‘Kemp Commission' will be leading. 

In part because of the aforementioned analytical constraints, we have not sought 
in this testimony to come out for or against any of the major proposals for basic 
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tax reform. While the economic consequences of each could vary widely, they 
all have their good points and something to commend them when compared to 
the existing U.S. business tax system. Our intention here is to suggest 
guidelines, benchmarks, and principles that we would appreciate the Congress 
considering as it delves deeper into this important public policy matter. 

AISI's U.S. member companies are grateful for this opportunity to provide written 
comments on fundamental tax restructurirrg for the record, and look fonward to 
participating actively in the coming debate. 
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Americans For Tax Reform 


Grover G. Nurquist 

President May 25, 1995 

Hon. Bill Archer, M.C. 

Committee on Ways and Means 
U.S. House of Representatives 
Washington, DC 20515 

Dear Chairman Archer: 

We at Americans for Tax Refonn salute you for your steadfast efforts in passing the 
Contract with America tax reductions through the House of Representatives and we urge you to 
stand firm in your negotiations with the Senate. 

We also look forward to your scheduled hearings June 6-8 on proposals to revise or 
replace the income tax. 

Americans for Tax Reform strongly supports reform proposals that will make federal 
taxes and tax rates fairer, simpler, flatter, and lower. We enthusiastically support the Armey Flat 
Tax proposal soon to be reintroduced in this Congress. 

Americans for Tax Reform strongly oorxisea any national sales tax or value-added tax. 
Such taxes have consistently proven in practice to be "add-ons," not replacements for existing 
levies. 


Americans for Tax Reform sponsors the Taxpayer Protection Pledge, which was recently 
signed by Senator Bob Dole. Other Presidential contenders who have signed the Pledge itmlude 
Senator Phil Granun and Pat Buchanatc In the last election cycle, over 400 candidates Grom both 
patties were Pledge signets. 

Our president, Grover G. Norquist, would welcome an invitation to testify at the June 
hearings. Norquist is nationally tecogniaed as a leader of the grassroots taxpayers' movement. 
We would addidoiially weloome any future opportunity to comment or testily as you find useful. 


lincetely. 





VvtvV/N \ I'- 

P. Lucier, Jr. 
of Research 


.'/N 


cc: Rep. Phil Ccane 


1320 18'*' SntEET NW, Sum 200, Washington DC 20036 
Phone; 202/785-0266 Fax; 202/78^)261 



705 


STATEMENT OF 
JOHN H. PERRY, JR. 

FORMER CHAIRMAN, 

AMERICANS FOR THE NATIONAL DIVIDEND ACT, 
TO THE 

COMMITTEE ON WAYS AND MEANS 
U S. HOUSE OF REPRESENTATIVES 
June 7. 1995 


Mr. Chairman and Members of the Committee, my name is John H. Perry, Jr. and 
it is my pleasure to have the opportunity to address a concept I originated nearly 
fifty years ago and which is before this Committee as one pro|x>sal for reforming 
our Federal tax system. My idea is the basis for H.R. 430, the National Dividend 
Act. introduced by Congressman Billy Tauzin in the 104th Congress. I am 
grateful for the confidence that Congressman Tauzin has invested in the National 
Dividend Act and for keeping the legislation, which received support from 
Members across the political spectrum during the past decade, before the 
Congress. 

Members of the Committee, one month shy of ten years ago, I appeared 
before this Committee championing the National Dividend Act as the Committee 
conducted hearings which led to the Tax Reform Act of 1986. At that time the 
gross Federal debt of the United States was $1,816,974,000,000 and the deficit 
that year, 1985, was $212,334,000,000. As you consider changes to our tax 
structure in 1995 our Federal debt approaches $5 trillion, and the Budget of the 
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United States, submitted by the President a few months ago, projects deficits in 
the S200 billion range for the rest of the century. 

There are two changes to our Federal tax structure which will change those 
numbers, one is good for the short term — the tried and true method of raisii^ 
taxes to meet the demand for revenue, a method not even remotely appropriate 
today; the other is a permanent, long-term solution, the National Dividend Plan, 
the subject of H.R. 430, a concept which changes tax structure in such a way as 
to address not only tax "supply," but tax "demand.” 

A full decade before my appearance at the 1 98S hearings, and before his 
election to the Presidency, Ronald Reagan noted that the National Ehvidend Plan 
"is not a half-baked utopian dream. It is a well thought out, fully documented 
program. . ." It is, moreover, a program to which I have devoted not only fifty 
years of my life, but a considerable portion of my assets. A tax bill with the 
National Dividend Plan as a central feature would be assured of passage and it 
would be veto-proof — no legislator could vote to deny voters a dividend and no 
President would fail to sign the bill. 

In the decade between 1985 and 1995 the Congress has considered, and 
even passed by majority vote, such ideas as budget control acts, and balanced 
budget amendments to the Constitution, and. more recently, the line item veto, to 
provide tools for restraining the demand for Federal spending. These ideas, 
worthy though they may be, and appealing in the abstract, fail for want of 
addressing demand where it begins: with the people of the United States. It is 
the voters and taxpayers who insist they want less government, and lower taxes, 
yet they remain solicitous of programs fi'om which they have, for years, derived 
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some benefit or which they see to be addressing perceived needs without regard to 
the depth of those needs or alternatives to meet them. 

Even the flat tax, and alternative tax systems being discussed today do not 
touch spending. And although different ways of developing revenue may be 
attractive, no systematic program that I have seen puts a cap on revenue — down 
the road even a flat tax could be increased to meet more spending. Of course the 
revenue from any tax scheme could be ignored in favor of continued deficits. And 
while spending limits and reductions are a priority today, there is no "built-in" 
limiting mechanism, nor any assurance that the special interests will not derail 
even the best-intentioned deficit reducing efforts. 

The National Dividend Act sets in motion the National Dividend Plan 
(NDP). a comprehensive program to eliminate Federal deficits, create a "profit 
sharing" trust fund for America's voter-taxpayers, and create an incentive to 
support our national business and industrial enterprise. 

If the National Dividend Act had been implemented as a part of the Tax 
Reform Act of 1986 our budget would be in balance for 1996, and America's 
voter-taxpayers would be sharing in the distribution of National Dividend Trust 
Funds amounting to some $140 billion — the portion of Federal tax receipts 
represented by corporate taxes. 

H.R. 430, the National Dividend Act, contains five basic provisions. The 
first and the central innovation of the Plan is the creation of the National 
Dividend Trust Fund in which all Federal corporate income tax receipts would be 
placed instead of being spent as part of the government budget. The Fund would 
be distributed to all registered voters so long as the Federal budet was in balance. 
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Dividend payments would increase as corporate profit increased — the incentive to 
support business and industry paying Federal taxes. 

The second provision gives voters a vested self-interest in resisting Federal 
deficits. Deficits would be discouraged by using the Trust Fund to meet excess 
spending thus reducing dividends. In other words, voters will insist that their 
legislators live within our government’s means, and since all voters have an equal 
interest in the result, all Americans, rich and poor, "big" and "small," have an 
equal voice. All voters have an incentive to weigh each program for its value both 
to them as individuals and to the national interest. 

The third provision is the elimination of the double taxation of dividends. 
This would end Federal personal income taxes on corporate dividends — and on 
the Trust Fund distributions. It would serve to attract investment dollars into the 
private sector creating new jobs and stimulating business and industrial growth, 
benefitting the American economic machine. The growth would, as it provided 
jobs and income, increase regular Federal revenues for necessary government 
operations as well as increasing corporate tax revenue for the Trust Fund. 

The fourth provision is a cap on the Federal corporate tax rate. It would be 
up to the Congress to determine what the percentage would be - H.R. 430 uses 
the current rate — but it assures business of parameters so that business decisions 
and future plans can be made. 

Finally, the fifth provision is a freeze on Federal expenditures to phase-in 
the program. Every econometric model that we have seen indicates that Federal 
revenues would meet Federal spending in as little as three years if spending were 
frozen. The legislation provides a five-year phase-in period, or balance, after 
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which percentages of coiporate tax beginning with 20 percent and increasing by 
20 percent each year, are dedicated to the Trust Fund. 

Using the decade of the eighties as an example, the following table 
illustrates the effect of implementing the National Dividend Plan: 


A DECADE UNDER 
THE NATIONAL DIVIDEND PLAN 

(In $ Billions) 



RECEIPTS 

OUTLAYS 

TRUST FUND 

DEnCIT‘ 

DEBT 

1982 

6m 

745.7 


127.9 

1136.8 

1983 

600.0 

745.7 

— 

207.8 

1371.2 

1984 

666i 

745.7 

— 

185J 

1564.1 

1985 

7X1 

745.7 

— 

212J 

1817.0 

1986 

769.1 

756i 

116 

+ 23.4 

1996.7 

1987 

854.1 

815i 

38.6 

+108.4 

1996.7 

1988 

909.0 

8510 

57.0 

+163J 

1996.7 

1989 

990.7 

907.9 

818 

+245.0 

19%.7 

1990 

1073J 

96U 

1110 

+327.6 

1996.7 

* + figures imiicaie surplus 
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The National Dividend Plan (NDP) gives each voter a stake in making sure 
that government addresses real needs, and in seeing that his or her legislator 
responds accordingly. Giving citizens a stake in measuring their demands against 
true budgetary impacts, and the prospect of a return on the success of American 
business may be a "radical" concept, but it is one with which we each live in our 
household every day: we must balance our budget — especially on our long term 
commitments, and the better we work, the more successful we are. 

But you say, this would just encourage greater divisions among people — 
exacerbate the tension between the haves and the have-nots. Never has America 
denied its most needy citizens. Indeed, poll after poll shows that America's voters 
want to address legitimate social needs — but that they also want to keep more of 
their own money to spend as they find appropriate. They would rather give their 
church, or local government, or some charitable entity money to meet perceived 
needs than to have a massive government program. They would rather use their 
own resources to pay school or college costs than to have to beg from and qualify 
for some faceless government program. 

But the practice of responding to special interests, "oiling" the hundreds of 
squeaky wheels that now make up not only our Federal programs but the way 
that we legislate, will have to pass the "means" test: Is it worth it if it means that 
my dividend is reduced? Some demands will meet that test: certainly challenges 
to our national sovereignty or national interests around the world which may 
demand defense expenditures, unusual events such as the disasters which have 
occasionally resulted in our people demonstrating that we are the most 
compassionate nation on earth, and other events which may call on our 
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enlightened self-interest to meet our national interest. The National Dividend 
Plan gives America's voters not only the opportunity to continue to generously 
meet national needs, but the self-interest to demand that those needs meet the 
test of being measured by the light of day. 

America is, even with its inequities and its problems, the greatest nation on 
earth - a successful and ever-growing experiment in democracy. For decades 
politicians and economists have debated the role of government and the use of 
revenues as a tool of policy. The National Dividend Plan is the logical conclusion 
of that debate: it uses revenue as a social tool to define and limit the role of 
government. The NDP can once again give life and meaning to the words of 
Alexander Hamilton — incidentally the first U.S. Secretary of the Treasury — that 
"Here (in Congress), sir, the people govern." 

Mr. Chairman and Members of the Committee, thank you for this 
opportunity to present the National Dividend Plan as contained in H.R. 430. 1 
truly believe that the NDP not only provides a unique way to give the American 
voter-taxpayer a new sense of both public and private economics, but that it is the 
only concept which addresses both the need to limit spending and the requirement 
that spending decisions involve the American people. The National Dividend 
Plan encourages voters to make judgements, to weigh alternatives, and it even 
provides for the opportunity to not only forego a dividend but, in special 
circumstances, to deficit spend against future dividends — because America is as 
good and generous and great as it is. 

Instead of bemoaning the task of 535 Members of Congress trying to 
restrain themselves from doing what 260 million Americans appear to want them 
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to do. it's time that we create an environment in which the millions of American 
voter-taxpayers demand that the S3S do what needs to be done — and give them 
the tool, the incentive, to make it happen. Rather than damn us all to continuing 
mediocrity, let us seek to develop our greatness, to make us all rich. 


John H. Perry. Jr . former Chaimuui of the Americans tor the Natioiul Dividend Act and the 
originator of the National Dividend Plan concept, was Chairman of two Florida corporations 
headquartered in West Palm Beach. Florida: Perry Oceanographies, Inc., and Perry' Offshore, 
Inc. The latter was the largest commercial builder of robot and manned submarines in the U.S. 
Mr. Perry is Chaimun Emeritus of the Perry Foundation, Inc., a nol-for-pro6t corporation 
dedicated to truuine science. 

From 1966 to 1968 he was a member of the U.S. Commission on Vlarine Sciences. 
Engineering and Resources which, after two years of study, submitted its report entitled, "Our 
Nation and the Sea.' He served as Chairman of the Conunission's technology panel. Mr. Perry 
facilitates marine research at the Caribbean Marine Research Center. Through the Perry Energr 
Systems Division of Perry Oceanographies, he has developed an energy process for making 
methanol from sea water. His current energy project is to have his Eiretgy Partners Company 
build fuel cells which will make combustion engines obsolete. 

Mr. Perry is the former President and Chairman of Perry Publications. Ittc. which until 
1969, operated 26 newspapers in Florida; All Florida Magazine, a Sunday supplement; Palm 
Beach Life magazine; the statewide All-Florida News Service, and numerous commercial 
printing plants in Florida. Perry Publications pioneered the development of computerized 
printing of newspapers in the early 1960i. He is a director of the Nas.sau Guardian ( 1 844) 
Limited. Nassau, Bahamas. He is the author of The Ultimate Self Interest: .\ Strategy for 
National Solveiicv G984. 1987), a detailed explanation of the history and operation of the 
National Dividend Plan. 

Mr. Perry was bom in Seatde, Washingtoa January 2, 1917; graduated from Hotchkiss 
in 1935, Yale in 1939, and attended Harvard School of Business .Administration. He makes his 
home in West Pabn Beach, Florida. 



713 


June 9/ 1995 


Phillip D. Mosely, Chief of Staff 
House Ways and Means Coaunittee 
1102 Longvorth Bldg. 

Washington DC 20515 


Dear Mr. Mosely: 


I understand that the House Ways and Means Coninittee has sched> 
uled "Open"!! hearings on the oppressive US Tax situation. 

Please register my "vote" for a total US tax>system overhaul and 
strongly in favor of a reasonable "Flat Tax". 


Thank You. 



files L. Anderson MD 
E330 Gerbing View Drive 
Union, WA 96592 



Ends (6) 


cc: Norman Dicks, US House of Rep. 

Slade Gorton, US Senate 
Patty Murray, US Senate 
Newt Gingrich, Speaker, US House of Rep. 

Richard Armey, Majority Leader, US House of Rep. 
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ROBERT H. ASHWORTH 
16300 198TH avenue NE 
Woodinville, WA 98070 
(206) 788-7895 


RE: Flat Tax 

Phillip Mosley 
Chief of Staff 

U S. House of Representatives 
Longworth Office Building 
Washington, DC 20515 

Dear Congress person, 

The time has come for a flat tax of some kind. It must be one where there is no 
judgment made on what is a legitimate deduction by the IRS There should be 
no deductione. 


It would not have to exceed 10% as all money that changes hands will be taxed 
adding additional black market monies that are currently not being taxed 

Also, the economy will have a boom like never before. The problem with our 
economy now is a lack of jobs caused by too high of taxes and the increasing 
risk to start businesses. 


Do it now! 



Robert H. Ashworth 
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June 16, 1995 

Mr. Phillip Mosley, Chief of Staff 
Coiomittee on Ways 6 Means 
US House of Representatives 
1102 Longworth 
Washington DC 20515 

Dear Mr. Mosley, 

I am in complete support with eradicating our current tax system 
which as you know penalizes the productive people of this country. 

I think the National Sales Tax would be the best system to replace 
our current system for these reasons: 

1. It is the form of taxation our Constitution allows. 

2. It would require everyone to pay. Drug dealers, 
prostitutes, and other illegal money makers would 
finally contribute to our system. 

3. It would not allow the Congress to eliminate the 
deductions and then raise the tax, like they could if 
we had a flat tax. 

A flat tax would still allow for cheating and wasted time preparing 
forms for the IRS. We roust eliminate the IRS and all the wasteful 
acts associated with preparing our tax returns. 

My wife spends too much time with accounting for this business, in 
addition to our other joint business and our rental properties. 

Lastly, we're sick of paying 15.3% of our income in Social Security 
taxes in addition to income taxes because we're self employed. 

If the employees of this country had to come out of their savings 
like we do, this debate would have taken place many years ago. 

Please push towards the National Sales Tax. 

Thank You, 


Rick Jabour 



800 'D' Osvis St • vacavIHs, CA 96688 • (707) 447-5757 •(BOO) 441-5657 
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848 Jackman St. #317 
El Cajon, Ca 92020 
June 2, 1995 

Dear Mr. Mosely, 

It is exciting to have input into the issue of changing the 
tax laws. We must preface our ideas, however, with the statement 
that it is not the tax laws per se that are the problem, but the 
overspending. The overspending, and the apparent attitude of our 
Congressmen that there is an open checkbook available from the 
American people is what has caused the taxes to be so onerous. 

Therefore the first change we would make would be that 
spending must always be based on the PREVIOUS year's available 
money, not the estimated amount. That way, unless there is a 
major recession or depression, the budget ought to always be 
balanced . 

We would most like to see the income tax eliminated. However we 
do not trust Congress with a "phase in phase out". When Reagon 
allowed a tax Increase with a "future" spending cut, the spending 
cut was never realized. Therefore we no longer trust "future" 
promises. If a national sales tax is started, it should be 
started simultaneously with the Income tax being eliminated, and 
not gradually. 

If we Instead go to a Income flat tax, there should be no 
national sales tax, and there should be flat tax of perhaps 
10-12% with a mandated ceiling (forever) of under 20%. Without a 
celling, I could see the Congress once again consider taxpayers 
"rich" and we would be even more heavily taxed than now. If there 
is a flat tax, there should be no tax for incomes of $10,000 or 
t)elow for single people and $20,000 or below for married people. 
Other than that there should be no "earned Income" credit, and 
noone should be exempt from the tax, including welfare recipients 
or other holders of government handouts. A deduction for children 
including a deduction for child support for whoever pays it, and 
for interest paid (not just mortgage interest but any interest), 
and a deduction for taxes paid (including not just state or city 
taxes but sales tax as well) should be included so we are not 
paying tax on tax. Also, there should be a deduction for money 
received that is simply return of income, such as the portion of 
pensions that comes out of salary that had alreay had taxes taken 
out of it. Social security tax and Medicare tax should also be 
deductible. Once again, whatever the money this raises, that 
should decide the spending. Just like my budget, the budget 
should be based on income, not on what the Congress can extort 
from the people. Except for the items mentioned, the tax code 
should be eliminated. It is too complicated and too difficult to 
understand. The IRS should also have to prove any claims so that 
the taxpayer is assumed innocent. Apparently the IRS not can 
assume that a taxpayer earned income and force the taxpayer to 
pay tax on this income without evidence that the taxpayer earned 
said Income. This practise of the IRS is ridiculous and the 
agency should have to prove that the taxpayer earned any disputed 
income. 

Should the income tax be eliminated completely, and a sales tax 
be instituted instead (as I would like to see), state and local 
Income taxes should also be eliminated. The sales tax then should 
be only on actual sales of goods, not sales of services. There 
should be no tax on capital gains. The sales tax also has to have 
a ceiling beyond which it cannot go. A sales tax of 10-12% seems 
reasonble, with perhaps food being exempt. The tax should not be 
able to be higher than 15%. The name of the game is CUT SPENDIMG. 
If this has to be forced on Congress by reducing revenues and 
saying "Thats all there is", so be it. 

Thank you for asking for our input. 

Yours sincerely, 

Lynn Badler 

Ted Warren 
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Phyllis D Beamon 
2401 Determine Court 
Louisville, Kentucky 402 1 6 
May 30, 1995 


House Ways & Means Committee 
ATTN: Phillip Mosley 
Longworth House 
Washington, DC 205 1 5 

Dear Representative, 

I am writing this letter and requesting that it be presented and read before the 
House Ways and Means Committee on Tax Reform which is scheduled for June 6,7, & 8. 
The situations and problems that I see in the forthcoming tax reform programs must be 
addressed by us, the concerned public It saddens me to see the freedoms and country that 
our ancestors fought and died for being allowed to vanish without our speaking out on 
behalf of its salvation To begin with, the Revenue Act of 1 862 is very antiquated and 
desperately in need of review and updating to meet today's needs rather than the war time 
periods in which it was formed. Tax preparation and filing has become so complicated 
and confusing that it must be simplified. I have worked as an accounting clerk in a large 
business, still the tax laws and forms are so complicated it makes many things easy to 
either over look or miss completely 

Taxes were implemented as a temporary method to help this fine country. All law 
abiding, hard working Americans do not mind helping our country remain strong and vital, 
however, enough is enough! I have served my country in foreign lands and seen how the 
socialist programs work - they do not work. Why do you think the Soviet Union fell, the 
people were tired of the oppression Our forefathers fought to remove themselves from 
the oppression of England and the situation of taxes being levied heavily on them 1 do not 
mind paying "my fair share", but the continuing of the government to increase taxes on it's 
constituency and not allowing enough for personal exemption (which should be approxi- 
mately $12,000 or more) is becoming increasingly hard to bear by ourselves We are not 
only taxed when we buy items, but we are taxed directly off our income If a flat tax was 
made of 7-8% to be paid when things are purchased, everyone would be paying their share 
of taxes and the earlier mentioned tax forms, etc could be done away with. This would 
again simplify taxes and no one (whether legal or illegal income was being made) would be 
exempt from paying into the support of this countries needs, in fact even monies "stashed" 
into foreign bank account would not be exempt. 

The power that has been given to the IRS needs to be more controlled and 
monitored. As it presently stands, the IRS has the authority and power to take a persons 
assets even though no wrong doing has been established There are numerous examples 
of properties, people had worked hard and long to acquire, being lost permanently due to 
an error not on the persons part, but on the part of IRS I personally have had two 
mistakes made in my taxes. The first they claimed that my calculations were incorrect and 
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so they threatened and billed me for the difference plus interest. The error was on their 
part, not mine - the notification of their error in truth being made and corrected so I owed 
nothing was far from being as aggressive in apologies as the earlier had been in 
accusations! This brings up another point, they charged me interest on the amount I was 
suppose to have owed them, but they do not pay interest when they owe us and delay 
release of our refirnd. And to think this whole program started as a voluntary program, 
seems to me that the attitude of correspondence could have some considerations and 
politeness, being rude does not help solve problems. The second incident, they claimed I 
owed some monies, rather than research the difference I sent them a check for the full 
amount, with all papers attached that were to be returned (signed, dated, and mailed with 
check). Several months later I was notified that some form was not returned (though I 
had copies) so 1 was being penalized $5.00 and threats were express if I did not pay this 
additional $5.00. Note should be made that the form they wanted signed did not 
accompany the notice and so if I had sent a check for $5.00, in another several months 
would I have received another penalty? Possibly? Probably! 

Being an only child, another area of concern for myself is the discussed changes in 
the inheritance taxes. My parents worked many years saving, doing without, hoping that 
their only child could have a better, easier life than they had. If laws are changed then a 
lot of what they have sacrificed and saved to help me will instead go to the government, to 
support or "shore-up" programs that the funds have been being misappropriated and 
wasted in the past . They even stand a chance (if sickness occurs) of loosing their home, 
because Medicare and Medicaid can take your home if your health bills are high, but yet 
we had no choice from the beginning as to whether to pay into these "insurance" programs 
(which is what they are) or not Had people been allowed to invest those monies into 
other areas many of these Federal Programs would be unnecessary. Another example of 
misuse of Federal Taxes would be prisoners given Pell Grants. I can understand trying to 
help rehabilitate them to release back into the community, but why not loan them money 
rather than give them a grant. I (a law abiding, tax paying citizen) did not qualify for a 
Pell Grant - 1 made to much money! At the time I was attending college full time and 
working full time - single making my own way. Had I committed a crime 1 guess I would 
have qualified for a grant! Does there seem to be something wrong with this premise? 
There does to me What is our incentive to work, save, and strive to better ourselves? 
This again brings up another point, when I get old enough to draw Social Security it will 
not be there. The government has already told all of it constituency of this fact. Another 
Federal Program that I have supported will NOT BE THERE FOR ME! I have had to 
pay into it, but will never see ANY return. At least with a life insurance policy, or a 
saving account, I would have a small amount of income. 

1 love this country and would not wish to live anywhere else. 1 have lived in other 
countries! This is my home and I am supportive of its original goals and dreams of our 
forefathers. It is up to people like myself to voice our opinion, otherwise the leaders of 
this once great country, may loose sight of the importance of each and every American. 


Sincerely, 
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P.0, Box 1750 

Fairfield Glade, TN 38558 
June 1 , 1995 


Mr. Philip Mosley 
Chief of Staff 
Ways and Means Committee 
Washington, DC 20515 

Dear Mr. Mosely: 

Please let it be known that I support *a flat tax of 17 to 20% 
with some built in protection for unreasonable increases on a 
regular basis. 

Let the free market forces work and get government out the way. 

The role of government is to protect its citizens from aggressive 
enemies, if it gets out of the health care business, school lunches 
and other social programs it can learn to balance its budget. 

Man should be entitled to the fruits of his labor, women too. 

It's not for the government to determine what allowance we 
should be allowed to have. 

It's time this government got its fiscal house in order and learn 
some restraint. 

Sincerely , 

^ /C C 

Joan R. Bean 
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D Sunnyttop* Rrad ■ HaUm, CA 95023 ■ Tal: (40S) 537-1911 ■ Fu: (408) 637-5200 


May 29, 1995 
From: Donald A. Belt 

To; Committee on Income Tax Reform via Philip D. Mosely. 

Subject: A Proposal for Replacing the Current U.S. Income Tax System with one 
that is fair to everyone, painless to no one, and simple to administer. I call this 
new System 'The One Percent Transfer and Exchange Tax’ . 

Under this new program, every time a transfer or exchange of money or property 
from one person (or business entity) to another occurs, a one percent tax would be 
immediately due and payable to the US Government. There would be no excep- 
tions or exemptions. For example, if Exxon sells (or transfers) five billion worth 
of goods or services to another, they would pay a one percent tax at the time the 
transaction occurred. There would be no deductions or offsets. The tax would be 
based on the gross value of the goods or services transferred. If a bank loaned 
$300,000. to someone, a one percent tax would be due at the time the transaction 
occurred. When the Bank received repayments, a one percent tax would also be 
due. Again, there would be no exemptions. If an Estate willed property to family 
members, the one percent tax of the value of the property would be due when the 
property transferred. If the Ford Foundation donated a million dollars to a cause, a 
one percent tax would be due. Eveiything purchased retail or wholesale would be 
taxed at this rate. This principle would apply to all tranactions of monetary value. 

Two Key Provisions of this plan would include: 

-The One Percent Transfer and Exchange Tax would apply to every transfer 
or exchange of money or property without exception. No deductions or offsets 
would be given to any person or business entity for any reason whatever. This 
provision would also apply to any money or property leaving or entering the 
United States. 

-The One Percent Transfer and Exchange Tax Act would be fixed at the one 
percent level and diis level could not be increased by Congress, ever. 

This proposal would eliminate most of the IRS Code, many of their employees and 
much of dieir overhead. There are many other benefits too numerous to mention. 
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L*nlS. 

S406 CoiHMcHeut Av*., NW. #401 
WcMhhgton, D.C. 20015 
202-342-0264 (p) 
202-237-2155 (0 


June 14, 1996 


Phil Moseley 

Minority Chief of Staff 

House Ways and Means Committee 

1106 IHOB 

Washington, D.C. 20515 
Dear Mr. Moseley, 

I wish to lend my support to Mr. Archer's call for replacing the Income tax with a 
consumption tax. Doing so will Increase personal and national savings and Investment, 
while the result should be at least growth- and revenue-neutral (If not stimulating). If 
priced properly and administered efficiently. 

You may find It useful In preparing specific proposals to contact those who were Involved 
In the Chilean tax reforms of 1976, 1984 and 1989: 1 attach a paper on the topic written 
by Jose Yahez of the Universidad de CWIe. 

Sincerely, 

Leni S. Berifner 


enc.: as stated 
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11. TAX REFORMS 

^JoUYMtx' 



This chapter presents the priiKipal features and the results of the major tax 
reforms introduced in the Chilean tax system in the 1970s and 1980s. 

In the early 70s, the Chilean tax system was beset by serious problems, which 
were reflected in the generation of inappropriate incentives in the area of 
resource allocation, such as the vertical integration of rxHnpanies solely for tax 
reasons and because of the pyramidal structure of the taxes, which encouraged 
tax evasion. Moreover, the tax system had become extremely complex due to the 
numerous exceptions, deductions, loopholes and special cases that were added 
as time went on. 

Along with this, public firunces deteriorated gradually until 1973, when the 
State budget rleficit reached the unprecedented figure of 24 percent of the gross 
geographic product (GGP). The volume of tax receipts, both in absolute and in 
real terms, fell between 1971 and 1973. In 1971, receipts were 17.6 percent of 
the GGP and in 1973 they fiell to 16 percent. This drop occurred despite the efforts 
of the authorities to increase tax revenues in order to finance their redistribution 
policy. 

It was in these circumstances that the sweeping tax reform of 1974-197$ was 
introduced, when, with a view to solving the above mentioned problems, nearly 
all of the taxes were changed. 

The most notable reforms were the replacement of the sales tax with the value r 
added tax (VAT), the improvement of the iiidexing system, the tariff reform .■ 
Qorwer uniform tariffs) arxl the new tax and audit ailminisliatit>n. 

The primary short-term objective was to increase tax receipts to help reduce 
the enormous budget deficit existing at that dme. Tax receipts as a percentage 
of GGP rose to 17.1 percent in 1974 arxl to 21.7 percent in 1975. Later, this 
percentage stabilized around 19.$ percent and remained there for several years 
aable 2.1). 

Vith regard to the long-term objectives, the most important was eliminating 
the inefficiencies that existed in Che old system in terms of resource allocation. 
To achieve this, the VAT was established and preferential tax treatments such as 
sectotal and regional exemptions, whkdi discriminated between public and 
private enterprises, were abolished. The secxxid objective, which was closely 
related to the first, was to eliminate the myriad differences established with 
respect to taxable goods, as well as the countless rates, exemptions, exceptions, 
deductions and rates esublished in the fbtm rrf nominal fixed amounts per unit ' 


' INo fe j igr, Faculty of Ecxmoniia uf the Univeialty of Qiflc. 
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TaMt2.1. 

Tax itMijits at a paicantaga of 66P 




Tana 



Yean 

Bbael 

ladltatl 

Total 

1971-73 

5.1 

11.2 

16.3 

1974-80 

5.8 

13.8 

19.6 

1^1-83 

4.9 

17.9 

22.8 

1984-87 

4.2 

19.3 

23.5 

1970 

4.8 

10.6 

15.4 

1980 

6.2 

14.3 

20.5 

1985 

4.2 

19.4 

23.6 

1987 

3.7 

20.2 

23.9 


SoiitK Mgi! Ota. wnisiiy d Hwu Rvwt or th sm s/ AMc Am. 


of product (given the inflaUonary context of the economy, it was constantly 
necessaty to enact taws or decrees to ad}ust them). 

The objective of equity remained on a plane secondary to the two objectives 
mentioned above. It was pointed out that the distributive objective was achieved 
by properly focusing the distribution cf social spending on the population and 
that there was no need to worry about the progressivity of the ux system. 
Nevertheless, despite this, a series of measures was adopted that tended to 
promote greater vertical and horizontal equity, as a result of the elitnirution of 
discriminatory tax treatroeru and the simplification of the taxes. Certainty, all the 
measures airi^ at the indexing of inccenes, the introduction of the “tax unit” 
concept, and advance monthly payments made the system mote equitable. 

In the 1980s a second major tax reform was carried out, this time targeting the 
itKome tax. The reform was undertaken in 1964, but full implementation took 
several years. The primary objective was to minimize the factors in the income 
tax that discourage savings and investment. To achieve this, rates and bases 
were reduce ae certain ptovisiorts of the income tax law were abolishe. In 
this reform, the objective of efficietKy in the allocation of resources took 
precedettce over equity. Moreover, the income tax became far more complicate 
and there was a drop in tax receipts. 

The tax reforms of the 19705 ae 1980s had a very specific long-term objective: 
economc efficiency. This will become clear later when we analyze the reforms 
in detail from the perspeeve of the tools used to implement tax policy. Along 
with this, special anention will be given to analyzing those taxes drat made the 
greatest contribution to the objectives of efficiency, simplicity and increased 
receipts. 

Tbe tax system and Inflation 

Taxes and inflation influence one another. In the context trf an inflatiorwy 
economy, taxes can be used as a tool to help check or slow this process, 
pankul^y those that have a direct impact on the consumption component of 
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aggregate demand. On the other hand, inflation can also aflea the real value of 
taxpayer contributions as well as the real value of the State’s tax receipts. 

Some of the tax reforms introduced in Chile in recent years have eliminated 
the effects of inflation on taxpayer contributions and the Public Treasury’s tax 
receipts. 

Among the principal measures adopted to benefit taxpayers, special mention 
should be made of the indexing of assets and liabilities, the reappraisal of real 
estate and the tax unit. On the ocher hand, the principal measures to prevent the 
devaluation of tax receipts by inflaciiMi inclutfe the collection of ad valorem taxes, 
regularly adjusting real estate appraisals and establishing advance monthly 
payments (obligatory or voluntary). 

Indexing assets and HabiHties 

Taxpayers in the first category, i.e., those with capital earnings from commercial, 
industrial, mining, agricultural, financial and other types of enterprises, must 
annually adjust their shareholders' equity and the amounts or items comprising 
their taxable assets and liabilities, provided that the taxpayer declares his real 
income, as shown in a general balance sheet. 

The indexing Is applied to the shareholders' equity at the beginning of the 
fiscal year, increases or decreases in the shareholders' equity, the goods 
comprising (he fixed assets, the goods comprising the liquid assets, the value of 
credits or rights in foreign or adjustable currency, the value of foreign currency 
and gold holdings, the value of concession locales, mining holdings and 
concessions, manufacturing rights, trademark and patent rights, organization 
and start-up expenses, the value of corporate shares, partnership contributions, 
debts or obligations in foreign or adjustable currency, etc. The objective of the 
Chilean tax legislation was for taxpayers to pay taxes on the real profits of the 
company and not the nominal profits. For the purposes of indexing, the 
Consumer Price Index (CPI) was used as an indicator of inflation in the relevant 
periods. Although many details of the indexing system are constantly being fine- 
tuned, in general terms it has provided an adequate solution to the problem of 
inflation in determining real profits for tax purposes. 

Real estate reappraisal 

In Chile there is a tax called the “real estate contribution" or "property tax," which 
is based on the value of real estate. Since the process of appraising a property 
is costly, the law stipulates that the interval between one appraisal and another 
can be no longer than 10 years nor shorter than 5 years. Between appraisals, the 
value of the property is adjusted semiannually in accordance with the variations 
in the CPI. 

'The actual value real estate changes over time due to obsolescence, wear 
and tear, the value of the land, construction costs, improvements, disasters, 
relative scarcity, etc. The actual value may be tied to the market value of the 
property, which varies over time with the «X)noniic conditioris in the country. 
The Internal Tax Service appraisal mu^ be close to the actual value of the 
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property so that the tax payment reflects the taxpayer’s true ability to pay. 

The use of this system helped to increase tax receipts, in teal terms, by almost 
four times with respect to previous years, when the appraisal was only adjusted 
at rates lower than the CPI for the period in question, and a distinction was made 
between agricultural and other types of real estate. 

The Tax unit 

The tax unit (TU) is a value selected at a given time, which is then adjusted on 
a monthly basis in accordance with the CPI. This, then, is a unit of account that 
has maintained its actual value over time or the nominal value of which has been 
increasing at the rate of monthly inflation, but one month behind. 

This TU has been used in various ways in Chilean legislation. One application 
is in determining the tax liability of the so-called small taxpayers in diflerent 
economic areas. Another application is in the field of tax penalties, which are also 
based on this unit of account. In addition, certain tax deductions and exceptions, 
especially in the income tax system, are based on the TU. Still, its most important 
use has been in defining brackets for the uniform employment tax and the global 
supplemental tax. In an inflationary economy, this prevents taxpayers from 
falling into brackets with higher marginal rates simply because their income is 
wholly or partially adjusted. In times of inflation, this tool is essential to avoid 
constandy changing the direct tax burden on taxpayers. 

Ad valorem taxes 

Almost all of the taxes in the Chilean system have been established on an ad 
catoreOT basis, i.e., as percentages of the price or value of a transaction. The main 
reason for this is that ad valorem taxes protect the real value of receipts, given 
that the treasury collects an equivalent amount of the increase in prices due to 
infladon. Taxes established in unitary form, i.e., as a certain number of monetary 
units per product unit, necessitate constant adjustment of the rates to avoid the 
teal erosion of tax receipts. The ad valorem system avoids this problem. 

Advance monthly payments 

Taxpayers who must file annual income statements must make advance monthly 
payments against the taxes they will be required to pay when filing the annual 
statement. These payments, duly adjusted, are deducted from the total amount 
owed and, when applicable, the taxpayer must pay the balance not covered by 
the advance payments, or, in the opposite case, if the total of the advance 
payments is greater than the amount of taxes owed, the taxpayer receives a 
reftind.^ 

Although the chief objective of the advance payments is to normalize the flow 
of revenues to the national treasury, it is also a way of spreading taxpayer 
payments evenly over time. The advance payment enables the taxpayer to pay 


* Ministry Finance, calculation erf natiofui general revenues for the year 1990. 
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a portion of his taxes, thereby reducing the amount owed at the end of the year. 
The use of these tools has gready increased the fairness of the Chilean tax system 
as well as its effects on the allocation of resources. The interests of the State, of 
workers and of employers have been well protected against the negative effects 
inflation can have bc«h on payments and on tax receipts. 

Value added tax 

One of the most significant tax reforms of the 1970s was the introduction of the 
VAT, which replaced the sales tax. 

A sales tax of 8 percent was chaiged each time a good changed hands and 
t 2 xes were paid on prices that already included other taxes. These characterises 
of the sales tax were detrimental to the efficient allocation of resources. 
Companies, in order to reduce the direct tax obligation, sold vertically, 
decreasing the number of transactions and avoiding eight tax points for each 
transaction eliminated. On the other hand, the scxalled pyramidal structure of 
the tax undermined the equity of the tax system. What the pyramidal structure 
involved was that the price charged at each stage included the taxes paid in the 
preceding stages, i.e., taxes were charged cm other taxes. The pyramidal structure 
would not have been a problem if the prices of aU goods were affected equally 
the tax. However, the tax obligation differed, depending on the number of 
transactions in which each unit of a single product was involved. 

The VAT has the advantage of being neutral with respect to the organization 
of the production and distribution goods. Since the VAT is charged for each 
of the transactions involving a given good, but only on that part d the price that 
is added, from a purely tax-oriented viewpoint, it makes no difference to the 
taxpayer whether he manufactures his own inputs or purchases them from 
someone else. Because of this, companies now integrate vertically for reasons 
of economic efficiency, without this having any effect on their taxes. Under the 
vat system, the price of the product is not affeaed by the number of transactions 
ft was involved in, so that a constant relationship is established between the end 
price of a good and the tax charged on it. Thus, the VAT eliminates the pyramidal 
effect, since it is not a cost. The VAT is a tax that is paid at purchase and recovered 
by the seller, through the tax credit arrangement, and the amount of the VAT must 
not increase the costs of the taxed product. 

The constant relationship between the end price of a good and the VAT 
enormously facilitated the use of the tax exemption when the product is destined 
for export — ^which was arbitrary under the sales tax — and also facilitated taxing 
the goods imported by the country. Thus, in die Chilean tax system, the VAT on 
exports is reffinded and a general VAT is charged on imports, with the same 
percentage rate being applied in both cases. 

The VAT is viewed in Chile as a consumer tax covering capital goods as well 
as intermediate products, so that the tax paid at purchase entitles the buyer to 
a credit against the sales lax. This system is an incentive to investment in capital 
goods. This ended the discrimination of the sales tax system against investment 
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in national capital goods, due to the fact that imported goods were exempt. 

The VAT declaration in Chile must be made on the basis of what is known as 
the invoice method, which has helped to discourage evasion. In this case, the 
percentage of the VAT on the final selling price of the product is applied first, 
and then the VAT paid on the intermediate goods and capital goods used in 
production are deducted, provided that these payments are supported by the 
corresponding invoices. This discourages evasion of the VAT by making it 
contrary to the taxpayer's interests and because it is a tax that is applied in stages. 
Evasion, if it is to be made dlfhcult for the authorities to detect, must involve the 
entire production and distribution process, requiring a number of taxpayers to 
cooperate for this purpose, which is not easy. 

To close any loopholes that taxpayers might use to evade the tax, the VAT base 
has been steadily expanded over the years. In other words, the objective has 
been to include all goods and sectors of economic activity in the VAT system. 
This is why the exemptions originally granted to certain basic consumer goods 
such as services,^ commodities, fuels, tobacco, cigars, cigarettes, liquor, con- 
struction, etc., were eliminated. 

To make the VAT progressive, surtaxes were established for certain luxury 
items or goods that generate negative externalities, which vary according to the 
item in question. For ejcample, whiskey has a surtax of 70 percent; jewelry, fine 
furs, carpets, yachts, canned caviar and fireworks, 50 percent; liquor in general, 
30 percent; wine, 15 percent. 

The general VAT rate was 20 percent from March 1975 to June 1988. when it 
was reduced to 16 percent. Later, in June 1990, it was raised temporarily to 18 
fxircent. The VAT base is fairly large, despite the fact that some goods and 
services are still exempt, such as education, State hospital scAices, passenger 
transportation services and bardc interest. The VAT applies only to consumer 
goods and not to capital goods, much as it applies to imports (tariifs are included 
in the base) and not to exports. 

The VAT is intended to be a simplified tax system for small taxpayers: small 
business owners, craftsmen, and providers of services. A gross monthly amount 
due is determined, from which the taxpayer is entitled to dedua the taxes 
charged in the month in question on goods purchased and services utilized. If 
the difference is negative, no refund may be credited or requested. This 
simplified procedure has proven to be very useful in reducing the indirect tax 
burden on small taxpayers. 

VAT receipts became the largest source of tax revenues in the Chilean tax 
system in the second year of its application, doubling the absolute level of 
receipts between 1975 and 1979- Starting in 1978, the VAT accounted for over 
40 percent of the total lax receipts, and reached 50 percent between 1981 and 
1982. The introduction of the VAT'in the tax system coincided with a surge in 


’ Included were aU services for which remunerackw was rxjt considered a payment for the services 
of laborers. 
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development of the domestic capital market and to eliminate certain inefficien- 
cies and inequities in the tax system. 

The combining of the personal and corporate tax systems had various 
objectives. The first was to eliminate the preferential treatment accorded retained 
earnings, with a view to promoting the growth of internal investment and 
channeling these savings toward the financing of investment projects with higher 
returns, thereby contributing to maximization of the economic growth rate. The 
second objective was to promote tax equity by taxing shareholders and partners 
in the same manner, thus eliminating the benefit accorded shareholders to defer 
the payment of taxes on the undistributed portion of the profits of corporations. 

In terms of receipts, the reform increased revenues in national currency from 
4.6 percent of the GGP in 1973 and 1974 to 5.9 percent in 1975. 

The 1984 reform 

The objective of this tax reform was to eliminate discriminatory tax treatment 
based on the various sources of income, the effect of which had been to increase 
the negative impact of income tax on private savings. The aim was to encourage 
private savings and to replace the income tax with another that would 
conceptually approximate the idea of a tax on personal income. The idea is that 
income taxes should ultimately be paid by individuals and not corporations. 

Taxation of labor income 

The tax on labor income is the tax in the second category or the single labor tax, 
which in the previous reform was completely incorporated into the general 
supplemenury tax. The 1984 reform, as it affected this tax, resulted in a reduction 
of the direct burden of this tax, which had been increasing in recent years. In 1981 
the exemption was increased from three to six tax units and the marginal rates 
of each bracket were reduced by two percentage points. In 1982 the exemption 
was increased to 10 tax units and the brackets in the schedule were enlarged. 

The 1984 reform lowered the marginal rates of the tax by one percentage point 
in that year, another in 1985, and a third in 1986. In addition, in 1986, consideration 
was given to lowering the marginal rate further, from 56 to 50 percent, and enlarging 
the brackets. In 1985, however, it was considered necessary to postpone the last 
stage for two years, so that the rate was not actually lowered until 1988. 

Until 1983 the income of professionals was taxed with a special 7 percent tax. 
The reform lowered this rate to 3.5 percent in 1985 and eliminated it in 1986. The 
rate for advance monthly payments was reduced from 15 to 14 percent in 1984. 
to 13 percent in 1985 and to 10 percent in 1986. 

The supplemental general tax, since it is perfectly integrated with the tax 
mentioned above, experienced the same variations in rates and brackets as the 
former. Nevertheless, changes were made in its base: included in the base are 
only those withdrawals of funds made by shareholders from companies which 
are not reinvested in other companies, and certain investments held for more 
than a year can be deducted. Clearly, the aim was to' encourage investments with 
a term lon^r than one year. 
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Table 2.3. General supplementary tax and uniform employment tax 

(Tax units and percentages) 

1983 


1988 


Brackets’ Maiyinal rate (%) 

Brackets* Marginal rate (%) 

0-10 

Q 

0-10 

0 

10-25 

8 

10-30 

5 

25-40 

13 

30-50 

10 

40-55 

18 

50-70 

15 

55-70 

28 

70-90 

25 

70-85 

38 

90-120 

35 

85 - 100 

48 

120-150 

45 

100 and over 

58 

150 and over 

50 


Source: Ministry of Rnance. 

* The brackets are determined try monthly tax units lor the second tax and in annual tax units for the general 
supplementary tax. 


Taxation of capital gains 

The reform retained the tax in the first category on capital earnings. The rate of 
10 percent still applied to the profits earned by companies. However, in 1984, 
authorization was given to deduct this tax as a credit from the supplementary 
general tax. In other words, as a result of this reform, this was considered a 
payment on account of the taxes owed by partners or shareholders, and not as 
a tax that the company owed, as was the case prior to 1983- The credit can only 
be taken when the profits are distributed or withdrawn from the company and 
not while profits are being retained. For taxpayers with high marginal rates in the , 
supplementary genera! tax, this is an incentive to reinvest the company’s profits. 

The “additional tax* established in the 1974 reform, which applied to 
corporations and joint stock companies, was lowered to 30 percent in 1984, to 
15 percent in 1985 and to zero in 1986. The elimination of this tax ended the 
discrimination that existed between the various legal forms of a company. 

The “additional" tax on the capital earnings of foreign companies operating 
in Chile was modified, so that the base consists of the amount of earnings retained 
or remitted abroad. A credit of 10 percent was granted against the additional tax 
on companies in the first category. TTie rate of the additional tax was held at 40 
percent, but it was later lowered to 35 percent, in an attempt to bring it into line 
with the equivalent rate in countries that invest in Chile. 

The 1984 reform entailed a diminution of the progressivity of the income tax 
and gave it relevant importance as a source of tax revenues. Receipts in national 
currency, which were 5.2 p>ercent of the GGP in the early 1980s, fell to 2.9 percent 
from 1 984 on . On the other hand, it'is undeniable that it permitted a more efficient 
allocation of resources, because it eliminated or limited the distinctions made 
between the various types of income. It also encouraged private savings, but by 
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reducing the current revenues of the treasury, the reform caused a decline in 
public savings. 

The 1^8^ reform 

In early January 1989, the income tax law was again reformed, this time affecting 
the lax inihe first category, i.e., the capital gains tax. The reform consisted of 
establishing that the base of this tax would consist solely of profits distributed 
and withdrawn from companies. Thus, retained earnings were eliminated from 
the tax base and the supplemental general tax credit of 10 percent of the 
distributed profits still applied. In this way, it is much clearer that the corporation 
does not pay income tax. The aim of this reform was to get companies to retain 
and reinvest some or all of their profits, since they would have 10 percent of all 
retained earnings as additional funds available for (real and fina ncial) investment 
projects. The benefit to the taxpayer comes from the fact that he is able to defer 
payment of the tax and has more funds to invest. 

It was also established in the 1989 reform that companies could choose a 
simplified income tax system, thus avoiding the necessity of filing certain 
acxroundng statements. 

This reform took effect in June 2990, when there was a temporary return to 
the provisions of the 1984 reform regarding the tax in the first category. Also, the 
gap between the brackets for the single labor tax and the supplemental general 
tax was narrowed, starting at the 30 lax unit level and upwards, and the marginal 
rates were increased. These changes, which wiU remain in force until 1994, were 
an effort to increase receipts in order to finance greater social spending. 

The 1990 reform ended the system of making tax declarations on the basis of 
estimated income for certain taxpayers in the agriculmral, mining, and transpor- 
tation seaors, requiring them to declare their incomes on an actual basis. 

Effects on tax receipts 

As the above suggests, there was a deliberate intention to reduce the direct 
burden of income tax, as well as to increase the taxes on consumption. To 
determine the actual effect on receipts and, therefore, the hinds transferred to 
the private seaor, income tax receipts will be examined, but not including 
receipts in foreign currencies. It will be seen below that the latter consist almost 
entirely of the revenues generated by copper, which is treated differently from 
receipts in national currency. 

Table 2.4 clearly shows the impact of the 1984 and 1989 reforms on lax 
receipts, which fell on both occasions. There is no doubt that receipts in 1984, 
when 1983 incomes were declared, were heavily influenced by the effects of the 
economic crisis that hit Chile and the world in 1982 and 1983; therefore, it is 
difficult to say what the cost of this reform was to the treasury in terms of receipts. 
Nevertheless, not even after the economic recovery did total receipts return to 
the levels indicated for the years prior to the 1984 reform, i.e., 1980-1982. 

The receipts lost to the treasury as a result of the 1989 reform can only be 
appreciated in terms of the so-called income tax payment system, which involved 



734 




735 


TabI* 2.5. Foreign trade tax receipts 

(Millions of 1S89 pesos end percentages) 



Average 

GGP 

Year 

Receipts 

Tariff (%) 

Percentage 

1974 

83.792 

75.1 

1.9 

1975 

103,326 

51.6 

2.9 

1976 

87,044 

33.9 

2.3 

1977 

94,880 

21.7 

2.4 

1978 

89,740 

13.7 

2.0 

1979 

76,682 

10.6 

1.5 

1980 

75,244 

10.1 

1.4 

1981 

90,039 

10.1 

1.7 

1982 

50,285 

10.1 

1.1 

1983 

89,300 

15.9 

1.9 

1984 

133,337 

25.0 

2.8 

1985 

156,274 

25.0 

3.2 

1986 

130,439 

20.0 

2.5 

1987 

159,695 

20.0 

2.9 

1988 

176,037 

15.0 

2.8 

1989 

153,109 

15.0 

2.2 


Sourc«: Ornes of th« Controller Gcrtiral of tfM Republic, Pubtic Sector fitWKitl SUlemnts. various issues. 


heavy outflows that year. The other accounts, except the second category, 
contain information for the year 1988. The reason for this is that income taxes 
are generally annual and are declared the year following the one in which the 
income is earned. 

Despite the faa that the reforms were successful in terms of a more efficient 
use of resources, this was achieved at the cost of complicating the tax and doing 
less to increase the fairness of distribution. 

Tariff reform 

In the early 1970s, tariffs were generally high and differentiated, resulting in an 
extremely complex tariff structure. In 1974 a policy of openness to foreign trade 
was adopted, thus ending the import substitution process, while at the same time 
an attempt was made to maximize the country’s comparative advantages and 
open a new path to economic growth based on export sector development. To 
achieve these objectives, among the econt^c policy measures adopted was the 
reduction of tariffs to low, parity levels. This type of policy measure proved to 
be effective, resulting in substantial growth of the external sector and greater 
economic efficiency within the country, at a time when the nation was faced with 
the necessity of competing with other countries. 

In 1974 the ad valorem rates included in the customs tariff were lowered in 
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stages until a schedule ranging from 140 to 25 percent was reached. The 
establishment of duty-free zones and bonded warehouses was also authorized. 
In 1975 the tariff exemption granted to public services, semi-public institutions, 
autonomous administrations and State enterprises was eliminated. Permission 
was granted for capital goods imported prior to a certain date to remain subject 
to the s)^tem of deferred payment of duties, taxes, clearance rates and other 
levies collected through customs. 

In 1977 the rates of the customs tariff were lowered, which continued 
throughout 1978 and on to June 1979, when the tariffs were at parity at 10 percent. 
Table 2.5 shows the progress of the average tariff from 1974 to the present. 
Currently, the customs tariffestablishes surtaxes of 5, 8, 10, 12, 15and 20 percent 
ad valorem and compensatory duties for imports of goods whose prices have 
been artificially reduced in their respective markets and which could cause 
serious harm to national production. 

Finally, the customs tariff has ceased being a tool whose principal use is to 
promote the proper allocation of resources between exportable goods, import 
replacements and importable goods. 

With respect to receipts, two situations are discernible. The first, in the early 
1970s, occurred when the tariffs were so high that they completely deterred 
imports of certain goods and services. Reducing the tariffs increased the 
collection thereof. For example, in 1975, despite the fact that the average tariff 
fell almost a third and the GGP fell 13 percent, receipts rose 23 percent. 

The second situation, in the 1980s, was when the tariff was low and at parity. 
In these circumstances, raising the tariffs also increased receipts. This is what 
happened between 1983 and 1985, when the tariff was used as a goal to generate 
revenues for the treasury. There is no doubt diat the introduction of this tariff made 
a significant contribution to the development of the Chilean export sector and the 
ecoiKjmy in general, and increased the efficiency, fairness and simplicity of the tax 
system. 

Impact of copper oa tax receipts 

In Chile, tax receipts can be divided into two parts: receipts in national currency 
and receipts in foreign currencies. The latter, for convention’s sake, are 
expressed in U.$. dollars and are produced almost entirely by taxes on the profits 
horn the large-scale mining of copper. 

The tax from copper is almost the only source of treasury revenues received 
directly in foreign currency, the other significant channel being foreign borrow- 
ing. This shows the enormous importarKe to the treasury of the international 
price of copper and the volume of exports, as well as the dependence of the 
public sector’s budget on a single exportable product. 

Table 2.6 shows that tax revenues from copper fluctuated substantially in the 
1980s, to the point that the largest receipts were 17.2 times greater than the 
smallest. Copper tax payments are basically the same as income tax. By 
expressing these payments as a propoition of the receipts of income tax in 
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Table 2.6. Tax receipts (rom copper 

(Thousands ot each year's dollars and percentages) 

Years 


Taxes 


CODELCO-Chlle 

%* 

%" 

1980 

340.856 

97.3 

1.3 

1981 

41,939 

88.3 

0.1 

1982 

83,593 

95.7 

0.4 

1983 

185,275 

43.3 

2.2 

1984 

96,907 

96.8 

0.5 

1985 

60,074 

97.5 

0.4 

1986 

124,239 

93.1 

0.8 

1987 

198,596 

96.2 

1.1 

1988 

637.181 

98.6 

2.9 

1989 

723,360 

98.1 

2.9' 


Sources: Office ^ the Controller General of the Republic, Public Sector Financial Statemenss; Ministry 
of Finance, Calculation of the General Revenues the Nation, and General Treasury of the Republic, 
Public Treasury Financial Report. 

* The percentage of CODELCO-Chile taxes in the total iiKome tax receipts in foreign currency. 

^ The percentage of income tax receifxs in the GGP. 

' Estimated. 


foreign currency in column (1) of Table 2.6, it is seen that, on average, the latter 
was 90 percent higher, and if the figures for 1983 are ignored, the percentage 
increases td 96 percent. In other words, it is possible to slate that income tax 
receipts in foreign currency are generated almost entirely by copper sales. 

The tax resources provided by copper represent a very significant portion of the 
total tax receipts in foreign currency. On average, in the 1980s, they were 86.7 
p>ercent. 

Income tax receipts in foreign currency vary greatly when expressed as a 
proportion of total income tax receipts (both cuirencies). In 1981 they barely 
represented 2.8 percent, while in 1989 they had climbed to 52.8 percent. The loss 
of receipts from the reduction of income tax ordered in 1984 and implemented 
in stages, as well as the 1989 reform, were offset by greater receipts from copper. 

Column (2) shows the income lax receipts in foreign currency as a percentage 
of the GGP. This share has varied from 0.1 percent in 1981 to 2.9 percent in 1988 
and 1989. Undoubtedly, these changes are due primarily to the variations in the 
international price of copper. 

The taxes on copper represent a considerable percentage of total public sector 
expenditures in foreign currency. On average, in the last four years of the 1980s, 
they financed a little more than 30 percent of said expenditures. If other revenues 
in foreign currency generated by copper (profit sharing) are added to the taxes 
on copper, the percentage of financing expenditures in foreign currency doubles 
(Table 2.6). 
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An important conclusion to be drawn from this is that when the State budget 
relies largely on a single source of financing for expenditures, those expenditures 
necessarily depend on the variations erf that source. Therefore, when things are 
going well, a stabilization fund should be created with some of the additional 
resources ot«ained, so that in the future, if things go wrong, expenditures will 
not have to be excessively restricted. 

Tax administratioa and preventloa of evasion 

The tax administration is the State agency whose specific function is to impose 
taxes and ensure their pn^per receipt, thus establishing the relationship between 
the Sute and the taxpayer. 

The tax reform of 1974 established three specific objectives for the tax 
administration, which have produced good results in terms of preventing lax 
evasion. The three objectives were tO: 

a) Implement an information program to increase public awareness of tax 
reform in all sectors of the country, so that every Chilean would have a 
complete understanding of the obligations imposed by the tax reform and 
to ensure fulfillment therewith. 

b) Develop a training program for the personnel of the Internal Revenue 
Service (Servicio de Irr^uestos Intemos - Sn), the objectives of which were 
to respond to the questions, doubts and concerns of taxpayers and thus to 
adapt the provisions of the reform to the existing conceptual and procedural 
realities. 

c) Establish and mainuin information processing systems, whether manual, 
mechanical or electronic, the general objectives of which were to facilitate 
and expedite the declaration and collection of taxes and assist the SII in fully 
exercising the tax controls within its authority. 

Numerous programs have been instituted to prevent tax evasion. Following 
is a discussion of the most important. 

Individual Tax Account 

The taxpayer’s Individual Tax Account (Cuenia Vnica Tributaria - CUT) is a file 
containing information about such matters as payments, withholdings, cancel- 
lations and credit notes. This individual account has the classic debit and credit 
structure and contains the information necessary for a tax audit. 

The Individual Tax Number (Rol Unico Tributarfo - RUT) is an individual 
number assigned to each natural or juridical person at birth, which provides 
access to the taxpayer's Individual Tax Account by the users of the information. 
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Design of audit programs 

Because the value added tax is the principal tax in the tax structure, audit efforts 
are focused on the VAT, which also has effects on the yield of income taxes. A 
larger tax debit or a sn^er lax credit will have an impact on the taxable base 
cd a company's income tax and will ultimately affect the taxable base of the 
personal income tax of the owners thereof. 

Since the reason for evading taxes is usually to have more disposable income, 
the additional income resulting from tax evasion will show up sooner or later in 
the form of increased spending, whether for consumption, investment or savings. 
When the taxpayer spends the income or saves it, it can be detected and in an 
audit, he must explain the source of the funds. If the income declared or the 
wealth accumulated is insufTicieni to explain the expenditure or the purchase of 
financial assets, he must then pay the unpaid taxes plus adjustments, fines and 
interest. 

Some examples of audit programs with interesting results in terms of 
preventing tax evasion are: 

a) Detection of failure to declare: this procedure provides for ncxification of the 
taxpayer that he has not submitted one or more monthly declarations or the 
annual income declaration, and forces him to do so. 

b) The VAT debit/credit ratio: in the medium and long term, sales must be 
greater than purchases, otherwise the company would fail. The information 
is provided by the taxpayer in his monthly VAT declaration. Analysis ex this 
ratio is a very reliable method of detecting tax evasion. 

c) Cross<heckmg of invoices and detection of incomplete declarations: in 
1982, the authorities began to obtain information concerning invoices from 
taxpayer suppliers, i.e., information concerning the latter’s purchases. The 
data obtairied from the suppliers’ invoices are processed with a view to 
detemmiing possiUe irregularities in the vendors’ declaratkms. The cross- 
checking of invoices also makes it possible to detect falsified invoices. 

d) Investment reports: to check irKxwne tax declarations, information about the 
purchase of or investment in certain types of securities by taxpayers is used. 
In this way it is possible to detect possible irregularities or inconsistencies 
between the income declared and the investments made. 

e) Electronic checking of the consistency of tax declarations: the consistency 
of the figures enter^ on various declarations is constantly checked in order 
to delect errors. If any are detected, the declaration is rejected and the 
taxpayer is required to submit a corrected declaration and pay any 
differences owed. 
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Increase of penalties 

In addition lo the above mentioned programs to detect tax evasion, changes were 
also made in the existing penalties, which were increased so that they would 
cor^titute a real punishment for evasion. Thus, the cost of evading taxes became 
very high, thus discouragirig this illegal and dishonest behavior. Of course, the 
principle that the punishment should fit the crime is still respected, but the 
punishment has been raised to its upper limit. 

In summary, the significant rise in tax receipts is due in part to the efforts made 
to detect and discourage tax evasion. In particular, focusing the efforts of tax 
audiiore on the mcKi profitable tax has paid off handsomely, as has the use of 
advanced technology (computers, individual taxpayer identification, and trained 
personnel). 

Ma|or lessons of the Chilean tax reforms 

Many of the aspects observed following the tax reforms cannot be attributed 
solely and exclusively to them; instead, they are also due in large measure to 
other economic policy changes. The opening of the economy and the monetary, 
exchange rate, fiscal and other policies also explain part of what hapf^ned or 
reinforce the effects l<x)ked for in the tax changes. 

Another important point was the establishment of specific, prioritized 
objectives, all aspects of the economic policy being oriented toward the 
attainment of those objectives which, in the opinion of the authorities, were the 
most relevant. In this way, all the tools of economic policy were mutually 
reinforced. 

Another lesson is that in inflationary economies, for reasons of both efficiency 
and fairness, the tax system must be indexed. The goal of the indexing must be 
to protea both the taxpayer and the State from the effects of inflation. In this area, 
Chile has achieved an adequate level of success by means of the corrective 
measures taken. Nevertheless, this does not mean that there are still not other 
actions that need to be uken to improve the indexing system. 

Another interesting conclusion is that each tax is better at achieving a certain 
objeaive, so that each should be aimed at that particular goal. For example, tariffs 
should preferably have a role in resource allocation and should not be used to 
increase receipts; income taxes discourage savings and investment, while 
consumption taxes are neutral. In any case, it is the prioritization of objectives 
that will determine which taxes are used and how they are applied. 

A final point worth mentioning is that in developing a tax system, the detection 
of tax evasion must not be overlooked. A policy which, in relative terms, places 
emphasis on punishments or penalties for tax evasion in connection with the 
policy of auditing the taxpayer is a tool that will help curb evasion. Of course, 
the authorities must ertsure thartax evaders pay the penalties imposed on them 
and avoid forgiving and pardoning these offenses. In other words, the will to 
implement the policy must be present. The use of the latest technology lo audit 
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tax declarations is another tool that has helped to detect and discourage tax 
evasion. The use of computers, the creation of the CUT (Individual Tax Account), 
and programs to ensure the proper documentation of business transactions have 
been particularly useful in this regard. 

Many odier conclusions are expressed in each section of this ctocument, which 
address the various taxes individually; therefore, to avoid being repetitive, they 
will not be included in these conclusions. 
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June 16, 1995 

Mr. Phillip MoGley, Chief of Staff 
Committee on Ways & Means 
US House of Representatives 
1102 Longworth 
Washington DC 20515 

Dear Mr. Mosley, 

I am in complete support with eradicating our current tax system 
which as you know penalizes the productive people of this country. 

I think the National Sales Tax would be the best system to replace 
our current system for these reasons: 

1. It is the form of taxation our Constitution allows. 

2. It would require everyone to pay. Drug dealers, 
prostitutes, and other illegal money makers would 
finally contribute to our system. 

3. It would not allow the Congress to eliminate the 
deductions and then raise the tax, like they could if 
we had a flat tax. 

A flat tax would still allow for cheating and wasted time preparing 
forms for the IRS. We must eliminate the IRS and all the wasteful 
acts associated with preparing our tax returns. 

I spend too much time with accounting for this business, in 
addition to our other joint business and our rental properties. 

Lastly, we're sick of paying 15.3% of our income in Social Security 
taxes in addition to income taxes because we're self employed. 

If the employees of this country had to come out of their savings 
like we do, this debate would have taken place many years ago. 

Please push towards the National Sales Tax. 

Thank You, 

Kathy 


4WC EDISON COIRT • CORDELIA CALIF0RMAl4^S' 




Chief of Staff Mosley 
Of Ways and Means Committee 
L ongworth Building 
Washington D.C. 20515 


PLEASE, NOW IS THE TIME. 
DISSOLVE THE I.R.S, AND . 

GIVE US A NATIONAL SALES TAX, 

Other : 


From 
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Df^ar Conyrsssnjen , 

1 want, i;a express «iy desir^^ that you on "the Committee on 
iiiay'y arid Mtt3nc> decide to r id ot the ineoii»e tax in a I i. 

aapect>3, even to the extent oi' repeating the .incoTfie tax 
aiuendeiit, ridding us of the scourge that has come ot it. 
i would ot course prefer a tax on all imports to the IJ S. 
Knouing that is unre<ilistic I wholeheartedly support a 
Hatipnal Sales Tax as proposed by‘ Cuiigressman Archer. 
Please note that I am also vehemently opposed to a value 
added tax. i fully believe that a person should know the 
exact contr ibut ion that he makes •for the right of self 
government and t.liat cannot be done with hidden taxes of 
any sort. This also takes car© of all hJiose taxes that 
;iT‘e not collected by our Internal Revenue Service. Tlje 
‘hjndtirgr ound economy** would then pay their fair shsT'e due 
i;o tr;e fact that they need goods and services just like 
the rest of us. I wish you ail godspeed with the new and 
iinproved society in which we ail can be free to earn and 
build without a lot of i nter f e.*^ence from our employees iri 
gover rimen t . 
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STATEMENT OF 
BRADLEY D. BELT' 

DIRECTOR, DOMESTIC POLICY ISSUES PROGRAM 
THE CENTER FOR STRATEGIC AND INTERNATIONAL STUDIES 

CONCERNING REPLACEMENT OF THE FEDERAL INCOME TAX CODE 

PRESENTED TO THE 
COMMITTEE ON WAYS AND MEANS 
UNITED STATES HOUSE OF REPRESENTATIVES 

June 6, 1995 

Mr. Chairman, Congressman Gibbons, members of the Committee, I am delighted 
to have the opportunity to testify before the Committee on Ways and Means on a matter 
that has a direct bearing on the future economic prosperity of all Americans. In addition 
to balancing the federal budget, no more important action can be taken to spur 
economic growth than replacing the federal tax code with a new tax system that would 
facilitate, rather than punish, economically productive behavior. Increasing realization of 
this fact is due in no small part to your vocal support for tax replacement, this series of 
hearings being the latest example of your exemplary leadership on this vital issue. 

The Center for Strategic and International Studies' has been a proponent of 
comprehensive tax reform since 1992, when the CSIS Strengthening of America 
Commission recommended replacing the current income tax with a new consumption- 
based tax designed to promote saving and investment. This proposal has evolved into 
the USA Tax Act of 1995 (S. 722), which was recently introduced by the chairmen of the 
Strengthening of America Commission, Senators Pete Domenici and Sam Nunn. 

While CSIS is proud of its sponsorship of the Commission and its work, the 
purpose of my testimony is not to advocate any one tax replacement proposal. Rather, I 
wish to present the economic rationale for tax replacement by examining the current tax 
code’s fundamental deficiencies, outlining basic principles and a framework for a new 
system of taxation, and providing a brief analysis of the major tax plans that have been 
advanced by members of Congress. 

The simple truth is that the current tax system is hopelessly flawed and must be 
replaced. The ad hoc tinkering at the margins of the code that has characterized tax 
"reform" in recent decades has only exacerbated the problem. What is needed is a new 
tax system-a tax system that will not penalize entrepreneurial activity, that is transparent, 
fair, and comprehensible, and that will enable American enterprises to compete 
effectively in the global marketplace. 

The new tax system should fully integrate individual and business taxes, and, most 
importantly, should encourage, or at least remain neutral with respect to, economically 
productive activity. In this regard, the new tax system should exclude net new savings 
from the individual tax base and allow businesses to expense new investments in the year 
they are made. In contrast to the existing tax system, individuals would have an 
economically rational reason for saving rather than consuming, and businesses would be 
able to invest in R&D, new plant and equipment, and human resources-the kind of 
investment necessary to enhance productivity and provide for future prosperity. 


'The views expressed herein are those of Mr. Belt and do not necessarily reflect the views of CSIS, its staff, 
or its contributors. 

*CSIS is a non-partisan public policy research institute based in Washington, D.C. that provides policymakers 
with a strategic perspective on issues relating to domestic and international economics and finance, politics, and 
global security matters. 
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The economic arguments for replacing the current tax system are compelling and, 
with the advent of the I04th Congress, the political prospects for tax reform have never 
been better. The challenge will be to resist the temptation to tinker with the familiar 
and instead completely rethink tax policy. Only if we take the bold step of replacing our 
tax system with a new system that is efficient, comprehensible, and conducive to savings 
and investment can we ensure that those who pursue the American Dream have any 
hope of attaining it. 


WHY WE NEED TO REPLACE THE INCOME TAX 

During its relatively short lifespan, the federal income tax has evolved into a 
byzantine maze of nearly incomprehensible and often inconsistent rules and regulations 
that both engenders distrust among taxpayers and taxes the abilities of expert 
practitioners. Its questionable and superficial equity is undermined by a variety of 
exemptions, deductions, and credits, and it clearly distorts the relative prices of goods 
and services, altering behavior in a manner inconsistent with sound economic principles. 

The imperative for comprehensive lax reform becomes apparent when one 
considers that almost one-fifth of America’s annual gross domestic product (GDP) is 
funneled through a federal tax system that wastes billions of dollars, misallocates 
resources, and impairs U.S. competitiveness. Fiscal profligacy on this scale jeopardizes 
America’s economic future and hampers its ability to meet severe domestic and 
international economic challenges. 

Although they may disagree on specific alternative approaches, proponents of 
comprehensive tax reform all condemn the existing income tax. As the debate on tax 
reform has progressed, the litany of the tax code’s woes has become very familiar: 

• The tea code is too complex and costly. By virtually any measure-including the 
astonishing number and length of IRS forms and instructions-the current U.S. tax 
code is extraordinarily complex. Most troubling are the economic costs of 
compliance that complexity imposes on society. Due to excessive complexity, 
valuable time and resources-which could otherwise be devoted to economically 
productive activities-are wasted on compliance with and enforcement of 
unnecessarily complicated rules and regulations. Estimates of total direct and 
indirect compliance costs range into the hundreds of billions of dollars. 

• The tax code distorts economic activity. Because the present tax code does not 
treat all economic transactions in a neutral manner, it distorts the pricing of goods 
and services and thereby reduces overall economic efficiency. The tax code, for 
example, encourages current consumption at the expense of saving by taxing 
individuals on their earnings and again on their returns from their savings. 

Among the more serious economic decisions that the U.S. tax code distorts is the 
choice of how businesses finance investment by taxing corporate equity income 
once when earned and again when returned to shareholders in the form of 
distributed dividends. This double taxation of dividends reduces the incentive for 
entrepreneurial activity. 

• The tax code is anti-competitive. The U.S. tax system impacts directly on the 
competitiveness of American businesses that operate in an increasingly globalized 
economy. Businesses are affected both in terms of the amount of taxes they pay 
and the types of distortions that the code creates. The U.S. corporate tax code 
increases the cost of capital for American businesses and thus erodes U.S. 
competitiveness. Moreover, the corporate income tax is, in many respects, 
inconsistent with the tax regimes of our principal trading partners, with the result 
that American exports often are relatively more expensive overseas. 

Wholesale tax reform is clearly needed to address these deficiencies. Anything 
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less than a completely new system of taxation will not be sufficient. To ensure that this 
new system works. Congress must recognize and adhere to certain fundamental principles 
of tax reform. 


PRINCIPLES FOR COMPREHENSIVE TAX REFORM 

America’s experience with the income tax offers several important lessons that 
should inform the process of tax replacement. First, the tax code should not favor those 
who consume resources over those who save. Second, the tax code should be simple 
enough for Americans to understand. Third, taxpayers must be convinced that everyone 
pays his or her fair share. Lastly, the tax code must not hamper U.S. businesses 
operating in the global marketplace. These lessons can be distilled into the following 
principles for tax reform: 

• Efficiency. An efficient tax structure does not discourage economically productive 
activity. Or, more accurately, it treats transactions in a consistent and neutral 
manner and does not reward or penalize decisions to buy, save, borrow, invest, or 
produce. As a result, prices are undistorted and accurately reflect the valuations 
of consumers and producers, allowing them to make decisions that optimize their 
economic well-being. 

• Comprehensibility. A comprehensible tax is one that is not needlessly complex and 
allows taxpayers to understand and comply with their tax obligations without 
having to expend undue time, effort, and financial resources. This will reduce 
taxpayer cynicism and minimize compliance and administrative costs. Similarly, a 
simplified tax system is less costly for government to enforce because there are 
fewer tax rules and regulations for taxpayers to evade. 

• Fairness. Reinstilling the high taxpayer morale that once existed in the United 
States will require a tax system that treats taxpayers fairly, or more accurately, 
satisfies societal notions of equity, which can be quite subjective. At the very 
least, the tax system should promote horizontal equity, so that people who are 
similarly situated economically bear similar tax burdens. 

• Constructive Empowerment. Taxpayers should have the ability to lower the 
amount of their earnings that are subject to taxation by saving and investing more 
of their income, not by working less. In addition to incentivizing economically 
productive behavior, this will give taxpayers a greater sense of control over their 
taxes and thus increase support for the new tax system. 

• Competitiveness. The tax code should work to the advantage of American 
businesses competing in the global marketplace. This will require an awareness of 
how domestic taxes are treated by international tax rules and adjusting our tax 
rules accordingly. 

If Congress can remain faithful to these basic principles, and use them as beacons 
to navigate through the politically tumultuous waters of tax replacement, it can fashion a 
new tax system that is consistent with America’s economic interests. I now turn to what 
such a tax system would look like. 


FRAMEWORK FOR A NEW TAX SYSTEM: KEY FEATURES 

To be consistent with the principles described above, the tax system that replaces 
the current tax code should include the following features: 


Lower rates and broader base. High tax rates, especially at the margins, discourage 
economically productive activity and encourage economically unproductive 
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activity. Broadening the base by eliminating deductions, preferences, and credits 
would allow effective and marginal rates to be lowered, thus stimulating economic 
growth and productivity-enhancing investment. 

• Fully integrated individual and business taxes. An integrated tax structure would 
reduce complexity and ensure that income is taxed only once. Integration of the 
individual and business taxes would produce a number of economic benefits, such 
as increasing investment in corporations, reducing corporate dependence on debt 
finance, and lowering the cost of capital. 

• Exclusion of saving from the tax base. Ideally, what would be taxed is some 
measure of consumption, rather than simply income. In an income tax 
framework, individuals would be allowed to deduct from their tax base all income 
that is saved or exclude from their income the return from savings. This would 
eliminate the current code's hostility to this economically vital activity. 

• Immediate expensing of business investment. Businesses should be able to deduct 
expenses at the time they are incurred. Not only do depreciation and 
amortization schedules dramatically increase tax complexity, they discourage 
business from investing in plant and equipment, research and development, and 
human capital. 

• Harmonization with foreign tax systems. To compete on a more equal footing in 
foreign markets, the United States should adopt a system of taxation that is 
consonant with the tax regimes of our principal trading partners. 

In addition, adoption and implementation of a new tax system requires 
appropriate transition rules. Most tax proposals contemplate a fully phased-in tax 
system. Unfortunately, while a tax system may be designed from scratch, it would have 
to be implemented in an environment in which economic decisions and behavior are 
made in the context of previously enacted laws and regulations. Without appropriate 
transition rules, large segments of the economy might suffer severe short-term 
dislocations that could more than offset the longer-term benefits of the new tax system. 

Moreover, accounting, political, and social factors affect tax policy. For better or 
for worse, no tax code is simply an economic document. It will inevitably reflect the 
value judgments and priorities of the population to which it is applied. In an ideal policy 
world, the new tax system outlined above would be based exclusively on the principles I 
have described, and these principles would be consistently applied. 

Many policy choices, however, will be based on practical and political realities 
that would, if adopted, tend to undermine the theoretical purity of the tax replacement 
models advocated by economists. Congress will face policy options concerning the tax 
treatment of certain items-such as housing, education, and health care-that may place it 
at odds with economists. While I do not have time to delve into specific policy options, 
it is my hope that, to extent possible, policy choices will be assessed on the basis of 
sound economic principles, and not political expediency. 


KEY ISSUES 

The tax reform debate has focused on several issues that arise in replacing the 
current income tax. Two issues that I will focus on have received considerable attention 
and have generated much disagreement: the effects of tax reform on national saving and 
tax fairness. 

Saving. The principal difference between a tax system based on the principles I 
have described and the current income tax is that the new system would not include 
savings in the individual tax base. In part because of the dynamic effects of tax policy 
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changes, it is difficult to predict the precise extent to which private savings are likely to 
increase after the current tax code’s bias against saving is eliminated. A number of 
economists have argued that targeted tax incentives do not necessarily increase savings, 
but simply result in a shift in savings from non-tax preferred investments to those that 
are tax preferred.^ 

It is useful, however, to examine the performance of the individual retirement 
account (IRA), which was introduced in the early 1980s and can be used as a reasonable 
proxy.^ By excluding savings from the tax base, the new tax system would effectively 
operate like an unlimited, unrestricted IRA. Such a system, however, will have a 
stronger effect on saving than IRAs or 401(k)s. IRAs allow a deduction only for 
retirement saving (assessing a penalty for early withdrawal) for no more than $2,250 
annually. In addition, the 1986 Tax Reform Act reduced the maximum annual 
contribution to IRAs and eliminated eligibility for high-income earners. But the new tax 
code would apply the deduction to saving for any purpose for all households, and set no 
limit on the amount of saving that is tax deductible. 

Although there is no assurance that excluding savings from taxation will change 
behavior and result in more private savings, economists have identified three effects that 
should, over time, significantly improve the prospects for a greater rate of private saving: 

• The Incentive Effect. This characteristic is perhaps the most obvious of the three. 
By excluding savings from the taxable base, households can easily and legally 
reduce their tax burdens by saving more. This creates an obvious financial 
incentive to save. 

• The Horizontal Redistribution Effect. This effect describes the redistribution that 
takes place among persons in the same income class. Conversion to a neutral tax 
code would reduce the tax of above-average savers and raise that of below- 
average savers within each income group. The result would be more total saving 
from each group.* 

• The Postponement Effect. The new tax would reduce the tax burden during the 
work-stage of life, postponing some burden until the retirement stage and 
enabling workers to save more.’ In an economy with growing real wages and an 
expanding labor force, the higher saving of workers outweighs the higher dissaving 
of retirees, increasing aggregate net saving. 

It should be noted that consumption is not a vice to be punished by the tax code. 
We must remember that one person’s consumption is another person’s income. Tax 
reform should therefore seek to increase aggregate consumption over the long term by 


’william D. Andrews and David F. Bradford, 'Savings Incentives in a Hybrid Income Tax,' in Henry J. 
Aaron, Harvey Galper, and Joseph A. Pechman, eds.. Uneasy Compromise: Problems erf a Hybrid Iricome- 
Consumption Tax (Washington, D.C.: The Brookings Institution, 1988), p. 292. 

’Concerns that targeted tax incentives such as IRAs merely result in individuals shifting the locus of savings 
(rather than creating new savings) led Congress to significantly restrict IRAs in 1986. Empirical studies have 
concluded, however, that even for those who had been significant savers, IRAs appear to have stimulated an 
increase in their total saving, not a mere shift among savings vehicles [see Steven F. Venti and David A, Wia^l^ 
"Have IRAs Increased U.S. Saving?: Evidence From Consumer Expenditure Surveys,' The Quarlerfy Joumat of 
Economics^ August 1990]. The case is further bolstered by the evidence presented in a more recent study that 
looked at the experience of partidpation in another tax-preferred savings vehide, the 401(k) plan, and found that 
contributions to these accounts did not simply substitute for other forms of saving and that partidpatiem in 401(k) 
plans among those eligible exceeded 60 percent at all income levels [Busittess Week, September 27, 1993, p. 28). 

*Stephen B. Maurer and Laurence S. Seidman, The Consumption Tax, Horizontal Redistribution, and 
Aggregate Saving,' Mathemadcat Modelling (Vol. 5, 1994), p. 216. 

’Laurence S. Seidman, 'Boost Saving with a Personal Consumption Tax,' Chaitenge (November-December 
1989), pp. 48-49. 
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contributing to economic growth and prosperity. It will do this by encouraging the saving 
and investment necessary to improve economic productivity. This, in turn, will produce a 
permanently higher level of future consumption per household-i.e., a higher standard of 
living. 


Fairness and Rate Slmcture. Most people equate tax fairness-a very subjective 
notion in and of itself-with progressivity and a steeply graduated rate structure. High 
marginal tax rates, however, impose economic costs on society by discouraging 
economically productive activities such as work and by encouraging tax evasion and tax 
avoidance, whereby taxpayers seek to limit the amount of their income that is subject to 
the high marginal tax rate. 

Moreover, this definition of tax fairness, which has become ingrained in this 
country’s political psyche, confuses the issue of how tax burdens are distributed along the 
income spectrum. This is because rate structure alone does not determine the degree to 
which a tax is progressive. Specifically, it does not tell you the percentage of one’s 
income paid in taxes, or the effective rate of tax. 

Consider the existing income tax code. Somewhat surprisingly, the effective tax 
rate paid by high income taxpayers under current law is quite similar to that they would 
pay under a 17 percent flat tax with family and personal deductions large enough to 
produce a zero effective rate for about half of all families. Although the top five percent 
income group currently faces a marginal tax rate of 39.6 percent, data compiled by MIT 
professor Jonathan Gruber indicate that their effective tax rate is just 17.4 percent (low- 
income taxpayers have effective rates near, or even below, zero).^ The variance 
between marginal and effective tax rates occurs because high-income taxpayers are today 
able to avail themselves of numerous tax avoidance strategies. Consequently, while the 
rate structure does affect the distribution of tax burden across income groups, it should 
not be the sole basis for assessing the relative fairness of proposed tax plans utilizing 
different rate schedules. 

Another tax fairness issue concerns the tax code’s role in distributing income 
among various groups in ways deemed politically or socially appropriate. Aside from 
expressing concerns that use of the tax code for redistribution purposes creates economic 
distortions, many have argued that the expansion of numerous federal social and 
economic programs have obviated the need to redistribute income on the revenue side of 
the federal budget. Former chairman of the president’s council of economic advisors 
Michael Boskin recently noted that the percentage of the federal budget devoted to 
transfer payments has increased dramatically since the 1950s. If we can achieve social 
and economic ends through government spending, then relying on the tax code for 
redistribution becomes unnecessary and counterproductive. 


PROPOSED ALTERNATIVES TO THE INCOME TAX 

With the advent of the 104th Congress, the prospects for replacing the current tax 
system have taken on a new urgency. Most of the attention has focused on three 
approaches to replacing the federal income tax: the Unlimited Savings Allowance (USA) 
Tax System promoted by Senators Domenici and Nunn, the "flat tax” advocated by House 
Majority Leader Dick Armey and Senator Arlen Specter, and Senator Richard Lugar’s 
national sales tax. 

The USA Tax System 

The USA Tax Act of 1995 (S. 722) was recently introduced by Senators Domenici 


^Jonathan Gruber, "Payroll Taxation in the United States: Assessing the Alternatives," in Robert J. Shapiro, 
cd., Enterprise Economics and Tax Refomi: Promoting U.S. Growth in the Global Economy^ Working Papers, Vol. 
Ill (Washington, D.C.: Progressive Foundation, 1994), p. 22. 
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and Nunn. The USA Tax is based on the recommendation of the CSIS Strengthening of 
America Commission, which was organized under the auspices of the Center for 
Strategic and International Studies and chaired by Domenici and Nunn. 

The USA Tax is an integrated tax system comprised of an individual tax and a 
business tax. The individual tax would operate like a "super" IRA, with taxpayers 
subtracting their net new savings from their gross income-which includes wages, salaries, 
fringe benefits, and capital income--and paying tax on the difference. The USA Tax 
employs a graduated rate structure and allows taxpayers to continue to file annual tax 
returns that will look like the forms they are already familiar with. The USA Tax also 
maintains the home mortgage interest and charitable deductions, and adds one for post- 
secondary tuition expenditures. 

The business tax would asses a flat 11 percent tax rate on "gross profit,” or the 
difference between the revenue from the sales of goods and services and the amount 
paid to other businesses for goods and services such as plant, equipment, rent, and 
supplies. All forms of business enterprises (not just corporations) would pay this tax. 
Businesses could immediately expense all of their investments and the tax would be 
border adjustable and territorial. 

The USA Tax directly addresses the current tax code’s most glaring flaw: the 
double taxation of savings and investments, and Senators Nunn and Domenici claim that 
the USA Tax would be much simpler than the income tax, with about 80 percent of the 
Internal Revenue Code eliminated after enactment. While it is not clear that the USA 
Tax would lead to increased saving, this would be the most ambitious effort to 
incentivize saving. In as much as a graduated rate structure may be necessary to satisfy 
societal notions of fairness, the USA Tax does so to maintain progressivity. Moreover, 
the USA Tax is the only proposal which has thus far garnered strong bipartisan support. 

It has been noted, however, that calculating net new savings could be a new and 
time-consuming chore for many taxpayers. For those filers who use the relatively simple 
1040EZ form, for example, the USA Tax could be far more complicated. Moreover, 
because businesses are not permitted a deduction for either wages and salaries or 
dividends and interest, it appears that labor and capital income is taxed twice-at both 
the business and individual levels. In addition, it has been argued that the USA Tax 
would relatively benefit capital intensive exporters at the expense of labor intensive 
service industries. 

The Flat Tax 

Two versions of the flat tax have been proposed; Senator Specter’s Flat Tax Act 
of 1995 (S. 488) and House Majority Leader Armey’s flat tax, which was part of his 
Freedom and Fairness Restoration Act, a bill that he introduced in the 103rd Congress. 
Both plans are based on the work of Robert Hall and Alvin Rabushka of Stanford 
University. Essentially, all wage and business income would be taxed at a single tax rate 
of 20 percent under the Specter plan and 17 percent under the Armey plan. Except for 
personal allowances, all deductions would be eliminated (Specter would permit 
deductions for home mortgage interest on home loans of up to $100,000 and charitable 
contributions up to $2,500). In addition, while the USA Tax System would tax capital 
income at the individual level if it is not saved, capital income is taxed at the business 
level under the flat tax and is not part of the individual tax base. Businesses would be 
allowed to immediately expense their investments. 

The most compelling feature of the flat tax is its simplicity. Individuals and 
businesses would spend significantly less time and money paying taxes and the IRS’s 
enforcement costs would decline dramatically. The flat tax would tax all income once 
and only once, thereby eliminating the double taxation of saving and investment. It 
would also integrate business and individual taxation and continue annual tax returns. 
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The flat tax suffers principally from the perception that it will reduce vertical and 
horizontal equity. First, many believe that the rich will benefit disproportionately from a 
flat tax at the expense of the middle class. For the very rich, this is probably true, 
although the generous personal and family allowances make the flat tax progressive. 
Second, because capital income is not taxed at the individual level, one person with 
exclusively labor income will be taxed at the individual level while someone with an 
equal income from returns from capital will not be taxed at the individual level. This 
capital income is taxed at the business level, but this tax burden is shared by consumers 
and workers in the form of higher prices and lower wages. Another political liability is 
the elimination of deductions for charitable contributions and home mortgage interest or, 
as Specter proposes, capping the deductions below current law. The mortgage interest 
deduction, in particular, will be defended by homeowners and the real estate industry. 

The National Sales Tax 

Senator Lugar has suggested replacing the federal personal and corporate income 
tax with a 17 percent national sales tax on goods and services--with an exemption for 
food and medical services-that would be assessed at the point of retail sale. Low- 
income taxpayers could be given a tax rebate. Unlike the USA and flat taxes, which tax 
consumption but function as income taxes, the sales tax is a pure consumption tax. 

First, as with the flat and USA taxes, the sales tax would eliminate the current tax 
code’s anti-savings bias and, according to some economists, significantly stimulate 
economic growth. Second, a sales tax would virtually eliminate the need for a tax code, 
which would reduce taxpayer paperwork and lower compliance and enforcement costs. 

In fact, Lugar would eliminate the IRS, a prospect that appeals to many Americans. 
Lastly, proponents of the sales tax note that it would tax the underground economy, 
because criminals could not avoid taxation when they purchase goods and services. 

The sales tax, however, has serious drawbacks. Being a consumption tax, it is 
potentially quite regressive: low-income taxpayers would pay a larger portion of their 
income in taxes than wealthier taxpayers. A sales tax could be made progressive by 
providing a waiver or refundable tax credit for low-income taxpayers, but doing so would 
compromise the objective of administrative simplification. Another problem is that, 
because the sales tax would be obscured in the selling prices of consumption items, the 
taxpaying public would be less sensitive to its tax burden. The sales tax would also face 
political opposition from retailers who would have to play the role of tax collector and 
from state and local governments that wish to retain their own sales taxes. Moreover, 
unless the 16th Amendment (authorizing the income tax) is repealed, many believe that 
the sales tax would add to existing levies rather than replace them. 


CONCLUSION 

While the tax reform plans 1 have just described differ on specifics, they share 
common elements that make them all far preferable to the existing tax system; in fact, 
the similarities are much more important than the differences. In short, they shift the 
tax base from income to consumption, thereby eliminating the current code’s bias against 
saving and investing; they make taxation less complex; and they better integrate business 
and individual taxation (the sales tax would do away with both). Most importantly, tax 
reform proponents are unanimous on the issue of greatest significance-the need to 
replace the tax code. There is complete agreement that the tax code imperils our ability 
to achieve real productivity and wage gains and improve our standard of living. 

While comprehensive tax reform is economically desirable and should receive the 
support of a majority of Americans, certain interest groups will inevitably resist any 
significant change in the tax code. Because the current tax system is distortionary, it 
changes the relative prices of commodities and thereby creates winners and losers. To 
the extent that a new tax system eliminates these price distortions, it will make losers out 
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of the old winners, and vice versa. For example, completely neutral treatment of savings 
would result in state and local governments losing their present tax-based funding 
advantage and the housing industry could suffer if the tax benefits accorded 
homeownership were eliminated. While these may be desirable outcomes on efficiency 
grounds, the reality is that the new losers will have every incentive to resist change, and 
many have powerful lobbies that could put considerable pressure on members of 
Congress. A proposed tax structure which is not sensitive to these potential minefields 
will fail. 

The American people, moreover, tend to view radical change with healthy 
skepticism. Part of the problem is that the public perceives many tax reform proposals 
as attempts to increase their aggregate tax burden. Of course, the tax proposals now 
under consideration could be made revenue neutral, and since any new tax system based 
on the principles outlined above would be a more efficient way to collect taxes and 
would enhance future productivity, it would be, over the long run, less burdensome. The 
federal goverrunent would therefore require fewer tax revenues than under the existing 
income tax. 

The fact that taxpayers will be able to lower their tax burden by consuming less 
and saving more, in a manner of their choosing, is perhaps the best political marketing 
tool for comprehensive tax reform. Granting individuals greater control over their 
money and the way in which it is taxed would give them a sense of empowerment and 
enable proponents of tax reform to garner the grassroots support that it both needs and 
deserves. 

Not since 1954 has the outlook for comprehensive tax reform been so promising. 
This opportunity must not be wasted on complex and incremental manipulations of the 
income tax. The United States needs instead to implement a new tax system that 
reflects today’s economic realities and raises public revenues in the most fair and least 
complex and distortionary manner possible. In doing so, we would take an important 
step in safeguarding the American Dream. 
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Center for the Study of Economics 


2000 Center PUza, #130 
ColumbU, MD 21044 
Tel. (410) 740-1177 
Fax (410) 740-3279 


Testimony > Dr. Steven Cord 
for the FUNDAMENTAL TAX REFORM HEARING 
June 1995 


PROPOSAL - Tax land ownership# not producer Income. 

This can be done by giving federal grant preferences to 
those cities which tax land assessments more than building 
assessments# or more directly by levying a federal tax on 
Income from land ownership. For further details on this# 
contact us as we have been doing research and actual 
implementation of this for many years and with many governments. 

BENEFITS - If this were done# land sites would have to 
be used efficiently (it would be uneconomical to hold sites 
out of full use and yet pay a tax on Its rental value)# and 
this by itself would create Jobs and promote economic 
development. Surely# this is better than raising prices via 
a national sales tax. 

Also# taxes on labor and capital could be substantially 
reduced# thereby once again creating Jobs and economic 
development. Most voters would receive tax reductions (l.e.# 
they would pay more with labor-and-capltal taxes than with 
land taxes). 

ENDORSERS - Seven recent American Nobel Prlre winners in 
economics have endorsed this idea (see enclosure) as well as 
hundreds of prominent urban experts (see enclosure). The 
proposal has worked well wherever tried. 

He are a non-profit research corporation and we offer to 
put our experience at your disposal for expenses onlyi please 
feel free to contact us. 


A nonprom sdueatlonit foundmion 
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H. L Chambers 

6225 Salt Cedar Road, NE 

Rio Rancho, NM 87124 


Wed, June 7, 1995 11:15 PM 


Mr Philip Mosley, Chief of Slaff 
House Ways 8 Means Committee 
1102 Longworth House Office Bldg 
Washington, D C 20515 

Dear Sir: 

Enclosed please find six (6) copies of a statement regarding revision of the personal 
income tax for submission fo the Ways 8 Means Committee 

I wish - in this statement - to express my views and address the topic of the personal 

income tax. 

Most at us would agree that our system of taxation is too complex, too expensive to admin- 
ister. and subject to "attempts to defraud" on the part of both taxpayer and government Instead of 
a cooperative symbiotic relationship, we seem to have an inefficient, antagonistic, contentious and 
adversarial relationship This Is generally unproductive on all counts 

Some in government, as well as private citizens and lobbying organizations, seem to favor 
a so called "flat tax' as a replacement lor the personal income tax I don’t favor the flat tax as 
a replacement for the personal income tax tor the tollowing reasons; 

1 . It requires Individuals to 'report' their income This leads to fraudulent underreporting 
on the part of the so called "underground" economy and others The underground economy has 
been estimated by IRS survey to generate from 3 to 4 billion dollars annually Individual business- 
men (proprietors) have - lor generations - been "skimming" their own gross to avoid income taxes 
Requiring individuals to "report" income generates unnecessary bureaucracy - in the IRS and else- 
where In short, it generates extensive costs for both government and taxpayer It allows much 
"Income" to go "unrejxirted and so untaxed". 

2 What criminal mobster, prostitute, drug dealer, marijuana grower, money launderer, 
etc., will report their income honestly on a "flat tax" postal card form? 

3 Do you really believe that individual privately practicing professionals honestly report 
31/ of their cash income? I speak of such as doctors, dentists, optometrists, private duty nurses, law- 
yers, photographers, tailors, etc., etc. I'm sure you 'get' the thrust of my thinking 

4 I believe that we need to rid ourselves of much of the IRS - our most despised 
bureaucracy! A flat tax would not effectively achieve this goal, 

I don't support a 'flat tax', nor do I support a "value added tax' (for many of the reasons 
cited above, as well as because of the tremendous bureaucracy such a tax would require for 
administration) I do strongly support a national sales tax, imposed and collected at 
the point of final sale, as a replacement for the personal income tax tor the follow- 
ing reasons. 
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\ Money is relatively worthless until spent to acquire desired goods and services Even 
the persons cited above tor probable tax evasion spend money to obtain goods and services they 
need or desire Conspicuous consumers will pay taxes commensurate with their conspicuous con- 
sumption. Nothin g but p r escrip tion drug s, to odstutfs. and dire ctly paid defined medical expenses_ 
w ould be ex em p t fr om sales tax . Restaurant meals would NOT be so excluded. Nor would school- 
lunch charges. Such would ensure that welfare recipients and the impoverished “poor” thus would 
have their tax liability reduced, but would still pay sorne taxes. 

2. The sales tax ’rate’ could be periodically adjusted to meet the real needs of govern- 
ment without altering any other pari ot the system. 

3. Existing loopholes' could be eliminated, and no opportunity to create future 
loopholes' would be supported by such a system 

4 The resulting expansion of the tax “base" would reduce rates while promoting fair- 
ness 

5 Printing distributing, and auditing o1 tax forms and instructions, reftjnding, and gen- 
eral record keeping on the part of IRS would be very' substantially reduced Such savings could be 
applied in a fashion deemed proper by The Congress 

6 Individual ordinary taxpayers woutd no longer be required to retain - at considerable 
expense - tax preparers to sort out the obfuscating tax laws and IRS regulations, deliberately made 
so by The Congress and the IRS This woutd accrue to the individual s benefit 

7 Cost of collection and forwarding such sales lax should result in a payment by the 
government o( a very small (percentage to the collector based upon the amount of tax collected. 

8. This collection method could be standardized and inserted in the cash register 
automatic computer driven system extant at nearly alt business outlets 

Other reasons could he cited, but the thrust of rrjy comments should be quite clear to you 

I cannot believe that The Congress - having allowed the initiating of a complex procedure to 
use the House Post Office for fraudulent purposes and having discovered a means for writing and 
cashing personal checks for which there were no funds on deposit in the House Bank - would find 
construction ot the general system proposed to be beyond their competence'!'*' 

I strongly urge you to seriously consider making changes to out personal income tax struc- 
ture in keeping with the comments above 

I request that you inform me of House Ways and Means Committee activities in these 
regards 

Very truly yours 

/ ■ V ' 

V > / , , A/.-: . 

Harofd L Crtambors 

copy to computer tilo 
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Mr Phillip D Mosley, for the 1 202 225 3121 

House Ways k Means Conaittee 
Longsworth Building 
Washington, DC 20515 

Honorable Sirs: 

I am indebted to Mike Reagan, 1 800 468 MIKE, the son of our former 
President, for calling my attention to your hearings on reforming 
federal taxation. As 1996 candidate for United States 

Representative in California Congressional District 12, I take the 
Oath of Office to heart: I will to the best of my Ability, 

preserve, protect and defend the Constitution of the United States. 

Please forgive my few simple minded questions: 

Is our Government Constitutional in Order to form a more perfect 
Union, establish Justice, insure domestic Tranquility, provide for 
the common defence, promote the general Welfare, and secure the 
Blessings of Liberty to ourselves and our Posterity? 

Does Article I Section 2 of our Constitution state that 
Representatives and direct Tues shall be apportioned among the 
several States which may be included within this Union, according 
to their respective Mumbers... ? 

Did the Supreme Court of the United States find the Civil War 
Income Tax unconstitutional? When the 16th Amendment was passed in 
1913, was the promise made by Congress that the rate would not 
exceed 7% on incomes over $500,000? 

With regard to the constitution and taxation, have we lost our way, 
wandering for some years in the wilderness? Did Judge Learned Band 
remind us that the power to tax is the power to destroy? 

us Treasury and Census statements indicate that since 1913, 
government spending has increased 824 times faster than our 
papulation. Are we really that much better off? Has human nature 
remained constant enough for 82, 207 or 3400 years, that we can 
avoid an endless sea of high compliance costs, deficits, debts and 
poverty under the yoke of tax tyranny? 

I pray yes. Therefore I support the Biblical and Constitutional 
20% flat tax proposal of Chairman Bill Archer, exempting savings, 
capital gains, state taxes, churches and poor people from taxation. 
Experiences in Britain versus Hong Kong confirm the wisdom of 
Joseph in limiting taxation and government. We love our liberty. 

Yours most truly, 

V' - - • ■ 

Richard Charles 
FOB 322 

Burlingame, CAlifornia 94011 


1 415 347 9382 Home Office 
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Honorable Philip Mosely June 3. 1995 

Chief of Staff, Ways and Means Committee 
Longworth Building 
Washington D C. 

Dear Sir: 

1 understand you will our letters included into the record our during the Tax hearings. The 
following is my thoughts on taxes and our burdensome tax system: 

As a small business owner I can assure you there is absolutely nothing that can be more 
disruptive, time consuming, and costly than dealing widi the Internal Revenue Service. Every 
income earning individual must deal with a large, clumsy, indifferent and often inept bureaucracy 
that makes inconsistent and often arbitrary determinations that can cost you everything you own 
and more. Although the extreme examples of bureaucratic ineptitude wiping out innocent 
taxpayers are probably relatively rare, the &ct that it happens at all, and that the IRS appears to 
publicly flaunt these “triumphs”, creates a chitling tyranny over every hard working individual in 
this country. A type of “taxpayer terrorism” engaged in by our own government for the purpose of 
keeping taxpayers appropriately submissive. 

Furthermore, 1 resent the amount of resources I must devote to research, plarming and 
record keeping , to try and preserve as much of my hard earned income as I can. These are 
resources I can scarcely afford but that I must expend if I want to merely exist, let alone prosper in 
this country. 

I also resent the social engineering our elected officials are always engaged in. It should 
not be the role of government to punish or reward individuals for earning, investing, or spending 
their hard earned income the way they want. 

Liberty from this entirely unnecessary burden on the individual can only come with 
elimination of all the complex and often indecipherable tax laws and replace it with a simple flat 
rate. No exceptions, no deductions- not even one; lest future law makers use it as a reason to add 
new and more complex rules later. 

Even better would be the total elimination of the income tax altogether. I realize other 
forms of revenue generation could be socially unpopular and perhaps politically impossible but 
please consider that when our government is entitled to know anything about our income, true 
privacy as our Constitution requires can not be achieved. Currently we are required to report 
where we earn our money, where we invest it, our marital status, the number of children we have, 
where we get our health insurance, were we go to church, what charities we give to and so forth. 
(Incidentally, most of these items are things I am barred by law from asking any potential 
employees! Is the government so much more privil^ed?) And if you are self employed you even 
have to report, among other things, how many stamps you buy! 

Only you have the power create a United States where law abiding citizens can truly be 
free from this unnecessary, and unreasonable burden. I implore you to eliminate this intrusion into 
the most personal and intimate details of our lives. I can only hope and pray that you choose total 
fhank you for this opportunity. 

Peter Chopelas 
15105-317thSt. NE 
Arlington, WA 98223 
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CITIZENS FOR SOUND TAX REFORM 

OFFICE OF THE PRESIDENT 


Thursday, 8 June 1995 


Dear Representative Mosely, 


Thank you for addressing the issue of tax reform. It is 
long overdue, and a sound solution should pass your 
committee and the House without any trouble. Of course, 
a sound solution involves replacing the current system 
with the 17 percent flat tax, as proposed by Rep. Dick 
Armey. I hope you will support the flat rate tax, and 
will be watching Congress to see what you do. Thank you. 


Cordially, 

Tim Ruel 


1276B Kamahele St 
Kailua, HI 96734-3339 
Phone/Fax: 808/261-7212 



TO: OUR SERVANTS, 

All elected/appointed officials 

In the State of Washington and in Washington D.C. 

FROM: WE, THE PEOPLE, THE GOVERNMENT 
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"I pledge allegiance to the flag of the jUg COALITION FOR A IS TAX 

United States of America, and to the Republic Chairman, Clarence P. Keating, Jr. 

for which It stands, one nation, under COD, ^ Avenue S.U. 

indivisible, with liberty and Justice for all. Sealtle, liA 9al20; 1 (206) 937-1092 
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THE 1% FLAT RATE TRANSACTION TAX 


TWENTY FULL YEARS have been devoted to the research necessary to draft this 
TAX REFORM ACT: it is Constitutional, sinple to administer, provides adequate 
revenue, and is worthy of YOUR support! 

UNDER THIS ACT : 

1. ALL STATE and LOCAL TAXES in conflict with our Constitution will 
be REPEALED l NO sales tax. property tax, B&O taxes, Hotel- 
Hotel tax, excise taxes, colls, and fees for licenses & peroits. 

2. Everyone, from the largest corporation to Che individual citizen 
will be taxed at the same low rate (not to exceed the Constitu- 
tional limit of li). 

3. The Tax will be paid by the SELLER OF HOODS OR SERVICES . 

4. decking or Saving Accounts will not be taxed; when you write 
a check, the person receiving th« check will pay the tax. 

3. Ac the present time, approxioiately 22Z of your income is paid 
out in State and Local Taxes. That's $5500.00 on a salary of 
525.000.00 a year. Under the IZ TRANSACTION TAX . YOU WOULD 
BE PAYING ONLY $250.00. to your State and Local Covernnents. 

HIGHLIGHTS ^ TTfE II FUT RATE TAX : 

Our research indicates that there are over 3 TRILLION 
dollars transacted annually, within the Washington State 
banking system alone. Taxing these dollars at It would 
produce a revenue of at least 30 Blli-ION dollars. Our 
present combined State. County, and Municipal budgets 
have been around 25 Billion . Under the it TRANSACTION 
TAX, the way would be cleared to wipe out our acquired 
bonded Indebtedness and regain our sovereignty as a free 
state, since we will no longer suffer the indignities of 
having to subnii to Federal blackmail control. 

A DEBT-FREE WASHINGTON COULD BE THE BEACON TO GUIDE ALl. THE STATES OUT OF CHAOS! 

THIS TAX - REFORM PLAN WILL WORK ' 

There are literally TRILLIONS OF DOLLARS in electronic money 
transfers in our Country annually; these are untaxed dollars. 

Add to these the SPECIAL EXEMPTIONS granted the large Corpor- 
ations and the LOOPHOLES they all find to use; and, finally, 
all of the OTHER TRANSACTIONS in the Market place, our verified 
figures show that a Tax of a fraction It on the total of tlese 
transactions, would be sufficient to provide ALL of the revenue 
needed by every level of government in our Country! The 'Money 
Power' knows this too, as is evidenced by the ' CONSPIRACY OF 
SILENCE ' on this TAX-REFORM PROPOSAL, by ALL the news-media 
under their control. 

It has been proven over the years, the most recent was during 
President Kennedy's administration, that when taxes are lowered 
the revenue is increased because the economy is improved. The 
It TRANSACTION TAX will leave more money in the pockets of Che 
people for them to spend or invest, and the economy will be 
stimulated again' 
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May 29, 1995 


The Honorable William Archer, Chairman 
Committee on Ways and Means 
Longworth Office Building 
Washington, DC 21565 

ATTN: Phillip Mosley, Chief of Staff 

Dear Congressman: 

Attached are six (6) copies of "Income Tax Conclusions" which I would like entered into 
the record of the forthcoming hearings on Tax Reform. I understand your hearings are 
scheduled for June 6, 7, 8, 1995 in the Ways and Means Committee. 

Congressman Archer, you are to be commended for the courageous public stand you 
have taken regarding the current income tax situation and the monstrous 
consequences perpetrated by the Internal Revenue Service bureaucracy. Millions of 
us agree with you and hope you prevail over any proposal that supports taxing the 
fruits of anyone's labor. 

The Founding Fathers knew it, you know it and millions of us out here know it. That is, 
we krraw that a properly designed government's sole function is to protect the 
unalienable rights of every individual from foreign and domestic enemies, to ensure 
that justice is carried out in the courts and to provide an honest money system. 

THATS IT! We can do the rest. A proper government would only have limited powers 
to raise taxes, and thus, would be restricted to its 'necessar/ size. The income tax was 
deliberately imposed so as to give government an unlimited source of funds to involve 
itself in an unlimited number of unnecessary activities, restricted only by the endurance 
of the people. 

The attached "Income Tax Conclusions" were taken, with permission, from Lynne 
Meredith's "Vultures in Eagles Clothing" , Prosperity Publishers, 17011 Beach Blvd., 
Suite 900, Huntington Beach, CA 92647. Her book is the culmination of seven years 
of research into the history of income taxes in America. Congressman Archer, if you 
are serious about getting all the facts out on the table, I urge you to have Lynne 
Meredith to testify before your committee. 

BobCorke 
(196)441-8025 
(916) 456-8902 



766 


INCOME TAX CONCLUSIONS 


"[T]he Constitution recognizes the two great classes of direct and indirect taxes, and lays down two rules by 
which their imposition must be governed, namely the fute of apportionment as to direct taxes and the rule of 
uniformity as to duties, imposts and excises . " Pollock v. Farmers* Loan & Trust Co. 158, U.S. 601 at 637. 

“ Direct taxes bear immediately upon person , upon possessions and enjoyment of rights . Indirect taxes are 
levied upon the happening of an event ." Knowiton v. Moore. 178 U.S. 41 

Constitution Article I. 82. Cl. 3 "... Direct taxes shall he apportioned * among the several states, according to 
their respective numbers..." Article I. 69. Cl. 4 "No capitation** or other direct tax shall he laid unless in 
proportion to the census of enumeration... " 


* Apportionment means to equally divide among the population (census) regardless of income. ** Capitation 
tax: "a tax imposed upon a person at a fixed rate, regardless of taxpayer's ability to pay, occupation, assets or 
income." 


1895 


1909 


Direct, unapportioned 
taxes on income ruled 
unconstitutional 


President Taft 
proposes Tarriff 
Amendment 


Pollock V. Farmers Loan & Trust Co. 

157 U.S. 420 

"...We are of the opinion that taxes on personal property, 
being a direct tax , the income of personal property, are 
Itkevrise direct taxes. The tax. , so far as it falls on the 
income of real estate or personal property, being a direct 
tax within the meaning of the Constitution, and therefore, 
unconstitutional and void because not apportioned 
according to representation .." 

Congressional Record June 16. 1909, pg 3344: 

"It is now proposed to make up the deficit by the imposition 
of a general income tax, in the form, substance and almost 
the same character as that which, in the case of Pollock v. 
Farmers' Loan and Trust Co. (157 U.S. 420) was held to be 
a direct tax, and therefore NOT within the power of the 
federal government to impose unless apportioned among 
the several states according to population...!, therefore, 
recommend an amendment. ..imposing on all 
corporations. ..an excise tax measured by 2% on the net 
income of such corporations. This is an excise on the 
privilege of doing business as an artificial entity.. .This 
course is much to be preferred to the one proposal of 
reenacting a law once judicially declared to be 
unconstitutional." 


Corporate Tariff Act of 
1909 


1913 

1916 


The 16th Amendment is unsuccessful attempt to override the Pollock 

declared to be ratified Case ruling. 


‘The 16th Amendment contains nothing repudiating or 
challenging to the rule of the Pollock Case..." 
Brushaber V. Union Pacific RR Co. 240 U.S. 1 at 12 

overturn the Pollock 
Case. 


SUPREME COURT 
RULES: The 16th 
Amendment did not 
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1916 


Th« 16th Amendment 
did not give congress 
the power to collect an 
unapportioned direct 
income tax. 


The 16th An>endment is 
Constitutional because 
it is only applicable to 
Indirect taxes. 


The income tax is an 
excise. 


*..[T]he confusion ... arises from the [erroneous] conclusion 
that 16th Amendment provides... a power to levy an 
income tax which, although direct, should not be subject to 
the regulation of apportionment... [T]he far reaching effect 
of this erroneous assumpt. jn... if acceded to, would cause 
one (^vision of the ConstKution to destroy another, ... 
bringing the Amertdment into irreconcilable conflict with the 
general requirement that all direct taxes be 
apportioned... This result would create radical and 
destructive changes in our constitutional system.. ..The 16th 
Amer>dment. as correctly interpreted, is limited to ir>djrect 
taxes and for that reason is constitutional.. ..The conclusion 
reached in the Pollock case... recognized the fact that 
taxation on income was in its nature an excise.. 

Brushaber V. Union Pacific RR Co. 240 U.S. 1 at 10, 11, 
12.18,19 


"Excises are taxes laid upon the manufacture, sale or consumption of commodities within the country, upon 
licenses to pursue certain [regulated] occupations and upon corporate privileges; the requirement to pay such 
taxes involves the exercise of privilege." Flint vs Storre Tracy Co. 220 US 107. 

The 16th Amendment does not extend the power of 
taxation to new or excepted subjects..." 

Peck V. Lowe. 247 U.S. 165 


1920 


The 16th Amendment The 16th Amendment must be construed in connection 

did not eliminate the v^ the taxing clauses of the original Constitution ” 

regulation of Eisner v. Macomber . 252 U S. 189 at 205 

apportionment for all 
direct taxes. 


26 CFR (1939) $9.22(b)-l “ Exclusions from gross income . ~The following items shall not be included in gross 
income and shall be exempt from taxation under this title: 

(b)-1 Exemptions; exclusions from gross income. Certain items of income , are exempt from tax and 
may be excluded from gross income. .. those items of income which are, under the Constitution, not 
taxable bv the Federal Government " 


FINAL CONCLUSION: The 16lh Amendment is constitutional because it is limited to only indirect taxes . 
Compensation for Labor and the exercise of the Right to Labor are property and, as such, are items of 
income, under the Constitution (Art. 1, §2, Cl. 3, Art. 1. §9. Cl. 4). not taxable bv the Federal Government . 
Compensation earned, exercising the Right to Labor is exduded from "Gross Income" and is exempt from 
taxation under Title 26. under the authority of Title 26, Code of Federal Regulations (CFR) (*39) §9.22(b)-1 . 


c:V..to)nc3 
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303 WEST BROAD 
TEXARKANA, TX 75503-2622 
JUNE 18, 1995 

CHIEF OF STAFF 
PHILIP nOGELL 

COMMITTEE OF WAYS AND MEANS 
L0N6W0RTH H. O. B. 

WASHINGTON, DC 20515 

DEAR SIR: 

RE HEARINGS FOR ALTERNATE FEDERAL TAXATION. 

WE WOULD LIKE TO HAKE THE CASE FOR A 5X NATIONAL SALES TAX, 
WITH ABOLITION OF THE FEDERAL INCOME TAX AND INTERNAL REVANUE 
SERVICE, SINCE THE I.R. S. WOULD NO LONGER BE NECESSARY. 

IN 1985, A FORMER I.R. S. EMPLOYEE, MIKE LOVE OF WACO, TEXAS, 
DREW UP A WANG COMPUTER MODEL FOR SUCH A TAX. WITH THE 
DEFICIT AT THAT TIME, A 5X NATIONAL SALES TAX WITH NO 
CREDITS, DEDUCTIONS, EXEMPTIONS OR EXCEPTIONS WOULD HAVE 
BALANCED THE BUDGET IN 2. 62 YEARS. IN HIS MODEL, 2X WOULD GO 
TO THE GENERAL ACCOUNTING OFFICE AND 3X TO SOCIAL SECURITY. 

IN SUBSEQUENT YEARS, THE REVANUES NOT USED FOR THE CURRENT 
YEAR'S BUDGET COULD BE USED TO REDUCE THE NATIONAL DEBT. 

FIVE PER CENT IS PLENTY TO TAKE CARE OF OUR NEEDS AS THE TAX 
BASE (U.S. POPULATIUON) HAS INCREASED IN THE LAST DECADE. 

ABOUT 40 STATES, INCLUDING TEXAS, COLLECT SALES TAXES. TEXAS 
COLLECTS HERS THROUGH THE STATE COMPTROLLER'S OFFICE. A 
SIMILAR OFFICE WITH CONSTITUTIONAL SAFEGUARDS COULD BE SET UP 
AT THE FEDERAL LEVEL TO COLLECT THE TAX FROM BUSINESSES OF 
ALL KINDS. 

ADVANTAGES OF A NATIONAL SALES TAX INCLUDE EASE OF 
COLLECTION, NO PAYROLL DEDUCTIONS, THE SHRINKING OF THE 
UNDERGROUND ECONOMY, A BOOMING NATIONAL ECONOMY, WITH BUILT- 
IN INCENTIVES TO BUY HOMES AND OTHER BIG TICKET ITEMS AND 
LESS FEDERAL BUREAUCRACY. 

OTHER ADVANTAGES: NO CUMBERSOME FEDERAL TAX RETURNS FROM 
INDIVIDUALS, NO RECORDKEEPING FOR TAX DEDUCTIONS BY 
INDIVIDUALS AND LESS WORK FOR ACCOUNTANTS. 

THE ECONOMY WOULD BOOM AS A RESULT OF AMERICANS' GETTING MORE 
MONEY TO SPEND, THANKS TO LOWER TAXES. THIS WOULD RESULT IN 
MORE TAX COLLECTIONS, DUE TO THE INCREASED CONSUMER SPENDING. 
MORE JOBS WOULD BE CREATED AND PRODUCTIVITY WOULD INCREASE. 
THIS IS ILLUSTRATED IN AN ADAH SMITH ECONOMIC MODEL IN BOTH 
PERFECT COMPETITION AND IMPERFCT COMPETITION. 


THIS SIMPLE MODEL IS FOREIGN TO THE CURRENT ADHINISTRATON 
THAT INSISTS TAXES MUST BE RAISED TO FINANCE THE DEFICIT. 
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ONE DISADVANTAGE: A NATIONAL SALES TAX WOULD BE REGRESSIVE 
IN THAT LOW-INCOHE PERSONS WOULD PAY PROPORTIONATELY MORE 
THAN MIDDLE AND HIGH-IMCQME PERSONS. HOWEVER, WE DOM ' T SEE 
THIS AS A BIG PROBLEM, SINCE PEOPLE ARE USED TO PAYING SALES 
TAXES IN MOST STATES. IN TERMS OF DOLLARS, HIGH-INCOME 
PERSONS WOULD PAY THE MOST. 

ONE LAST ISSUE. THE PROPOSED ITX FLAT TAX PROPOSED BY 
CONGRESSMAN DICK ARMEY (R-TX) IS, IN OUR OPINION, AN INSULT. 
FOR SOME PERSONS IN THE 15% TAX BRACKET, ESPECIALLY THOSE 
JUST STARTING SMALL BUSINESSES, IT COULD MEAN A TAX INCREASE. 
THIS TAX COULD BE RAISED AT ANY TIME, OR INDEXED. THE 
CURRENT I.R.S. BUREAUCRACY WOULD STAY IN PLACE. (THE FEDERAL 
GOVERNMENT IS LOOKING TO CUT JOBS. HERE'S A GREAT PLACE TO 
START. ) UNDER OUR PROPOSAL, IT WOULD TAKE A 2/3RD’S MAJORITY 
IN THE HOUSE OF REPRESENTATIVES TO RAISE THE SALES TAX, OR, 
BETTER YET, WHY NOT PUT IT TO A VOTE OF THE PEOPLE? . 

WE BELIEVE A NATIONAL SALES TAX WOULD BE ADVANTAGEUS FOR OUR 
ECONOMY AND FOR TAXPAYERS AND WOULD CUT THE BUREAUCRACY. 
EVERYONE WE'VE MENTIONED THIS TO LOVES IT; IT WOULD HAVE 
BROAD-BASED SUPPORT. PLEASE CONSIDER A NATIONAL SALES TAX. 

PLEASE REPLY. THANKS. 

SINCERELY, 

HAZEL COTTON 
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6/19/95 


PHILLIP MOSLEY, Chief of Staff 
1102 House Office Building 
Washington, DC 20515 

Dear Sir: 

I am for a 13.5% Consumer Tax which will omit tax 
food and medical care. 

Get rid of IRS! 

Thanks . 


2 . Denney 
3221 Louisihlle 
Tl faso. TX 79S30 


housing , 
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COMMITTEE ON WAYS AND MEANS 
HEARING ON TAX REFQRM 
JUNE 6-8. 1995 

STATEMENT OF THE DISTILLED SPIRITS COUNCIL 
OF THE UNITED STATES 

The following statement is sutxnitted on behalf of the Distilled Spirits Council of the 
United States, Inc. (DISCUS), for inclusion in the printed record of the joint hearing on fast 
track issues. DISCUS is the national trade association which represents U S. producers 
and marketers of distilled spirits. We welcome the opportunity to contribute to the 
Committee's investigation into reform of the cumant Federal tax system. 

DISCUS corxxirs with Chairman Archer that any reform of the federal tax system should 
be directed towards simplicity, irxaaased savings and investment, economic efficiency and 
international competitiveness. In addition, DISCUS believes that the various tax reform 
proposals should be evaluated in terms of the inciderKe of taxation on each sector of the 
ecorxxny as well as on competing lines of business, the impact on state revenues, and the 
short-term (first 4-5 years) macroeconomic impact. 

Among the several tax reform proposals now before the Ways and Means Committee, four 
types are particularly noteworthy: (a) flat tax proposals by Rep. Richard Armey (R-TX), 
Sen. Richard Shelby (R-AL), and Sen. Arten Sp^er (R-PA); (b) the national sales tax 
proposals by Rep. Bill Archer (R-TX) and Sen. Richard Lugar (R-IN); the Unlimited 
Savings Allowance (USA) Tax proposal by Sens. Pete Domenici (R-NM) arxi Sam Nunn 
(D-GA); and the subtractiorvmethod VAT proposal by Rep. Sam Gibbons (D-FL). DISCUS 
makes the following recommendations to the Committee, and would welcome the 
opportunity to elaborate upon these points if called upon by Congress: 

o The federal government should reduce Its dependertce on nairowty-based 
excise taxes. 

- High rated taxes on specific products - such as on distilled spirits for which 
44% of the price of a t^ical bottle is taxes - are fiscally inefficient. Further 
tax increases have little revenue-generating potential, and further distort the 
allocation of resources in the market. 

- Liquor excise taxes are hidden from consumers who therefore do not realize 
how much tax they have to pay. The tax is imposed on the supplier who 
passes it on as a part of the cost of goods to the wholesaler. 

- The government collects much less money from the excise tax than 
ooraumars have to pay. Excise taxes cascade into higher prices since - as 
a cost of goods - it is marked up by the trade just like other costs of goods. 

- Federal tax reform focused on a broad tax base at a uniform marginal rate 
on all tax payers would be more fair, and cause less price-induced distortion 
of resource allocation. 

o The federal government should not tax products twice, nor should there be 
taxes Imposed on taxes paid. Prssentty, distilled spirits Is taxed several 
times. 


It pays an excise tax as it leaves the distillery or customs. 

It pays another excise or "monopol/' tax as it enters state jurisdiction. 

It pays sales tax(es) as it is sold to the consumer. Not only is the product 
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taxed, but also taxes are paid on taxes collected earlier by federal and state 
governments. 

- A national sales tax would compound this cascading of taxes because that 
high-rated tax would constitute another (a) tax on the product, (b) tax on the 
federal excise tax, and (c) tax on the state excise taxes. 

o Existing specific taxes such as the FET on distiited spirits should be repealed 
If a new layer of tax, such as a national sales tax, Is enacted. 

- Imposing a new tax in addition to . or on too of. the existing FET (Federal 
Exdse Tax) burden would be disastrous for the industry. 

- A national sales tax would be particularly heavy on high-priced, premium 
products. It would move away from the principle that the volume of alcohol 
(not the value of alcohol) in all alcohol beverages should be taxed. 

- Tax fairness demands elimination of double taxation. It would be unfair tax 
policy to impose a national sales tax or VAT without repealing other indirect 
taxes on distilled spirits. 

- The United States would want to avoid the disastrous experience of Canada, 
where a “tax revolt" resulted from superimposing a high-rated value-added 
"Goods & Services Tax" in addition to an existing federal excise tax and 
provincial sales taxes. 

o The tax burden should be equitably distributed, among both tax payers and 
products taxed. 

- Regressive federal excise taxes cortflict with the principle of tax fairness. 
Like sales artd VAT taxes, excise taxes - even at lower consumption per 
capita among lower-iixxxne tenilies — consume a greater portion of income 
from low- and middle-income families than from the rich. 

- Increases in these taxes also cause a greater proportion of jobs lost among 
the poor than among the wealthy. 

- If alcohol content remains the basis on which beverage alcohol will be taxed, 
government should give serious consideration to a revenue-neutral 
adjustment of all alcohol taxes in order to apply a uniform tax to all alcohol. 

o Any new broad-based tax should be applied at a uniform rate to all purchases, 
thereby avoiding the costly complexity of multiple rates. 

- Simplicity and administrative efficiency would be lost in an attempt to make 
a national sales tax or VAT more equitable by imposing multiple rates. 

- The United States would wish to avoid the experience of Belgium, France, 
Ireland and Italy which have multiple rated taxes. 

- There are other, more efficient ways to address equity concerns than by 
multiple rates. 

o The federal tax system should iwt utKlermins state-level taxation systems, or 
have the unintended effect of diverting revenue from states to the federal 
government 


Following the FET increases in 1985 and 1991, state and local governments 
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lost nxxe than $140 million in excise tax revenues, and saw unemployment 
compensation increase by $70 million. 


In summary, DISCUS agrees that in the interest of economic efficiency and international 
competitiveness, federal revenues should be raised through broadly-based income or 
consumption taxes rather than narrowly-based taxes such as the federal excise tax. The 
tax system should not vraste time and resources of taxpayers and the government. The 
tax system should encourage businesses and irxlividuals to increase savings and 
investment. The tax should be far simpler to calculate and administer than the present 
system. The tax should have a uniform rate with an absolute minimum of exceptions 
(loopholes, exemptions). Tax reform and all taxes should be fair - to competing products 
(e.g., spirits, wine and beer), to those less able to pay, to workers and business, and to 
the states. 

Americans should be as aware of the taxes they have to pay as virell as of the benefits they 
receive so they can evaluate the trade-off when a tax increase is proposed. For this 
reason, taxes should not be hidden as are federal excise taxes. Most importantly, it also 
means that a double tax should rxtt be imposed, i.e., the imposition of any type of new 
oonsumptian tax must include the repeal of already existing and highly regressive excise 
taxes. 


June 22. 199S 
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For the Record 


DISPELLING THE REVENUE 
TAX CONFUSION 


Dear Chairman Archer: 

To avoid the unnecessary confusion regarding the Income Tax, it is imperative that a review 
of the United States Supreme Court ruling should once and for all settle any questions as to 
whether the Income Tax is a Direct Tax or an Indirect Tax. In its unanimous ruling, the 
Supreme Court in Brushaber v. Union Pacific Railroad Company . 240 U.S. 1 (1916) held 
that the 16th Amendment and the Income Tax enacted thereafter is constitutional because it is 
restricted to that class of taxes known as Indirect Taxes, which include excises, imposts and 
duties, all of which are privilege taxes. 

The jurisdictional question for purposes of enforcing the Income Tax depends entirely upon 
the question as to who or which persons are “subject to" the tax, and why and/or how do 
those persons become subject to an indirect tax. The question is jurisdictional because the 
term "taxpayer" is strictly a legal term narrowly defined by law as being only such a person 
who is subject to such a tax. For example, see Title 26, Section 1313(b): 

". . . the term 'taxpayer' means any person subject to a tax under 
the applicable revenue law." 

This does not include any direct tax. The Supreme Court's rulings in Veazie Bank v. Fenno . 
75 U.S. 533, Springer v. United States . 102 U.S. 586 and Pollock v. Farmers' Loan & 
Trust Co.. 157 U.S. 429 clearly show that direct taxes are only those laid upon the several 
States, and that Congress, under Article 1, Section 2, Clause 3, and Article 1, Section 9, 
Clause 4, may tax the States, provided that such tax shall be apportioned according to the 
respective populations of the several states, as Congress has done in 1798, 1813, 1815, 1816, 
and 1861. Such a tax on the States is the only direct tax that Congress may lay and collect. 

The Constitution's rule of apportionment as to direct taxes is based upon and controlled by 
land values strictly in terms of petqile or population instead of any monetary "market value". 
Congress must first determine how much money it will raise by such a tax, thus the total 
amount of the tax is set by Congress and each state pays its share of that amount based upon 
and according to their respective or individual populations. For example. Congress needs 50 
billion dollars and California's population is approximately 10% of the nation's population, 
and therefore, California's share of that 50 billion dollar tax would be approximately 5 
billion dollars. The enforceability of Congress' power of direct taxation is that each 
state may raise its share from its own real estate tax rolls of each state. 

But land speculators, which include banks, insurance companies, individuals and corporate 
America generally, have historically prevailed through their real estate lobby in preventing 
Congress from exercising this revenue power, which would tend to discourage and reduce the 
parasitic enterprise of land speculating. As a result. Congress has not used this power since 
the Civil War and has been forced by the real estate lobby to eke out the nation's revenue 
only by its power of indirect taxation. 
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WRITTEN COMMENTS 
OF THE 

EDISON ELECTRIC INSTITUTE 
REGARDING 

REPLACING THE FEDERAL INCOME TAX 
BEFORE THE 

COMMITTEE ON WAYS AND MEANS 
U.S. HOUSE OF REPRESENTATIVES 

JUNE 22. 1995 


The Edison Electric Institute (EEI) is the association representing the nation's 
investor-owned electric utility companies. Its members serve 99 percent of all customers 
served by the investor-owned segment of the electric utility industry. EEl's members 
generate approximately 79 percent of all the electricity produced in the United States and 
serve 76 percent of the nation's customers. EEI and its member companies appreciate the 
opportunity to present our written comments on this important issue, and look forward to 
working with the Committee in its search for an alternative tax system to replace the 
federal income tax. 

EEI believes that a broad-based consumption tax is a better way to raise federal 
revenue than the current corporate income tax. Our current tax system is extremely 
complicated and burdened with a tangled multitude of exemptions and loopholes. It 
punishes success and rewards consumption at the expense of savings and investments, 
and is extremely difficult and expensive to administer. EEI supports the Committee on 
Ways and Means' efforts to develop an alternative tax system that is fairer and encourages 
savings. Our testimony will predominately discuss a value-added tax (VAT), which EEI 
favors as an alternative to our current income lax. If the Committee wishes, EEI will 
provide additional comments on either the flat tax proposed by Representative Armey or 
S. 722, the Unlimited Savings Account (USA) tax proposal, at a later date. 

BROAD-BASED CONSUMPTION TAX 

A VAT is the best alternative to fund the federal government into the 21 st century. 
Although consumption taxes can take many forms, a VAT has become the international 
consumption tax of choice, and with good reason. A VAT is far superior to our current 
federal income tax system because it does not rely heavily on income, but promotes a 
balance between income and consumption. Additionally, it would provide stability and 
neutrality to our tax system. Since its base is large, encompassing most economic activity, 
the VAT is nowhere near as vulnerable to economic fluctuations as an income tax, nor 
dependent on particular industries. Moreover, it taxes all financial factors of production 
equally, not discriminating between debt and equity, nor penalizing a particular form of 
business organization. Compared to the income tax, it encourages capital investment and 
is favorable to international trade. In short, a VAT meets Chairman Archer's goals of 
administrative simplicity, stimulation of savings and investment, improvement of our 
international competitiveness, as well as collection of tax revenue from the "underground 
economy" and from others who currently do not comply with the tax laws. Set forth below 
is a discussion of how a VAT meets each of these objectives as well as some utility- 
specific concerns that need to be addressed. 

ADMINISTRATION AND COMPLIANCE 

The administrative and compliance burdens of a VAT vary greatly, depending on 
the type adopted. As a rule, the more complicated the tax, the more costly it will be for the 
government to administer ai^ more difficult for taxpayers to comply. Ideally, a VAT would 
tax the consumption of all goods and services. A broad-based VAT has two advantages. 
First, it discriminates less among taxpayers based on their preferences for particular goods 
and services. Second, a low tax rate on a broad base changes the relative prices of 
consumer goods and services less than a high tax rate on a narrow base. Excluding 
goods and services from the VAT base increases the tax rate needed to raise a given 
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An Indirect Tax is a tax upon the exercise or exploitation of an intangible privilege, which is 
typically created and granted by a state government permitting certain people to engage in or 
pursue a certain business, profession, occupation, or trade that is otherwise unlawful. Smd 
privilege so granted is evidenced by a license, which, in and of itself, is a taxable gain. 

And the use or exploitation thereof is also taxable, with the amount of the tax typically being 
measured by the income, which is procured under said license. Therefore, an indirect tax 
could be called a privilege tax. Of course, a God-given, constitutionally protected 
fundamental human right cannot to be taxed for revenue purposes. 

Due to some people's lack of knowledge and understanding of the difference between direct 
taxes as property taxes and indirect taxes (excises, imposts, and duties) as privilege taxes, 
their ignorance is often exploited by their employers, who happen to be subject to a privilege 
tax which includes the income tax and the Social Security tax. 

The problem is not only misconduct by the IRS, but even more, it is misconduct by 
thousands of employers who are unlawfully and fraudulently taking monies from the 
paychecks of their employees who are not subject to any income tax or any Social Security 
Tax, or any other revenue tax, and, therefore, no money may lawfully be withheld from 
their paychecks under the guise of "withholding and collecting” a tax. 

Ignoring all of this, the employer, as a condition of employment, unlawfully demands a 
Social Security number from a prospective employee, who usually submits the number or 
obtains one in order to "get a job”. If the employee is merely exercising a God-given, 
constitutionally protected, fundamental human right to work, for which no license is needed, 
then he is not subject to a tax, and, therefore, is not a "taxpayer” within the meaning of the 
law and cannot lawfully be identified as such, either by number or any other means. 
Nevertheless, in most instances, his Social Security Number is unlaw^lly treated by the 
employer as if it were a "taxpayer" identification number (TIN) so that the employer who is 
otherwise subject to the full amount of the Social Security Tax, will unlawfully shift half of 
this Social Security Tax on to the employee. 

Not only must Congress overcome the land speculators' real estate lobby and remm to using 
its constitutional power of direct taxation of the states, which is payable from their own real 
estate tax base. Congress must by appropriate legislation, send a message to all employers to 
cease and desist from unlawfully attempting to apply the revenue law to employees who are 
not subject to a tax. 



Sheridan B. Duncan 
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amount of revenue. A single rate, broad-based VAT would promote economic neutrality 
and minimize compliance and administrative costs. 

If the structure of a VAT includes exemptions and multiple rates, the GAO estimated 
that the administrative costs could be as mu(^ as $700 million higher than a VAT without 
exemptions. Various factors determine compliance costs; most Importantly the design of 
the consumption tax, the frequency of the reporting period, and the threshold level of 
taxation. Vtfhile we understand that the structure of a VAT may need to contain tradeoffs 
to meet different social, political and economic objectives, such tradeoffs reduce total 
revenue generated and complicate tax administration. 

EFFECT ON SAVINGS AND INVESTMENT 

The United States economy suffers from an imbalance between savings and 
consumption. The national savings rate has declined steadily through most of the 1980s 
and 1990s, and is now lower than that of most of Its trading partners. Between 1983 and 
1992, the net national savings rata of the United States averaged 3.6 percent. Over the 
same period, compared to the United States, Japan's net national savings rate was five 
times as high, Germany's rate was three times as high, and the European Union countries' 
savings rates were, on average, twice as high. The U.S. net national savings rate dropped 
below 2 percent in 1992. 

Net domestic investments in those countries noted above during the 10-year period 
were 1 .5 to three times those in the United States. Due in large part to our low savings 
rate, compensation and real wages have declined in relation to historic trends. The 
current federal income tax system contributes to this deterioration because it creates 
biases that distort economic decisions and penalize savings. A low savings rate leads to 
reduced investment, lower economic growth, fewer jobs, and a iower standard of living. 
The result of these biases is to make the United States dependent on foreign savings for 
capital formation and to sustain its trade deficit. 

A VAT can stimulate savings if it replaces other taxes that discourage savings. The 
savings rate measures a society's desire to sacrifice consumption today for increased 
consumption tomorrow. We need to encourage increased savings in the United States. 
Without savings, funds are not available for capital formation and financing of the national 
debt cannot occur without borrowing from abroad. 

EFFECT ON INTERNATIONAL COMPETITIVENESS 

Since its inception in the 1950s, both developed and developing countries have 
widely adopted the VAT. According to the International Monetary Fund, about 90 countries 
have adopted VATs. This includes all fifteen of the countries that make up the European 
Union and twenty-three of the twenty-five industrial nations that make up the Organization 
for Economic Cooperation and Development. The United States remains one of two 
Western industrialized countries without a national consumption tax. As a result, the 
United States relies more heavily on income and payroll taxes than most of its major 
trading partners. This puts United States companies and workers at a disadvantage as 
they attempt to compete in the ever expanding global marketplace. 

The competitiveness of the United States would Improve if a VAT replaced our 
corporate irxx>me tax A VAT is "border adjusted," i.e., imposed on foreign imports while 
exempting United States exports. The principle is to impose the tax in the country where 
consumption of the goods or services takes place. Border tax adjustments are indirect 
taxes thM are refundable under the General Agreement on Tariffs and Trade (GATT). A 
destination-based VAT with border tax adjustments provides a trade advantage over an 
origin-based VAT without a border tax adjustment. 

Enacting a VAT in addition to our current income tax system would not create a 
trade advantage. However, if a VAT replaced the corporate income tax, the price of United 
States products could fall compared with foreign goods to the extent that the price lev 
reflects the corporate income tax If replacing the corporate income tax with a VAT low 
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the prices of American goods, then the United States trade balance would improve. 

UNDERGROUND ECONOMY 

Various estimates indicate that under our income tax system, lost revenue from the 
"underground economy” is as high as $200 billion annually. This is a significant revenue 
loss almost equal to the current federal budget deficit. An invoice-method VAT would go 
a long way toward taxing the underground economy as it would be more difficult to escape 
taxation. The invoice-method requirements of a VAT are necessary to ensure a high level 
of compliance, and thereby to address Chairman Archer's concern with the underground 
economy. 


UTILITY ISSUES 

The interaction of a VAT with state ratemaking raises issues for the electric utility 
industry. The "revenue requirement" of an electric utility includes its tax liability and is in 
principle recovered through the ratemaking process. State gross receipts taxes, state 
franchise taxes, and federal income taxes are all liabilities included in a utility’s revenue 
requirements. A sales tax is not part of the revenue requirement. Utilities cannot 
automatically adjust rates to reflect changes in such taxes since these changes require 
approval of regulatory authorities. By contrast, a sales tax is generally a liability of the 
consumer with utilities serving solely as collection agents for the government. 
Consequently, utility bills automatically reflect a sales tax. 

Treatment of a VAT for ratemaking purposes should ensure that the ultimate 
consumer of electricity bears the cost. However, the design of a VAT raises several 
issues. The design of a VAT could be such that utilities are simply collection agents. This 
is how the House drafted the proposed BTU tax in its version of the Omnibus Budget 
Reconciliation Act of 1 993. An invoice-method VAT is a liability of the ultimate customer 
and would be collected and remitted by the utility. It would not bo part of the utility’s 
revenue requirements. Instead, the VAT would be a separate calculation outside the 
ratemaking process. 

Alternatively, the design of a VAT could designate the seller as the taxpayer. Such 
a design would create regulatory problems for the utility. For example, under a subtraction 
method VAT, such as the USA business tax, utilities likely would be required to obtain 
regulatory approval in order to include VAT amounts in rates. 

TRANSITIONAL RULES 

EEI realizes that the implementation of any alternative tax system will require 
complicated transitional rules. Our current income tax system requires the depreciation 
of capital expenditures over varying lives and provides for limits on the use of credits and 
losses. Any alternative tax system should provide corporations with an ability to amortize 
their remaining tax bases in capital assets, use any tax credits qualified under existing law, 
and utilize any unused net operating losses. 

CONCLUSION 

EEI recommends that this Committee adopt a position supporting an invoice-method 
VAT as a replacement for our current federal income tax system and establish as its 
number one priority, its implementation. EEI believes that Implementation of a VAT 
should only be adopted as a replacement for our current Income tax system and not 
as a means to generate additional revenue. Additionally, EEI believes that a VAT 
should tax all business consistently. We thank the Committee for the opportunity to 
present our views, and we look forward to working with you in the future on this proposal 
and other important matters. 
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Comments for the Record 

In Connection with Hearings on Replacement of the Federal Income Tax 
June <i throui^ June 8, 1995 

By R. Randall Capps 

Federal Tax Director and Assistant Treasurer 
EDS 

On behalf of EDS, I would like to compliment Chainnan Archer and the Committee on 
Ways and Means on the committee's effort to find ways to make the federal tax system 
more simple and to reduce negadve effects of the current system on the economy. EDS 
believes that it is good to review possible alternatives to the current system and would like 
to be a constructive participant in efforts to improve or replace the current process. I 
would, however, like to raise a word of caution with regard to some of the proposals under 
consideration which could, as currently structured, pose serious problems for the 
information technology industry in particular and for U.S. workers and the economy as a 
whole. 

Several options under consideration would employ a subtraction type VAT structure as the 
principal vehicle of taxation or as the principal vehicle of taxation applied to business 
income. The most detailed of these is, perhaps, the USA Tax Act of 199S (the "USA tax") 
proposed by Senators Pete Domenici (R-N.M.) and Sam Nurm (D-Ga.). 

Under the USA tax, capital expenditures and expenditures for equipment would be fully 
deductible but deductions for wages and employee benefits would be eliminated. The loss 
of the deduction for wages and benefits wotdd be partially offset by a reduction in the 
corporate tax rate and a credit for payroll taxes. However, the resulting tax irKtease would 
still be dramatic for companies in labor intensive industries, particularly those high growth, 
high wage industries such as information technology services which are the engines of 
economic growth and high wage employment for & future. It is probable that the tax 
burden of many high technology companies would rise by as much as SO percent. 

In addition, under the USA tax proposal, wages would be taxed twice, once at the 
corporate level and once at the individual level In the case of a pure subtraction VAT, the 
double taxation of wages would be eliminated, but the burden on labor intensive companies 
would be even greater because the corporate tax rate would have to be much higher under a 
pure subtraction VAT system. While such systems are typically regarded as 
"consumption" taxes, it is important to note that a subtraction VAT is in essence a tax on 
payroll. 

There are a number of problems that could arise from these systems. Because wages and 
benefits are not deductible and the costs of plant and equipment are immediately d^uctible, 
the systems dramatically increase the costs of labor in comparison with the costs of 
equipment. Thus, industries that ate heavily dependent on the contributions of individual 
workers would be disadvantaged, especially those industries that employ highly skilled 
workers and pay good salaries and provide good benefits. In addition, these systems 
would encourage companies to replace worters with technology, because the costs of labor 
would be artificially high in comparison with the cost of maciwes. Finally, the systems 
would provide an incentive to locate labor intensive work outside the United States. 

As mentioned earlier, the Domenici-Nutm proposal attempts to mitigate the negative effect 
on labor intensive industries by allowing a payroll tax cr^it and reducing the corporate tax 
rate to 1 1 percent. However, even a 7.65 percent payroll tax credit will not offset the 1 1 
percent coporate tax with respect to low and middle income workers, and it provides no 
offset whatsoever with respect to benefits or to wages that exceed the Social Security 
cutoff. Moreover, there is a strong tendency for tax rates to increase over time, and there is 
little likelihood that the credit would increase proportionately. 

We realize that the discussion of alternative systems is in a very early stage, and we would 
\ery much like to continue to be a part of that discussion. We hope that any system that is 
adopted will not have a disproportionate affect on labor intensive industries, particularly 
those industries where the United States is a world leader. I would be happy to provide 
additional information on the effects of various proposals on our industry as the 
discussions progress. 
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6102 Winsome Lane #5 
Houston, TX 77057-5548 


CIS: 71532,1453 
Fa*. 713-952-0250 
Tel: 713-952-0280 


U June 1995 

Mr. Philip D. Mosely 
Chief of Staff 

Committee on Ways & Means 
U.S. House of Representatives 
1 102 Longworth House Office Building 
Washington, DC 20515 

Dear Mr. Mosely: 

This past week the House Commiitee on Ways & Means, chaired by Representative Bill 
Archer, held hearings about overhauling the collection of taxes by the Federal government. 

I am writing to share my preference with the Committee as to what 1 would like to see replace 
the current Federal income tax system. / favor the imposition of a national sales tax, collected 
by the individual states along with their own sales taxes, in place of the current system, for 
several reasons. Here are five: 

• Increase Compliance Rate: I understand that there is something like a 98% 
compliance rate here in Texas for the collection of sales taxes. 1 understand that the 
compliance rate for Federal income tax is much lower. A national sales tax will be fairer . 

« Encourage Savings and INVESTMBWT: Income-tax payers are penalized for saving and 
investing. Sales-tax payers are rewarded for these activities. A national sales lax should 
lead to greater financial security for individuals and the country . 

• Reveal Currently hidden Taxes: Our current system prevents consumers from 
seeing what fraction of whai they pay for goods and services goes to the Federal 
government in the form of taxes. A national sales-tax system would make those taxes 
obvious. This should make the Federal government more accountable . 

• Eliminate Most Compliance Expenses: Various groups estimate that we spend 
billions of dollars annually to comply with the current system. A national sales-iax system 
should eliminate these expenses and add only fractionally to the sales-tax compliance 
expenses required to make state sales-tax payments. This should save billions annually . 

• Increase Peace or Mind: The current system strikes fear in the hearts of taxpayers, 
most of whom honestly file their returns but fear being audited by the IRS. A national sales- 
tax system will eliminate fear of audits , which has an immeasurable but definitely negative 
effect of the nation's productivity 


Recognizing (hat everyone has basic expenses, some would argue that food and housing be 
exempt from a national sales (ax. After all, even the poorest in this country must buy food and 
housing. However, I tend to favor NO exemptions for any product or service, inciuiJing food or 
housing, because I believe that exemptions, exce}Hions, etc., are a corrupting influence. 


Instead, / favor vouchers being included in the system. A voucher would be sent to each 
American each month. This would be financially equivalent to what we have now: an income 
level below which we do not charge taxes. 


Sincerely, 




Kirk Mahoney, Ph D. 
Owner 
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June 06. 1995 


Philip D. Moseley 
Chief of Staff 

Committee on Ways and Means 
US. House of Representatives 
1 102 Longworth House Office Building 
Washington, D C. 20515 

Richard C. Foreman 
8835 Via Diego Lane 
Lakeside, California 92040-5045 

Hearings held June 6, June 7, and June 8, 1995- 
Main Committee Hearing Room 
1 100 Longworth House Office Building 

Distinguished Ladies and Gentlemen, 

I would like to commend you on the task upon which you now embark. The income tax as it 
presently stands is an iniringement upon the rights and freedoms of all Americans wether they are 
rich, poor, or "middle class’. The income tax as it presently stands enslaves the rich into a lifestyle of 
deceit, enslaves the poor in their welfrue prison, and enslaves the "middle class" into forced labor with 
both spouses finding it necessary to leave the home and find employment or live in abject poverty 
To state my views quickly let me just ask that you include the book "The Tax Racket: 
Government Extortion From A to Z" by Martin Gross, a name you should all be bmiliar with. I feel 
that the proposal for the "National Sales Tax " would serve our nation best, but only if the 16th 
Amendment is repealed, the Internal Revenue Service is abolished, and the IRC, and all regulations 
promulgated by this agency, be incinerated. Pardon my over-zealousness 
I thank you again. 


Richard C Foreman 
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Philip Mosley - Chief of Staff 
House Committee on Ways amd Means 
US House of Representatives 
1102 Longworth House 
Washington D.C. 20515 


June 7, 1995 


Dear Sirs: 

I am in favor of a retail consumption tax if the sixteenth amendment is 
repealed. 

If you would eliminate income taxation and all the monitoring and 
compliance infrastructure necessary to enforce it; you would not only save 
a great deal of money on these unnecessary functions, but you would 
restore hope to the nation. 

You would see the floodgates of productivity and creativity burst open in 
this nation once again. You would see people anxious to work because they 
would keep what they earned. They wouldn't have to be afraid anymore. 

They wouldn't fear that they had inadvertently violated one of the 
thousands and thousands of petty bru-eaucratic rules. They wouldn't have 
to submit to the unconscionable TCMP anal exams of the IRS. 

When I first heard that there would be open hearings on possible 
replacement of the income tax my heart rejoiced. I never dreamed the 
possibility existed that in my lifetime that any elected representatives 
would ever seriously consider reversing the totalitarian trends of the late 
twentieth century. Please restore the equal standing of all men before the 
law; everyone should pay the same thing. The government's proper role is 
to provide justice for its citizens. Remember, Fairness is the enemy of 
justice. 


Steven R. Friedrich 
5661 -A Gold HiU Road 
Placerville, CA 95667-9434 
(916) 642-8731 
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Tax Reform 

House Ways and Means Committee 
Longworth Building 
Washington, D.C. 20515 


June 13, 1995 


Dear Legislators: 

Following are recommendations for Tax Reform: 

1 . Balanced budget amendment. 

2. Repeal the XVI Amendment. 

3. Abolish the IRS. 

4. Establish a ten percent (10%) tax on commodity purchases, 
proceeds of which may be used to ofjerate Federal 
Ckjvemment within bounds of Constitution, except in 
case of war declared by Congress. 

5. Voluntary tax 

50% for federal senators, divided equally. 

257<i for representative; 

257o as designated by citizen. 


With kind regards and best wishes for your success in this endeavor. 



260 Butte Drive 
Baywood Park, CA 93402 

(805) 528-8720 
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5621 Charlotte Way, #31 
Livermore, California 94550 
June 15, 1995 


Phil Mosely 
Chief of Staff 

Committee on Ways and Means 
1 102 Longworth Office Building 
Washington, D. C. 20515 


Dear Mr. Mosely: 

A tax on income discourages Nvealth creation and savings. When applied to business, it 
encourages debt and discourages the accumulation of equity. Also, the additonal record- 
keeping required of businesses amounts to a hidden tax in itself 

The present system requires the intrusion of a bureaucracy into the lives of citizens. To 
make things worse, the IRS is largely exempt from the requirements of due process. 

I believe that either a flat tax or a consumption tax would be an improvement on the 
present system. 


Sincerely yours. 



Michael E. Goldsby 
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Sidney J. Gutting, DC 
947 Central Avenue 
Louisville, Kentucky 40208-1213 
May 29, 1995 


House Ways & Means Committee 
ATTN: Phillip Mosley 
Longworth House 
Washington, DC 20515 

Dear Representative, 

This letter is being sent and is to be read before the House Ways and Means 
Committee on Tax Reform scheduled for June 6,7, & 8. I feel that it is imperative that my 
view be expressed concerning the following issues or areas of interest. 

Personal exemption in respect to taxes should be raised to about $12,000 or more 
before being taxed. We pay taxes on items as we buy them with the money that is income 
that we are taxed on before we receive it, whether salary or wages. Sounds like double 
taxation. Though one of the following examples is more of a state level issue, many 
similiar situations exist in Federal Government: In my family I pay a tax for schools and 
have no say in their running because I have no children attending those schools - 1 have no 
children in private schools - 1 have NO CHILDREN, but pay taxes for public education. 
Federal level might be the Food Program, I pay for food for children and I have nc 
children, I also pay for many children's programs in welfare, but I have no children. 
Additionally the Federal Programs do not recognize me as a professional - 1 am a 
Chiropractor, a professional in the medical community that is ignored as a recognizable 
appropriate care within Federal Employee and Care Programs. These examples sound like 
examples of taxation without representation both at State and Federal levels. 

The above and the fact that the Revinue Act of 1 862 is antiquated and needs to be 
not only reviewed but updated to today, rather than war time, are reasons that support a 
flat tax. If everyone paid taxes - the same reasonable amount (approximately 8%) - on 
items purchased then it would ensure that no one "got away" from paying their faire share 
and would dramatically simplify filing of taxes. The process of filing taxes has gotten so 
involved and complicated that a person almost needs to be a CPA to begin the process of 
calculating and completing the forms. 

Also, one issue that needs to be addressed by all is the fact that taxes began as a 
temporary, voluntary act that would help the country, therefore we had no true liability to 
pay. Now do not get me wrong I love my country and the freedoms that exist, I only 
want to see the original intent of the founding of this great country continue rather than it 
becoming as the Soviet, Communist communities (which by the way have FAILED!! 
Socialism does not work). As time has gone by the areas that are being "helped", 
however, has increased to such an extent that the cooperative volunteers of this country 
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are being victimized - raped, if you will, by their own government. A government that is 
increasingly endeavoring to control and overpower it's constituency. 

Another example of this power would be, the priveledge that IRS has to seize 
assets before wrong doing has been established. I personally have been on the other end 
of IRS erroneously claiming a debt. One year they claimed that I owed about $200.00 
more in taxes due to an addition error. Outcome, I did not owe this - there was an 
addition error, but on their part. The very next year they claimed I owed about $266.00, 
rather than research it (there did exist a remote possibility I could have made an error and 
owe some) 1 sent a check for the full amount. About four to six months later, they were 
penalizing me $5.00 for not signing?? a form that I had made a copy of and returned to 
them. They threatened all types of repercutions if I failed to pay this $5.00 over 
something I had signed, dated, made copies of (why would I do this and not return the 
form?), and returned; they could not find the original so acused us of not following their 
directions. The letter they sent us was not very polite or consideration given to the fact 
that they might have been in error. Then when we called, they wanted us to send a letter, 
copies of items, etc. and request that this $5.00 be corrected, they claimed that they could 
not correct this charge without additional paperwork! This amount of money may seem 
small BUT similiar situations could and have occured with larger sums involved and no 
reacquition of losses (personal properties) were able to be recognized. 

There has also been a discussion of a change in the tax programs to change 
inheratence taxes. Think for a moment, many parents strive all their lives just to help their 
children have a better life; now the government is wanting to take more of this away from 
people. Where is the encentive in this country anylonger to prosper, even slightly - answer 
is there is none. If we are honest, we know already that by the time I am old enough to 
draw social security it will probably be non-existent. Example of a tax that was 
established, misused, and this one no one was ever given the opportunity to not parti- 
cipate. It was mandated that we all pay into this program. Had we, the hard working 
people of this country trying to make a living for ourselves and families, been given the 
option to invest these monies rather than loose them, there would be little to no need for 
social security. 

The waste, misuse, opression must slop. I work often six days a week just to 
make ends meet, my wife works with me and works numerous additional weekends, and 
you want more of me? This is no longer the country our forefathers faught and died for, it 
has become what they fled. 


Sincerely, 
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Sandy Harper 
20 Corte Almaden 
San Rafael, CA 94903’ 
June 11, 1995 


P.D. Moseley 

Ways and Means CommiUee 
U.S. House of Representatives 
Longwortk Btiilding 
Waskington, D.C. 20515 

Re; Review of U.S. Tax Pokcies 


Dear Mr. Moseley: 

I kekeve tkat your committee is planning on studying tke revision of 
our tax pokey. Hurrak! We kave long needed to kave our elected officials 
listen to our voices and make some significant ckanges in tkis antiquated tax 
system. Under tke Internal Revenue Service we kave wateked tke system 
kecome a monster witkout a master wko kas keen left to nm amuck. Tkere 
is no need for suck a compkeated tax system paying for wko knows wkat. 

I would kke to see a flat tax or a national sales tax type alternative to 
tke system now in place. It is outrageous to kave to kire a tax accountant to 
file taxes. Please look at simplifying our tax laws so tkis task will evenly 
distrikute tke tax kurden and at tke same time make tke yearly reporting to 
ke done on one page witkout tke assistance of an accountant. 

I kave foimd tke tax laws to ke encumkering and discouraging. Our 
country was founded witk tke idea tkat a person coiJJ strive to get akeaJ witk 
karJ work anJ an entrepreneurial spirit. Becaitse of tke tax system tkat we 
now kve under tkat is rarely possikle. 

My request to you is to simplify, grow government smaller and 
distrikute tke tax kurden more evenly. 


Sincerely, 


/ ;■ 
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Sherry Harper 
20 Corte Almaden 
San Rafael, CA 94903 
June 11, 1995 


P.D. Moseley 

Ways and Means Committee 
U S. House of Representatives 
Longworth Building 
Washington D C. 20515 


Re: Review of U.S. Tax Policies 


Dear Mr. Moseley: 

I understand that your committee is beginning a study to revise the 
current tax policy. I am thrilled that this has finally reached a place of priority 
with our elected officials. I am in favor of any kind of revision to our tax laws that 
will finally bring some relief to the citizens of this country. We have become so 
controlled and bogged down by the current system of tax laws and have grown 
to dread anything that has the Internal Revenue Service insignia stamped on it. 

I would favor a flat tax or some form of national sales tax to simplify our system 
and balance the taxation to be evenly distributed arruxig our citizenry. 

At my birth in the mid 1 940's the tax laws asked for less than 1 5% of a 
person's income and still provided the basics necessary to mn this great 
country. Since then we have witnessed the growth of ‘Big Government" to a 
place where an average middle income person (such as my parents were) being 
saddled with outrageous taxes. These undue taxes all but bring our free 
enterprise system to a screeching halt since it discourages the “American 
Dream’ to get ahead and succeed. There is no incentive to grow a business or 
reach higher if it only creates more taxation and regulation. This, I believe will 
eventually kill our great country. 

Please study the tax laws carefully and simplify. The smaller we can 
make the regulatory system (especially ^ I.R.S.) the better. It is absolutely 
ludicrous that it takes a tax accountant to file our yearly tax reports. Bring this 
down to a single page and we will all be better off. 

I will be anxiously awaiting a new tax program, 
matter your time and energy. 

Sincerely, 


Thanks for giving this 


' ‘g 4. i 


/ 
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Helming 

Consulting Services, Inc. 


June 8, 1995 


Congrettnum Bill Archer 
House of Rq>resentatives 
Washington, D.C. 20515 


Chairman Archer: 

I respectfully request that the attached income tax reform proposal be made part of the 
record for t^ hearings on tax reform hdd June 6, 7, 8, 1995. 

The consumption tax proposal I am advancing is the siilqect of my upcoming book. The 
proposal calls for the eamnlete elimituUioo of the current income tax system. Eliminated also 
would be all other taxes on income, such as taxes on capital gains, inheritaix^, gifts, and profits. 
Taking the place of all federal taxes would be a 4-leveI, point of sale, consumption tax. At each 
point of sale the rate of tax collected would range between 1.5 and 10 percent. The plan, as 
proposed, would generate approxitnatety BC trillion dollars aimually. 

I<3 

This plan is inherently less regressive by its design. The necessities of life such as food, 
housing and medical needs are either not taxed or are taxed at a low rate. Those who have more 
money to spend over and above the necessities will be paying more in taxes. 

But perhaps the most appealing feature of this plan that contributes toward non- 
regressivity is that wealthy businesses and wealthier individuals will pay much more in taxes than 
ever before while they have the ability to make more money than ever before. 

The elimination of the tax on capital gains and profits will generate more activity of the 
buying and selling of companies, real estate, and other assets because there will be the opportunity 
to make more money on appreciation, expanson and success. On the fi'ont side of the 
transaction, before new profits and appreciation, the tax is collected. This will be a high source of 
Federal revenue that will greatly broaden the tax base and reduce regressivity. 

In my opinion, this plan could be put into effect without a lengthy transition period. In 
&ct, the Social Security and Medicare structure for raising revenues is the only area I see as 
needing transition time which I have accounted for m my plan. 


7917 Bond 
Lenexa, KS 66214-9866 
Phone: (913) 492-3330 
Fax; (913) 492-6229 



791 


I also do not believe that there would he a catastrophic affect, as some have stated, to the 
domestic or international markets. To the contrary. I believe taking this bold and aggressive 
action will send the long>awaited message to the world that we are taking control of our 
economic destiiqr to remain the leading world economic power. Further, I believe that the rest of 
the world will eventually follow our lead and convert their own beleaguered tax systems to 
consunqition based systems. 

In addition, I do not believe that converting to this system will create any long-term 
inflationary pressures. At this point in our economic cycle, the consumer simply cannot afford 
higher prices. Therefore buaness will not be successhil in passing on 1 00% of the tax. Business 
will absorb part of the cost in order to stay competitive. 

It should be noted that I have been researching and developing this plan for well over ten 
years. And, I have been publicly speaking to thousands of people and writing about this subjea 
since 1987. 

I am an economist residing in the Kansas City area. I have owned my own consulting 
business for 22 years. My economic forecasting expertise includes the world and U.S. general 
economy and the world and U.S. agriculture and food economy. I have an excellent track record 
and reputation for identifying long-term economic trends. 

Two individuals who have encouraged me to submit my plan to you include: James 
Powell, Texas rancher and businessman. Telephone: (91S) 6S3-I688 and Bill Holubec, Certified 
Financial Planner, San Angelo, Texas Telephone: (915) 942-9932. 

Congressman Archer, I concur with you completely on your assessment that a complete 
replacement for the income tax system is necessary. Furthermore. I also agree that while a flat tax 
may be a short-term improvement over the current system, it is by no means the longer term 
solution for all of the reasons you have publicly stated. The case for a consumption tax is so 
compelling for the long-term health of our economy, it must be bolstered and advanced so that 
the general public can understand the concept and recognize it as being a credible solution. 
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I firmly bdieve that, because of where we are in the long-term SO-fiS year economic 
bunness cycle, an income tax replacement is eminent. Our economy has been disinflating since 
1981 and these deflationaty forces will continue to force down real wages, for another 10-15 
years. Contrary to popular opinion, I bdieve this deflationary cycle will run its course forcing the 
U.S. and the rest of tlw world to lower prices and increase value in order to increase savings and 
reduce debt. Therefore, regardless of political philosophy and Federal Reserve policy, the 
economy will force the necessary changes which ultimately will irxshide creating a way for people 
to keep mote of their income in order to maintain an acceptable standard of living, borrow less 
and save more. 

As I have stated, I have talked to thousands of people over the years about the concept of 
a ruuional consumption tax. Ten years ago, my audience would say "sounds good, but it will 
never happen*. Now the overwhelming reaction is "how can we get it done." My re^nse to 
these reactions has remained the same over the years. That is, when there is pain there is gain. 
When the choices where to cut the budget become more painful and when economic reality sets 
in, then the climate will be conducive for change. Without a doubt, I believe we are approaching 
that time of economic reality. 

I would very nuich appreciate the opportunity to discuss my plan with you further. I am 
confident that I could contribute greatly to the development, formulation and presentation of a 
consumption tax plan that the American people could understand and embrace. 


& 



ist and Consultant 


Ends. 

BHes 
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Executive Summary 

Of 

A Proposed New National Consumption Tax 
System For The United States 

For 

Congressman Bill Archer 
Chairman 

House Ways And Means Committee 
U.S. House Of Representatives 
Washington, D.C. 20515 


Prepared By 
Bill Helming 

Economist, Consultant, and 
Financial Advisor 

Bill Helming Consulting Services 
1 0640 South Glenview Lane 
Cedar Creek Estates 
Olathe, Kansas 66061 
Telephone: (913) 768-6540 
Fax: (913) 768-6542 


June 8, 1995 
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Helming 

Consulting Services, Inc. 


KEY ELEMENTS OF THE PROPOSED NATIONAL 
CONSUMPTION TAX SYSTEM 


A. Would Completely Replace the Pment Federal Government Tax System - This 
national consumption tax system would replace all present federal government taxes, including the 
complete personal income tax, the taxation of business and corporate profits (including those of 
self-employed persons), the taxation of interest income and dividends, the taxation of capital 
gains, and the taxation of estates, gift, and inheritance, plus the present national sales taxes on 
such items as gasoline, diesel fuel, alcohol, and tobacco products. The only exception is the 
overall social security system, wherein all employees under this new tax system would pay a 5% 
social security tax, all employers would pay a 5% social security tax, and all self-employed 
persons would pay a 10% social security tax All remaining money required to adequately fund 
the total social security tax system would come from the tax revenues generated from the 
proposed national consumption tax system 

B. The Present Tax System Is Counterproductive and Is Complicated - The present U S. 
federal government tax system penalizes and/or discourages hard work, self-initiative, creativity, 
iruiovation, improving productivity, savings, new investment, economic growth, new job creation, 
and the creation of new wealth. Taxing consumption will have just the opposite affect and will 
send all the right and desirable signals for America, plus helping the U.S. become more 
competitive in global trade and will significantly enhance our U.S. level of total exports in the 
future. The present U.S tax system and code is far too complicated, costly, and time-consuming 
for consumers, families, businesses, and for the government. 

Finally, the present U.S. tax base is far too narrow, unfair and it is not equitable. As a 
result, tax rates are far higher than they should be and what is necessary. It is very important to 
no longer tax income and wages. 

C. Specific Categories that Will Not be Taxed - Following below are the specific items that 
will aoi be taxed under the proposed national consumption tax system: 

1 . All wages, personal income of all kinds, and business/corporate profits. 

2. All interest income, dividends, and capital gains. 


7917 Bond 
Unexa, KS 66214-9866 
Phone: (913) 492-3330 
Fax: (913) 492-6229 
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3. All gifts, donations, estates, and inheritance. 

4. All debt service payments for interest and principal, including 
apartment/condominium payments and rent, and all home mortgage payments. 

5. All life, health, property damage and liability insurance premiums. 

6. All education, job training, and child care expenses incurred by individuals and 
ftmilies. 

7. All savings accounts and plans, all investments in stock and bonds, all monies in 
retirements plans and all cash. 

8. All wages, salaries, bonuses, retirement contributions and all deferred income 
payments and profit sharing by businesses and corporations. 

9. All insurance premiums for workers compensation, liability, property damage, and 
company paid health care premiums. 

10. All debt service payments for principal and interest made by business and 
corporations. 

11. All company working capital, cash equity, and retained earnings. 

12. All business and corporate employee training, education, and child care expenses. 

O. What Will Be Taxed, How, and By Whom - Except for the specific items mentioned in 
Part C above, all products, goods, commodities, raw materials, equipment, machinery, tools, 
vehicles, trucks, real estate and businesses of aU kinds, all exports, and all services will be taxed 
when there is a sale, purchase and/or trade involving the above items. The consumption tax will 
always be paid by the buyer and collected by the seller, regardless of whether that involves 
individuals, Emilies, businesses and corporations, orgarrizations and institutions, churches, 
government entities, and many other examples. 

This proposed and recommended rutional consumption tax system will have four specific tax 
levels and tax rates. These four tax levels and rates are summarized below. 

Level 1 - The Level 1 tax rate is 1.5%. This level and tax rate applies to all raw materials. 
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commodities, mining, fishing, oil and gas drilling and development, forestry, all Arming and 
agricultural prrxiuction, all manufacturing, all construction of all kinds, and to all wholesale 
businesses. All services purchased by these businesses and operations in this category will also be 
taxed at the same 1.5% rate. These are typically businesses that add value. We have assumed 
that on the average the added value process is a multiple of S. Therefore, the accumulative tax 
for this key sector of the U.S. economy is 7.5% in total. For integrated companies or businesses, 
the consumption tax would be 4 %. 

Level 2 - The Level 2 tax rate is 3.0%. This level and tax rate applies to all actual food 
expenditures for the at-home or away-fi'om-home consumption and services, not including alcohol 
or tobacco products, plus all prescription medicines, doctors fees, and hospital and medical 
expenses, supplies, and services of all kinds. These two key categories are taxed at a very low 
level to allow for the fact that food and medical services expenditures are a necessity for all 
persons, including those with low or modest income levels 

Level 3 - The Level 3 tax rate is 5.0%. This level and tax rate applies to all actual 
purchases of all real estate and private and publicly owned businesses of all kinds, throughout the 
United States. For example, this includes all purchases of farm and ranch real estate, existing and 
new home real estate, apartment and condominium real estate, all commercial, industrial, 
^olesale, and retail real estate properties, and all hotel, motel, resort, golf course, sports 
complexes, amusement parks, entertainment and all other kinds and types of real estate that are 
purchased and sold in the United States. 

The Level 3 tax category and 5.0% tax rate also applies to all private and publicly owned 
businesses and/or fixed assets that are purchased and/or traded in the United States. All company 
stock purchases that amount to 10% or more of the total company stock and value of the private 
and/or publicly owned companies shall be subject to the 5% tax paid by the buyer and collected 
by the seller. 

Level 4 - The Level 4 tax rate is 10.0%. This level and tax rate applies to all actual 
purchases by individuals, businesses, organizations, institutions, and goverrunent agencies, of all 
products, goods, vehicles, equipmem, machinery, supplies and services of all kinds by consumers, 
fiunilies, and businesses at the retail and finished consumer-ready level.. There are numerous 
examples of items that would All into this category. A few examples would be automobiles, 
movie tickets, the dry cleaners, utility bills, consumer hardware supplies, soap and toilet paper, 
l^pd fees, gasoline, and thousands of other examples. 

Chart 1 summarizes the 4 consumption tax levels that range firom a 1.5% to a 10.0% tax 
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rate for individuals, &milies and self-employed wage and income earners. Chart 2 summarizes the 
4 consumption tax levels that range from a 1.5% to a 10.0% tax rate for all businesses, 
coiporations, institutions, and organizations in the United States. 

Chart 3 shows the comparison of the 1994 tax rates on income for individuals, couples, 
fiunilies, and self-employed persons vs. Bill Helming's proposed national consumption tax. The 
present tax rate is 20 to 30 percent vs. a consumption tax rate of 1.5 to 10.0 percent. Chart 4 
shows the comparison of the 1994 tax rates on profits for corporations, companies, businesses, 
organizations, and institutions vs. Bill Helming's proposed national consumption tax. The present 
tax rate for businesses is 15 to 34 percent vs. a consumption tax rate of 1.5 to 10.0 percent. 

£. Total Taxes Collected Under the Proposed National Consumption Tax System - For 
the year 1994, the total federal government tax revenues would have been at least 1.3 trillion 
dollars as shown in Chart S. The total taxes collected by the federal government in 1994 (period 
ending on September 30, 1994) was 1.257 trillion doUan under the present federal government 
tax system. The total net consumption expenditures (purchases) for 1994 were at least 14.0 
trillion dollars under my 4 level consumption tax plan. As noted in Chart S, the total 
consumption tax revenues for 1994 would have b^n 1.049 trillion dollars and the 10% total 
social security tax would have generated and additional 251 billion dollars. Therefore, the total 
taxes generated by the proposed new national consumption tax plan and the 10% social security 
tax would have generated at least 1.3 trillion dollars in total federal government tax revenues for 
1994. 


As the U.S. economy grows, total tax revenues increase. Over the span of any given ten 
year time period, the realistic average annual rate of growth for the overall U.S. economy and for 
federal government tax revenues would be 2.4% per year. Therefore, total tax revenues under 
this new federal government tax plan and system would be at least 1.333 trillion dollars for the 
year 1995 or would increase between about 33 to 40 billion dollars per year. Obviously, the rate 
of increase in total annual federal government spending should not exceed more than 2.4% per 
year. 

F. The Role of the IRS Would Dramatically Change - Under this proposed national 
consumption tax system and plan, there would no longer be any personal, business, and corporate 
tax returns filed, no deductions, no depreciation schedules no non-profit status organizations and 
institutions from an IRS standpoint. The time, cost, and people involved relative to complying 
with the consumption tax system would be reduced by at least 80% compared to the present 
federal govenunent tax system. This by itself will be a great benefit for consumers, families, 
businesses, and will save billions of dollars. 
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The nationil consiunptioa tax system will dramatically simplify the present tax system. 
The future role of the IRS under this proposed national consumption tax system will be to 
monitor the tax collection system. Under this proposal, all taxes would be collected by the seller 
of all commodities, products, goods, vehicles, equipment, mschineiy, tools, businesses, real 
estate, and services for Levels 1, 2, 3, and 4, and paid for 1^ the bu^ at the time and point of 
purchase. They will then complete a very simple IRS one-page form showing and documenting 
all purchases and sales, and send such documoitation along with a check to the IRS in a timely 
manner. These will primarily be businesses of ail different lands, public and private, large and 
small. 


G. M^or Benefits of the National Consumption Tax System - Following below is listing 
of the m^or benefits of the federal government rutional consumption tax system that I am 
proposing: 

1 . The most fundamental and greatest benefit of the proposed national consumption 
tax system is that it would finally give the power of taxation to the American people. Simply 
stated, when Americans chose to save and/or invest a portion of their money, they wold not be 
taxed at all. When Americans decided to spend thdr money and therefore purchase all sorts of 
products, goods, equipment, vehicles, machinery, services, real estate, businesses, etc., they will 
then pay a Level 1, 2, 3, or 4 consumption tax, whichever applies. 

Bottom line, under this proposed national consumption tax system, Americans will have a 
choice, as shown in Chart 6. This will go a long way toward many more Americans being able to 
improve their standard of living and to realistically achieve the ’American Dream”. Under the 
present federal government tax system, we have no choice as shown in Chart 7. This represents a 
huge and very important difference. Many people in government want to foster growth in 
government bureaucracy and socialism and the present tax system gives them that power. 
Remember, the power to tax is also the power to destroy and to control the lives of individual 
people. 


2. Will greatly encourage hard work, private initiative, improved productivity, 
increased savings, and lower interest rates, as shown in Chart 8. 

3. Will greatly improve investment, economic growth, and new job creation. For 
example, it will result in the U.S. economy growing at least 35% more than under the present tax 
system that taxes wages, incomes, profits, interest income, dividends, estates, capital gains, etc. 
This is well ilhistrated in Charts 9 and 10. 
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4. Will greatly encourage and increase the rate of growth in the creation of new 
wealth, new business and small business formation, increased wages and incomes, and new job 
opportunities for employees and for the self-employed people in America. 

5. It will very realistically give more Americans the opportunity to actually improve 
their standard of living. This represents a major benefit and win-win change for all aspects for our 
economic, social, and political structure in America, as shown in Chart 1 1 . 

6. Will greatly encourage people in Amoica to take more responsibility for 
themselves and thereby become less dependent on government and others for help and survival. It 
will foster and encourage more compassionate capitalism, fi^ enterprise, and entrepreneurship, 
and it will discourage socialism, bigger and more expensive government, higher taxes, and 
government control of the lives of the American people 

7. It will dramatically lower tax rates and will sharply reduce the amount of taxes 
now being paid by many of those who now pay taxes in the United States. It will greatly broaden 
the tax base. It will force the underground, drug and other cash transaction portions of our total 
U.S. economy to firudly start paying their fair share of taxes. Today there is at least one trillion 
dollars per year that never gets taxed because of the nature of the present tax system. The 
national consumption tax system would be much more fair, equitable, and simple, compared to the 
present tax system. 

8. Regressivity is reduced because wealthy businesses and individuals will be paying 
more taxes than ever before. This is made possible by increased business investment and activity 
because there no longer is a tax on profits, capital gains, and inheritance. Therefore, businesses 
and individuals will also have the ability and opportunity to make more money than ever before. 

Regressivity is also greatly reduced by the necessities of life, such as food, housing and 
medical expenses being either taxed at a very low rate or not taxed at all. This is made possible 
because of the much broader tax base as a result of the proposed national consumption tax 
system. 


9. Combines the best and different aspects of (a) a national value-added tax (VAT), 
(b) a national sales tax, and (c) a national consumption tax. 

1 0. Allows time for Social Security and Medicare program reforms. The consumption 
tax plan as proposed leaves the existing structure for raising revenues partially in place to allow 
the time necessary to reform the Social Security/Medicare program. Should Social 
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Security/Medicare become e 'means tested* program for fiiture generations, the Social 
Security/Medicare payroll deduction could be completely eliminated and the program would be 
entirely funded by the consumption tax. 

1 1. It would dismantle the IRS as we know it. Most Americans would welcome and 
applaud a substantially reduced IRS involvemait in their lives and business activities. 

12. It would be bullish for the U.S. financial markets, including the stock and bond 
markets, and would also help improve the U.S. trade balance and be supportive for the U.S. 
dollar. This plan, along with Congress following through on significantly reducing federal 
government spending, will truly be bullish for America and our economy over the next 10 years 
and beyond. It also establishes an excellent blueprint for all state and local governments adopting 
a similar tax plan. 



Chart 1 
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Level 2 = All purchases of food, medical, hospital, doctor and prescribed medicines. 
Level 3 = All purchases of all public and private businesses and all types of commercial, 
industrial, retail and residential real estate. 

Level 4 = All other purchases of goods and services at the retail level. 
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Level 3 = All purchases of all public and private businesses and all types of commercial, 
industrial, retail and residential real estate. 

Level 4 = All other purchases of goods and services at the retail level. 
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1/ Estimated by Meara, King & Co., CPA, Kansas City, MO. 
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1/ Estimated by Meara, King & Co., CPA, Kansas City, MO. 
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tax, with 5% paid by employees, 5% paid by employers, and 10% paid by the 
self-employed. The remaining 5.3% Social Security/Medicare tax, or $129 billion, 
is funded by and is a part of the $1,049 trillion National Consumption Tax for 
1994. The total Social Security tax in 1994 was about $380 billion. 




Under my proposed national consumption tax 


806 


0 

1 >. 

= i 

(0 O 



o 

0 ) 


■a 


o 

0 ) 

■a 

“S 

0 ) 

> 

c 
■ ■■■ 

■Mi 

o 

</) 

0 ) 

C 

> 

<0 

(Q 

o 

■ ^M 

(/> 


0 u 

1 S 

< Q. 
C "" 

c o 
0) ♦- 

<0 

>» 

0) 


& 

0) 

(3 


« 

(0 


in 

(0 

0 ) 0 ) 
O 3 

0) c 

I- 0) 

ii 

(/) 

o 

o 

c 




Under today’s federal Government tax 
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Present Tax System! 
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reduces the standard of living, and encourages companies 
to substitute capital for labor. 
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economic advantage in the giobai marketpiace, and 
an improved standard of iiving for many more Americans. 
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global marketplace and an improved standard of living for many 
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reduced government spending, and lower taxes. 

Bill Helming 
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-VwnkA Fli ft'UiT'n jsbS 

- fiocsh f(t^<n\ic you>)a ‘-/-■^ aa^ f^l'^ U-S. 

4(J/\ nvr\fe efcmp-eTiti^'<^ itnliv-c. )>iHirucfTA?«4^ iC'e-Kji. , 

- If will Mp I'Juip imfldiWi pflcun and pcf an aatnM 

6f msKe n^criiii inti) -ff«. f)&ikM.t5 cf /hw^cata 

" tl\^ US •jfP'tni u/oi/(d be I't’-^i' •+%n.o^i!'en 

fwa. cm'^ f^vi SiAii^vi ' n-t;!' r^edu-ii fh 

iss ^yaUm *■ ^ 

A- ^3^jLhmiJ^ Sah u impcssii?'^ ii frd'e -fron 

(Wn'fV'KciFS " u;ill sue if jsfyi-^- oje mjie jhKhas^ 

ay\i -j^tl "tVe irapo-id of' ^r6d‘^C'^^ 

fSv.-e k^'^l of public Hl'ltcf is iKtdfecl -h brlh(j 

FKib cconikt^ Oo-Cio ft uw.lv'^ve rtihenf priwi-eS> fFv 

StrlMt-cS tc "Ks- ptcpk^ UiMbl'-^ ■^'*chxii(itin«i fhiiit 

Supporf if ujuy iffeoi cuvi stre oinJ 
'Jl''.l)yV'^HKijl . 

piespl^ U.I11 crtsi. Kuody€6^ ffr 

V*"Spfv\,Silale . will flv< of fh^iir 

lu'ooiT haKcKu; 0 K|(- and \)<t -enfctrct^d to 9iu^. 
fh^. vA,il' yypanj asiU p^osptr. 


^ 5rt 'tKi i»nf>4c+ Dp A*a+1 rnO' J^lvj r^< ir\ -H-w V/ntw) Stutw (y. .TOryr\ >f. Q»,<ills, 
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iV'e of (K -Vx doolol^ 

(k1^S u>iil K-cplaC'e^ b^ I'tuM.rS 

Ko-rd a 4 tiW)S 6 f aciivj^H^ t^Krcb 

>m«\ about ^^irliwrth W iK 

of fo^^OOV' chi Lb aKit cS. 

A-l^iO/ uVvd'feriJ^n-aiaj fconcmu u^rfl^ ifi bro(^ 
ai^bi oc^iimz-eci dyrm-o.^ uLTll fiViiidiu be 
tiUcb wWh K-^m Lvu^ th-^ir ca^t beat) 

av\d ■eifi'mu.tei puf -H'\cs i^nb^i^Yaiib 

tOOAfcMlA IC ^"ktUX) ef f^^id billiO^ p-l'i^ ^■9iX'r, 

UjitV 'fvsi_ (lbllV'{jlA4' hoioeif jTVYpiCjtH^ 

av^'C I\ouj MKby^<f\ -tiVJ bbi A-tH- 

Uji+Ia -Hic i/vipTem-e-mWibi of (k Cobiumjcrhifn -M-Y/ 
iaJ« $'l\(sblij K'cpcg,! the Ib^ d'^f)id/vi-.e,ich u^hi'ch 
Ajoulb rvo be A'ef'ed^AKJi ^5 AyticleX/ 

I'^'t-t'O^ % y ^-{ tl\e Con3tH'-ti(e alv^«Ju\ <o,^\j-e3 

’(yiy'eJ3 "Hde pjo^ci" L't 

ft^.oSt SihO^relo^, 
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UCl, '~?9%*‘*t> •-rt.tc^ 

^UaJ ^ g ya g r.V . c^Xi- ^JL^S 

"K-A^ _X^ J '>«•#•♦*/' .x^^*-****^^^ 

^ ■ € .<.m>*.K. y 

"2^. S.. ~vn««ii ^ yt- Av <■• A' />\-CALJi^. 


5i 


A* OLcl. 


^ <X^ £r^ 

i^ipco di 


y,A*4^ 

Zi/ z2rx- <2^- yi-Uf- 
S/oAjSrdH^ Uftl eggs' 
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do 1400 S Sunlast St. #213 
Anaheim. California PZ=^2806 
(714)999-1486 
Fax:(714)999-1486 


June 11, 1995 


D. Mosley, Chief of Staff 
U.S. House of Representatives 
Committee on Ways and Means 
1102 Longworth House OfiQce Building 
Washington, D.C. 20515 

RE: IRS and Federal Reserve Abolishment 

Dear Mr. Mosley: 

Enclosed for the record are: 

1 . An IRS mailing (Contract and Declaration of Citizenship) from a typical non-taxpayer (six sheets). 

2. An IRS mailing requested a determination leRer (one sheet). 

The purpose of these seven sheets is to show that, when answered , the IRS has no option, under law, but to 
determine ''no tax due. no filing required", and if they do not answer, estoppel and acquiescence prevails. 

.3. A onc-sheei synopsis of IRS illegalities, the Federal Reserve System (the real problem) , and what I 
know to be the solution. 

Please make these eight sheets part of the Committee's records. 

Sincerely, 


Robert T. Hibbard 
RTH/ljh 
Enclosures (3) 

cc: Representative Chris Cox 

Representative Bob Doman 
Orange County Register 
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CONTRACT AND DECLARATION 
OF CITIZENSHIP 

CaKfonda RepubHc ) 

) KNOW ALL MEN BY THESE PRESENTS 

OraafeCoqaty ) 

WHEREAS, THE ETERNAL AND UNCHANGING PRINCIPLES OF THE LAWS OF 
COMMERCE ARE: 

1. A matter must be expicaMd to be resolved 

2. In commerce, TRUTH is sovereipL 

3. TRUTH is expressed in the form of an AFFIDAVIT. 

A Anuorcbutted AFFIDAVIT stands as TRUTH inooraraerce. 

3. An unrebutted AFFIDAVIT becomes the judgement in commerce. 

6. An AFFIDAVIT of TRUTH, under c omm e rci al law, can only be satisfied; 

(i) throu^ a rebuttal Affidavit of Truth, point for point, 

(ii) by payment, 

(iii) by agreement, 

(iv) by resotution by a jury by the rules of Common Law 

7. A wortcman is worthy of his hire. 

All are equal under the law.. 


8 . 
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The tbunditfionofC CTun er ci alLawM bled upon cerUuic<en»iUyju»t.vili(l.mdmiOf»l[iit c ep U and liuth, 
wfakfa hava lonained unchanged for at least six thousand (6,000) yean, having its roots in Mosaic Law. 
Said Commer ci al law forms the u n dap inn inge of Wealem Civil^ation, if not all Nations, Law, and 
Comme r c e in this world. Co m mer ci al Law is gtatilldisU and is prior and superior to, the basis of, and 
camot be set aside or ovcmiled by the statues of any govenursents, Legislaturts, Government or Quasi- 
Oovenmental Agencies, Courts, Judges, and law e^orcement agencies, which are under an inhere 
oblifation to uphold said Cotnneroial Law. 

KNOW ALL MEN, THAT I CERTIFY IN THIS AFFIDAVIT OF TRUTH THAT THE 
FOLLOWING FACTS ARE TRUE, CORRECT AND COMPLETE. 

L Kathryn R. Hibbard, Sui Juris, the undersigned, a Citizen of the Caliibniia Republic (state), domiciled in 
Oange County, c/o 1400 S. Sunkist Street #213, Anaheim, California, do solcinnly swear, afBrm, declare, 
attest and depose: 

1. ThatlamoflawfulageandamcompAerUtomakethis AfifidaviL 

2. That I have personal knowledge ofthe facts and stated herein. 

3. That 1 am not under the lawfiil guardianship or disability of another. This sworn affidavit is made 
as a matter ofreoordofmv own right sui juris, in mv own proper stsaus- prootiaoeisona. 

4. 1 was naturally bom in the continuous Florida Republic (stateX and 1 am domiciled in Orange 
County, where 1 have occupied such status since approximately July of 1987, for a period of 
approximately 7 years and 1 1 motghs. 

i. L Kathryn R. Hibbard, as a lutural bom. sovereign, preamble, de jure Citizen of one of the SO 
sovereigo Republic, finely associated complete American states 

6. I am a Citizen under the Constitution of 1787, the Bill of Rights, ratified in 1791, and precedent 
decisions of Article III Justice Courts of Law. 

7. 1 have ri^ila which are inalienable and were endowed by my Creator and secured by the 
Constitution. 1 do not waive any of my rights at any time. 

8. The government of the United States may assume no power over the People of the 50 sovereign 
states that were not qiecjfically delegated to it in said Constitutioa. 

9. 1 do not owe my Citizenship to the 14tbAmeixlment. 

10. 1 am not liable for the Title 26 USC, internal Revenue Code (IRCX Subtitle A, §1 graduated income 
taxes for reasom on mv alienage to the State of the forum of United Slates Tax Laws 

11. I was bom in a territory over which the United Stales is sovereign. 

12. lam not the citizen subject to its jurisdiction, as such term is defined in 26 CFR l.l-licV 


(c) “Who b a eWsen; Every person bom or naturalized in the United Slates and subject to its 
piriwUriinn is a citizea” 
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2AAm.fTl420.Allfni«<ntfa«i “A Penon is born subject to llie i 
for purposes of tcquiriiig citizenship si birth, if this birth occurs n 


I sm “no i gcsident to” and ”nat a dweller widiin” the jurisdiction of the “State of the Forum” of Art. 
L ft. CL 1 7 end Art. IV. dl of the CoiBtitution fiir the United States of America, in which 
r^n^p^ I in .11 nvn- mgh Dimiet not 

wnw.H»» r»wMnnm«.»" beyond the sem of OoverumBd- or itlacea legally ceded hv the nates 
for the Erection of Forts, Arsenals, and other nee de d buildings, or any other territories of properties 
“belonging to” the United States. 1 am, therefore, not liable for the Title 26 USC, Subtitle A, § 1 
gradutfed income tax for reasons of my nontesideoce to such State of the Forum. 

“It b a wen estabUshed priBcipk of farw that aO federal kgblatton appUcs only wttHn the 
IcirHorial JuifsrllctioB of the United States unless a contnry intent appears.” 


Falev Brothen y. PBardo. 336.U.S. 281 

I am not a “resident of’, “inhabitant of’, “fianchisee of’, “subject of’, “ward of’, “property of’, 
“chattel of’ or “sulqeci to the jurisdiction of’, the State of the Forum of any UnitW Slr^ the 
corporate State, corporate County, or corporate City, Municipal, body politics created under the 
primary authority of Art L IS. CL 17 and Art IV. 83. CL 2 of the Constitution for the united 
States of America and I am not sul^ect to any legislation created by siudi authorities and 1 am not 
subject to the jurisdiction of any employees, officers or agents deriving their authority thereof. 
Further, 1 am not a subject of Admiiiistiative and Article 1 Courts or bound by precedent of such 
courts. 

“Ltgislation tnaettd by Congrtsx appticabU to tht iirferiar fedtral courts in the essreist of the paster under 
Article III the Constitution cannot be tweeted by legislation enacted by Congress under Art J, §8, Cl. 17 of the 
Constitution." D.C Code. Title 11 ato. 13. 

Asa Sovereign Citizen of one of the 30 stales, under the Constitution and Law. only Article m 
Justice Court of Law decisiont are applicable to me. 


16. TAKE NOTICE that 1 hereby cancel any presumed election marie by the United Sates Government 
of any agency or department thereof that I am, or ever have been, a citizen or resident of any 
territory, possession, instrumentality or enclave, under the sovereignty or exclusive jurisdiction of 
the United States as defined and limited in the Constitution for the united Stales of America in 
Article I, §8, Cl. 17 and Article fV, §3, Cl. 2. 1 further carxel any presumption that I ever 
voluntarily elected to be treated as such a citizen or resident. 


17. TAKE NOTICE that I revoke and cancel all of my signatures on any other forms which may be 
construed to give the Internal Revenue Service or any other agency or departmerd of the Uniled 
States Government, created under the authorities of Art L §8, Cl. I7aiKl Alt. IV. §3. Cl. 2 of the 
Constitution for the united States, authority or jurisdiction over me. 1 revoke, rescind arxl make void 
ab initio, all powers of attorney, in fact, in resumption, or otherwise, signed either by me or anyone 
else, with or without my ooro^ as such power of attorney pertains to me, by but not limited to, any 
and all govemmental/cpiaai/oolorable, public, Covenunenlal entities or corporatioiB. on the grounds 
of constructive fraud and non-disclosure. 


18. 1 am not an officer, employee, or elected officer of the United Slates, the District of Columbia or any 

agency or iratrumentality of the United States or District of Columbia. 
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19. 1 am not an officer of a Corporation, under a duty to withhold. 

20. 1 am not an “emploYee” aa sudi “term” is defined in Law and in the Intcmal Revenue Code. 
Federal Reefater. Tiieadnv. Sept 7. 1943. M04.104. ne, 12267 ; Employee: ‘'The term 
‘employee’ seedllcallv Indhdea offioen and employees, wii»«h»r e lected or eppolnted. of the 
United States, a State rtvritnfv. or political subdivision thereof or the District of Columbia or any 
agency or instrumentality of arty more or more of the foregoing.” 

21. Because 1 am not an ‘'emnlovee”. 1 do not earn ‘'wnpea” as such terms are defined in the Internal 
Revenue Code. The term wages is defined in P401(a) as: (a) Wages - ‘‘...the term ‘wages’ means 
all remuneration.. .for services performed hv an emplovee for tns employer...” 

22. Further pursuant to the Public Salary Act of 1939, Title L SI. 1 do not earn “proas hicoine" as 
sudi term is defined therein. 

PnbUc Salary Act of 1939, TITLE I - SECTION 1. §22(a) of the Interna] Revenue Code 
relating to the definition of ‘‘ amas tneome ” (is amended alto the words ‘‘‘•"~*r*TH**'~l fft” 
perennal aervlee ’T includes [only] personal service as an officer or employee of a Slate, or any 
political subdivision thereof, or any agency or instrumentalitv of any one or more of the foregoing. ” 

23. I am not involved in any type of “revenue taxable activities” including, but not limited to, ffie 
manufacture, sale or distribution of alcohoL tobacco, or firearms or any other regulated industry, 
trade of profession. 1 am not involved in any wagering activities. 

24. I do not reside in or obtain income fiom any source within the District of Columbia, Puerto Rico, the 
US. Virgin Islands, Guam, or any otha Territory, Possession, enclave or instrumentality of the 
United States or of the District of Columbia. 

23. I am not a United Sates Person, United Stales Rmident, US. Individual, U.S. Corporation or 

“citizen sul^ect to its jurisdiction”, as such “words of art” are defined in the Internal Revenue code 
and other applicable US. Codes. 

26. The 16th Amendment did not repeal the Constitutional iqqxHlionmcnt restrictions imposed on direct 
taxes (Art. L §2, cl. 3, Art L §9, Cl. 4). Taxes on Petsorial proueitv are direct taxes, not taxable bv 
the federal government tmleas apportioned according to the census of the states. 

are itnna of income under the Constitution (Art L §2. Cl. 2, Art. L §9, Cl. 4V and ^taxable bv the 
Federal Oovemmerit as a graduated income tax Compensation earned and exercising the Right to 
Labor is excluded from “Gross Income" and Is exenmt fmm taraHnn imder nUe 26. under the 
authority of Title 26, CFR (‘39) §9.22(b)-l, as follows: 

26 CFR (1939) §9J2(b)-l “P-sdnsini is from yiuss Income - The fotUming thaUnat be 
included or gross income and shall be exesispS from lasadiim under this title: 

(b)-l Eiemptioiis; eidnaiont from gross income. Certain items of income...are exempt from 
tax and my be excluded from gross income.. . those items of income vhich are under the 
Constitution, not taxable bv the Federal Government . " 


2S. 


The 16th Amendment is lirmtedto oiJv indirecl taxes . 
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29. TheincaiiKtaxisancictaetix. My compeoation for labor is my penoiwl property and is not 
taxable by the federal Oovcnmait except by rale of apportioaDaiL 

30. An cidKlH CANNOT be impaaedupm the (natural] person measured by hia/herinocaie, 
because such a tax would be a direct capitatian tax, adqect to the rale of appottioaneal and not an 

excise tax 


31. 


32. 


The topiirement to pay an excise tax invoivts the cxcEdKJiCudxlkB I am exerciaing no 

taxable privileges. 


I provide ibr my exiateiKe by working in a nontaxaUe occupatioo of common ligbt 

Iht indmAaL t«liloi tfw conwntion. aamat ha iar ih> — im iwiiM rf— lb* cofpontiao « n 

IW 


«ti6eal citity whicb aBUfiunMBGi tod chatar pawn to tht ] 

■In 

co ri c l i a i n ttBiwUiiati6atlheta*sxhid mf»Ug — 
S>^a2»2alSU.*27.il9.(r9J0) ^ 


33. My compensation ocatitutm the ‘Thiila of my labor”. This is my subatance and my ggngggl 

panpertv and the Government may not deprive me of any portion of my property by appropriating it 
agamatmy will. 


34. The Victory Tax Act of 1942 (36 Stat, Ch 619 Pg. m 10/21/42] wfaiefa mgrlenKnled 
”withlioldiiig” ami 1040 Return lequiremttis, elated: 


1474 "The taxes i 


[[WocHWarn].’’ 


I to assy taxable year 


On May 29. 1994 (58 Statntm at Larae. Can 210 46 fat RgPRAL OF VICTOBV TAX ny rttt 

the Victory Tax and its pravisiom fir Withhidding was E^glU. 


IN SUMMARY: 


a) Iamiiatan‘‘einployoe”earaing”wacea”andbavBno“gromincamB”asnich'Tsn»”aedcfinsdio 
the intenad Revenue Codt^ the Public Salary /U( of 1939 and in Law. 


b) 


1 am exereiting NO taxaUs ■fafcBi ml 1 eain no mcctne upon whiefa a direct “g|dB” tax nmy 
be imposed. 'nnBaifeltRUOBlandoliiertuprcmeCoui1sliaveralsdtfae‘‘(anr(lrononincoMs 
1 / in in namrr on ggsiH.” OMiAailllEXCR' 720 US. 10, ruled “tbaoHiiaHgiap^ 

Purtherthe nmreme Court cane of Pasty. 


Lirmc-247U.8. 163. ruled flat a tax euelairad upon a [nahaid]petaco would be a “capitation” tax 
(anbieci to apportnanenl) aeM not an exciae tax 


c) IamiBtlhe“citiaaatdgeeltoinjntiadiotion”asdcfinedin26CFRSl.l>l(c)npaowbomtbe 
Subtitle A. fl Gradumsd taoam Tax is impoaad 

d) Ididnolincurataxliabililylaalyear,pursnantlo26USCS71(a)arfS71(bXaiMIdooal 
ee rtir ipe t et h a l lwiUirKurataxIiabi^fiemaa i d eect i o neinllielidutis. However, if I do reoeive 
nreetne aulgeci to taxateon under tbeae saoliaos in the firtnee, I win file the appaepriale Fciib. 
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e) lamnotraquiredtopaytheiiicoinetix. IamixA“Iiiblefor”ar‘‘iiiidelublcfor”1heincoiiietax. I 
am not ‘Object to” Ibe income tax and I am not requited by regulation to file a 1040 tax retun. 

Pleaae leapond to this Affidavit whfain 30 days to: 

KathiynR. Hibbard 

c/o 1400 S. Sunkiat Street #213 

Anabeim, Califomia (Postal Code 92806) 

If you do not feel this is a reasonable period of time, please request an extension in writing Failure to 
respond will mean that you have acquiesced to this i^davit a^ Supporting Documentation it its entirety 
aixi from this date forward the doctrine of “estoppel by acquiescence” will prevail. 

Any statements or claims in this AFFIDAVIT, properly rebutted by facts of law, or overriding Article ID 
supreme Court rulings, sudi shall not prejudice the lav^ validity of other clairtrs not properly rebutted or 
irtvalidated by &cis of law. 

I declare imdcrpcruhy of petjtrrymtder the laws of the imited States of Arrterica that the foregofatg, 
to the beat of nty lotowledge, is tme aitd correct 


Eiccitted at Attahdttt CaUfomiB on 



WltBcas 


Wiitcas 
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CwtilMMail# 

AaiteH CammiMaiHr of Opndont 
NatioMl Office of the lotenuJ Revenue Service 
111 CoHlitaitian Avenue MW 
Wiihiiiclon. D.C. 20224 

CertifiedMail# 

Inlenial Revenue Service Center 
PhilMlel(iliia.PA1923; 

Certified Mail # 

Secrelaiy of the Treaaury 
WaAin^ D.C. 20220 

Certified Mail # 

Diitrict Internal Revenue Director 
2400 Avila Road 
Laguna Niguel, CA 926S6 

Written Request for Verified Determination of Status 
for Tax Purposes Letter, Prior to Filing of Tax Returns 

Punuanlto Intemal Revenue Laws, and baaed uf)oa the facta contained in the attached Affidavit, 

this letter conatitutes a written request for an attnted, verified BaltiigjnillSEJUtliaiHnsB 

LcttCC from the National Office, the Director of International Operatioos and the District Director, 
determining my status for tax purposes, prior to my filing ofa tax return. As soon as your agency 
makes this written determination, I shall file the appropriate form, as required by the laws of the 
United States of America. 



Sinocrely, 

WUhorU PloJmHcc, Al Mgbls Reserved U.C.C. 1-207 


Kathryn R. Hibbard 

c/o 1400 RSurddatSL 11213 

Anaheim, Califcenia (Postal Zone - 92806) 
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The enclosed Documents which the wife and I have sent (completed) to the IRS shows conclusively 
that we and 90% of working Americans are not subject to the so called “income tax" unless they are 
coerced into, get this, "voluntary compliance”. The way out for Qitizens is that they had to 
knowingly enter into this agreement with the Fed (through the 1 040 fraud) contract. Many of us, 
20-30 Million, non-ta.\payers have “noticed”, legally, the IRS of their Fraudulent Entrapment . 

The IRS must be disbanded and their illegal activities, until they are gone, must stop immediately! 
The real root problem is the Federal Reserve System (the IRS being the collection agency for the 
phoney Fed Res holdings of debt). 

“Permit me to control the currency of a nation and 1 care not who makes it's laws!”- Baron de 
Rolhchild. 

If 1 could print up money on my very own private press and loan it out to all my friends at 
staggering high interest, it would not take too long until I would own the whole neighborhood. 

That 's what the feds been doing since the Congress unconstitutionally transferred this authority to a 
private mostly foreign owned (pvt .stock) organization - the Federal Reserve. 

This Fed has created a debt based economy It creates nothing Every dollar that America spends it 
borrows from someone else. Every Fed Res note in your/my pocket is nothing more than a debt 
certificate America (through a Criminal congress) has given its greatest power, monetary creation, 
to the Fed Res If our Nation can issue a dollar bond, it can issue a dollar bill! I want the Fed Res 
out, gone, sent packing back to Europe and Congress to (for example): 

( 1 ) Congress purposes a 300 Billion, 100 Million budget, requiring 1 00 Million in currency 

(2) This budget is voted on and approved by the Congressional Representatives of the people. 

(3) The bureau of Printing and Engraving for the United Stales of America prints and issues 100 
Million in "currency for the united Slates of America” at a cost of two and a half cents per 
bill! 

(4) The Treasury of the Unhed States of .America puts $300 billion in credit and $ 1 00 
million in currency into circulation in exactly the same manner as the federal reserve! Our 
government is merely providing the up-front capital to finance the future productivity of the 
American People! It is this “Productivity” that would give the currency and credit its value! 

(5) The people, who are the basis for the backing of the funding, accept this currency and credit 
as payment of their labor, products, services, technology, etc. 

(6) There is no longer a compounding federal debt and a need for illegally taxing the 
compensation for labor (misrepresented as “income") of American Citizens, who will then 
have more expendable (legal) dollars to improve their Quality of life. 

(7) The people buy more products, more jobs are created, the economy is stimulated and the 
ECONOMY BOOMS! COST TO WE THE PEOPLE: Abtolntely 0! 

45th Congress Ch 146 

Chapter 276 - An act to forbid the further retirement off Inited Slates legal lender notes. 

An act of Congress that has never been repealed. Where are those United States Notes that were 
lawfully to be kept in circulation and not retired? The law was specific, even if such notes were 
mutilated, they were to be replaced. These United States Legal Tender Notes were and still should 
be “gold certificates.” It is required that they are reissued in “like denomination in their stead as 
now provided by law.” 



CALVIN A. HILL 
40 Avenue D 13-E 
New York, N.Y. 10009 
212-353-3353 


May 30, 1995 

PHILLIP D. MOSELEY 

Chief of Staff 

Corninlttee on Ways and Means 

U.S. House of Representatives 

1102 Longworth House Office Building 

Washington, D.C. 20515 

Re: FC-7 Hearing dates June 6 through 8, 1995 

A. Opening statements 

B. Personal disclosure 

C. Ignored abuses 

D. What is the present system, really ? 

E. Can we honestly support this system in its basest form? 

F. Why the abuses continue 

G. An honest, unintrusive solution. 


This is my statement to be made available to the committee 
for review and printing. 


Yours truly, 
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I ant greatiy encouraged that Chairman Archer feels committed 
to "tearing the income tax out by its roots". I am troubled, 
however, by the fact that whenever this particular dialogue 
takes place among politicians that they tend to show more 
allegiance to the Treasury Department and special interests 
than to their oath of office. 

If this is to be an honest debate with an honest effort to 
expose this abusive system, then our elected officials must 
consign themselves to their oath of office. The only oath that 
they have sworn before God and country Is to protect and 
defend the Constitution of the United States of America against 
all enemies foreign and domestic. And this liberty defying 
system that has sent hither swarms of Officers to harass our 
people and eat out their substance, under the guise of 
representative taxation, can only be described as D0P1ESTIC 
ENEMY #1. 

In the Interest of full disclosure I am compelled to say that 
I have been convicted of tax evasion in a U.S. Federal Court. 

I reveal this out of a sense of honor as 1 find no shame in 
the consequence. It is nothing that I feel I must hide, or be 
ashamed of, or be bitter about. Having to relinquish a job 
that I enjoyed, my residence, and the camaraderie of friends 
and family for the period of my incarceration was a small 
price to pay for the crisis of conscience that I would have 
suffered had I not stood by the courage of my convictions. 

In the aftermath of the tragedy in Oklahoma City, President 
Clinton made a speech castigating Americans who, living in the 
freeset country in the world, said that they live in tyranny. 

"How dare they", he said. "How dare they" claim to be subjected 
to tyranny. On the very next THIS WEEK WITH DAVID BRINKLEY, 

Sam Donaldson echoed President Clinton's statement. I would 
ask Misters Clinton and Donaldson: when armed iRS agents in 
Alaska approached a woman in her vehicle, smashed her window, 
and literally pulled her out to confiscate her car for allegedly 
owing back taxes, what would they call that? When a band of 
armed IRS storm a Michigan day care center, herd the children 
into a room, hold them hostage and refuse to release them 
until their parents made a payment to the center, because the 
owners allegedly owed back taxes, what would they call that? 

If we are to be totally honest about this present system, we 
must initially disregard the obvious need to raise revenue and 
tackle it at its basic and most simplest roots. Imagine that 
you are at your monthly poker game along with Thomas Jefferson, 
James Madison, Den Franklin and your federal district 
Congressional representative. As the game and the conversation 
begins the representative reveals the new method that the 
Congress will adopt for raising revenue and illustrates the 
high points: 

1. The right to work will no longer be inalienable. All citizens 
will be required to make application to a federal agency for a 
national identification nund>er. Any employer found to hire any 
person without that number will be subject to heavy fines. 

2. The national identification number will be required to obtain 
insurance, use private financial institutions, licenses, and 
any other public or private endeavors as determined by the 
Treasury Department. 

3. Every working person will be required to reveal to the government 
all monies earned from the fruits of their labor and investments. 

4. Every working person will be required to reveal to the government 
the names and amounts of every church, charity and non-profit 
organization that they have contributed to. 

5. Each year all working persons will be required to reveal to 
the government the names of every person that they took to 
breakfast, lunch or dinner on business, where they dined and 
the amount spent. 
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6. Every working person will be required to reveal to the government 
every member of their family who was ill and sought medical 
treatment, who treated them, where bhey were treated, what 
they were treated for, what treatment they received, and how 
much it cost. 

After all of the information is available, the government will 
levy an amount of money at a value determined by the Congress. 

Any person who refuses to provide the required Information 
will have their paychecks, homes, bank accounts and other 
properties confiscated without the benefit of a trial or 
public hearing before an impartial magistrate and may be 
subject to criminal penalties. 

Would it be very difficult to gauge the reaction of the members 
of your poker circle? I don’t think so. That an administrative 
agent of the government could take a form from their desk, 
fill it out, and prevent an American citizen from receiving 
their hard earned wages, from receiving their savings or from 
entering their government padlocked home would outrage them. 

They experienced this. It is why the Constitution was very 
specific about direct taxation, trials by jury, just compensation, 
security in our papers, persons and effects, deprivation of 
property without due process, and suits at common law. Everything 
about this present "tax" system makes a mockery of those 
liberties. It is the stuff that citizen militias are made of. 

Criminal investigations for possible "tax" crimes seem to 
follow those representatives who speak out to House Oversight 
on IRS abuses. It happened to Senator Long in the '60's, 

Senator Montoya in the 70 's, and Idaho Congressman George 
Hansen in the 80's. This is not taxation. It is tyranny. 

I think that Chairman Archer has the correct idea concerning a 
consumption tax. For those who oppose it on the grounds that 
it is regressive and hurts the poor, why do they not argue 
that very point about the present system. After all, it is the 
employers who pay the tax, not the employee. When a poor 
person buys a loaf of bread, they are paying the cashiers 
"income tax". In addition, that poor person is also paying the 
tax of the trucker that delivered the bread, the bakers and 
those who sliced and wrapped it, the millers, etc. The 
employers must forward this "tax" to the government. And as 
such, they could not afford it without adding it to the cost 
of their products and services. So we have an income tax that 
is a consumption tax that, in addition to raising revenues, 
violates the very basic tenets of constitutional liberty. It 
is on the basis of those violations that the present system 
must be eradicated. It cannot stand against the conscience of 
a Congress that is true to its oath. 
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P. O. Box 176 

Half Moon Bay, California 94019 
June 1 , 1995 

The Honorabie Bili Archer 
Chairman, Ways and Means Committee 
United States House of Representatives 
Washington, D. C. 20515 

Dear Chairman Archer; 

Subject: Comments for The Committee on Ways and 
Means Concerning a New Tax System- 
and Abolishing the IRS 

1. The new tax plan/system must take away from goverment as 
much of our hard earned tax money as possible. It is an invioiate 

principie-Government will spend all the tax payer's money It 
can get and then spend more (go into debt). You will notice 
that I do not use the term federal funds-tax payer's money is the 
correct term. 

The government must get less of the citizens money, and be put on a 
starvation diet. 

2. Future Congresses must not be able to just amend the new system 
to reinstitute the IRS, a destructive ad valorem tax, or return to a 
system such as today's job destructive progressive income tax. 

3. I personally favor the flat tax approach proposed by Majority 
Leader Dick Armey if the 17% level is either lowered or not 
increased. Again, the government bureaucracy must not be given any 
more money no matter how badly they and the special interests 
scream. 

The sales tax approach that you have suggested also seems to be a 
good one if the Congress is somehow prevented from adding other 
taxes such as the ad valorem tax or from increasing the sales tax 
rate on the whim of the crying towel liberal elites. 



829 


4. Punitive provisions of the oid tax codes such as the requirement 
to buy at ieast as expensive a home as the one soid or pay tax on the 
gain must not be carried forward into the new tax iaw in any way 
shape or form. 

5. The iRS must be aboiished as soon as possibie in its entirety. Tax 
functions greatly reduced with either the flat tax or a sales tax 
should be handled by the Treasury without additional bureaucracy. 

6. The punitive and savings destructive aspects of the current 
system must be abolished with either new approach. Let me give you 
a personal example that my wife and I are now dealing with. Some 
years ago when I took an early retirement, we were able to invest 
several thousand dollars in U. S. Savings Bonds (due to a good rate at 
the time and the safety involved). Now we are fully retired and must 
cash some of these bonds to puchase an automobile. Now we must 
pay taxes on the money we withdraw for the purchase. Such savings 
disincentives have virtually destroyed the capital base that the U. S. 
needs so badly to build a productive economy in a hostile and very 
competitive world. 

7. The anguished cries and screams that will come from the 
bureaucrats, special interest groups, and the other myriads of those 
feeding at the hog trough of government that surrounds the present 
system can be answered this way. Accountants would love to give 
up tax accounting work for real accounting work. Even the myriads 
of tax attorneys that feed off the present system can be retrained to 
do productive work in the economy without destroying the mouths 
that feed them. 

The bureaucrats and special interest groups can also obtain 
productive jobs that contribute to a growing U. S. economy. Big 
government in all its facets has destroyed much that was good and 
productive in the nation. The minority in the house and senate are in 
denial because they have meticulously built their voter base on the 
backs of hard working, tax paying American citizens. 


In closing, I would like to remind all of you of what you are already 
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well aware of. The present day federal governnrtent is actually the 
enemy of the people, of families, and of national progress and 
liberty as the founding fathers desired it to be. 

As George Washington so clearly stated, ‘Government (federal, 
state, and local-my addition) is a dangerous servant and a fearful 
master." 

You and your colleagues In both the House and Senate must be 
successful in this initiative. I am convinced that the productive 
forces for national good that will be unleashed by ending the current 
tax syetem will amaze us all. 

May the good Lord Bless your deliberations and give you the success 
that we so desperately need. 
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3 June 1995 

Philip Mosely, Chair, House Ways and Means 
U.S. House, Longworth Building 
Washington, D.C. 

Dear Representative Mosely: 

I understand that your committee is meeting this week to consider a significant change 
to the federal tax system. Here is my Input (6 copies): 

A flat tax merely simplifies the extortion of income taxes. That's how we got "Tax 
Simplification' -fewer tax brackets and higher taxes. 

Consumers already pay all income tax. The corporate income tax and the extra wages 
required to enable employees to pay their individual income tax are both a cost of 
doing business that is added to the cost of every American product. A national sales 
or consumption tax has appeal, because it would eliminate the cost of the IRS 
bureaucracy and compliance costs. However, neither a flat tax nor a national excise 
tcix are self-limiting. I submit that you don't need new legislation to improve our tax 
system. You only need to acknowledge a fraud. 

Practically every amendment to the constitution perverted its intent and imbalanced its 
finely tuned balance of powers and interests. Of those amendments, the 16th and 17th 
ware the most destructive. 

The 16th amendment eliminated the requirement for the apportionment of taxes 
among the states according to the census. The dispersed cost to taxpayers and 
concentrated benefit to beneficiaries divided Americans into warring groups and made 
increased government spending inevitable. Repealing the 16th would again make 
non-uniform (progressive) taxation illegal, and eliminate a powerful tool of privilege 
used by congresspersons to attract support from favored groups and businesses, and 
extort campaign funds from threatened groups and businesses. That's why there is 
always at least talk of amending the IRS code (26 USC) every election year. 

The 17th amendment converted senators into glorified representatives, who are easily 
swayed by public sentiment as manipulated by special interests via a gullible and lazy 
press. Its repeal would again make senators, elected from and by the state 
legislatures, truly representative of the state governments. Then when someone 
suggests that the federal government buy or do something, senators will resist 
because no senator wants to return to their state to tell their governor and fellow 
legislators they have to raise state taxes in order to pay more federal taxes. 

A return to direct taxes upon the states would eliminate our horribly costly and 
destructive national income tax. The states can raise the money any way they want, 
which is usually via a state excise tax, which is great, because it's self-limiting. 
Reaffirming that states can't tax government securities or commercial paper, i.e. 

Federal Reserve Notes, would eliminate most state income tax. Better yet, encourage 
states to elect state senators from and by county supervisors, and directly tax the 
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counties to pay for state functions. Then there would be a natural resistance to state 
spending as well. 

You can simply declare the 16th and 17th null and void, because they were never 
lawfully ratified by the states, they were merely declared ratified by Philander Knox. 
"The Law That Never WasT describes the hard evidence (certified copies of state 
archives) accumulated by Red Beckman and Bill Benson, that proves the 16th 
amendment fraud. Similar evidence supposedly exists for the 17th amendment fraud, 
but in reality only one ‘no" vote was needed to kill the 17th because no state can be 
denied its representation in congress. The courts acknowledge the fraud of the 16th, 
but say it's now ‘a political issue,* while the congressional Judicial Committee claims 
it's a judicial issue. Perhaps it's time for you to make it a political issue. 

It's no coincidence that the 16th and 17th amendments and the Federal Reserve Act 
were all enacted into law in 1913 on 2/25, 5/31 and 12/23, respectively. Federal 
Reserve Notes have to be taxed out of the economy nearly as fast as they are pumped 
in to maintain their artificial value, so any real resistance to taxation must be eliminated 
(17th amendment). By controlling the relative input and removal of Federal Reserve 
Notes, inflation and deflation can be created at will, which some have argued is 
necessary to counter wage reduction resistance. (People tend to ignore supply and 
demand when it comes to their wage. Employees will resist a reduction in wage even 
if prices are falling and the net effect is an increase in buying power.) However, 
government control of money has repeatedly proven itself to be harmful to all but those 
in control. 

The Federal Reserve, in conjunction with the legal tender laws, enabled the federal 
government (12 use 95) to control the value of "money" and effectively steal from 
savings, which enslaved retirees as welfare (social security) voters. These clearly 
unconstitutional acts also enabled the federal government to borrow fiat money 
without limit and steal from future generations, enslaving Americans as taxpayers from 
birth. Abolish the legal tender laws and good commodity money will drive out bad 
commercial paper, i.e. Federal Reserve Notes. 

The Federalists did not intend the lengthy process of amendment ratification by three- 
fourths of the states to be supplanted by the simple act of approving a treaty. Clearly, 
treaties should not have precedence over the federal constitution as currently alleged. 
Emergency Powers (50 use 1601-1706 and 50 use Appendix) are another perversion of 
constitutional intent. These should no longer be used as excuses to maintain the 
status quo. 

Acknowledge the fraud. 

Sincerely, 

William T. Holmes 

P.O. Box 1257, Escondido, California 92033 
619-972-8569 (mobile), 619-432-0613 (fax/voice) 

TSEditor@AOL.com or 72010,3003 
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TESTIMONY OF SARA E. MELENDEZ 
INDEPENDENT SECTOR 

INDEPENbENT SECTOR (IS) is a Dooprofit coalition of 800 coiporate, fbundatioo and vohintary 
organization Mendieis with national iinerest aad impact in philanthropy and voluntary action. The 
organization's mission is to create a national forum capable of encouraging the giving, volunteering, 
and not-for-i)rofit initiative that heh> all of us better serve people, communities and causes. Attached 
is our Membership list. 

The organizations of INDEPENDENT SECTOR and its mission derive from its Members' shared 
commitment to fundamental values relating to the creation and maintefiai>ce of a truly free society. 

Our Membership list is attached. 

Some tax policy officials and analysts believe that the complexity of the current tax code causes an 
undue amount of unfoimess and inefficiency in the raising of tax revenues. These concerns have 
prompted what are known as "flat tax* pn^xaais. Such proposals have been offered over the last 
several years, and several are currently under consideration by C^ongreu. The basic goal of a "flat 
tax* proposal is to apply a single, or *flst*. tax rate to all incane. A key to the single tax rate 
actually being flat across all taxpayers is for k to ^ly to all income. Ttnis, exclusions fron ineone, 
and dohictioiis na necessary to properly measure mcoite, ire generally na allowed in a flat tax 
proposal. To the extent deductions consismnt with social policy are disallowed, the unimentional 
e ffw will be a tax code diat is iocoosiscent with socisl policy. We believe thst a flat lax proposal and 
simUar proposals that disallow a deduction for charitable contributions canain such an inconsistency 
with the so^ policy of encouraging private support of charitable causes. 

Individuals are motivtied to make charitable contributions primarily by their ahiuistic nanire. 

However, as with any decision related to die use of limited lesources, the amount a person gives to 
charitable causes trill be by die cost to them of giving. This cost of giving can be 

significantly changed by the tax tresrmem of the gifr. The eurtem deductibility of charitable gifts 
reduces the taxes gn individusl pays, and thus reduces the net cost of giving. If deductibility of 
charitable giving is eUminated, dia the cost of giving will mciease. Cknenlly the more an activity 
costs, the less of die activity an iodrvidua] wU) engage in. A large body of research has shown that 
tax incentives can have a powerful effisa on the amount individuate give. Tax tews can also have 
inqionaiit effects on the types of gifts and on die types of giaqis that receive these gifts. 

We diiaiss below the ingnct disc die proposals wtxild have on contributions to charitable 
organizations. First, we want to explain why chirhable organizations are in^rtant to America. 

THE IMPORTANCE OF CHARTTABLE ORGANIZA'nONS TO AMERICA 

Nearly one million charitaUc. edueationsl, religiaus. bealtb. and social welfore organizations create, 
aurane, and sustain die values diat frame AraerKin life. They promote altruism, in a society that 
reinforces selMnterest; oommunity, in a society that reward indMdual achtevement; and plunltem, in 
a society so m e tiin e s threatened with divisiveDess. They provoke, challenge, and question. They also 

h 40(1 heal. 

Collectively, these orgaruzations represent an mcreasmgly ssporiant sector of our socie^: the 
independent sector. They function ou a ooC'for-profit baste, entrusted with public purposes and barred 
by tew from private gam. They are exempted from tax on their assets and on income fron their 
pubUc^Nupose activities. Those sriio support them with gifts can deduct those gifts from their own 
taxable mcooK. Votunteen (vovide dieir boards with fsaerxial leadership, itewardsh^ and 
accountability, and play vital roles at all kveU. 

The indrpcnrlen t sector has become a major force in the American economy. In 1990 alone, 
organintions in this sector received an estimated nearly $123 billkm in financial contributions, sod 
vohfflteer time and energy frixn nearly 100 million people, as well as inco m e from endowments and 
revenue-generatiiig activities. That same year, diey spent an estimated $389 billion in providing vast 
and varied services. 

I nd e p ca d en l sector organizations have played important roles in almost all of American society's 
major advances - in tnonan rigttts, he^, knowledge, ecology, creativity, and other fields. As with 
other institutions in our society - g ov eraru em, busineu, the professions - they are under especially 
critical scrutiny today. Questioned on whte they conribute to the public good, they nnist be pr^iared 
to explain their roles to iht public, and give full and frequent »ecnunrtng of their activities. 
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At Ac ««ng tinK, they fmnt a ipint of diversity and opomm that gives them their special 

character. Tb^ be free to express divergea, evea uopopolar ideas. And they must not be 
asked to tasks property p eifonned by fovemmen eriih its vastly greater resources. Only thus 

can the sector they npi ' cacit meet die chaltotge of its independeoce. 

As leadns from other countries are recognizing, orgaiuzatkns of the independent sector reflect and 
ejqness much of what is best in the American character. They embody a^ sustain fundamencai 
social, cultural, spiritual values, including'. 


Ahnifani. Tnrf^ndeitf gectof organizatkms affirm that all human beings have basic moral obligations 
to look beyond chexnaelves, and to undertake activities for the be cer m ent of other people and other 
species — present and fdnire. They fiirdier affirm that regard for others must haiw* the self-regard 
of the marketplace in a duality duu engenders the dialogue and compromise essential to democracy. 

Altruism is the most fundamental unifying pnnc4>le unong the diverse organizations of the 
indqieiideiit sector. It is die root of their other values: compasakm, humility, respect for others, 
concern for the community, and justice for all. 

Phmliam, America's multitudei, with our countless heritages, culnires. political phUoaophies, and 
religious beliefs, reflect an uigiaraUeled phiraliim. This diversity cradles our socieQr's creative 
energies, and represents a core value of its Ufo. 

For the organizadoos of the independent sector, encouraging and nwaming pluralism represents a 
second unifying prioc^le. They affirm that our oadon gains strength from respecting differences 
among its cidzeiis and fostering the free and creative expression of ideas and opinions. Farh 
organization owes its own creation to individuals who acted upon di«tiivt ideas and values. 

Some organizations work in areas barred to govermneis; religion in particular. Some speak out in the 
forum of public discourse, and resist govemmern iiBrusion lest it suppress dissent. Some ^ring iq> 
swiftly, responding in crises to special htunan needs. Others provide alternative responses to cnniwant 
needs. 

Commuitity. The principle of commuiuty reaches beyond geographic or demognphic entities. 
Communities are groiqis of individuals who share common values, interests, purposes, or goals. They 
are critical to our economic, political, social, intellectual, and cultural Ufo. The independent sector 
itself is a vast community. 

Organizations of the itKkpendent sector create, tXHuish, enlarge, and communities. Education 
equips individuab witii the scholarship, disc^lme, and creatiyiiy to contribtne effectively to 
community life. Arts, culture, and die humanities c ommunity self-discovery, self-awareness, 

and self-defmition. They preserve a community's berimge, challenge its assumptions, am] refine its 
perceptions. 

Human service, health, and religious grauqis bring comminnent to dK community’s welfore. They 
uistill compassion for community members in need, and provide the nwrhanignB to iddreas prriruiar 
community problems. Human limits, environmental, and public policy gmqis leadersh^. 
conaensus-buUding, and citizen particqiation skills Chat ensure c ommunit y viality. They empower 
individuab to lead, and offer dim leadenhq) opportunities. 

In summary, business and govemmait alone cannol sustain ahruism, phiraliam. and communiO' • 
principles fundamental to American society • nor the underlying values of trust, conqiassioo, justice, 
and moral beha>ior that bind us togedier. 

The independent sector has become America's IhiclqiiD. Business, government, a»Mi iq •]] 
Americans have a fundamoiil stake in preserving tf r en gth e nmg it. 
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HOW CHANGES IN THE DEDUCTlBEiTy OF CHAIUTABLE CONTUBUTIONS AFFECT 
GIVING TO CHARITABLE ORGANIZATIONS 

A deductible contribution actually costs die giver the amount of die coniributkm less the reductkm in 
taxes due to the deduction. Tbus, a $1 gift costs $1 less tbe applicable marginal tax na (1 - maifina] 
tax cate). Economists define this as die price of grving. For example, the price of making a $1 
deductible contribudoo for a taxpayer with a 25 maigmal tax rate would be 0.75 (1 • 0.25). 

The effea of a change in die price of giving on die amount a ptnoa give depends on how responsive 
they are to the price of giving. Enqiirica] evidence indicates that, generally, the percentage change in 
the of giving due to a change in the price of giving will be >1.13 time the percentage change 

in the price of giving. For example, asaumr that a person with a 25 percem marginal tax rate is 
giving $1,000 when the contrihution is deductible (e.g. the price of giving is 0.75). If the 
contiiaition is made n osHted u ctib l e. die price of givog mcreases to 1.0, a 33% increaae. Tbus, this 
person's giving would faH by 38% (33% x «].I3), or by $380. In this exanqile, elhninaring 
deductibility of the contribution reduces giving from $1,000 to $620. 

The foregoing ilhistration dem onstra tes diat while the federal government gams $250 in revenue by 
disallowing tbe charitable deduction, charitable causes lose $380 as a result of the decreased incemive 
to give. 

Stating the foregoing in the positive, it's a good investment by the federal gove n mett to allow tbe 
charitable tax deduction. TIte federal government, by 'investing" $250 in revenic lost as a result of 
the charitable tax deduetkm, gahn $380 or 52% in funds expended by the chari^ on public purposes 
such as feeding the horaekas, comforting die skk. rebabiUtadog drug abuaen, sivpoiting community 
arts groups, preserving historic houses, wetlands from and neighborhoods from 

crime, a^ serving countless other local, regkmal, natioDa] and even hxerattioiia] purposes. 


THE MAGNITUDE OF THE EFFECT ON CHARITABLE CONTRIBimONS OF A FLAT 
TAX WITH NO DEDUenON FOR C&ARITABLE CONTRIBUTIONS 

The efTea of a change in tax rules on die amount of charitable coiaribiitions will depend on a lambcr 
of foctors, including the responsiveness of die taxpayers, the speed at which taxpayers adjust Ihetr 
behavior, die distribution of the magnitude of die tax change acroas laxpaycn of different 
characserittics, and die response of chsritible organizatioDS with regard to Iheir fund raisiiig activities. 
While many flat tax propmuds are similar in structure, appaicndy minor differences can have 
lignificas implicacioiii for the overall effect of the propowl on die level of charitable coniributioaa. 
However, die following discussion is meaid to provide an indication of the effect a flat lax widi no 
dedi'ction for charitable contributioai could have on the level of charhable cootributiona. 


Itemoers can currently deduct dieir chariiriite coocributxxis, and the amount they give reflects this 
incentive. Most flat tax prapotals would expand the measure of subject to lax and reduce the 
tax rate. In expandii^ tte amount of mcome subject to tax, some of these propoaalt would provide no 
deduction for charitable contributkKis. If [die] deductibility [of charitable contributions] were 
eliminated, itenuaen would reduce die amount they give. In 1992, approximately 32 miUlon itemizen 
reported qiproximaiely $63 billion of charitable coxxribiitions. If the deductibility of contributions 
were elhninamd, diis level of giving would Ukety have been more than $20 biUioo lower. While 
charitable ocgangatiooi may be able to ofbet some of this reduction by more aggressive fund raising 
teefaniquea. a *’******^«^ shon-fiall is inevitable. 


Most flat tax proposals are designed to be neutral widi regard to tax revenues > e.g. to raise the same 
amount of tax revenues dial are raiaed by die current tax rules. While aonie flat tax proposab would 
result in lower total individual mcome taxes, they generally inerease co rpor ate inoome taxes by a like 
amount. Since all turn are utrimately paid by individuals, such rrveaie ncttiil flat tax proponla will 
have no effect <» the aggregate tax buiifen, aad tbus provide no hicieaae in total after-tax out 

of Much to give to charitable causes. To the extent some individuala do exp e ri e n ce a reduction in 
their tax liability as a result of a flat tax iMopoaal. the a d dit ional after-tax income would likely be 
relatively small, and would be ^iportkmed among a large nunher of mwiimr***** ahecnadvea as well 
u uvings. Thus, aity incitaie in charitable cootributiona from i n crta a ci in after-tax would be 

fipfcied to be quite aroall. and not nearty lar^ enough to ofbet the reductions due to the merraard 
coat of giving. 
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In *<<<<«*««*« to affeeang tbe total of charitable coiSniaaioiB, tte above tax lew changea would 

fignificantly affea the proportion of gifts going u different Qrpea of recqnenis. For example, the S20 
billion reductioo in giving would likely en«w» h tcpropo ninrMwiy from educatkma! institutions, 

cultural nMnitkins, •nd private foundicioos. 


CONCLUSION 


Altbough not the primacy reason for individuals charitable cootribuQons. tte tax trcatmos of 

charitable coinributioas can have veiy significais effra on both the level and coo^KxitioD of 
individual gifti. w***^-******* of a flat tax widi no dnrtuction fior charitable cootributkms would result in 
a ■»**»«**i«i leductian in dm amount of individual charitable caatxftubons relative to what would be 
given under the c ur rent tax niks. This reduction would come on top of a drop of 24% of household 
giving to charities, from 1989 to 1993, according to latest ntformation available as reported in fliviny 
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Americm Sodil HcaUli Awnriition 
Ametian Solir EoHXy Society 
American Stock Exciiiiige 
America) Stntmhooy Oioiesta Leasue 
American litmus Amodatiaa 


American Women cvimjMwn 

Americans for Indtan Omattmhy 

Americans lor Piogiesi fahtratinnal Foimdarion 

Amigos de las Americas ' 

Amoco Foondatiaa 

Apple C omputer 

The Aic of Ae United States 

Area Foundation 

ARCO Foundaiian 

Atijiim P m iiiniinhy Pn m i d a rinn 

AKNOVA - AssociaiioB for R es e ar c h oo Nuo{)iofit Otganirations tt V ohmtar y Aetioa 
ARROW 

Arthritis Foundation 

Arts ft Businest Coundl 

Asian Pacific American Legal Coosonium 

The Amm InstitotB 

The ASPIRA Asaodatiaa 

AssocialBd ra m of Massadnisetts 

AtwvMfinn Air PKn«nrt»»npy 

Amrittir mi «nr VrfntHjiT A/tmmijtrMioo 

Association of Advanced Rabbinicil ft Talmudic Schools (AARTS) 

Association of Ametiea's PitUic Tdevision Statkms 
Assodatiao of American Univetiities 
Assodatiao of American University Presses 
Association of Art Museum Dneclm 
Assodatica of Black Foondatkm Executives 
Assodatian of Cathnlte Colleges and Univetsties 
Assodatioo of ^liaoopal OoDegei 

Assodatiao of Govetniiu Boards of Univenities and Colleges 
Assodatkm of Jesuit Cofieges and UnivenBties 
Aswriatinn of Junior Leagues Intetnarional 
Asaodatiaa of Lutheran Develonnent Executives 
Assodarion of Fafonning Arts Pieaentets 
Asaodatiaa of Sckace-Tedmokigy Centers 
ATAT FonMliitioD 
AflanticJ’onndationofNewYodc 
ReynoUs Babcodc J’auadatioa 

Pw i iiMt ft tinn 

Ball Brndieo Fo un d a tion 

Asiociatinn of Britimoee Area Oiantmalaai 

flu ff I f . Grade ffti— mi iiiity T in M iiii ft tifi 


BdlSoofli Cospesation 


Beverly Foondatiaa 
^ BrolbetsfBig Sisters of America 
Binf Fn&d Cwpi 
m— iditth Foundnen 


TO— tnRh - ftaaWliiif i tiitif Of SdSfiOS TTwIlh 

HftR Blade FoundUian 
Barden Foondatiaa 
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Boy Scorns of Aneha, 

Bo^ and Onls CUm of Amencs 


Am FoondstiaB 



The Bamett-TtaKly Foondatioa 

BdA Chonable FoonduiaB 
T1ieBn*FoniKttfinB 
PrtA* Mid Aimee Bote Fonnrtitinn 
rfMBnpmfia 

r.ltlhwii« rVummill^ B nuiKtllOTl 
r«ii«riii« Wrihieti BBMxhlion 
Ouap Rib Boys ind ObIi 
CsnaerCBB 
CASE 

QBiiBCiB Ooqxntian of Now Toric 
The Annie E. Cuqr Rmdtlian 
Cnidy* 


■ USA 

poiHKtatiao 

Center for Andkd UngniSiBS 
Center te Coepoenle Pdilic Invotvenent 
Center for Cmtiw Innderrii^ 

Center far Cmtwe Wine e riiirw , 

Center for Foreign Jbnmantt 
Center for Ifedis Ednestian 
iVniw for Ndo-Piofit OoepccBtiant 

rmMmr tnr SltMjMigW TliiiiiMly nf St. Ulnintt 

Center far Policy ABeaetivet 

Center far PnUic Service, Seton HdlUnivcni^ 

Center far Ifaeenich in AnboIslDiy BeaUi Chb Adnnniiiialion 
Center far the Study of PM wafai Bpy-ClyPniveaiqr of NY 
Center far tbe Study of tbe PieaUenc] 

Oallenger Center far Spnee Science 1 


rVMo Si lMihatfii UmiV NJC 

The Chevion Oonip enta 
The Chicego Contmnmqr 'ntHt 
Cbicego lUbane Fonnditiaa 
Child Cere Aetian Cetegingn 

PtiiM Hf M dlfatSgi 

Chad Wdfare League of Ainerics 

tyidiM i't Aid liUM^inml 

ChOdien's Fund of Oonwirticat 
i(APVE) 


im^eaUSA 
Chiyiler Cotpontion Fund 
Chinefa Wonen Tfaited 


Qtr 
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anrlmovatiaa 

of Bqie Nuiaffiil lifeifiial Crater 

ca»y«r 

EdatMcCameD CMcFOBBdatian 
l^hmiiUhrMiK ihr 'Miill'Wllillllllt F olWl l till llS 
The CSevdand FouadUiaa 
Via Caibiim FoondUiaa 

The OoRB Cnqnngr FtnndmcB 

Chae P o niwtitkii 

Hie Coo-Oola Conaiay 

COOEL - CocB^Sa m DewdGpant 

rnTuy ud Umvcni9 Penconei A n od i tioii 

CcdkseBaaid 

Coto&IP^lliunibiiisI'auiidito 

A««ni-i«timi nf Mwipiofit O rfamutiniit 
TIiBOolaadoltatt 
Cabm^IkMadi&ai 
fvaitirim PnaaditinB 
Ccaabmed Hedflt of Anenct 

Cominitiae iior a Bcmoninde Fede^ 

Coaunomvedifa Faed 

Ccnmnaiicitiaai CcMf«tinni 

Qaaimn i iiy Anti-Dnig C c a lHicm of America 

Criwfu pwy 

< 7 ^ int«n B FouadUlQII 

CooKfooe of Nitkiittl Puk Coopenttiiig Ass^^ 

Coofereace of Southwest FcnadatioBs 
Coasiesi of National Blaefc dandies 
Thf p miri 

Qmsoftinm of Endowed QaacoiMl Bnidies 
dMinedal dnporatiaii Foua^thai 
Qx^mative Dewdonaeat FOnadatioo 
Cominaiiag Conaa to Foundatiant 
Corniiit laeo m o nted Foundukai 
Coio/Easteni Ceaier 
Ccapoiatto to Entetiniae Deweloipaient 
Council to Advaacetmt and Sejiant of Edncatiaa 
Couadl to AmffBam Private Bfaicatfem 

Council of Beaer toriaeas BaiBUi/PUlaiitino{8c Adviaoiy Scsvke 
Coundl of Bietty Keaoutce Tribes 
Oyn yt Kiji of butepcodent 
Council of Jewirii Fedecatians 

rmwiwT nf Miffhipn Rmufatinin 
rntinril nil Rswinnik'. t »rinriti« 

Couadl on RamdatiOBS 

Couadl on Tatmatkaid and Pidilk Affiurs 

Coi i iiteip ari Fou n d ation 

Coedes Media Conmany/Coudes Meda Foundation 
CPC 

Cystic Hbrolit Foundation 
DbcIc FciniditicMi 

Qmlef A. fs mitoribtMm 

Dance/DSA 

T ^faibajB 
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D di i we Aonr i ainn of Moqirofit Agendei 
Dinct Bdief TnirmitinM a 

OealdineR. DodaeFoinidtiian . . 

fer Bmpln y iiiwlt flf Peopie With PlMhilitir t 

a^ocdaiidl 
RJL Doondley * &as Co. 

Dooaa FannD of CbieiCO 
DoBon Fomin of Ohia 
Dooon Foram of WiKomin 
Tlie Dow Chemial Oompnqp 
JoMSh Dtown FModUiOD 

Peter F. Diucte FOomtitinn for Noqaofit Mm n em ent 
Ite Dtiv FoUcy Foandniao 
Ite Doke Eadowioait 
DoFant 

The Dnrfee FopTwtoinn 

SmhSbne 

15 «wmMi TiMr Co mpu nr 
EooUb Foonfotioa 

BcmieBicid for Stewudsfa^ Sindiei 
EdnmtioBil TMay Service 
El Pomer FonndiOOB 

Eklenwida 
EnteqMM FOoixhtion 

ISii w i wwMfw^ttfal TWfrfia^ Food 

Buvii n oi nentil Siyport Center 
FaandmB of Ameda 
TheEqnilittle Foimdation 

PnwOrv r7n m mn n t*i#a 

Evmcdkel for Rnenciel AccoiinfohQity (ECFA) 

P vfiytiyl I i iHi mm dmrrii tn Ameriee 
Enon CotpontiaB 

Feiifidd Comity Conummity Ponnifation 
Mamice Falk Medical Fund 

J^endliei Tn l^fr u tin m l 

Fannie Mae Fonndatian 
Fd-Fra/Miedleabaifer 
Fnt IntfwtMB Bank of CMfonna Po on da iion 
Rra Natiana Devdoiiaiu loiitide 

Fitfaer Flannn'a Home 

Pn mmniii ly Ph u ivIm A mi nf Hr— tpr Plint 


Food] _ 

Tim Ford p*— 

Ford Motor OoagpaBy Fmid 

Hemy Ford Mnaenm and Oreenfield Village 


Hie 


Tim Fiendon Fmiim 
The Itah Air Fond 
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sjey FoDUlatian . 

?iiaids of die National Libiaiy of M ed ian t 
Joyd A. Fiy FonndatioD 
FoUer Con^y 
The Fond for New leaej 
Fund far BAiratinn 

Fmd 

3aieial Board of Oldbal lifiiiistriea Ihe United Methodiat Chmch 
3eaaal Coofeienoe of Seventh-day Adventisa 

Twwai Mill! Foundatino 

General Setviee Fo undation 

The Wallnce Aletoi^er Gertiode Fotmdatieo 

I. Paul Oet9 Tnut 

Qifli in Sind America 

Qiiafife Fngect 

ffiH SoodB of the TT.S.A. 

Qldbal Fund for Women 

Sidbaid dt (3Qldman Fund 

Mama GdIdadDer Foimdatioo of Marjdand 

TllAl«»Ti^ tlrtWWMtiwMl 


Edwin Oould Foundation for ( 

Qiaoo Foundation 
The Grand Kyida Fonndatinn 
QnntmalDBn in wealth 
Qtantmaloen of Western Pennsylvania 
Lneile & Kobett H. Ones Chanty Fund 
Orotl o Foundation 
GTE Fo und a ti o n 
Geai|e Ound Foundation 
Alan G uttm a cher Institut e 
hfiiiam and Peter Haas Fund 
Walter and Eliae Haas Fond 
Evelyn and Walter Haas, Ii. Fund 
Wahift for Humanity t«i^ ™i t i n na l 
Hallmaik Oupocate Foundahoo 
Luke B. Hancock Foundation 
Maty W. Haniman Foundation 
Bank Foundation 

Haitfatd Foundation te Public Oivint 
Hawaii C ommuni t y F ound a tion 
Chades ^rden Foundatian 
Ha-rMcn wwndatinn 
Edward W. Haaen Foundation 

TTitaUiig fV im i mmi tY 

William Randolph Hearst Foundations 
The William and Fkua Heudett Foundation 
Hi^i/Scope Fdncational Remaidi Ponndatioo 

AsmriiiAin on Cnipn^ Ra^mniihilily 

Hilimn ic Po^ Deve lopment Pitjea 
Bijw i n cs in Fh Dan t hr opy 

Wttarhi FOUndttiOQ 
HobBtirik Foundation 
HofCnflitt*Li PoBodiboo 

Hogg faf Mewtal ’PwTtfi 
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nmMw wdl Fonnditiop 

•Die Bupitil for Special Sui|^ 

Iwtp ma Hnital- AtTierieaB Yoalfa Hostels 
Qggiigi Aniniioe COB^ 

HodicB-Webber Fooadttiaa 
The Huffy Focrulirino 
Hnwin life Intmalinnal 
HmifeaUt Ana FouoditiaB 
H uulia iton'i DiKue Society of A m e ri ca 

IBM Ctopoatiaa . . 

TiKiinii Anodatiao of Noqirofit Otg aniano ns 
IMPACT n 

Owirigg of Am e ric a 

Indiaia Donoii AIBanoe 

Hie iiwtiiM Ouiv e ciil y Center on Pbilantfaiqpy 

Imiovatifln Necwoik 

ladinite £ar Edncatianal Leaderrii^ 

for Women'i Policy Seiearcfa 
fwtri Foundation 

intiTA<tin«> - Atiigrir«ii for VOlmitaiy Luenalunal Action 

Intetlodien Center for fee Arts 

Inteinatiatial Altiance of Executive and Piofessiooal Women 


Internatiaoal Center for the Dinhled 

Intenatianal Devdopnient Conference 

International Ezecotive Service Corpt 

Intenational Primate Protection League 

Inteniatianal Service Aceacies 

Interaatiooal Sode^ for TUnl Sector Reaeaicb 

The James Irvine Foinidatioo 

T»lg«in Founditinn 

lackaonviUe Community Foundatian 

ICC Amnriatino of North America 

Jerome Foundation 

The Jewett Fo un da tion 

JM Foundatian 

Johnaon & Johnion 

The Johnson Foundatian 

Walter S. Johnaon Fou nd at ion 

rhrittiim A. Johnaon Endeavor Foundatioa 

Robeit Wood Johnaon Foundatioa 

Joint Action in Community Service PACS) 

Joint fgugr for Political and Economic Suidiea 


Josephaon Tfwritnftg of Ethics 

The Joyce Foundmion 

JSJ Foundatiaa 

Alexander Julian Foundatioa 

Junior Adneveinent 

Henry J. Kaiaer Family Fcnmdation 

Kaman CtBporatinn 

Greater Kanawha Valley Foundatiaa 

Bwing Marion tr an f F i m n Foundatiaa 

WJL KeMogt Foundation 

James S. Kei^ier Foundatian 

ITgrrig fiH PI™ gp mp n w Fund 

Ketr Foundation 

ChaileaF. Ketterini Foundation 



843 


QdsVMiii|U5A 

Onl B. ft Floreooe E. Qoc Foundanao 

labn S. and Janei L. Fonnrtitiwi 

KoidiiidDO Foonditian 

•gPMG Bad Marwick Forniditinn 

Hie Knne Foundatkai 

Samnd & Kien Fomdatkai 

Albert Kuandter Fai^ FoundatiaD 

Land StewanUap Ficject- 

Land ‘Hust ABimoe 

Laabacb Litency Actiaa 

T iw rf P ntmAirinn 

Lawyen* Commiltee for Civil Piybta U nd e r Law 

XxBgiie of Wooiea Voters of tbe United Stales 

Sara Lee FonndatinB 

Lenkemia SodeQr of America 

T illy Endoarment 

Eli Lilly and Oonqany 

Lincoln Hleoe Center 

Literacy Vofamleeis of Amedca 

Local Inidalivei Stqipoit CapoeUton 

Geof g e t iir«€ Educational Foundation 

T iipi€ Foundation of Ainenca 

Lutheran Biothetbood Foundation 

John O. and rthmne T. MacAitfanr Foondatinn 

Mallinckiodt Gnxqi 

MANA, A National Latina Om nix ation 

Mandel Center for NoqtfDfo Qinnizations Case Western Beserve Univeraiqr 

Maidi for Life Bdnnitinn ftPefenseFund 

March of Dimes Birth Defects Foundation 

Marin Canmunity Foundation 

John and Idaty R. Maride Foondatinn 

Marth * MoT Minm CninpanMa 

Mar^and Aasocialinn of Nonprofit Organizalinns 

MATHCOUNTSAJSPE Education Foundatian 

Matsushita Electric Cotporatinn of America 

Mayo Ifoundation 

McConndtt Foundation 

BobenR. IdcOomnck Itibone Foundatiao 

MoQtegor Fund 

McKesson Foondatinn 


McKniffat Fotmdation 
The Madowa Fooialatian 
Medical Educatian for South Afiiean Blacks 
Richard aarfinw Foundatian 
Idemocial Shtan-Ketteriiif Cancer Center 
Pft mmi m ily Foundation of rt wa a l^^ aswnp h ia 

Tlw aSafifwiig^ P mitMtaAiM 

The John Merck Fund 
Mern Medical Aidifi 
MernTl Ljrnch ft Co. Foundation 


Mctn^Mnlitni Adndi ity FoaDdttkn 

Tiiiia FoBodition 
liletrapoKin Mnem of Aft 

ABOCricn Uti faM P - miH B A i M tiff ta l P i in H 
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Eugene ud Agnes £. Meyer Foundatioo 

l iSirhipm Nnnnmfit Fcmim 

Midwest Cater far Noqirofit Lesdoship L.P. Cnnlringh a ni Instmte 

Milwi Inc. Foundatiao 

j(An Miiinn Society far the Blind 

hfilwankee Founmnon 

Tti^ Pmimtatinn 

hfimiesoti Council of Nonprofits 

\Jtinn0!tn tm MUtUSl FOUndUttOU 

for Nonprofas 

Mobil Foundation 

MonsmtoFund 

Moore Fou n d ation 

Stewnt R. Mott Chaiiable Ttust 

Chades Stewart Mott Foundation 

Muscular Pystrophy Assodatinn 

Museum Trustee Association 

M ii.inywi Conan Community Foundatioo 

Mutnafof New York 

NAACP Legal Defease and Educational Fund 

Nadooal Academy of Public Admmiitzatian 

National Action Ownril far Minatities in Fnginming (NACMIQ 

National AIDS Fund 

National AlUanoe far Choioe in Giving 

National ABiance far die Mentally HI 

National ABianee of Breast Cancer OtganiTstions 

Ani«ti/-» trfShniii^w 

National Assembly of Local Aits Agencies 

Natitmal Aaamnbly of Natfanal Volmuaiy Health and Social Welfare Oiganiiatinnt 
Natiooal Assembly of Stale Arts Ageoctes (NASAA) 

National Assitianoe League 

Natioaal Assodstion far BOiogiiil BdncttioB 

Nttional AsiodBtion lor Comanii^ Leaderdt^ 

Natinnal Asaoriation far ^^suaBy Tfandinniped 
National Ass o oi a tinn of Commuiii tyvAction ^endes 
Natiaoal Association of Homes and Services far Onldica 
National Assodatinn oflndqiendent CoBeges and Dnivetsities 
National A s s o datinn of Ii n k j i e nd e n t Sdwols 
National Assodatinn of Schools of Alt and Design 
Nitionil A vociatioo cf of 

National Assodatinn of Schools of Music 

National Assodatinn of Scfaoob of Pidilic A&iis and Adiuiiiistialion 

National Assodatinn of Schools of Theatre 

Natiooal Assodatiao of Servioe fe Conservation Corps. 

National As s o d a tinn of St u d ent P erao nn e l Ad miniMii t w s 

National Aswriatinn of Dniled MiethndiB Foundations 

Natiooal Assodatinn on Drug Abuse Problems 

National Asiodatinni in CdorMo Springs 

National Audubon Society 

National Board far RrofeaBonal Teaching Standaids 

Watidiwl DCVdOpHienC 

SiStinMl fiKlirJir ttitncA—l A««nri«tinn 
NttkiOil iiiy T JMfiifiio T>i —t ii1it i y | 

National Center far NcaqBt£t Boards 
National Civic Ijeague 
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Nitiaail CoDese Acees Netwock 

rnmmim«» «hr Beymive Hiihimmiov 
NUianil Oonmanee to Prevent Cbild AboK 
IfUieoal Coammainr SeinveanieBt Coelitioo 
Mafinwi Piweflift of Anence 
Nitionil Codferenoe 

T jatinwi P i M ^ fi M€ for fWnmiinity Econonuc Dcvelopnient 

Nitianal Conannen Leegne 

Nitiaoel rvamrii for AdoptiOB 

Nuiaail Camdl te IntemUicael Viiitaa 

Nitunel for Bi ■ tin 1i m Women 

^~ttwn of 'BiiiK'jUnMi Qp pominily A n o di tin ni 
Natianil of La Baa 

Naional OaoKil of Nonpeofit Aaoeiaticos 
Natiaoal Comdl of PtivBle Aaeoaet fivlhe Blind 
Natkmal Ooandl of the Omrmea of Ouitt in the TISA 
National Coondl on Child Abate ft Family Viokaee 
National Cooajl on Bcxeinniic BdoeatioB 
Nitiooil Allinoc 

Natiool Down Syndronte Society 
Natiaoal Eafler Seal Sodeqr 
Nattonal Eaeo^ve Setvioe Caq» 

National FFA Foandatioo 

National Ponndatinn far Cancer Beteateh 

National Fund far Medical Edneation 

National Oeagaidtie Sodety Edocation Foondalian 

Wfariniifal TS dWWftovi 

National Healtii Oooncil 

Ufarifufl T jMdUx h ip 

HituMial Wiginie ScholtrAip Fimd 
Nidoiai Hdeoe libiiry FoiadttiaB 

Mfarifirtfal AIKmms^ 

National taatibne far DUpnle Beaolntiaa 

National Inatinne far the Conaervatfan of Caltmal Piaperqr 

National Inieifailh HoqpiiaBty Netwodm 

National Lendeial iip Oo a liti o n on AIDS 

Nituoil L^DldE Oentcf 

National Medical Fdlowtii^ 

National aClitaiy PamOy A a eo ciati cn 
National Mnbw Sdennit Sodely 

National N etw or k of Bnnaww and Yoofli Servicea 
rumni rwnwMK w wqbsb mDOi 


National Betirae Votanieer OnaHtion 

National Society far Ba prrimtia l Bd n r a tinn (N5EE) 
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Na^oiHd te BIsiaik I'xeiavuias 

Naliaa^ tlifaan FcOows 

NatbwatMMDtcacne 

li^RBal ^tiiB OcBter 

Naikaal Wildlife Mentim 

Mjrinnul Ymth KmiikiyineBt Cialitinii 

Native Amencn Su^ Food 

Na&ind SawBcet Defeaie CcudcQ 

Hie NUur Cooaxvaaejr 

I^ujdxviiood ReiiivtstiiieDt ConxinfeiK 

New Haam^inB ChariBfete Bo i i n <la i»ai 

T>. rmMmnnay R»iiidMii» far OitfeerTtew Haven 

Hie New Ycdc Botanical Oeideo 

Hie New Yodc Comnimin 'Fnut 

New Yodc life Inwnnce Conqwny 

1^ Yisk FnUfe Utaan 

New Yoric Kcfioiial Ah^^» of Gmtnaken 

New Yodc Hmes OHiianqr Foiimtatico 

NcfeENiris Ramdatkai 

NtM^BoftAcadeiiasQiitoCoHaca 

Noqeofit C uunlinnin t Cominittee of New Yod: 

Nomat^ Idanawment Aticieiatinn 

lLir.ii.p««i«wt T»myi«n. New SdiotJ far Sodal Bcwaidl 
NaqnoBt Keaoinoe Cemer 
Hie Ncnd Funify Foimdaiiao 

IgannitekMi 

Norfe Amencan Aasodatkm far Eovimiiinental Educatun 

Noife Carolina Cemer for Nrnqnafit Otgaoiiatiofis 

Nottliem Califaniia Orantinakers 

Noriiiwest Area Foondatiaa 

NOW Defense and Edncatkin Fund 

NYNEXFoundadcai 

O^tof Fonadatfen 

OIC^ of AnioicB 

Older Women's League (OWL) 

OPERA America 
Operatiott Smile Inteznatiiaial 
Outward Bound USA 

Pn wnrftttiftn 

David t Padcard Foundation 
Paga Foundation 

Community Foundatian far Palffl Beadi tc. Mmtia Comities 

Park Ridge Center far die Study of Btaalfa, Faifli and Efeia 

Partners of die Americas 

Bn World Service 

Peninsula Community Foundation 

William Penn Fotmfarian 

LC. Penney Conqiany 

tJniveEdty of Pennawmiia njaiw fagr Qnmnini^ Pattnetdite 
FeoFle-fa-Peapie BeaUh Foundatian 
Few Cbatitable Trusts 
Hie Pfaeer Foundadon 


Ptulm Idmxis Cmtmen^ 
TtePitnn Founfamn 
Tbe Kttdmr^ Foundation 
Hie BaneSary Society 
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FonUf of t^FomiditMB 
Populnion Council 
PifobiiiB IteKmoe Ceaier 
Fieote tatatnil RmdtfoB 


Pin byaiiin HnMi F on mlmn a 
PiesbylBfxiii Women 


Fmoe C3aait^ Itafls 
PxBiceiaB Pn^cct SS 

FtivUB A(enM OdUNoting T<«elfaer (PACT) 

Mvme Sector Iiitiettyet RNodition 

Pio Cb^ Beeamce Coner 

Procter ft Gea Me Fund 

Prq^SEED 

Pnidentiil Foondtfian 

PiftficAffinn Council 

Pd^ Ageada FounMott 


PuUiB ADiei 

PsdUie Bteeiticn Fund Metumk 

Piddic Lendeid# Educate Nenak 

Public Badio Tniwnaiinnal 

Pueno Rkan Defimm and Educate Fund 

Quett lnt e m i te il . . 

Badio and TdewtioBNeiwD ii B cloB PB undatiflB 

Bainbow Beteareh 

Biydieai CKpoate 

S^rtiiBaD O ' WHp^y 

Bender’s Itett Foundate 

pfagtmg 11 Finidmcanl 

Beeonbnii; figr die Bltad 

Bdqte m ^<"*" ca n life 

Bewarcbl America 

B e to ui ce fi il Women 

g j t lM i i ii wiI Brmrmrr * PranKtovnl 

Omiles R. Benon Foundmian 


Bhone-Ponlenc 

Sid W. Bidaidian Fonadadon 
Fannie E. B^ipel Foondmioa 
B o die it Hr AieaFei in d ate 
JtodEB&dOhsr fico^bss Fusdi 
SocjosfiifiBr 

RocfaBilfflBf Rnwiciri Scrwoei 
Kocteftiilcr PwmditioB 
Sohsi Bod Goo^pHEvy 




Tbe ten Pad Oampmte 
SdaPmdFmuidminB 

*ni ft TfM fkiitlb fty l^aldyfRil 

SahnttkMi Ani^ 

Sid -AsIoiiid Am FooDCfartioB 
Sid if^DIBdCDKO ]p0QBdltM3D 
^TiBWCid^y ftf S^D Sot 1 

Ssw Ibe adldm MeoliaB 
X9f. SkAcB PdondiiioB 
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School Food Saviee Fonnd«tinn 
The School for Fidd Studies „ 

Kmm 'Bntttnrtr and Segt/AUswtr/HonaTt 
FomidltkMi 
Second Bwest 
Sfacpbcnl's Choten of Amfrics 
Sbetwin-WiUiaini Caaqany 
SteomCliib 

Sienm Hedth Fonndttioa. ' 


.— -—rFuod 
Hie SkiDbuildett Fund 
.eifilliMn F fimlstio n 
Alfred P. Sfou Rxmddtoa 
SmidUOoilD Tfi«>ihftinn 
John Ben Snow Fonnddian 
Sodil WeUne Sentdi Inititiite Boaoo CoHv 
Socie^ for Values in Widiw Eshtcatinn 
ranneil nfltonndatinni 

r/winmmity Pamutslian far Son thfaiUgn Mie hi ia n 

gmrttmrn r^tifnraM A««nciti(»> «inr Wlilmllimpv 

Southern Education FounddicB 
The Spencer Foundatian 
Spunk Fund 

W. aemeat&leaaieV. Stone Foondatioa 

Levi Stianas & Conqinny 

Studait Conaervatiaa Aaaociatian 

Student Pugwash USA 

The Studio Museum in Harlem 

Subaru of Ametica Foundation 

Support Cenlen of America 

Synetaos Institute 

Taeonic Fo und a t io n 


Taft Institute 
Tandy Onpotatioa 

Conmmnity Foundatian of Metropolitan Ihnant County 
TechnoServe 


Tetmeco 

Tcsuco Foimdition 



Time Warner 

Tcavders Aid Intematiaoal 
The CommisBaa 

The Faridi of Trinity Chnrdi in the of New Yodt 

Trust for Public Land 

U.S. Trust Ooiqmny Foondatinn 

XJnioO fgg P nhKr Policy 

United Cerebtal Pdsy Anodatiatu 

United Leokodymropay Foundatian 
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Kathy Jaboivr, CFP 

Certified Financial Planner 


June 16, 1995 

Mr. Phillip Mosley, Chief of Staff 
Committee on Ways & Means 
US House of Representatives 
1102 Longworth 
Washington DC 20515 

Dear Mr. Mosley, 

I am in complete support with eradicating our current tax system 
which as you know penalizes the productive people of this country. 

I think the National Sales Tax would be the best system to replace 
our current system for these reasons: 

1. It is the form of taxation our Constitution allows. 

2. It would require everyone to pay. Drug dealers, 
prostitutes, and other illegal money makers would 
finally contribute to our system. 

3. It would not allow the Congress to eliminate the 
deductions and then raise the tax, like they could if 
we had a flat tax. 


A flat tax would still allow for cheating and wasted time preparing 
forms for the IRS. We must eliminate the IRS and all the wasteful 
acts associated with preparing our tax returns. 

1 personally spend too much time with accounting for my business, 
my husband's business, our joint business and our rental 
properties. I'm sick and tired of it alll 


Lastly, I'm sick of my husband and I paying 15.3% of our income in 
Social Security taxes in addition to income taxes because we 
self employed. I know without a doubt, that I can prepare for 
retirement much better than the government, since advising peo 
on this issue is what I do for a living. 


If the employees of this country had to come out of their savi 
like we do, this debate would have taken place many years ago. 

Please push towards the National Sales Tax. 


Thanl^ You, 

Kathy jabbiir, CFP 


P.O. Box 5561 • Vacaville. CA 95696 

707-447-5657 • *00-441-5657 • 707-446-S525 Fax 

SecurtOct ofiercd throng Ftnaodal West Group. Member NASD t SIPC 


FINANClAl!*- 

PLANNING 
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SCONOHIC STABILIZATION PROGRAM P.O. Box 19i« Wxlanao, HI 96792 

.lune 7 1995 

Mr Bill Arch«r 
Coamittee on Ways and Moans 
Lonjworth House Office Building 
Washington, D.C. 20515-634B 


Dear Mr, Archer; 


It is most difficult to change antiquated methods • That haTs been used more 
than two thousand years. Many American citizens demand that corrective 
action must be taken. The method of correcting the present tax situation 
must be properly accomplished* Since America and many other nations are 
dependent upon world economic stability# 

An appropreate award is requested* Due to the magnitude of the situation* 


Adoption of the KCOWlMIC STABILIZATION PROGRAM By the President and Congress 
in session* With members of the suprMiie court and national media in attendence 
Will result in the following; 

No reduction in any State or federal agencies activities, nor reduction 
in any military branch will be required* All will recelte full funding* 

A period of time of two to three hours will be required to present the 
program to the nation. 

Negotiations are invited at the earlyest* 

Respectfully, - A h 


H. Johnson 

Fh. (808) 696 2115 


(/ 
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Roger L. Johnson 
575 Wisteria Street 
Chula Vista, CA 91911 

6 June 1995 


Honorable Phillip D. Moseley 
U. S. House of Representatives 
Ways and Means Committee 
1 102 Longworth Office Building 
Washington, D.C. 20515 

Re; Elimination of the Internal Revenue Service 

Dear Representative Moseley: 

As I understand it, the two directions we are headed are a FLAT TAX OF 17% or a 
NATIONAL SALES TAX. As you deliberate, look at these two options from the 
viewpoints of taxpayers at the bottom, middle and upper end of the income 
spectrum. I make roughly $50,000 per year and pay about 14% in federal taxes. I 
would be hurt by a 1 7% flat tax. Since our last child gets married this weekend, 
my wife and I can could drastically reduce our monthly purchases, thereby making 
the sales tax look good. But... 

With a national sales tax, the poor person (who spends every dollar every month 
just to survive) will be impacted much more than the rich person (who only spends 
a small part of his income each month to achieve that same goal). With a flat tax, 
the poor person will likewise be impacted more than the rich person because the 
poor are paying a much smaller percentage of their income (in the present tax 
system) than the rich. WITHOUT SOME ADJUSTMENT, THE POOR WILL BE HURT 
BY EITHER SYSTEM, WHEREAS THE RICH WILL BE HELPED. 

I give my vote for the national sales tax, but only if the necessities of life upon 
which the poor spend nearly all their income (food, clothes, shelter, medical, 
utilities, etc) are exempt from the tax. 

Whatever you do, you must get rid of the IRS! May God help you in your 
deliberations. 


Very respectfijMy. 


RogeiUl. Johnson 



853 


///V^ ■2.‘>7T7 
3ar- 2-77 - 2-Z */2_ 


ZC' 




^p-n^7Ze^n*t^^ ^iCtLeyC.t.,4^ ^ 

c:^>UU7>^£-^ A. <^rz5C-<5^^<7 

. t^A^-ijL A^L7 7/C*X4rtt/f> 

cv:r>t.sj^^^z^ .^§Z<L 

1 1 e^^t/ J/i- .A'AJU^ ^ C.^T-\jidid uTtM^ /^t-C, 

^yit A4JAt^ /!<_ 

£4.^.de4.>lMUytJi^ AK>»< yiXut- 2^^ /?l<iL^ , 

X< XG^<XZ(. Ay<ly A. 

z . -Y'Z/TutXi^j Z^ztX<^ 

Cy^*^^z/Xz^XZ^Z^a.za.r urtX^ 't*i<-: -/eTt^C^i^ A^zi^izc 

ptU^tXl^ yi-yyUlidCpptylA/ A^yyy^ ^t^-tppuyt. yXitU^ yyfZ^A^^ . 

AyrncX^ ^ -y^XJUt^ yOZ^Zty 

'2^iXyy^ylUA/^xMjAytJy>yXcl*iJ^^ :Z4?K unncl^^ X(yli*.yvyc^ 

^^K/ryxi-aX C^UCAlyX^^^yZtA-dyC-y X^CcyOyayZCy Xti^y ,X-UAZ*l^ey,xyl^ 
y1t.vtfi-^<yi-cZif^ ^ 'Zy(,^:y^-i/l^_4__itA/uX ZA^Cyly X^iX:£A.yVffi^f,(jlr(y't4t^l\ffv^ 
>3. i^yl-^.^rXJUi^'ZdTC eyC^UyXzuiUzl'y^'^'^zz^y^^^ 

u>\/z /lt,^yyy(_ y/u^ zX^yXiyyZAilC (^U.^UiyW^L£c. Ay (ul*y Iv^ t^/ltlx, 

*y*\. ^4UJy~y\ 

2lr-^ 

^J^yxtyf-UyyTY^y^VyA/ if 'tyriffxy.x. yff^ .^Ca,4y'£Zfn4>p*U^‘i*^ 

Uiyi^x^ /^t*- . 4p2fc<^Cj_ trUyfZ X ^■-nTt yCyi-t^ 

JtyC^~>*^pxyX.iC.- yf^UA^ J~ ^Tyt-xty-iceyt^AXilt^ 

,^C y*y*yLZfUyy*t^LZuy*\ AJlj S* ^ CT^^typ^XyCifZi^y-C. , 

‘i- (^Mx. -U- U.t£^ i 



y^f*^yCy<^ ttix,./^A.,. 
yUL tL*.yZ£f}fZ2i^^ ,^a/C Xt,^ 

yVX -iyciZi^^^i . tf XfyZJyX- ;<fCi»Cc. ix/xZ< yC^ '>" y ^ 



854 


6791 Jasper PUceS.E. 
Port Orchard, WA 9*366 


Representative Phillip Moseley 

Chief of Staff, House Ways & Means Committee 

U.S. House of Representatives 

Washington, D C. 20510 May 27, 1995 

Re: Tax Reform 

Dear Representative Moseley: 

Please allow me to submit the following input in six copies for consideration and entry into the 
Congressional record: 

1 would like to voice my strong support for the Armey flat tax. Every year Americans are tasked 
with die burdensome duty of filing their income tax. W^th the large number of tax forms, 
schedules, and tax laws that ate always changing, even the most educated individua] finds this 
chore extremely difficult. I fail to see why a duty of all Americans has to be so diffi cult that 
professional assistance is often required and the best results are not guaranteed. 

The appeal of the Armey flat tax is that it is fair and equitable to all Americans. Under this plan 
people would have less of a tax burden and there would still be plenty of 
revenue generated. Another appealing aspect is the form for filing your taxes would be about the 
size of a postcard. Truly, the Armey flat tax is a brilliant idea whose time has come. 

If I could incorporate any changes into the Armey flat tax, I would allow deductions for charitable 
contributions to encourage people to continue giving to their favorite charities, and deductions for 
home mortgages. Many people purchase homes because of the tax advantage and home sales 
only serve to better the economy. 

Thank you for allowing me this opportunity. 

Sincerely, 


Craig R. 

Port Orchard, WA 
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SAUSAIJTOOFnrF; 
3020 Bridleway 
Suite 107 

SauuliloCA949«3 


June 7, 1995 

P.D. MOSELEY 
Hays and Means Comnlttee 
U.S. House of Representatives 
Longworth Building 
Washington D.C. 20515 

RE: Review of U.S. Tax Policies 

Dear Sir or Madam: 

It is my understanding that your Committee is planning on 
studying the revision of our tax policy with a possibility 
that a "flat tax" or national sales tax (or other 
alternative) may replace the travesty that we now have 
under the current Internal Revenue Code. I have recently 
read Adams book "For Good and Evil, etc." which I heartily 
recommend if you have not read it. His treatise on the 
history of taxation in the world is something everyone 
should read. 


Law Officet of 
RONALD ALAN KUNS 


MAH JVC AnnBg«. 

P.O.B<n7SIOU 
Pettluiiu CA 9497S-tO«8 
TeL (707)765-4890 
FAX* (415) 331-2223 


SANTA ROSA OFFICK: 
24S3 Bamea Valley Rd. 
Suite 218t; 
SaiuR<icaCA9S404 


Please count my vote for a complete revision of the insanity 
we now have. I dream of the day when a tax return is a post 
card, we no longer have to fear the IRS because it has been 
disbanded, the billions that are spent on tax preparation 
can be more effectively used in our economy than subsidizing 
government bureaucreats , accountants and tax attorneys, and, 
most importantly, more total revenue is raised from the 
contributions of all taxpayers to meet the obligations of 
government (which I trust will be declining under the 
political regimes to follow this current joke in 
Washington. ) 

He will be watching closely to see what is done. 



RAK/sd 
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^aet^utfiju ^aiiA 
/ 6023 ISuitE <^A/[ountain £^oaJ 

^ac^^on, ^t^L^ovtui ^^6/^2 


June 10, 1995 


Dear Mr. Mosley, 

Concerning your debate in the House on June 22 , please consider 
the following suggestions on tax reform: 

1 . Strongly suggest that you get rid of the entire current 
system. Replacing it with either a flat tax or a con- 
sumption tax is equally acceptable to me. 

2. I suggest that you either eliminate or drastically lower 
both capital gains tax and estate taxes. 

3. I believe that you should eliminate the restrictions on 
IRA's when we also have a company pension that were set 
up in the 1986 tax revision act. 

4. To encourage savings, the annual amount of monies we can 
put in IRA's, 401 (k; 'a, etc. should be increased since 

company pensions and social secnrity are being reduced. 


Thank you for your time. 
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Tn order ^ Crauce 'Tcxy.eSi Hmtr'icot musT recJuce. 
taX avenutSt 4)e mix^T G/lm/naTc. T^e /number dr 
fimenoxns art Taxeo To increase Zay ns venae and Zl 
5r//nyijTe Z7e ecooom^, here's my pnapcxSa), 

l) Cap] Zal- ^ In f i 

» r» » . ^ 


2 ) 


The Business Tax Pe/lef fh^ram uiD give all 
ftxrTk-'ipaTir^ Corr^nks ck £jaC Crp'IZal-gain s 'Tax cJr 
3C>%.7bb mill 3ive companks ck op^aCer 'mcenCive Vo 
iffvesV and hire more. peopJe., 

JrJ'ivir/ua) 'Income «, 




Eed> 


The Bui sine^^ /ax ram u)ill immed/aTk/y 

ell/v/ndZe all indiVidcia/ inconoe Taxes, This coil) help 

fdVnon'iZe many dlher business^ help Them redixce. 
MeV inLeresZ rtjZk'^/ ,save (or reVireme/jTjand help 
Them independence from gciernmenZ scihsldjes, 

SCaTe .Si/p.s ITxiie.d, 


3TaVe Sales Taxes (dr all 3o SCaVes and The. 
DisTricC oF Cclamhla Lo)ll be jmmed/aTje/y elirdnaCed, 
IZ's had Cnou^K peopk are Taxed Zhrociqh ^ Their 
iCbo^nlts (pr earning money i \dhy sbocda gpvern- 
menV , xixilize people Gr Ixiyif^ scxr)eVhl/g\ FrddkdC//g 
the sales Vox ojill STirrmlaVe the economy hy encotxr- 
agi'rg people Vo buy ThhgS, 

‘^) [ Luxury Taxes! 

Xmpos^ /uxiiry laxes only coe^lkns Zht economy 
and hara^U'crK/rg fiddle- chss fimericans Zh 

be qntm^yed, dll kxary Taxes sLJd be unmeoidCeJy 
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d'lmlndlkc/, 


rrA /niyl lAxe.^', 

ntOvn)^ all Averjcaof j/ou/a ayo/J Tchacco ana 
aicoha) frodiicCs oF a/) Kindj^ The ^o^/^rnmenT ^houla 
/)eYer impale Tones Th dis caarc^e 4efK coosarn^Jcn , 
IjnsTtad, /tT <a ^roSS-rcxiCs mo^/eroejiT cmrb Tbhqcco 
Qnd Qicohol use. The govermnenT eJ/mindTe, 

111 Tohaccts and alcohaj ZaXe-S, 




/?// GTher- Tones'' 


Don'T even Th 'irjT ahouiC 


'>Z, 



1 ) 


iProperTy '?Qxe5! 

ETimlnaXe properly ~Ccxi €5 
publ)<i sc-haolsj leVs nnaKe all 
'Co en lkinc€ compeTTilT Ion I n 


Chat ou'iH goTTo 
SchooJj priVaVe 
^ucaClcn. 




L€C->-^'^e 'This Tan The hsoUyrHdpThc^o/oer' 
^enercTtions ^Ive someThln^ Lo c^€raV/cn y 
Jo Th^yoon^ pe,ofpk Qan /'K€ The ^/>yer'Tcar) 
QreoAii 



867 


-"j pKX ^Zhukxys! 

fi pdOvxxxy 13 a nsuTe cdhere. T(X)( dollars 

QC& dbTrituITeci, /i^Xcr ~Cht. CcipliCal-^q'inj 'TaY. Zi^Ke-J 

(iF revaxiej /naJe }>y a conopany) Thest Zox 
do/jar-J Mil) be disTrihaTeJ Thncii^houT 7h^ varioas 
/tveb oF ^vernmenZT 


Ccmpc 

1 

any 7axe5 (C<i»T =30^ j 
I 73o< 

1 

1 /Avenue 

Govec 

P 

'jifnenT 


Federal 

(ohsfuMCb o) 



3Ta:e 

C^oasi/lg) 


2 f^ Pr'irrviry Tax 

^ Pathokvy^ 

(OeTrei^^^SiSiily Tnoy^ 
/*1C. (ochesTtr) 

SaconcLry 
fikC>>ujay 5 


-^.iciil icJcurlTTy I /^c<jiGare|T)Uft Cc>r^ress 


E^ducaT /on 
ftxsT OfPice 


IRS 


FDft 


~Ihe 3bo(.i id be diSTribUUed Qmon^ Fhe 

Federa/, 5jdCe^ and local ^o^rmCnTs LX5]n^ a raZVc 
oF 2O!0.‘2 ^ re^/J’ecT/Ve/y, leT TAe^e ptrcenTo^es he 
iron-ciad To l^ep "Oie tuAo/e jimple, 
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•arid LChaZ Tl 



mk! 


TK\.t> cy-nph (V.fre.senZ^ LohcZ iocu.\ld hctfp£r\ tohen 
a . t:rr<.ii'n (\rcv.t\Ca^. oF re^eoue goes Tc Taxes, 

i nc rr^oet'^ <.yrfri /oZct The <)c>'^mmer)T, IX)^.- jxvvt an- 

arcJ}^, Ue }v\ve no g-vtrwrjZ’^/Of (Vt-f^n-je , rv;> Lao ixncl 
cDPcIer, 

i idiTh a nr;c-rkrnZe air^>u\~)T C )7 reveoae-f 90/)^ Zb 
The. ‘-jr-Xtr/tmenT/iC uj' scro.ciTy ooc) nicmllTy 

■ i\i<Tu.\i iKnt,iye cc-rJnJx Tn m )!((■' ■Sc<.itTy ujc^rT, f\ca:>rdinc^ 
'Tc The chon'T ahrxe , a Tc.% T\xiV\'Grn The atpiTT-J-^i'nys 
iTir\x}givf;3 a cyf-'d lei/rux:^. heTlje^n enTreyre.neorkif 
<r,n^j e-)crnl igc- /ern/W/)C ^/J ii 'Vue/) bcTTer 
l\,n /J'ly/A'j yO-iZ^& in TcxXt'S a^cr^ll )‘i/ncl> TocJny, 
Gcincj Tcycj-icl 77v,'; fioinTj bc^over, can Arid Tc- ecax^yyic 
c rcr The .Ccrrtpnnie s oxrn'T hne 

oJcrKti-.i i-Oi// ixT SnxfL fir <neTii'e,'ye/T7~J inTe-xTT 

r-Ti-S c-n^. Zit/ be h^erj f^-cf/e coc/.ihJ be- prexsureJ To 
/'v'/iey //iTI- Tx-erx-e Ttry’ie/iji /oj/rt.-.o) Of- iO'<^Tr^ 

ir^ 7?;eir hainesse’^'f Oxe ecrr^cay xijl u.e.'il(en)lc^x revenues 
Lo'ill ctcTcrjIy df,; vsi se, 

rn.xts 'nccoriJirvi IT' Che. Bu5/ne.xr A\^ 

(yeliSr \Tocyr^|y^~ L'^iH Ixely yrepk -i'lV'f mcney Sc-. They co,n 
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zoas! 

be ki^ cJeifrnckiiT c,iy ‘-‘.f T^r re.TiremenT- 

\lhi'l'jl Aj iz/Of ^r. 7h*?-y Can 5Tiy iD Tbt. 

j hUcK. %t^'ll pf,y for 7?<e,ir chil'-l,-vni cJuco.r/co ujiTh cash 
i^ind cv/nccT cJ/ni/n^iTc. 7?ie,r inJeresT fkiyn')cnT> c.o Jc^ns 
joncl cracliT Card fcynjenTs, Xi'yT&\a ck C\-ec\Cincj em a, 
cfej^n'Jent-y c^^ /l/y'erXo, i^.;ll /vive an inclc pendency 
A'l^^SS. Unemp/oymt/kf inCkT/rn^ -i/)J ii'Te,v.cT ui t’C.s ok!/' 

1 ^. 

ikopile l\ rdkDsiely lor'H' 17\n u.>kiT /C is 
Tcky ! ii't Ceil) sp .C7^:i’K,7~ic<,l/y _ /T Ha c-C'/i, Ihs. 

II he cJij /nhuTcJ ii\7ht k’llccJiic) ujayc/’ Fk-krali Z<ykcPj 

L<^al,i^‘/Tci'-i 77n year TJie h\iin<^S:>' 7^^X 
ftiiir I'l'ccyiii'n tccciysci JciLOiCcj)c.y\-ss should i/^p/ei'^e>i7~a 
/C- y(ur pkiO T7c I'ecluCc The CcpiCiil' 6:Kiins from 
To 2C % , To ure hcie. 7hi5 K'-yepr plcm breriKj decon, 
pjsoi SC iC'S ThS- cJy,rH c.n 7^c rcd/otctn<j pacjc., 
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r- 

CdTcK 'll! 

Frli'i ^1 

STZJe 

Lcca 1 

me- 

m% 

CC.CC'/c 

Z'.OC}% 

z. 00 % 

mi 

ir/c 

mhz% 

1,13^ 

135% 

im 


I8.bc% 

iM 

I3c% 

im 

iii 

nic% 

12 


cDCP 

zbi 

nzdTc 

IM 

130% 

PCC] 

Z^/c 

imM 


i.m 

^er^ 

ZT% 

jZ>.?cf/c 


1.10% 


zii 

Ib.izi 

U% 

1.1,5% 

cTTCT 

ZZ/c 


b.CP% 

1.1,0% 

iccm 

Zl% 

O.lct 

.5.. 75^ 

155% 

ZPZlc 

zziZ 



150% 


Hav/d* c\ coc'iZl-J-'^ci/nj Tc!.^ i’0% }>y The ye^^r 

26^4 wi/r -57//>7c/c;Ze The Ccrnory ^t'^cxVly, A)y eccnc/yi/c 
arcl /ryiprcVifr^eyhTs h-r./v-i The ■r/CirT' 

, i-f These 7?>^ /<ei-xs co)ll hec.-z^e c-yeo hi^e.r o^en 

i jcXXej 

■ ^CT% c^y/Z^Z-^ms IT^x u:\ll h-Jp iy)illicr)j cf 

ipTC’ipi’r A;rc) a,' ye Thei'^ zk,nee To ’icePCe I'^oeey Tt- Thcje 

ju^K^ neec/ fC. 

Mfico fee '3 -Sc^<i ibtO The 3i.\iine55 IckA j^eJ'ieF 
'Pccxji-om u)Ul help /jmeciutns) xxiVe money one/ ^re 
Thtrry cT neej/eso btireziuCihC yi 
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/ At / I'tu L tOi) 


T^t }3uS/r)e TZix f^eJitT frx^nj/n oj 'ill Trtinsfer 

cxcoxinTcinl-i i-\ic,rl(ir^ £r Zht TK'S an<J cCher ^cwcr/?- 
menCiJ c^ent^iG^ To TJit pnvoTTt. 5Ct3brj Zhiyl/ be 
ixorKn^ fc<r compDO/do uncLu^ The pro^rom. These. 
QCCoonJcioJs LOill /70u} hcincJ/- olJ XRT> ppercx/Qcl^ 

Q>r Zht ccrnpin'ies . I hey uSill TxiIxaIoUl qII revenue 
^ojf^ /o7c< Thtir CjCimpdO/es Or>cl T<-hCe. T)C)A^ cxTT 
for IcxX&S. 

Jhe co'inpinles loiH TTe Tht cXhe.r ~R>% aoc/ 
nive it Co ZTjtir Ljc: rAt‘r.> o/)cl buy /7eu> eouipmtnT, 

, I i . I, ( py e f i / 


M tmpLyee:> -cinci emyJcyeo- Ui'lll nc i fnaiv 'fj^} 

cZher ^///ds' cf' 


income. C\Ke:s They toill icibs oc- o< 

"QiX^S-^iks A\Xy hixi-,ry TipeCc. 

On Cop ch ThtOy peop/e coiU be .^porsJ needless 
fhferiOorK and Acireciucn-K/i EKunpks cf This 'include' 
i)N. r^Lir'iny <r.uT incciM 'C<-\At'S o/uni^ ^recioaS 
Loee Kt'nd^’ 

^blo hiring cxccceinTcM'iLs Co help pciple. Tic^nre oaT 

I 77?eir Tc\iee5j 

,j)bluch less phi''- i'locs'K ol j/ici To Che JK5. 

i , \ . I , . i— ' ■' -O / , ^ ; 

/j L-^on I se e /on^ 

CJfc p.TCj cffic e on fifri! 


N) 1^0 rbK cf preo'uy/ /nat/o 


lints Or cors 


hndi 


i/^ Cc- 


\CTh Il'Stp.m. So 


Id % drcp c-'ff Their 

Tax fc'cms on Tlme.)^ 

fee Cl)t Cnd cf The year, each iJc\rTiCfeiU//iC) 
pimffs cempnny uj/// rect iVt lo\X hron JoTOC-Tht. 
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conrp^^ny 0 (cciiaT(I//7(s)uj'iII ColkcT c>fl oF 
77)€ Cc%iry->c//iy‘-5 (jJ-Z F^rnis i\Z inallj iFr each monTh) 

and ciaifr, ;Zr On Tax /nr/n Ja^OC, V'>t c^cca^wlanT 
Jtncljj ~!c\x Tzjrm /C)TO(- Tjo Ox-: o^hikM 3t:ndj 

The campciny a rtce.ipL Q;nF/r/>9y/^ oil the rtyenu(f5 
Tht <u-</'opc:,i\y o/o/cneJ - pL\:i all ITie 'Ta^es 7r\)('en oaTt 

Jh<e. ^ ac^’L^BoFiaA F/)c_ loJ^^venCLCi 

-L Oi'in^cp,xe.riy’)dnZ pejiex£J> C.crrj^£/^^Fy /J 
CK cF (>i.r/jr*-5 [k-fJ enough 

T) ^ tls:3 hc\<, Tc /viociA? CKpIn Domtncil QaanTlTy 
dr fhjXrieorK^ k)hy Can'T D)l lf\5 OUXx J i JetViL 
LoX cdkoTL/nc^ inCo o,5ifyjle lax c^venue T 

livi 5qr€ 1-^5 eirfkyccs are sTrtX>Sc.J oi-\T~ 
fd m Z]]t LK):\pc.rujorl( c\j I'XAc/) CKs pt'ode 
Cor^inks are.-Tr <r\ Ccv>yyiny £!c\rv\^^ICi^CC'D,COb it) 
a ye4\r^ evt cyii-Wy- 1 7i>//> CCC da.!/! To /t’s 
lou)ejT £oipi:>^ee.s~coi)TiilxtTccl 'To Dk. cmpXi/'iyh 
6C[CCi'SS. Xf Che petepk m 77?e ic^nfe\ny Ux.i'f:. dill'ir^ 
To ouc,rK OLt i) as aCeom, Z)x cjc ^^KcnnicnZ s/^outd 

Z^X the p^c'jp/c 10 D)i C'cojJnny 'x'kjy c\5 a Ceam, 

U) f)'p can'C The. TK 3 jvA-H ic. 30% oT com- 

p^ov'J ci\t'/i/i^ o/zye/ jcaVi I'c sC cJcocT Uhy 

Cc'in C 0')e (yiXeri)iMoT i\ly eoluxly 6n lhc\C 

\Cc\x osttoaCL ancl D)to chCTrikirc 7T)t. ma)ey amon^ 
|a)l The C\<pnc ms c n ZTie rokicj ^ sTiCy locn /U/ 
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C.\~t.<.\L ii'Hj if nicii^y j(//)c)s cr Doiy c^dcisS ~Cc 

Iht biirtiiLicraiiy n/ic) rtj ^ Ho ■Sotles 

jC'^'esQr boy/n^ 0\r5 cr m/yj/’C-ire. or dlaf^rsi. 

more Lxury V-C |- jXay^-' Ixyy'/nyj {jC>~^ociI 

yc\chTj' or ZV' jo\yclry. Ho mc-re. /ixJiviJoal 
income T^cyXG 'j I Tr^^^inr: TKxl! 

. or coarie^ all ZT/ locyhchr,^ Very. ryempT/ary Toy 

jcJecjucCioni^mwJ itTi-\r/)i o/iaijcl (Oilsto he oI/'nhocZ^oH . 

^// pcipL-rujorIh inyols/inc) Thtrio Vr..,nio^ JV/cinS aro. extV 
I iT/p^ytr txp^nsOiejoyuoy, A)C^ w/x e Vie p<^opk op 
Jhis oz-unTry trilj be- UoxeeJ 5c, nxic/) Jiss )n Zho 
'jTir^t plxe.^ Zhip loco'T /hi55 Vx-se 'brnerH-s' cZ all 

Ba.^ine '■-'S'iS'/^oeC /tiiiiT claim exeryZhinc^. FaiLre To (^o 

hc> c)\ll mec,n (^cCr'imenVa) p'/ic/C/e.s Vor 77>t ^aiUy 
\cop'>pcuues. .io,re all Campmy CEChivoo la never 

Ilirir , . I I __ I 

piL ODi ^ Y i n y or mi /Vor t op/cyecS m kid O/and- 
u.'iZh^.ll\S. ( ilnle^yi They cLn'T mine) The CisF oF 
htsym^ Dkir COc' rfrT5 Ipief) /ht/>).)l?emcmhcry Ol) 
eiviy/c-ye:c' ) a»- VI Tsy cvnl,ny^ compon'iC-s coil) be 

pyyhiecl aia /.en/n. Lcxcyrm^ Ce\Ve d and Ir.rcift^ c\)) 
Co- c/oum t.yery Th'myj coill .SinmiTanejoajly 
ttf.sT Z)x t'c'c/Xvi)/ .ina mcrea Se Zckx rt vc/oue-i', 
Lcl acsT cy vern/ritnZ^^ wnpIkTCy be iV 
:cF Honor/ 
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i) 


5peciul IvloTTej; rc-r ■ 

Spence. nmf R?pi.t b/ lCi:<n Sc-llci72:>l /Aichl^on) ' 


Con^rt^S on itin^ a /-K.-.uj/y-e/t?c.Iecj 3c.naThr frc>rn 

The. ^reaU ot^/^l/<i/i^fAn)^ 0 (L>o) /lcA^ uj'/Th 

«iveryI7)ino- Vr}^U<^ y^oVe beto elec~Cec) inTirnt 
;Dx;. /j^rkon FevoLV/ao - ( ^ <^^*11 ZO ThZT heG::tnsG.j 
juiT Afe The. i.^Re'yoluCic.nj A^'itrlccxns fvave ^poKen 
o^iosTT econorOic ond ^-jV^^rn/venCaj npprv.ss^nJ^ 
Would Al>e C;.r)qres3 77:- cntciZa a New Crime 

bill. In C\cX ! I'd raChec Uill C a PL\nis/)menT’ B//1 
UVs repex.\l The pi'esrnT ^uo ttin^ nnd include 
QdfePa) 1^013 Z7)«T Cj! enforce nxp.'Ca) panisA/menV on 
n)urde.ce.r5 cind Our^iCal CaSTi'aTicn cn rapists ! In 
tht (r)ec:inCirr)ejar^e CittL (Iciinney Zo run ^ fCr 
^The L\,5i Sc-incfte c^<runst Cxrl Levm in /99^>, X ZhinF 
l ywi toco (.o<:x.ilcJ uorU one II tc<pl}it r, OeCt corirry 
abeoX Ted lienntcly-lhs Leans trirt /:)u/nbei'^d! 

z) 5enot-,r f^ b D-Je (f^'- Kun sco'J /TiJc t TCy Ten.der) '_I KnctO 
you are h'uoTrcireci 'rcr not te-inj elected ffesitnC’ 
,1 ZhinF the notion a'tvikiVe U-en in ejeod hands 
tth ycx.\ in The cval oftke., HoLce.ver , yccte been a 
jgrecAC no Cor, bit X osK a speciol Cx'^ or from 

you tht inoment The FepublfonS TKe over The. 
U)hite hcwse , Plccsss nialC )(<*« SLiCi^ ^!ou lxc>sT 
Z2&. de.fer\se budge. T , Tr’^ ds^^-Kstln^ Ik.ic The. 
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CllnCoo /UmiDiitraZion Die c)eftA5f- 

buc^T <rincljrr.rttisecl Die bucj^cX cf Ho /veiny /)eej^ss 

pct^rams, -Lf cinyttjcJy Con Cxinv/'nce. o f^epubliCon 
ejJm/nbTrnZ'/bn Co bcc>sX Tht c/c rtose bucIgeT. /Cis you , 
1, ^rveci in Viocl^ \Jac IT, %{. I Lucre ioonnaed, ^ 

I boLc tee 11 Die. ooLinDy uicirl^s Lohen JePans e h 

JCroe^yOnd yon A/»u.' Dt c/yxicynences The coonCry 
<-Li/)en clev^nse i5 cotci 1^- >5ocJ nnliKe Pres iJenT 
jC/iorofi^ yciu .dii G.e/ De ptih ttur veDrtins Poce. 

'5;// ChnTcn IS as c\n~ ^fvtriccin as any Pre^/WeaZ” m 
Jhnerknn ihsTor y. Please hcosi Die t^aem) cjefe:n 5 'e 
butter One) pi.iT Id'll} 0/nTc-/i in h's place , 

%mlar ?hil QmnnmiP-Texa^) '' [ , > ) LohaL T hc< ve hmn ^ , 
Sjou are (jcun^ To he q (bp.\kr choke To be The SoP 
PresickiiC, In Zhr,T case.^ you be. 


ror 


QindidaCe 

The ne/T PresideiTC. :^S^ir‘T b(\y e.PT'eoVive The. 
Gramm AlnlnisTraZiory bnT J. 'lU atJti /c) lasT 
€.hhZ years. X) yon Con oTarZ mohn^ into De. 

'(vhiZe. //eu5e_nocO. V:>tt liinoix: , a conch here ond a ^Ininy 
SeT There, . d. ^ not he. Qd econonuSC I/he ysx^ 

boT T Kpe. I ^ave yoLi a Ru.- ideas. E^en if huxer 

Taxes /nereexse. Cxy. ntveaL\€:5 C<:>iortss /•nasT sTlJj 
iderrease spending, TirjZ^^T r/d er The FccD and 
Dru^ /Idmin'isTrcT/on, Q’r^LUATt. /nedicim. Sc. ciocTors 
Can a I w all of lS beiicr care aod give doeZoCS 
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m6r?. ConVc^lf- ':'v'e,r their Crecjtmcnt cPU/on5< l^o^nifer 
qJI uoelKu'e (V.iotr to Hit. sZIiTes ana ae::rcaJ<z/deJ- 
fare Sftncl/r^ i)y v5^i fUrr year unt// if Qc-eo cjou.'n 
j72i c\ ce(\5anahh /eve)/ /)Ijo Trai-rifer a)) OciucHC^^in 
\fnonty Tc- The. sZate.s and qivf the tCaTe5 the 
option o^-nuntfe'ial h-f ofj Schoo Ist the. ZaX 

SytCtm Oimpkr <-o cioLtnoiZe the IRtThere's .so 
much the ^ephliU'iDS oan and lc'JI Roj but pleace. 
tdj(e. year time . /ai can't oeertarn the. NeiC Deal men - 
tality onr cjcatrmtnt adapted ever the P'.itt 
th. yea, CO cn'/ernj^hl- ■ 


WHtgJkA fil' d /^riiu-y i ^-JeKro. Ren e /^Injfiri ly Lt’acle.r ) - 


5 


njnn t-y 


no 06 'eimebcdy Res cominoo 


3en5e. To 

locoer Tanej and ^imp/iFy Cxx baremccQcy. t. j.Ke 
'y<»r \li flat hcxypind 1 hop- my ideas 

ycu more. 11)5 ipht, I diPt^ha^-over^ liKe your /dea op 
TexX payi'ry (uritinn abtciPs Cc i ht J. Koci.o yoci 

\toant ptepR to cto/ize Ik^o much C?i'ey'r6 j>tyin^ in 
! ^AxeSy baT Z7)t fi.sK oi- Zl\x e^as/cn u.:6)u)cJ be uJay 
tcc^ri:^ilt! BuT Ur hJh ,<)oyt pirF, t a^ree loiTh 
yonr pbiloi/rp/)y - as cvTtd by boic bard yM LOi fc^ 
lau^iinq at th t c,fc-S Cil) L the freoo , Me^er 
u(\,itre5Tir»a'Ut Uio ih,otr Uotr lovjer b^naacroc 

qnci o dyivinik' inilCary 11 IJavf t-n /Imtr'icc, and cd 
l^mer'iCans. Lr qr-c 3 Cu-H rc.- Oir Repabi'icanS/mnyht 
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^joot anci Ne.uiC toifl rectiw yoiir T^nwr<i~, 

\ 

guM — lA Spc/lKe r rP 'Pi H il^xLSi^J 


ypL/ii 


Pr^T oF all don'T li'STen Vo aoy af yoL.\r crlUics, 
It'. hcKO a jrcup oF frtohnyert Cortf'e^rntn 

colv:' rxrt Crying To /nalf^ /,‘fe. bi CTer (or a)/ fin&r- 
iCAn5 c-tah rece/'ve Si»cA nt>n5c-nt>c from The. el}Te 
med/lfl from iiKirJ cjeAtYrtiVS, ffemtmheC/They toll] 
^ive. ood all /^ntncans The injire^ion ThaV Vht 
naLic>n(.\\ debr '5 irmt U/iu-,v)rn:,//e.cl ac.'U of hcxTurti- 
IllCe. c» Vr.rncicio or o hurriCYin e ! /)ncl noui T's Vo The 
^tpaWcunj) Vi. iVop Zh(e. drim frcm overfjotjin^. The. 
rttVCional debr 13 *i, 9 > Tri/ibr., ond ClTLid^ jpe-n^- 

in^ is Uk- only uY\y Zi- /oi^jer iC, The. sr-icl fYicT IS 
TTwC a hu^e. ybrT of TZe reiV/o/ioj dfc'.tT ‘5 a re.o(klT 
of uidFxrt :y?i.nd(r^-t\l>:AiT ^Sh'illion co crTh. The. federal 
^vetTirtC/ir, the i\iTi(r)'s rncsV iioTe\'iu\J mi(jj)em)ctn^u)il} 
bnKe (ip Vc ^T-Tio in tr'aiiSYKTioii c.ojr^* ir toe Com - 
pl^Xtly e)ir)in<il< d prcfy'omj TA.f Iht pr'ivaVe secZbr 
Coxdd ^vy ror, The clebc (A,'f.tjd c^o i.lixu'0 dra^T'/cc^/Zy , 
/)mt rioMi). apt- ecir and naoy V/>€ mo s T people, 
on ForO.- ber Them VaKc cvii-t of Vhe paorfLTV 
T 7 iet>-> g'lVf Vo cho'iV/es-\'i^>e public ~Tele vis/oOf^y 
lacerif^ V'Xeo/ l\\re'<iucr<icy,‘f>')c-l .jViidir)^^ Z^. pe-.cplfr : Ltii/I 

have /nope pa.ot.r Tc- belp These In ne.td.NoLC f^epk 
rnL\y "lOI^T lciII teppen ic Tl\i iJcoT . pcLplef The 
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^n5i.ofc(~ ' i-oil/ C-xpioc)/ (’^'crc jtbj iod) he crwrfed^ 

e.v(-',ry b<-.(jy uoill /iavi i^V'i^ roc-ney, (i'c:5periUy' 

Luill linger ond ZTifc need « fur toelRtre. co'ili c^ra^iSs, 
Piea^ be pdUi^ri'C, Hn A/e<JC> t^veryTAin^ Ui'iH be fcr 
"Che be^T/ In the me^nVltntj I 1) '^oCe. f^epethJiC^n/ 
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Phillip Marsh 

378 Golden Gate Ave. 111326 

San Francisco, Calif. 9410: 

(-*15)292-2412 
Mav 27. 1995 

Cona. Arnold 

Comnltee of Ways and Means 
Main Commitee Hearing Room 
Longwood Bldg. 

Washington, D.C. 

Dear Sir: 

I understa^l <hat you are having hearings on the abolition of 
the Internal Revenue Srevice on the 6th of next month. 

1 support that idea one thousand percent ! ! ! 

The following are a few reasons that I feel that your commitee 
should look into. I am in j^osition to verify documentarily, each of 
the following statements and would further be willing to testify 
before your commitee if called upon to do so. 

1. The I.R.S is NOT a government agency. They claim to be with 
the Treasury Department, but Title 31 O.S.C. Sec. 301 is the organ- 
izational chart for tha Treasury Department and it does not list the 
I.R.S. as one of it's components ! 

The funds that the I.R.S. steals do NOT go to the United States 
Government to run the country on. Look at the endorsement stamp that 
the I.R.S. uses on the back of the checks they are given. It reads: 

♦■o the FRB, to the CREDIT of the t,' C. Treasury, to reduce U.S. 
obligations". In other words, all of the so called Tax Dollars that the 

I.R.S. steals from the American People go only to pay the phony 
uncollectable INTEREST on the phonier National Debt, which is also 
as phony as an eight dollar and fifty cent bill ! 

The abuses of the law by the I.R.S. are too numerous to mention 
but as for the law that requires an American to file a 1040 Tax 
ra’’»rn. there is NO SUCH LAW. I know, because last year, I underwent 
a three long months of trial on tax evasion charges (among other 
phony trumped up charges) and I offered in front of the 
well as the jury, to plead guilty and go to jail, just as soon as 
the A. U.S. A. could show me the law that r quired the filing of a 
Federal Tax Return. My request was met with stonv SILENCE S There 
IS NO SUCH LAW. This scam MUST STOP ! Please do your duty and expose 
this monster for what it is . 
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THE U H I U E n S I 1 y OF 1 E X t S A 1 El PASO 



June 12, 1995 

Mr. Philip C. Mosley 
Chief of Staff 

United States House Ways and Means Committee 
1102 Longworth House Office Building 
House of Representatives 
Washington, DC 20515 

Re: Tax Reform Hearings 


Depsrtment of 
kmnfing 
College of 

Business AdminlsUaiion 


Dear Mr. Mosley: 

I am submitting six copies of each of two items which I wish 
to be considered by the committee in regard to tax reform: 

1. A guest column which I wrote for the El Paso Hearld- Post 
February 11, 1995, entitled "Flat-tax Proposal Won't Be 
Simple . ” 

2. An article which I wrote which appeared in March 6, 1995, Tax 
Notes in summary form, and also in Tax Notes Today in its 
entirety: "An Analysis of the Armey Flat-tax Proposal." 

Please include them in the record. Thank you. 


Very truly yours 



Frank A. Mayne, PM. D., CPA 


JF4 




El Paso. Texas 
m 747-5192 



El Paso Hearld-Post, February 11, 1995 
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Flat-tax proposal won’t be simple 


SPEAK YOUR PIECE 


under the current tax, but only 
$n.3S0 in the 20 percent tax ver- 
sion of Armey's proposal — a 
whopping J7,064 reduction. 


By Frank A. Mayna 


The recent editorial “flat tax 
finds more converts” and news re- 
ports on the issue have struck a 
nerve with me. as I am an ac- 
counting professor at UTEP and 
also prepare some tax returns 
professionally each spring My 
teaching assignments often in- 
volve trying to make the tax law 
more intelligible to aspiring ac- 
countants. The editorial asserted 
that "There is not a taxpayer in 
the country, we would wager, 
who would not cheer the demise 
of the infinitely complicated in- 
come tax forms and rules, and 
their replacement with a post 
card.” 

We already do have a 
form that simple — the 
1040 EZ — for single per- 
sons with only salary and 
wages and less than $400 
of interest. The form re- 
quires only copying W-2 
information onto the ap- 
propriate blank, a couple 
of elementary addition 
and subtraction opera- 
tions and a look in the tax 
table. Yet legions of citi- 
zens still troop to profes- 
sional ux preparers, the 
IRS. IRS-sponsored help 
centers or helpful friends 
for assistance with Form 
1040 EZ. The problem at 
the 1040 EZ level is definitely not 
"infinitely complicated tax 
forms.” 

If we go up the next level of tax 
form, the 1040 and 1040A. I have 
found that when most rank-and- 
file taxpayers refer to 'complexi- 
ty' they are referring to the cal- 
culation procedures involving 
personal exemptions, itemized 
versus standard deductions, and 
various credits for individuals 
(i.e., child care). Yet, this is only 
the lip of the iceberg. In the typi- 
cal introductory college course 
that we call "Individual Tax.” 
these basics of calculation will 
have been covered by (he second 
week of a 16-week semester. 
Those basics are really the easy 
part of the course. 

The individual tax college 
course gets more and more com- 
plicated as the semester goes, as 
the rules for proprietorships, in- 
vestments and the like are cov- 
ered in connection with such con- 
cerns as losses, depreciation and 
accounting methods. We follow 
lire individual tax course with a 
second course at the undergradu- 


ate level covering partnerships, 
corporations, estates and trusts. 
For those who are really gluttons 
for tax courses. UTEP also offers 
a master of accountancy with a 
concentration in taxation, a de- 
gree which includes five more 
taxation courses. 

I think the students who have 
been through any of those courses 
would say that ihev were only 
given a sampling of the many is- 
sues involved. Hopefully most of 
them left the respective course(s) 
with an appreciation for the com- 
plexity that really exists in in- 
come taxation of business and in- 
vestment activity. 


Note that the complexity that I 
describe is not complexity of 
mathematically computing the 
tax. The real complexity is in ar- 
riving at taxable income, i.e.. the 
dollar figure to which the tax rate 
will be applied. 

The flat tax is being pitched by 
some as simplification. It should 
not be. If only the tax rate and 
the personal exemptions and 
standard deduction are changed, 
as in the Armey proposal, all of 
the real complexity will remain. 
As long as the income tax contin- 
ues to be the principal revenue 
source for the federal govern- 
ment. all of the current complexi- 
ty will remain because of the un- 
derlying complexity in the 
determination of taxable income 
on business and investment. 

What the reformers are propos- 
ing primarily is a decision involv- 
ing the economics of the tax bur- 
den and the related federal 
budget deficit, rather than a tax 
simplification- For comparison, a 
single person with a $99,999 sala- 
ry and no other income, deduc- 
tions. or dependents pays $24,444 


A single person earning $29,000 
would pay $3,420 under ihe cur- 
rent system but $3,180 under the 
20 jiercent .Armey j" ' ivisal. differ- 
ence of $240. .As ilie editorial 
pointed out. evervbody gets a tax 
reduction under the .Armey 20 
percent tax proposal. It is just 
that the higher-income taxpayers 
will get a much larger reduction, 
thus proportionately shifting the 
burden of the total tax being col- 
lected toward lower income tax- 
payers. 

N’ote that there would definite- 
ly be a revenue shortfall in the 
near term with the Armey 20 per- 
cent flat-tax proposal as 
generous as it now stands. 
If government spending 
levels remain constant, 
and everybody's taxes go 
down, less revenue will be 
collected, and we will be 
increasing the budget def- 
icit by leaps and bounds. 

Supply-siders will jump 
in at this point and point 
out that the tax- reduction 
will stimulate the econo- 
my. which in turn will in- 
crease business profits 
and the number of jobs. 
The growing economy will 
eventually increase tax 
collections, Will the growth be 
enough to eventua'dy reduce the 
deficit'’ Who knows? 

Unfortunatelv. the answer will 
have to be irial-and-error experi- 
mentation, just as it was with the 
last series of major la.x-rate re- 
ductions in the 1980s, after which 
we were left with enormous bud- 
get deficits. Those deficits are 
still being financed as part of the 
accumulated federal debt. 

In fact, interest on the federal 
debt IS the third largest line item 
in the federal budget. Would we 
really want to elevate interest on 
the debt to second or even first 
place'’ 

In summary, the principal is- 
sues being considered here aie 
two-fold: the equity of the tax 
burden and the size of the near- 
term budget deficit. To me. those 
are the real fi?.cal issues that are 
being pul on the table with ilie 
.Armey flat tax proposal, not sim- 
plification. 

Fraftk A. Maync is a Ph.D. onH 
CP\ uhn has hirn an assistant 
or I Th.r .-"nr }9T^ 


he f!at tax is being pitched by 
some as sim- 
plification. It 
should not be. If only 
the tax rate and ihe 
personal exemptions 
and standard deduction 
are changed, as in the 
Armey proposal, all of 
the real complexity will 
remain. ' 



Mayne 
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An Analysis of the Armey Flat-tax Proposal 
Frank A. Mayne, Ph. D. , CPA 

A flat- tax proposal is on the Congressional agenda again. 
House majority leader Dick Armey has a plan with a 20% rate to 
start, with eventual reduction to 17% by the third year. The 
Armey proposal also calls for personal allowances which would be 
larger than the standard deduction eind personal exenption system 
in current law. However, itemized deductions would be eliminated. 
The plan calls for personal allowctnces of $13,100 for a single 
person, $26,200 for a married couple filing jointly, and $17,200 
for an unmarried head of household. Each dependent would increase 
the allowances by ainother $5,300. 

The Armey plan premises tax reduction for most taxpayers. 
However, the teix reduction is much more pronounced at upper income 
levels. Compare the 20% rate to the current top marginal rate of 
39.6%, euid intuitively there will a revenue shortfall compared to 
the revenue raised by the current tax law. conversely, with a 
revenue shortfall, the federal deficit would be increased by leaps 
and bounds. 

To demonstrate the insect of this proposal, analysis will be 
presented at both the taxpayer level and the macroeconomic 
government finance level. Several examples have been prepared, 
based on typical taxpayers, to demonstrate who will gain and who 
will lose. Aggregate income statistical data is also used to 
analyze the impact on the federal treasury. 

In the examples which follow, 20% will be assumed throughout 
for the Armey proposal. Table 1 compares the tax paid by a 
married couple, with no dependents, at adjusted gross incomes of 
$40,000, $62,500, cuid $75,000 respectively. These income levels 
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were selected in order to be at the midpoint of the statistical 
reporting brackets used by the IRS in Statistics of Income 
published by the U. S. Treasury. The average itemized deductions 
reported in the IRS statistics for 1992, the last year which has 
received complete analysis in Statistics of Income, makes a 
realistic exaitple of an itemizing couple's return. The Armey plan 
indeed does significantly reduce taxes for all three income 
levels. The couple with the $87,500 AGI has a reduction of $7,307 
and the other couples save $1,631 and $5,307 respectively. 


Table 1 . Comparison of Three Married Filing Joint Income Levels 
for 1994 Law and the Armey Plan 


1994 Law: 

Adjusted Gross Income 
Itatdzed Deductions* 
Personal Exenptions 
Taxable Income 

Tax from Tax Tables 


Armey Plan: 

Adjusted Gross Income 
Personal Allowances 
Taxable Income 

Tax using 20% rate 


$40,000 

10,736 

4.900 

S29.264 

$62,500 

13,381 

4.900 

£44.212 

$87,500 

17,864 

4.7P4 

S64.932 

$ 4,391 

$12,567 

$19,567 

$40,000 

26.2QD 

$62,500 

26.200 

S36.300 

$87,500 

26.200 

S61.300 

$ 2,760 

$ 7,260 

$12,260 


♦Itemized Deductions are assumed. Amounts used reflect 
Statistics of Income (Fall, 1994) averages for income brackets 
in 1992 data for which assumed income is mic^oint of bracket. 
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The impact of the large personal allowances can be shown in 
Table 2. The example taxpayers have been selected with one each 
for the three personal allowance filing statuses. Also, the 
adjusted gross income has been set so as to be the largest income 
where the Turmey plan would zero out the tax. The table shows the 
current law does indeed assess significant tax, i.e., $1,031, 
$2,246, and $1,376 for single, married filing joint, and unmarried 
head of household, respectively. 


Table 2 . Comparison of Three Filing Statuses at Income Levels 

for 1994 Law and the Armey Plan, so as to show maximum 


adjusted gross income 
being paid. 

under Armey 

Plan prior 

to tax 

Filing Status 

Single 

Married 

Filing 

Jointly 

Head 

of 

Household 

1994 Law: 

Adjusted Gross Income 
Standard Deduction 
Personal Exemptions 
Taxable Income 

$13,100 

3,800 



$ 6.850 

$26,200 

6,350 

.,-A^.aao 

jsi4..2ia 

$17 ,200 
5,600 
2.i5Q 

S 9.150 

Tax from Tax Tables 

$ 1,031 

$ 2,246 

$ 1,_376 

Armey Plan: 

Adjusted Gross Income 
Personal Allowances 
Taxable Income 

$13,100 
13.100 
$ -fl-t 

$26,200 
26 . 200 
$ 

$17,200 
17.200 
$ 

Tax using 20% rate 

$ -0- 

$ -0- 

$ -0- 
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Since the marginal rate in the Armey proposal is 20%, and 15% 
is the lowest rate in the current law, the question arises as to 
whether there might be some income level where the 20% marginal 
rate actually increases the teuc for a person whose marginal rate 
is now 15%. To cuiswer this question, intuitively, if such a 
situation exists, it would exist at the breakpoint where the 15% 
brackets end and the 28% brackets start. Therefore, the adjusted 
gross incomes selected for Table 3 are the brealcpoints at the end 
of the 15% brackets in the 1994 rate schedule. Note that the 
Armey plan saves $240 for the single taxpayer at the brea](point, 
$1,297 for the married couple, and $312 for the unmarried head of 
household. 


Table 3 . Three Filing Statuses at Taxable income Levels which are 
maximum taxable incomes at 15% rate for 1994 Law with 
comparison to Armey Plan. 


Filing Status: 

. Single 

Married 

Filing 

Jointly 

Head 

of 

HousehQld 

1994 Law: 

Adjusted Gross Income 
Standard Deduction 
Personal Exemptions 
Taxable Income 

$29,000 

3,800 

2-450 

522-750 

$49,250 

6,350 

4.900 

538.000 

$38,550 

5,600 

2.4-50 

530.500 

T^oc from Tax Tables 

$ 3,420 

$ 5,707 

$ 4,582 

Armey Plan: 

Adjusted Gross Income 
Personal Allowances 
Taxable Income 

$29,000 

-13.X00 

S1-5-9Q0 

$49,250 

26.200 

522.050 

$38,550 

17 . 200 
521.350 

Tax using 20% rate 

$ 3,180 

$ 4,410 

$ 4,270 
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Table 4 presents some situations where the Armey plan would 
cause tax to go up, due to the elimination of itemized deductions. 
A single tcixpayer, $45,000 AGI, with three different assumptions 
of itemized deductions, clearly shows that the large itemizer at 
lower and moderate income levels will be hurt by the Armey plan. 

In the upper income levels, the pattern would depend on the nature 
of the itemized deductions involved, as the current law requires 
reduction of state and local taxes, housing interest, 
contributions, job-related, and most miscellaneous deductions. 
Gambling losses, medical expenses, investment interest, and 
casualty losses are not reduced at high incomes under current law. 
Therefore, depending on the specific package of itemized 
deductions involved, there could be high income taxpayers who also 
lose under the Armey plam. 


Table 4. Comparison of Single Returns with Different Itemized 
Deduction Levels for 1994 Law versus the Armey Plan 


1994 Law: 


Adjusted Gross Income 
Itemized Deductions* 
Personal Exemptions 
Taxable Income 

$45,000 

25,000 

2,450 

SX7...55Q 

$45,000 

17,500 

2.450 

$25.050 

$45, '000 
10,000 

2.450 

. ssn 

Tax from Tcix Tables 

$ 2,636 

$ 4,064 

$ 6,164 

Adjusted Gross Income 
Personal Allowances 
Taxable Income 

$45,000 

13.100 

$31.900 

$45,000 

13.100 

$31.900 

$45,000 

13.100 

$31,900 

Tax using 20% rate 

$ 6,380 

$ 6,380 

$ 6,380 


* Itemized Deductions Arbitrarily Assumed 
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As the examples in tables have demonstrated, signlflccintly 
more taxpayers have tax reductions under the Armey proposal. 
Therefore, using the examples as evidence, it would intuitively 
seem that the federal tax revenue would fall significantly. The 
amount of the revenue shortfall cam be demonstrated with 1992 tax 
return data from Statistics of Income published by the Treasury. 

The analysis which follows estimates the aimount of 1992 
income which would have been removed from taxation under the Armey 
plam, and then assumes taxing of the remainder at the 20% flat-tax 
rate. That amount is then coit^pared to the amount of tax that was 
collected in 1992 . 

An adjustment must be made in Armey' s personal allowances to 
make the Armey plain con^iatible with the available statistics. For 
single taxpayers the $13,100 allowamce is separated into a $7,800 
standard deduction and a $5,300 personal exenption. For the 
married filing joint, the $26,200 becomes a $15,600 stamdard 
deduction plus two $5,300 personal exemptions, and for the 
unmarried head of household, the $17,200 becomes $11,900 standard 
deduction $5,300 personal exenption. The married filing separate 
status will have $7,800 standard deduction and $5,300 personal 
exemption. 

The methodology in the income level analysis assumes that the 
•0- under $15,000* adjusted gross income bracket in Statistics of 
Income data would not produce any tax under the Armey proposal, 
and that bracket is disregarded in confuting the tax which would 
have been collected under Armey. Only single taxpayers and 
married filing separate at the upper end of that bracket would 
have any tax. Under current law this bracket produced only 3% of 
total tax collected, and collections would obviously be much less 
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under Armey. 

Above $15,000 of adjusted gross there are six income data 
brackets, in Statistics of Inccme for the five highest of those 
six income brackets, a significant amount of tcuc definitely would 
be collected. To estimate the impact of the Armey personal 
allowances, weighted-average steuidard deductions were conputed for 
each bracket using the modified standard deduction amounts 
discussed above, weights were applied which represented the 
approximate proportion of single, married joint, married separate, 
and head of household returns in 1992 datai. The weighted-average 
standard deduction was then multiplied by the number of 1992 
returns for each income bracket to compute the amount of gross 
income deduction against total federal adjusted gross income. 

The "$15,000 - under $30,000" bracket presents a problem. 

Most married joint filers in this bracket are rendered non- taxable 
by the Armey proposal, but singles, marrieds filling separate, and 
heads of household will generally pay some taic. Various 
adjustments were considered, but it was decided to simply omit 
this bracket in interim calculations, as was done with the bracket 
below it. Since the point of the methodology is to measure 
personal allowance deductions that actually would reduce tax, this 
is really a conservative assunption in favor of the Armey Plan, 
and is also an assumption that can be conpensated for later. This 
bracket generated about 10% of total tax collections in 1992, 
about $48 billion. A portion of that could be added in later with 

1 For example, il for a given iiKXxne bracket, 50% o( the returns are singles, 30% are married filing joint, 
10% are head of household, and 10% are married filing separate, then the weighted-average is: 

.5X $7,600 = 3,900 
.3 X $15,600= 4,680 
.IX $7,800 = 780 

.1 X$11,900= 1.190 
$111550 
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no serious distortion to the methodology. 

Recall that in the discussion above that the Armey personal 
allowances were split into standard deduction equivalents and 
$5,300 personal exemptions. The personal exemptions also will 
reduce taxable income. Thus, it would seem that the next logical 
step would be to multiply $5,300 by the total number of personal 
exeitptions taken in 1992 and the result would be an estimate of 
the amount by which adjusted gross income would be reduced. 
However, there are some modifications necessary first. 

The same problem exists with exemptions as existed with the 
standard deduction equivalent in the '0 - under $15,000" bracket 
and the $15,000 under $30,000 bracket. Many taxpayers would list 
exenptions which get counted in the IRS data, but the exemptions 
do not really reduce income any more because the income level is 
already so low in these brackets. In these brackets many of the 
taxpayers will likewise be reduced to a deficit taxable income by 
the combined standard deduction equivalent and personal exemption 
equivalent. Also, it is possible that in the "30,000- under 
$50,000" bracket that some married filing joint taxpayers with 
several dependents will also be reduced beyond zero teixable 
income, such that some of the exemption deduction doesn't actually 
reduce tax. Therefore, exenptions in the 1992 data tcOcen by 
tcuqjayers in the lowest TWO brackets were ignored. It was thought 
that the small portion of taxpayers in the "$30,000 - under 
$50,000" bracket who would be zeroed out would probably be smaller 
than the portion of the "$15,000 - under $30,000" bracket where 
the exenption would be reducing tcuc, and this would counterbalance 
to some extent. 

Another required adjustment is the fact that the government 
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statistics still include the check boxes for "over 65" and "blind" 
as exemptions to allow cottjjarability to data from years when age 
and blindness (jualified for exetrptions. There is no data 
available on the number of "over 65" amd "blind" boxes checked. A 
possible proxy measure was considered. The data report the number 
of returns which included pension amd annuity income. At an 
unrealistic extreme, these returns could all be married couples 
where both spouses were over 65, but the tax return with pension 
income was being counted as only one return in the data. 

Therefore, doxable the number of pension returns in each income 
bracket was used as a conservative proxy estimate of the over 65 
and blind returns. For all returns taOcen together, that would 
mean about 35 million "over 65" and "blind" check box entries. 

There is another approximation, which confirms that 
adjustment procedure. Census data in 1990 estimates about 30 
million persons over age 65 . Since 1992 data is being used, and 
there will be some blindness entries in the data, the 35 million 
for total returns with "over 65" or "blind" seems realistic. 

Therefore, exen?5tions taken in 1992, for the five highest 
income brackets, were multiplied by $5,300 as the estimate of' 
taxable income reduction from exemptions. 

Total tcixable income reduction of the Armey plan, applied to 
1992 data, is $1,101 trillion, and is summarized in Table 5. 
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Table 5 . Summary of Taxable Income Reduction in Armey Plan - 
Personal Allowance Equivalents applied to 1992 Data. 



Weighted- 

Average 

Standard 

Deduction 

Number of 
Returns 

(000,000) 

Income 

Reduction 

$30,000 under $50,000 

$12,992 

21,181,531 

$275, 198 

$50,000 under $75,000 

14,398 

11,885,348 

171,200 

$75,000 under $100,000 

14,928 

4,005,642 

59,803 

$100,000 under $200,000 

14,815 

2,818,095 

41,750 

$200,000 or more 

14,648 

958,163 

14.033 

Total Income Reduction 
from Standard 


$561,984 


Deduction Equivalent 

Add: Personal Exeirptions 
as adjusted, $5,300 

X 116,810,000 539.423 


Total Income Reduction 

From Personal Allowances in SI . 101 .407 

Armey Plan - Top Five Brackets 


Recall that the $1,101 trillion came principally from the top 
5 income brackets of the 1992 data. Therefore, the income to 
which the 20% flat-tax rate can be applied must reflect those 5 
brackets so as to also be consistently cornputed. In the 1992 
data, total adjusted gross for all returns was $3,623 trillion. 
Consistent with the above methodology, $.261 trillion AGI from the 
lowest bracket and $.390 trillion AGI of the next- lowest bracket 
are removed to leave $2,972 trillion AGI that could remain subject 
to the 20% tax after the effect of the personal allowances. Now 
deduct the $1,101 trillion from the $2,972 trillion and the 
tcixable is estimated at $1,871 trillion. Applying 20% estimates 
tax collection at $374 billion. The tax collection for 1992 
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actually totaled $476 billion. The financing shortfall is 
enormous: $102 billion. How much additional revenue would come 
from the one bracket that was omitted in the above analysis, i.e. 
the "$15,000 under $30,000" bracket? In 1992 it generated about 
$48 billion on $325 billion of taxable income. Using the 
composite weighted-average methodology in Table 5, applied to the 
"$15,000 under $30,000 data, a weighted-average of $11,361 and 
$28,485,359 returns, computes about $324 billion, approximately 
the amount of the taxable income that was in that bracket in 1992. 
Returns in this bracket were cibout 36% married joint and 18% head 
of household. Therefore it would not be unreasonable to expect 
only one-half to one- third of the 1992 level of income from that 
bracket. Therefore, $24 billion or so is probably about all that 
could be hoped for from that bracket, which would reduce the 
deficit noted above to $78 billion. 

Note that every assuit^jtion in this analysis has given the 
benefit of the doubt to the Armey Plan. Two overly generous 
examples: the 35 million "over 65" and "blind" check boxes, and 
the assuRSJtion of $24 billion from the "$15,000 under $30,000" 
bracket from 1992 data. Still a large deficit looms. With t^ie 
balanced budget amendment also a legislative goal, it seems 
counterproductive to consider a tax reform plan as generous as 
Armey' s. 

One alternative way to pursue this plan is to tinker with the 
flat-tax rate. Note that it will take a 25.4% rate to make this 
plan revenue neutral when applied to 1992 data. ($476 billion/ 
$1,871 trillion is 25.4%.) However, a 25.4% rate will decrease 
the "tax break for nearly all taxpayers" nature of the Armey plan. 
Note that if a 25.4% rate had been used in Table 3 instead of 20%, 



893 


the Anney plan would have been more costly to the the single and 
head of household taxpayers as ccanpared to current law. 

Supply- aiders will argue that the tax reduction will 
stimulate the economy cuid will in turn bring more people into 
becoming taxpayers. However, there will obviously be a lag before 
any such benefit is felt. Experience with the 1981 tax-reduction 
demonstrated all too vividly that deficits follow tax cuts in the 
near term. With interest on the federal d^t now the third 
highest item in the federal budget, ciny course of action which 
invites accumulation of more deficits should be viewed with 
extreme caution. 


REFERENCE 

United States Government. Department of the Treasu^, Inter^l 
Revenue Service. Statistics of Income (SOI Bulletin), Fall, 
1994. 
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M B ASSOCIATES, INC. 313/352-3455 • fax 3i3/35?-2e47 

26600 TELEGRAPH ROAD • SOUTHFIELD. MICHIGAN 48034-2467 


June 15, 1995 


MR. PHILLIP D. MOSLEY 
CHIEF OF STAFF 

HOUSE WAYS & MEANS COMMITTEE 
U. S. HOUSE OF REPRESENTATIVES 
1102 LONGWORTH BLDG. 

WASHINGTON, D.C. 

Dear Mr. Mosley: 

1 am writing to you to express my support of either a flat tax or a consumption tax 
(National sales tax). In each case, if investment income is not taxed, it will have, in our 
opinion, a very stimulative effect on the economy, which will help everyone. Both of 
these proposals are widely criticized because of their perceived regressive nature. If in 
fact they stimulate job creation (which is my opinion) they are not regressive and will 
help most those at the lower economic levels. 

We sincerely hope that these tax proposals receive earnest consideration. 


Sincerely, 



WILLIAM S. MITCHELL 
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29 May, 1995 
1S010-39th Avenue 
Seattle, Wa 98155 

Philip D. Bosley, Chief of Staff 
Ways & Means Committee 
Longworth Building 
yVashington D. C. 20515 

Dear Mr. Bosley, 

I believe that the tax code of the United States of America should be totally 
changed for the following reasons: 

1. ) Compliance is to complex. 

Over 9,000 pages of rules is too many. 

2. ) Compliance is too expensive. 

It costs over 1 Billion dollars to comply and this does not take into 
account the time it takes individuals to gather their tax information. 

3. ) The tax system is not fair. 

It currently penalizes people who wish to work long and hard by 
making them pay more of their money than those who do not work 
as hard. 

4. ) Too much social engineering is done with the tax system. 

It is not fair to give a tax brake (Clinton's New Plan) for sending 
your child to college to people earning $95,000, but not to parents 
earning $102,000. 

Why should parents sending their children to college get tax breaks, 
but families whose children become mechanics or electricians do 
not get tax breaks? 

A National Consumption tax would be most fair. Let people decide if they wish 
to pay the tax. Those that wish to spend money and not save it would be taxed. The 
second most fair method would be a National Flat Tax. 

Rip out by the roots the old tax system that allows special interests to 
manipulate the system by contributing to the reelection campaigns of Congressman 
and Senators. 




896 










f'-c- 'y'- i-iL. 










') '' '' '' 




■ \ ' '' ^ ' ,, 

t-my /.y 


-Pt^i:-^ yy^C yL/iyryry-^'-^-y^ 


( ,/r-v •^'Ki'-< 

^'jp P2ryP;^<^ yy^c 




-^-yc Pi-^ 


~P}'i y 

yy 



897 


■E«ch><> 

-lOSlO 


(XCG — '■ 0V\A_LLvp t-aj 

— J /iX Mjs'XA^Lc^ uovsj^ Ho p pc'-MJ 

t^vcV^ n Vo ^'-oX 'Vcy-^ . 


Ol'^cuJ^A^J<l^ - (XL!r^^exXl^eDCLit'■y^ 
t^r^, CU.r\o 



898 


James C. Morris 
c/o 8041 Hosbrook Road #200 
Cincinnati, Ohio State Republic 45236 


June 5, 1995 

Mr Philip B. Mosley 
Committee of Ways and Means 
Main Committee Hearing Room 
Longworth Building 
Washington D C 20215 

Dear Mr Mosley 

The Genie is out of the bottle' In spite of a Government controlled and filtered education system more and more 
American Citizens are learning of the deceit, deception, fraud and mendacity that involves the whole “income 
tax” system In fact in order to make most American Citizens “taxpayers" the IRS must LIE to their system and 
create an EXCISE taxable happening Another words wages are not taxable so in order to make one LIABLE 
the IRS will code the IMF file identifying the Citizen as one involved in the sale of NARCOTICS! The Citizen 
doesn't even know they are involved in narcotics. This is just one example There are more 

The American people are NOT going to continue to pul up with the out of control GESTAPO tactics of the 
BATF/IRS. The biased, ignorant MEDIA cannot continue to mislead the American Citizens It is time for you 
folks to step up and assume a leadership position and COMPLETELY SHUT DOWN the BATF/IRS, The IRS is 
responsible for forfeiture and seizure of assets of over 5000 households per WTiEK. They are destroying small 
businesses and are directly responsible for hundreds of suicides every year On top of that the BATF/IRS lies to 
CONGRESS See attached exhibits 

The concept of a flat (a.x is unconstitutional and out of the question. Remember that the SUPREME COURT has 
ruled that you cannot tax ones’ labor! Wages are labor and are not commerce and thus not taxable! The only tax 
that can be CONSTITUTIONAL is an EXCISE tax Yes, a sales lax would pass that test If there were a 
national sales tax there would be no need for a Federal tax collector The States are already set up to do it 1 
would bet that a 5% national sales tax on all purchases excluding food, medicine and primary home purchase 
would raise far more revenue than is now realized. It would be fair because it would apply to all and thus ALL 
CITIZENS would be contributing their FAIR SHARE It would be imponant to make it almost impossible for 
CONGRESS to raise the per-centage of the lax amount If this is not done CONGRESS will stan raising the rate 
and it won’t be long and the country will be right back in the mess it is in now. 

In spite of what the Socialist, self appointed elitists now running the Government think, most Americans are a 
very fair and caring people. They just can’t stand being lied to and ripped off and that is what is happening now 
It is time for CONGRESS to become RESPONSIBLE and get rid of the BATF/IRS once and for ALL!!! While 
you are at it shut down the depis of HOUSING, EDUCATION, COMMERCE, ENERGY, and the big bad guy 
of all'the FEDERAL RESERVE! Look at all the money and grief you will save the CITIZENS That is what you 
want isn’t it?2 WOW!' We could all begin to be free at last! Why wait do it now!! AJso, keep the money in this 
country. Stop sending it to the IMF. 



' / 
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Tax paymimts .dlmtnliih a 'peraoa’a j^ssessions. Welfare payments 
Increase a person’s posse^ona, . ,;y ■ 

Inbothcases, there€mltistochansewidentity^ v > v y 

•>'••''' •’ ' ! . :>■>•'. ■' 

Income taxes transfer money ^om a rich person to a poor person, with a 
slice for the bureaucrat. The tax cfystem converts the tajcpayer from a 
successful businessman into a borrower head^ for bankruptcy. ' ^ 

The same tax s^tem converts a welfare recipient from a poor person 
without a job into a slave, dependent on x>eipetual hand - outs. If you doubt 
these results, look at the ^tisticsl 


Taxes on identity are used as tools to change that identity - it is political/social 
control in the bands of a modem Machiavelli. 

The U. S. Government uses the tax system for this purpose. More spediicaUy, it is 
the system of collecting income taxes which is used to change identities of taxpayers. 
Income taxes caimot be administered without absolute certainty as to the identity of the 
taxpayer, and once identified, the Government then sets about to change that identity. 

Sales taxes, based on the action of selling, do not require identification of persons. 
The Government may raise the taxes on certain types of selling, or on certain types of 
products, and people may then be persuaded to change their purchase habits, but these 
sales taxes don't facilitate a change in the very identity of the person. The ^stem of 
income tax coUection lends itself to identifying and then changing identities. 

Those words may sound strange to you. Perhaps you’ll recognize it more easily 
when I say that politicians designed income taxes to ptinish the rich and reward the poor. 
When you make a rich man more humble, you are affecting his identity. When you make 
a poor person more affluent, you are affecting his identity. 

When taxes force a businessman to borrow, and then taxes and interest bankrupt 
him, his identity has changed as well as his possessions. When an unwed teenage girl can 
collect $400 welfare each month for every baby she has, what do you think she’s going to 
do? Her identity will change from "unemployed teenager with a chance" into a "terrible 
mother, pregnant, with no hope for escape from poverty."* 


* News Item: Teenage pregnancy cost the federal taxpayers nearly $22 billion in major welfare outlays last 
year, according to the Center for Population Options. In 1989 the government paid $21.55 
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Income tax differs from a lines ' becauM of ’adjustments'' to the figure being 
taxed. The "sale* is generally easy to get a figure for. 'It’s the retail price on the invoice. 
Income,' however, takes thousands of pages of tax law for its definition. Every aspect of 
'income tax' is complex! There are thousands of rules.. Some rules depend on the identity^ 
of the tajq>ayer. Some rules depend on the activity. Some rules describe the various types' 
of things' which the politicians want to encourage or discourage you from owning. So, the ^ 
income tax has become a concoction of all the three methods of taxation - but always 
aimed at controlling your identity first, then ydur activity, and.finally your possessions. > • 

The so-called capital gains tax has often exceeded 100%! If that soimds crazy, 
consider the following: . ^ / 

Over a period of many years the inflation rate in our country exceeded . ' ^ 
10% per year. 

A man purchased stock for $1,000. He watches that stock rise in value 
by 12% per year, for ten years. He would have an asset worth about $17,200, 
at a compounded rate. . . r . 

He has an apparent "profit' of $16,200, and he might pay a capital gain 
tax of 30% on that profit - or $4,860. That leaves him with net cash of 
$11,340 plus his original investment of $1,000. So, he now has cash of 
$12,340. 

If you figure how much of the increase in value was because of ' . 

inflation you’d find that inflation alone would have made it 'worth' $15,900. 

'i'. ''' ' ■ 

In other words, if the asset value just increased to keep pace with ’ . 
inflation, it would be 'worth' $15,900 at the end of ten years. Since it was 
really worth $17,200, his real profit was just $1,300. 

He paid tax of $4,860 on a profit of $1,300, for an effective tax rate of 
375%. , ■ 

How many people do you know who would invest in something if the 
tax rate on their profit was going to be 375% of the profit? 


billion in food stamps, aid to families with dependent children and Medicaid benefits for 
families in which the first child was bom when the mother was a teenager. About 9 million 
adults and children were in such families." Tht Spotlight, page 2, October 15, 1990. 
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: If you go through these same calculations using a 5% inflation rate, ' 

. . and a veiy comfortable 10% appreciation rate, you’ll come up with a lower 
1 ^ ' ! effective tax rate, but it would still be well in excess of 100%. ; 

I tell you that the super wealthy don't put their wealth in places where it gets 
taxed! If you do, then it’s beMUse you don’t know enough about how legal and safe it is to 
use the same techniques the super wealthy do. ‘ 

Now we are into a nest of complexity of definitions of What is a person? What is 
income? What is profit? What is an aUowahle deduction? What is a capital gain? 

There is much less argument about What is an acre of land? or What is a $5.00 
retail sale? 


The Most Damaging Basis For Taxation 


This complex ^stem of income taxes actually becomes more complicated with the 
introduction of one more factor. The income tax varies depending, in some cases, on what 
you are thinking! 

Taxes often depend on what was the "purpose” of the individual’s action! Last I 
heard, "purpose” was a mental phenomenon - it was something that went on inside your 
head. So, tax collectors have to become mind readers, and failing that, they impute 
motives and purposes to you. They do that based on whatever evidence they can find or 
manufacture. The result is that they levy the tax on your thinking processes. 

Here’s a sweeping example of IRS powers, and there are a great many more in the 
Internal Revenue Code: 

Section 269: "Acquisition made to evade or avoid income tax.” 

(c) "PowerofSecretary(IRS]toallowdeductions, etc., in part." 

'In any case to which subsection (a) or (b) applies [acquisition of 
property . . . "the principal purpose for which such acquisition was made is 
evasion or avoidance of Federal income tax . . .”] the Secretary is authorized - 






902 


. to give' effect to such ahowsnce only ' to such extent as he 

determines will not resiilt m the evasion or avoidance of Federal mcome tax . 
[emphasis added] . > 

Tax laws give tax collectors the responsibihty to determine what your ’purpose* was 
in doing some act. Judges, in many court cases, have ruled on what someone’s "purpose' 
was. With these precedents, it seems well settled that purpose is not exclusively a private 
internal, mental phenomenon! Judges now divine your purposes. Usually the judge 
figures out your internal purpose on the basis of someone’s observation of outwiu-d 
actions. Thus, while your true "purposes' may still be very private, tax collectors WILL 
judge you on the basis of the actions that seem to portray your purposes. 

There are even tax penalties which are levied depending on your knowledge! ’The 
difference between a tax penalty, or no penalty, is often the judge’s decision as to whether 
or not the taxpayer "knew" that some tax practice was illegal. The difference between 
"negligence" and "fraud" is based on the knowledge inside the taxpayer’s head. I have an 
entire Chapter in this Book on this subject. See, starting on page 277. 

Your thinking processes are the final battleground of suppressive tax systems. 
Force used to enforce the tax on income is force applied first toward the change of an 
identity, and only later applied toward your money, and then only later applied toward 
placing your body behind bars. ■ , ' 

Who can say that his identity has not been changed because of the threat of force 
from the IRS? 

A slave who can still think about rebellion is not acceptable. The objective is a 
robot that produces and makes more little robots - a true slave is incapable of threatening 
the master. 

Remember, the tax collector intends to change your identity from an affluent 
person to a poor person, or from a poor person info a slave! He intends to inject such fear 
into your mind that you wouldn’t even think of using the ^stem described in this Book to 
reduce your taxes -■ even though it is legal. Think about it. Do you have any doubt that 
your thinking is influenced by our tax system? 

I suggest to you that the most suppressive, the most complicated taxes are 
intended to affect identities (persons), based on their actions, and even based on what 
they think about those actions!!! 

These tax laws are suppressive for even more reasons. They include words that are 
hardly ever defined in simple terms, and in fact are often defmed in contradictory terms! 
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For instance, the U. S. tax laws are apparently the only ones in the world where the 
identity of U. S. citizenship is sufTicient to make a person liable to file a tax return.^ U. S. 
tax laws require a U. S. citizen to file a tax return no matter where he lives in the world. 
He must file no matter how long he has been living outside the U. S. It matters not if all 
of his income is foreign. The tax laws say 'file!.* 

You would look in vain for a simple statement of this rule in the tax laws. The 
closest you can come to words that describe this responsibiUty starts with Internal 
Revenue Code, Section 6012, which refers to: 

Tersons required to make returns of income', 

and says that 

'every individual having for the taxable year gross income . . ." 

must file a return. This part of the Code fails to define "person” or 
"every individual." We don’t know yet whether "citizenship" is a factor in the 
definition of "person." Subsection 6012 (c) refers to 

Tor purposes of this section, gross income shall be computed . . . 
without regard to the exclusion provided for in Section 911 (relating to 
citizens or residents of the United States living abroad).” 

The title of Section 911 of the Code is 

"Citizens or residents of the United States Uving abroad." 

This section presents two pages of special rules to explain what type of 
income would be taxable and under what circumstances for persons who live 
outside the United States. This is a complex section, but a simple reading of 
it probably would leave you with the opinion that any person who is a U. S. 
Citizen must file a tax return regardless of where be lives or how long he 
may have lived there. You would probably conclude that even a bona fide 
"foreigner” could be considered a "resident of the United States living 
abroad," and thus have to file a tax return in the U. S. 


’ Cook 0 . Tail, 265 U. S. 47 (1924). The Supreme Court ruled in this case that the United States has the 
power to tax its citizens on their worldwide income solely by reason of their citizenship. "No 
other major country in the world taxes its nonresident citizens on their foreign-source incomes 
at air according to Marshall J. Langer, Professor of Law, Miami University, author of Practical 
International Tax Planning. There is even a tax law that makes it illegal to change your U. S. 
citizenship for the purpose of avoiding taxes! 



904 


No other country goes to this extreme to attempt to put a tax on (to control) the 
identity of a person rather than what he does, where he lives or what he owns. No other 
set of tax laws that I know about has so much complexity. In no other set of laws has 
there been such dehberate intention to create slavery. 

I’d like to get you to see that the primary target of our suppressive tax ^sterns is a 
person, a person who must be identifiable. 


PERSONS WHO 
ARE 

IDENTIFIABLE! 


PERSONS WHO MUST BE IDENTEFIABLEl That is the key phrase. Systems 
of suppressive income tax start to crumble if you can’t be identified. If the government 
doesn’t have your tax numbers, your social security numbers, your licenses to exist 
(corporate articles, partnership agreements, licenses, etc.), you can escape slavery.' 

A tax based on ’’possessions' can hardly crumble, since the tax applies on a "thing." 
It is physical; has its own obvious discrete existence, and location. 

Consumers pay the sales tax (an activity tax). Identification of the consumer does 
not affect the sales tax. It is hard to hide the activity of selling. But the identity of the 
buyer is no concern to a sales tax. It is the income tax that most suppressively introduces 
a tax on identity. 

I believe that a national sales tax is the hope and salvation of our taxation system. 
The sales tax is more broadly based than a tax on property or possessions. ’The sales tax 
does not have many of the inherent problems of an ’income” tax, and I think it is the idea 
whose time has come. In the meantime, this trust system can protect you from the 
ravages of the income tax system. 


Hider had ideatification numbers tattooed on the arms of Jews as a means of keeping track of them, and 
particularly their earnings, and thus the taxes that could be collected. ’The U. S. Social Security 
number is not much different in result than the tattoos Hitler put on Jews to help enslave 
them. You cannot enslave people you cannot count and control. Now, of course, with the 
passage of the Tax Reform Act (1986) young babies must obtain their identification number, 
else the parents will be denied tax deductions or other "beneSts.' 
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DEMOCRACY 

OR 

REPUBLIC 


From the Army TreMng 
Manoal No. 2000^ War Ctopaitonant 
Washington, Nov. 30, 1928 and 
ordered removo d by Ro os eval dL 

Prepared under the (flpacflon 
of the Chief of Staff. 

Democracy; Authorl^ derived 
through mass me o Cng negating 
property rights. Reaufla in mobocracy. 
Attitude toward law ia that the wff of 
the ntolortty shall ragulala. ariwther i 
be based upon de&erafen or 
governed by passion. prejurSce, and 
impulse, without reetraM or reg^ to 
consequences. Results in 
demago(psm, agBatfon, tfsoontant, 
anarchy. 

Repubfc; Authority Is derived 
through the electfon by the people of 
public officials best fitted to represent 
them. 

Altitude toward property is 
respiect ibr laws and Mtfkturf rights, 
and a sensbie econond e procedure. 

AHRuda toward law Is the 
adndn bt r aton ofjusltea In accord wRh 
fboBd prtoc^tea and estafalBhed 
evidenos, w0i a strict ragaid to 
conssqusnoas. 

A graator number of dBzans 
and extent of tsrrftory may bs btoucrirt 
wBMn Is compass. 

AvoUs the dangerous 
estrerrta of elhor tyranny or 
mobocracy. 

Resutts to statesmanship, 
liberty, reason, Justtoe, oontantment, 
arto progress. 

b the "Stondaid form* of 
govammant ttvoughout the world. 

A republc b a fonn of 
government under a consOution 
which provUos for the derBon of (1) 
an eascuthe, and ^ a iagWatIve 
body, who worldng togaChar in a 
repreesntatfva capady. haw aB the 
power of appctotment, all power of 
legislafion. all powar to raise rsvsnue 
and a pprop ria to espenribsea, and 
ate reqiisd to creato (3( a Judkiary to 
pass upon the Jusflce and bgatty of 


their governmental eeb and to 


Tha Founders of the Unted 


hdvidual rtghb. 

Take away any ona or more of 
ttioae four eiemarris and you are 
drmng toto MJtocraqr. Add one or 
mere to those foitf alsmanb and you 
are di ter g Into democracy. 
Atwood. 

Autocraqr da da iea 0w dMne 
right of tdngs; is authorty.can not be 
quasttonad; Is p owe rs are artlratfly 
sdmtoMsred. 

Osmoeiacy b ttta ‘dbecT rule of 
the people and baa boon repeatedly 
Wad wBwul suocaaa> 

t^GonteJBonai fothacs, fomOar 
witti tha dai Hjib and eeaknoos of 
, both autocracy artd democracy, wlh 
iDiBQ prvic^pies oer^BBqr ^nsio, 
deflnod a faprsaantabve RepubBcan 
form of governm e nt They "made a 
very marlGad d h ti nc B o n bebw o n a 
reputte and a democracy, and said 
they had founded a Rep(^. " 

Protessor Abnnder Fraser 
'TVier'A Democracy cannot SBdst as a 
per ma nent form of Govsmment I 
can offiy eadit unti the wotefs dbcover 
they can ^testhemselwebrg snout 
of the pubBe tnasuiy. From that 
moment on iba majcfly alwaya wCaa 
for foe candMatepr o nteng the moat 
benete from tie ptblehoaBtiy ate 
tha raaufti ihst Democracy alwaya 
coBapsaa owr a looaa fiscal policy, 
alwaya fellowad by a DictatoisNp. * 

When the New Deal came Into 
power. I wRhdrew from Arniy posts 
•nd the Government Prtoflng Office a 
"CttBsnsNp” fr q i nin g martual which 
hed been to uee. Thb manual, which 
has newr basn rsstorsd, daflnad 
dearly and cor Kfee l y foa cBfforence 
b u tw e s n adsmocracyandarepubfic.. 
Why has thb Cttsn ship Manual 
bean wMtwn from the Pufafic? Why 
sns our pofifical leaders and 
newspaper wrttars eo often refoning 
to our government as a democracy? 
Are they oondBoning fbe niinds of the 
people? b I because that only under 
a democracy that they can gain 
control of the affoira of the people? 


"democracy," tha Tslher of tha 
ConsBtufion," James Madbon, stating 
that I was Inoompatibla wlh personal 
security and the right of prbata 
propel, ttwa Sec. 4 of Art 4 of the 
Consflbfion. which dU not contato the 
word Memocradr," by toe simple act 
of guaranteeing to each slato In the 
Union a REPUBUCAN FORM OF 
GOVERNMENT, comptotoly ban a 
democracy form; and, the 1928 U.S. 

-Amiy Cllzei i al iip *ntenlng Manual 
seab the airiMemocracy verdict wBh 
fra i ee wor rli* "TheOovemment of the 
United Stetoe b NOT a Democracy 
BUT A REPUBLIC.* 

Democracies haw ever, been 
apectedea of tortulsnoa, and 
c ontenfion; haw ewr bam found 
tocompadbla wth paiaonal security; 
and haw in general bean as short in 
fiwir ires aa they haw basn violant In 
toefrdBafl w ..On a candd srnminafiort 
of Mstoiy we ahaO find damocradas 
charactertzad by turiaulanoa, violence 
and abuse of powar by fin ma|otfiy 
irampftig on tha itghte of fits Rrinorty. 
(,)mm Msiteon, telhar of the 
Conottufion)' 


Sever 

1 the ALAMO’ 

bemember 

-WACO. 




906 


RESPONSE LETTER 

FROM 

RONN JACKSON 

11 - 9-94 


In lespmse to Volume 13. 

10, Novanber, 1994, I wish to 
make the fi^kiwing comments: 

I am not a ‘'Whistle Blo««r” 
fitMB the. BUSH-atA. I was affiliated 
with the “Committee and Organuatioa 
For Univenal Peace and Eomomic 
St^nlization" (C.O.Uf.E.S.) from 
Sqtlember, 1963 to, M^, 1985, and off 
and on, through Decent. 1990. 

The committee controls, and 
mawtiWM to, the following 
organizattons: *Tbe Cnmfnin^ of 
300"; The Counsel On Foreiga 
Relations"; *Tbe Tri^Latterals"; 
The Bildertwgers"; “MI-12"; 
The Federal Reserve System" and the 
other fourteen (14) mqor central banks; 
‘The United Stales Government”; this 
is only a partial list and does not 
rmthiin the “stodc" and "commodity" 

and cmrency exchanges on a 
global scale. 

While docomentation exists 
that the "One World Order" started 
prior to the "American Revolution", the 
committee was formed in "1921", 
concurrent with the fonnation of the 
“CFR". 

The purchase of 500,000 
metric tons of "Gold" by the "Aostrian” 
Covemment from the Philippines, has 
Mthine to do with the Gold Standard 
in Che United States, but is connected 
with the twdve (12) frmilics viho own, 
THE CEWTOAL BASK . 

No signatmes or pqierwork is 
itecessaiy for the transfer of Gold from 
the Far East, South America, or the 
near East (The three maio repository’s 
for an Gold.) Excluded is daily 


transactions ot “Federal Resem CX 
New York" and otha "Imenatiooal", 
like facilities. 

As of inly. 1994. 5,400.000 
tons of Gold had been ret ur ned to this 
coontry in preparatimi oC the return to, 

the G(^ Standard. The transformation 
to the Gold Standard was halted doe to 
an iocrediUe blunder of the United 
States (jOvemmesL “Public Law 94- 
564". The Bretton Woods Agreement 
This law had three (3) purposes: 1) 
Creation of the bank 2) 

Creadon of the intertradottal monetary 
fund. 3) Creating granting the 
President of the United States, the 
poner to issue, ea ttr aordinary 
Presidential Directives, outside the 
scope and authmity o£ the Constitution. 
Upon passage of Ptfolic Law 94-564, 
anH the irandatory 30 waiting 
period. A “PD" was issued and 
unknown to the American ndmlc. 
giving the “United Natious” the power 
to tax. the American people, the 
unknown ramifications atvt effect of 


this law is, the agency of our 
Goverament, the *Treasuiy Of The 
United States” is now oonlroUed and in 
the hands of other s; **nie United 
NaSioM.* If the (jold Standard is re- 
instituted in Country, the "Federal 
Reserve System" must be purch a se d or 
latinnaKzed, the Uimder diat our 
Govenment is ginlQr of is, IfTED" Is 
p i f r«i tjw nf or rationidized, the treasury 
leveits to the “United Natioos" and 
then they have control of oor cunenqr 
and of the Gtdd, in order for a “One 
World Order" to exist, two conditions 
rmvst qpw Pttity in the worlds 
cunencies, and parity in the wages d 
the working of all Countries, 
Now, do you tmrkrJand why 
“Presideot Climon" didn’t faifiii his 
c a m p aign p o mi sc of 8 tax<uL This 
Country wma be kept in servitude arul 
bondage without the “Populas” being 
knovdedge^le. Ginton works &»- the 
"Committee" 

While maity people have 
written about the “Federal Reserve 
System" its incepticn in 1913, all 
wwiwK ait qni fonned, and thos e 
"Hundreds" of authors, cannot name 
the ownership aod/of control of that 
private ageoty. 

While “Rnssbacher" is a part 
of "Anstria’s" past, he has not, and will 
not a part in that counlncs future. 
He has not, nm wiO be be adeed to phty 
a part in atty economic decision of that 
Counuy. 

You people make your own 
decisions about your journalistic 
contenL I will make no comment on 
what other papers may say to you, and 
the, “1st Amendment" to the 
Constitution Guarantees the Right for 
individuals to speak their minds. I only 
suggest you check the validity of 
anything you print, including this 
letter, if you ded^ to print iL 

An aninformed TATRIOT* 
can be every bit as dangerous as a 
p ro p o n e nt d the “ONE WORLD 
ORDER". 

In Knowledge, Truth A Freedom. 

Rtam Jadooo ^ 
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TO REIN IN BATF 


Heavy-handed raids and 
abuses against law-abiding 
citlsens, harassment of gun 
dealers, and the iHegai 
computerization of out-of- 
business FFL dealer records 
are hallmarks of this rogue 
federal agency. 

BY ILA STAFF 


A sk Harrv and Theresa Lumpiugh. This past sum- 
mer, 15 to 20 armed men burst into their mral 
i Penasylvarua home. The famiiy cooperates — 
opening safes, handing over papers — ^ cooperation 
doesn't ease the intruders' wraih. Oite holds a subma- 
chine gun in their faces. Another utters a racial slur. Orte 
empties vial after vial of cancer medicirte and crushes it 
on (he bathroom floor. Another stomps a pet cat to death. 

Who are these intruders? 

Ask 21 -year-old Monique Monigotnery. Fourmasked 
men break into her bedroom at four in the morning. The 
glaring lights and the uming of ihe hit are nteant to max- 
imize Monique's disorientation as she wakes from adeep 
sleep. And wake she does, pulling a gun for self-defense, 
but the intruders already have their guns drawn and let 
her have it — four shots, four direa luu. 

Who ara these intruders? 

Ask Louie Katona Uf of Ohio— successful busi- 
nessman, civic leader, part-time cop. family man, model 
Amencan. One intruder pushes wife Kimberly against 
a wall. Kimberly begins bleeding and later roiscames. 
Who are diese armed terrorists? 

Not a gang of neighborhood toughs. They 're agents 
of (he Bureau of Alcohol. Tobacco and Firearms, and 
the incidents described above are not exceptions, but 
recent examplesof the brute forceofunche^ed.rene- 
gade federal power. W:.; are the victims? People 
who've broken no law. in homes where nothing ille- 
gal is found. 

The terror often comes at the hands of BATF 
agents clad in ninja black, but the tenor doesit't stop 
there. Even the desk jockeys in the licensing part of 
the agency get in their licks. 

Bend to BATF's poHtics— or get broten. 

BATF visits Randy Engelken, a gun-store owner 
in Seneca, Kansas, and photocopies any transaction 
record involving the purchase of military-style 
semi-automatic firearms. Why just those fireanns? 
The agent comments on Randy’s political 
activism — namely his vocal opposition to U.S- 
Rep. Jim Slattery (defeated last f^). In a style that 
would make the old KGB proud, the BATF agent 
tells Randy: "If you don't lay off Congressman 
Slattery, you won't have a firearms license.” 
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Sumnder your license— or suirender yom reputation. 

BATF is committed to driving down the number of 
^Federal Fircanps License (FFL) holders to drive down 
‘ lawful gun ownership! .And they 'll do it any way they can. 
A typical case: BATF raises the zoning issue by con- 
tacting a Pennsylvania township directly, informing offi- 
cials that a resident with an FFL is conducting retail sales 
in the township. BATF also speaks directly with a sup- 
plier to the dealer, suggesting that the dealer was lying 
about being a federal agent. The agent also goes to the 
dealer's supervisor, demeaning his reputation. In fact, no 
crime was committed by the dealer — who was and 
remains a special agent with the U.S. Department of 
Justice Immigration and Naturalization Service (INS) — 
a taw enfoicemenl professional with 25 years experience. 

T1iey*ll ban what they can— whenever they can. 

Ignore the fine print in Ihe '94 Clinton Gun Ban that some 
firearms are “protected,'* because BATF ignores it, 
forget the fact that the 1860 Henry lever-action was list- 
ed as protected, because, for months, BATF banned its 
importation — considering the cowboy rifle an "assault 
weapon." 

And now thay'va got your name— and your number! 

On February IS. 1995. at a hearing of the House 
AppropriarionSubconunittce on Treasury. Postal Service 
and General Government, officials of the Treasury 
Department and BATF admitted that all the records of 
firearms transaaions between U.S. citizens and out-of- 
business dealers are be mg entered into a centralized reg- 
istration system under the control of BATF. Throughout 
history, registration has always been a precursor to 
harassment, a stepping stone to gun confiscation. 
Recognizing this, the U.S. Congress has spoken clearly 
and distinctly over the last three decades: no money, no 
people and no administrative expenses can ever be used 
to register fireanns. firearms owners or firearms trans- 
actions. Period. 

But BATF IS not listening. They're copying, collating 
and coinpuienzing (see "lOiox’s Notebook." p. 14; — 
while their agents in the field are hara.ssing, miimidaung 
and hurting honest citizens. 

It must Slop — and it cani Call your U.S. representa- 
tive and U-$. senators at (202) 224-3121, and do it now. 
Tell them it's time to either abolish this rogue agency— 
or take immediate steps to (1) regain control, (2) expose 
and prosecute government agents and officials guiity of 
civil rights abuses and (3) institute, strict policies and 
oversight to ensure that the Bill of Rights is honored, not 
condemned. 


Make the call now . 
before the intruders 
target your guns, 
your home and your 
Bill of Rights. 
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BATF AGAIN REGISTERING GUNS 


T reasury’s Bureau of Aicoinri, Tobaco3 and Fireanns is 
again creating a central registraiicm system of fireanns — 
or at least laying the foundation for one— in clear violation of 
both cnminal law and their funding restriction. 

The last lime they aiiempted to ignore congressit^ rejec- 
tions of gun regislralion, by formally proposing regulations to 
create a registration system in 1978, they lost a chunk of their 
funding and were forced to change both policies and peistm- 
nei. That was dunng Jimmy Carter's Administration: this tin^, 
under Bill Ointem, they didn't ask. they just did it 

During i^bruary IS hearings before the House Treasury 
Appropriations Subcommittee, Treasury Under Secretary 
Ronald K. Noble denied Rep. Ernest Istook’s (R-OK) charge 
that BATF is violating their funding restriction. For many years, 
despite BATF's attempts to remove it their appropriatiems law 
has declared: “That no funds appropriated herein shall be avail- 
able for salaries or administrative expenses in connection with 
consolidating or centralizing, within the Department of tl^ 
Treasury, ike records, or any portion thereof, of acquisition and 
disposition of ftrearms maintained by Federal firearms 
licensees'.' 

Their round'the-clock program to computerize “semi-truck 
toads" of out-of-business dealer records didn't violate that pro- 
hibition, Noble and BATF Director John Magaw asserted, 
because it only applied to dealer records; the records they were 
computerizing were (hose turned in by former dealers. 

T^t's sophistry! The prohibition wasn't intended to protect 
gun dealers, but the privacy of citizens whose names, address- 
es and Arearms are listed in those records! 

Secdon926of the Valkmer-McClure-amended Gun Ccmtrol 
Act is even nu»e specific: “No such rule or regulation prescribed 
after the date of the enactment of the Firearms Owners’ 
Protection Act may require that records required to be main- 
tained under this chapter or any portion of the coraents of such 
records, be recorded at or transferred to a facility owned, man- 
aged, or controlled by the United States or any State or any 
political subdivision thereof, nor that any system of registra- 
tion of fireums. firearms owners, or Arearms transacti<xi5 or 
disposiiums be established.” 

Then why are BATF compliance inspectors making copies 
of dealer records, and who paid for their portable copiers? And 
what happened to all chose “Forward Trace" records BATF gath- 
ered on selected guns? 

The long-rumored illegal computerization of former dealer 
records was conArmed last May on the ABC Day ! television 
program, while BATF Agent Pat Hynes was showing host 
Forrest Sawyer ihcHisands of boxes of old dealer records at their 
1 WW reconis center. “Ri^i now dare’s 20 millitm records here." 
Hynes said. "We’ve already computerized 60 milHon’’ 

In a February 6 letter to Sra. Larry Craig (R-ID), Directed 
Magaw said: “ATF does not have a computer database of gun 


owners" and that the agent’s comments were “misimderMood.*’ 
Magaw said what Hynes was referring to was “iiKkxing of 
records of former Arearms dealers.” 

Though that differs from Under Secretary Noble’s claim that 
the prohibition applies only to current dealers, note that even 
Magaw's ‘'interpretation” is prohibited by both their appropri- 
ations restriction and Sec. 926, since a gun’s make and serial 
number are “a portion” of the records that aren't supposed to 
be ccwnputcrized. but which Noble says are now being optical- 
ly scanned. 

Noble got into a healed argument with Rep. htook. claim- 
ing that the ''legislative history is clear” that the prohibition 
airbed only to current dealers, and that BATF needed to quick- 
ly access d^er records to "fight crime." 

Rep. Istook snapped: “You're claimmg that Congress gave 
you aloophole that you could drive one of those semis through!" 

Congress intended no such loophole. 1 was NRA-ILA 
Ehrector in 1978 when BATF attempt^ to create a registration 
system that would have tracked guns from manufacturers and 
importers, through distnbutors, to dealer* — though not (tni- 
lially) to consumers, (BATF’s complete plan, which was 
approved hi^ in the Caner White House, was to next elimi- 
nate private tiartsfers by a “minor" change in the law. artd with- 
in two years make another regulation change to include retail 
dealer ^es. creating a total gun regismtion system within one 
generation; Che documents proving it still exist, but to protect 
our sources have never been made public.) 

When theo-Chairman Tom Steed (D-OK) was shown what 
was happening, his Treasuiy Appropnations Subcommittee cut 
$4.2 iriiilion ^ATF's ''esUmate'' of the fint-year cost) from 
theiz budget and the prohibition against Treasury using 
any of iu funds to create a registration system. 

Even after the House of Representatives voted 3 14-80 to cut 
their funds and impose the no-regisirabon restriciicm. BATF 
belligerently refused to wtchdraw the regulations for more than 
a year. 

ILA Executive Director Tanya Meuksa, who was then my 
(kputy and spearheaded our study of what BATF's lustration 
scheme would really was part this history and was out- 
raged by Under Secretary Noble's almosi-facetioitts argumeois. 
She wrote Treasury Secretary Robert Rubin that gun registza- 
bem "has historically been a precursor to . . . harBS&mcnt of pri- 
vate citizens, moving on to registration freezes, and ulbmately 
ending with the confiscation of firearms." 

Unless immediately stopped, and illegally created records 
purged, Tanya wrote, “we will exercise all of our opbom lopie- 
vent the establishment of a registraucm syscers, inciudiag 
recourse to the couits . . . ." 

After 1 7 years BATF still hasn 'I gottot the message that diey 
are supposed to follow Cbn^ss' orders, not the other way 
around. . mu 
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OUR LAW /THE CONSTITUTION 

Our founders established this highest law of the land from very ancient Sources. 

The judicial branch of government Is based on the Common Law, (Lex Popull), which is 
God law, and It Is very different from Rulers law (Lex Regll). The founders wanted to 
avoid "Popish" Roman Civil Law which they saw In Europe, and so they built a Judicial 
branch of government which relied upon ancient Anglo-Saxon Common Law. The 
Unanimous Declaration of the united States of America (Declaration of Independence) 
explains inalienable rights, or God-law , n declares our Intention, as a free and 
Independent nation, to be protected by that law. The founders had expressed these 
rights many times before in different State Constitutions and Charters. Precedent for 
these rights came from the Magna Carta of England. Common Law was also fully 
explained In the book "Commentaries on the Laws of England" by Sir William 
Blackstone a famous 18th century jurist. There the founders read that the "Makers will" 

Is called the Taw of nature" (God law) and that " no human laws are of any vaBditv if 
contrary to this ..." Precedent for Blackstone's comments can be found In King Alfreds' 
code. King Alfred the Great's Book of Drxrms "Liber Judicells" was written less than 
900 years after Christ and parallels Exodus Chapter 21 almost word for word. Thus the 
ultimate source of our laws is Biblical and the common law protection of rights is 
fundamental to our law. 

Another very important function that our law serves, besides the protection of our 
rights, is to establish, oraaniie. and limit the purposes of government In Lacher v. 
Venus 177 WIs 558. 188 NW 613. 2A ALR 403, it says 'The unit of the state Is the 
individual (sovereign citizen), it's foundation Is the family To protect the unit In his 
oonstitulionally guaranteed nafuraf right to form and preserve the family is one of the 
basic orindales for which organized government Is established." 

Sinen our law is Constitutional and our form of government Is a Republic (mle by 
law) than we can call our government a Constitutional Republic . Our government Is 
also Federal in nature. Federal means that the sovereign citizens choose 
representatives, whose job is to swear to uphold and defend the Constitution after they 
take office. They are not supposed to use Iheir vote to blindly obey the will of the 
majority. Politicians vote by democratic majority rule, so that the/ll be re-elected. But 
principled leaders uphold their oath of ofRce by voting to sustain the principles of 
Constitutional law. Thus we can also call our government a Federal Constitutional 
Republic. Since the Const'itution is founded on the Common law, which is God-Law, 
then we can also call our, government a Christian Constitution^ Federal Republic 
There is one thing our government clearly is NOT. IT IS NOT A DEMOCRACY! The 
Founders feared the excesses and tyranny of majoritarian rule democracy as much as 
they did a monarchy. 

In conclusion, law is the Constitution arxl enactments pursuant thereto. Its source is Biblical 
Common Law , and its function is to protect the God given rights of the sovereign atizens by 
limiting and regulating the power of government with a constitirtion. As Thomas Jefferson so 
eloquently wrote: "In questions of power, then, let no more be said of confidence. In man, but bind 
him down from mischief by the chains of the constitution. 

FOR MOKE INFORMA'nON: 

EXCELLENCE IN PLANNING 
CA> 8S41 HOSBROOK ROAD 
ONraNNATL OHIO STATE 45236 (3 13) 793- 7789 
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▲X me fAX 


AboUshingtiie income tax is no longer a utopian fantasy. 
Potitidarjs who recognize the huge costs of the current system are 
seriously considering an alternative 
By Stephen Moore 


Nattoul Kevlar 
ISO E 35th Street 
NarYerk NY 10016 
April 17. 1905 

C LOSE your eyes and tm* 
aglne for t ffloment an 
America without an Income tax. 
April IS is no longer a day of 
dread. The federal tax on per* 
sonal income, corporate in* 
come, and capital gains Is aero. 
Estate and gift taxes have been 
aboUshed. Ihe moat inmisive 
toistitucion In America, the In- 
ternal Revenue Se r vice, has 
been shut down and Its 11 5,000 
auditors and enforcenreht 
agents have been disbanded. 
All federal revenues are col- 
lected dirou^ a national sales 
tax, and It la no longer the 
government’s business how 
much money you make and 
what you do with h once you 
cam it HftR Blodc has gone 
into Qu^iter 11; tens of thou- 
sands of tax accountants, attor- 
neys, and lobbylsis are finding 
new professions; and now even 
drug lords pay dielr taxes. 

That giant sucking sound 
you're hearing is faivescment, 
cqiltal from aO epver the globe 
pouring Into the world's newest 
tax haven: the United States. 
Freed from the shackles of an 
•ntl*204k. anti-investment, anti- 
saving tax system, America sur- 
ges ahead of Japan, Germany, 
and the rest of Europe In 
economic growth. 

Sound like a utopian Cuitasy? 
Until a few months ago It did 
But taioreasingty there are st^ 
that the political fbtoidations of 
the modern-day Income-tax sys- 
tem are b^lnnlng to ounMe. 

On November 9, Repre- 
sentative Bin Archer (R., Tec), 
the chaimian-ln-walt^ of the 
tax-writing Ways and Mearu 
Cnmml t te e, stunned the Wash- 
ington estabUahment by an- 
nounring that his top priority 
was dte total replaoemem of die 
income tax. *Oa a scale of 
aero to ten.* be said, *ilie in- 
come tax rates a aero.* He 
pledged to *pBll np the la- 
fomr raa s y stem bjr Its very 
roots.* 

This month RepRsentsthes 
Dsn Sdweier (R., Cola) and 
BiDyTauaein(D., Ia) will intro- 
duce Icglslaiton to repeal the 
income tax and replace it with a 
national safes tax. They note 
that slnoe the peat tnoome-tax 


’reform* of 1986 die Internal 
Revenue Code has been 
amended some four thousand 
times. To his GOP colleagues 
who wish to 'fix* the tax code, 
Schaefer offers this sensible ad-, 
vice: NHve ft up. The Income 
tax la beyond repair/ 

The latest cw ivei i appears to 
be Newt Gingrich. At his recent 
town-hall meetings in Georgia, 
the Speaker has confronted 
ferodous opposition to the in- 
come tax. At the February 17 
gathering, Gingrich elicited 
ecstatic ^ipUuse when he said 
that he too sonta to 'get back to 
an America free from the IRS ... 
It's dme to get the IRS out of 
your wallet and out of your 
records.* 

Even before the turning of 
the pcdltical tide, the income- 
tax sysmm loolmd to be about 
to collapse under Its own 
weight- Earilcr this year the 
General Counting OfDce 
reported that the IRS was one 
of the 'most mismanaged agen- 
cies* in the Pedera) Govern- 
ment, incapable of collecting 
tens of failll^ of dollars of un- 
paid Income taxes. ArecentNa- 
dona] Research Coundl rcpoit 
foresaw a 'ma|or breakdown of 
the tax system’ by 2000. 



In January, Parode magazine 
ran an article entitled, *What If 
We Abolished the Income Tfe^ 
Pmrtkd* asked its readers to 
write in saying whether they 
were in fevor of a coosumption 
tax rather than an income tax. 
At last coum, more than fixty 
thoumnd responses had been 
mailed tat, rtsining 50 to 1 tat 
feror of replacing the taioome 
tax. Bven some IRS agents 
wrote tat o ppo siti on to the tax 
code 

GHASS-^gOOrS ANGER 
'IjEPRBSBNTATrVES Archer. 
JEmSchaefer, Taaxbi, and now 
Gta^rlcfa have seized iqMXt an 
issue with potentially 


pass-roots appeal V5c Krohn, 
chairman of Citizens for an Al- 
ternative Tax System (CATS), a 
15.000-member group dedi- 
cated to abolishing the income 
tax, predicts that *the anti-fai- 
come-taz movement will burst 
onto the political scene in the 
last half of the Nineties bi much 
the same way that tenn limits 
did in the first half.* At a typical 
CATS meeting, the audience is 
likely to include construedm 
workers, housewives, school 
teachers, bus drivers, small- 
business owners-, average 
Americans with an intense fear 
and loathing of the IRS. They 
can thcBsclvea 'abolitionists.' 
and they're fed up. As a safes 
assistant at a 1994 CATS event 
in Cleveland declared, 
tSfTMf Jfeienwe Cbd* ir twnifng 
middlt<tat%, ttfoHdnf Am m U 
cans isuo a crbninal class.'" 

As with term Umtta. the Wash- 
ington cstabUshmait hat gree- 
ted this dtizoi-drlvcn ptditical 
movement with a yawn of con- 
tempt. Op p o si tion on the Left 
is predictabte and easy to cx- 
^ain. liberal Dcaaocrats op- 
pose the safea-taz ahcniative 
because the progressive in- 
come tax has been the cash cow 
for a half-ccntury of govern- 
ment spending toiltiattves. The 
Left recopiizes that any tax sys- 
tem that reminds Americans 
that they are making payments 
for wrelfitre, farm programs, 
shark resear^ and Depart- 
ment of Energy every time they 
vWt the cash register threatens 
to nuke them even less en- 
thusiastic about funding big 
government than they already 
are. The compete replacement 
of the income tax would require 
a sales tax of about 16 percent 
Every retail purchase Ameri- 
cans make - from big-ticket 
items such as a new $18,000 
Ford Bronco, to routine pur- 
chases like an 89-eent pape 
Slurpee at the 7-Efevcn - would 
include right there on the 
r eceipt a reminder of what a 
bad deal govenunent really is. 
Bradlcate the tneotne tax, and 
much of the rest of the 
Waahtoifion empire could top- 
ple tai short ordCT. 

More surprising Is opposi- 
tion from die Rl^t Many con- 
servative leaders have greeted 
the abtditionlst movement with 
heavy groans of skepticism. 
Conventional wisdom has it 
that the income tax Is politically 
ineradicable. TWa la the com- 
plaint of Grover Norqulst, presi- 
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dent of Americans for Tax 
Reform and conservative 
straic^t extraordinaire. He 
protests that if Republicans 
thixrw their support behind the 
federal sales tax, America will 
"end up with dte worst of all 
we^ds; both a sales tax and an 
income tmc.* 

It is for {xrecisetjr this reasm 
^at maiijr conservatives are ral- 
lying belUfid Majority Leader 
Dick Armey’s el^andy cnfted 
17 per cent flat-tax plm Mod- 
eled on a tax Mueprint first 
developed In foe mid 19S0s by 
Stanford Iht i v eislty e conomists 
Robert HaS and AMn Rabush- 
ka, foe Armey proposal would 
abolish all dcdkatkim 

and loopholesv lenaina&e tax 
withholding, end foe double 
taxation of savings and invest- 
ment, shorten foe tncome-tax 
fona to foe ste of a postcard, 
and dimlnaae the capitai-gslns 
and estate taxes. 

There's very Uok here not to 
like. tjcmp praises foe 

propo sa l lavishly catling it *the 
Kemp-Roth (Reagan tax cut] ai 
the 1990s.* And make no mis- 
take abotd U: foe Armey plan is 
manifesdy timite, foira, less 
mtrusive, and mexe progrowfo 
than our current tax code. 
Comerwatives foould support H 
in a hearfoeat over the exisdtm; 

system. 

Sdn, one gets the uneasy feel- 
ing fom Armey's mnounts 
to ctilsdiiig out severs! brides 
frem AsKTlca’s Berbn Wall at a 
time when thepubhe Is beoe«i- 
irg eager to tear R down com- 
pletely. •The flat tax jndTers 
from one fundaiaenml prob- 
lem,' svy% abolitionist Billy 
Tauzin. It'a atUl an Income 
mac.” It docs iKR eltefruue ilie 
tRS from our lives ~ thmxfo it 
would reduce foe agcncy’srcde. 

It would stiB be the busfnem 
foe govenuaent to pry into foe 
most private aspects of . 
Americans' financial affoirs 
each year. /* * 


LEAVE US ALONE 
^HIS may be a critical defect 
X Unlike foe tax revolt during 
the Reagan era, which was 
sparimd by basic pocketbook is- 
sued, foe current anb-income- 
tax t^isiiqE is motivated at least 
partly by concerns about per- 
sonal Uberttes and privacy - foe 
right to be left alone. AboUtlo- 
nists are foe radicals in foe 
rebellion against big, intrusive 
government At a CATS event in 
Los Armeies last year, a txxick 
driver asked me, tl^y must 
American citizens increasing 
fear harassment and intiinida- 
don by agencies of our own 
government’* A flat tax won’t 
placate him. 

The IRS has become a sym- 
b(^ of the most intrushm, op- 
pressive, and nondemocradc 
institution in a democratic 
society.* concedes Fred GoW- 
berg, Che coomussloner of foe 
agency under Geor^ Bush. 
Every year countless new hor- 
ror stories are brou^fot to U^t 
about pe«^e who have been 
temxlzed by foe indaudadon 
tactics of foe IRS. In one ede- 
brated case, Miami lawyer Dan 
Heller endured a Xafleaesque 
ten-year IRS invesdgadon and a 
four-month prison term. Vhen 
a federal appeals coifft even- 
tually overturned the convic- 
don. the IRS was forced to pay 
Mr. Heller 1)00,000 in repara- 
tions for ‘gross government 
misconducL* Even vfoen foe 
IRS ultlinately loses, however, 
such incidents send a potent 
mesuge to taxpayers-, ccmply. 
or foe GcriMpo may soon be 
pounding on your door. 

Members of (kmgrets, in- 
cluding Repulfocam, have been 
con^rtcuously uninterested in 
curtailing IRS abuses. The 
^ency recently received fund- 
ing to add five foousand new 
agents and auditon, even as it 
was forced to adoiowledge that 
368 agents were fUc^dly scour- 
ing foe retunu of American 


citizens. (Only five were even- 
tually fired.) The IRS work 
force is now up to 115,000. 
more snoops foan are employ- 
ed by the Environmental 
ftcMectkm Agency, foe O^upa- 
tional Safety and Health Ad- 
ministration, the Food and 
Drug Administratiem, and foe 
Drug Enfexcement Admintstra' 
don combined. Since 1985 
Congress has doubled foe IRS 
bucket to 58 biRkm. Thet^jen- 
cy is one Unefe Sam's futest- 
growing non-entitlement 

pn^nuns. The latest Indignity 

the agency has announced, as 
foe Wait Street Journal put ft, 
'super tough IRS audits in 1995 
and 1996* 

The inmtsivcncss of foe tax 
system is just tme of its defects. 
Its absurd ciMnpkxity is ano- 
ther, spawning an entire in- 
dustry of tax attorneys and ac- 
countants who earn their ttvcli- 
hoods looking for loopholea. 
Even foe people who write foe 
tows rely on these pro fess ionals 
to prepare their returns. Dan 
PUI^ author of foe new book 
Are foe /RS, reports that *60 per 
cent of the members of foe 
House Ways and Means and 
Senate Finance Committees do 
not prepare their own returns.* 
In 1992 'Loophole* Lloyd 
Bentsen, then chairman of ^ 
Senate Flnarice Committee and 
perhaps foe single most tnfluen- 
dal archittxt of the modern-day 
tax structure, used a i«o^ 
skmal tax preparer becauise, he 
said, ‘my return is a conipU- 
catedone.' 

What about foe rest of us? 
Pilla discovered that in 1992 
'about 70 per cent of foe tax 
returns filed with tax preparers 
were Ux citizens making less 
than 550,000.* Americans pay 
some 130 billion for foe ser- 
vices of tax accountants and 
preparers. 

But be warned: using g 
professkxial tax preparer by no 
means guarantees that your 
taxes wllJ be cafeuUied corrcci- 
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ty. In 1992 Money aniputne 
gftve 48 accountants a financial 
profile of tfte magaaine's typical 
reader and asked them to 
prepare a hypothetical tax 
return. Not only did eat^ of 
them come up u4th a different 
answer, but the computed tax 
UablUties ranged from Sid, 219 
to 146, $64 - the tiller figure 
nearly three times the lower. 
VUl Rogers cmcc quipped that 
"the Income tax haa made 
more Uan out of people than 
thegameofgolf,* Indeed, the 
toasslve amb^uldes in the ln« 
temal Revenue Code subject 
even dte most conscientious tax 
filer to the charge of being a tax 
cheat 

Furtherac»e. the Internal 
Revenue Code is forever geetii^ 
less user friendly, despite 
countless good-biih efforts by 
Conpess at tax almpUficatlcm. 
The original 1040 form was a 
model of tlm{41city: four pages 
in aU, including the instruc* 
dons. The New York Times 
printed the fcnhi in Its entirety 
on a single newspaper page. 
Today, the Times would have to 
devote several editions to 
reprinting the four diouaand 
pt^es of tax fonns and tnstruc< 
tlons. In 1914 diere were 14 
pt^ea of federal tax law to lm< 
frfement dsc newly enacted tn< 
come tax; by 1954 die page 
count had grown to 964; by 
1994 It was 9,400. Shirley 
Peterson, IRS commissioner In 
1992. laments that tax-law 
changes have become so com- 
monplace that on several oc- 
casions Congrem has rewrinen 
die law 'bc&»e dtc IRS even 
had dim; to nptoffsm its ccmi- 
puusra firom the previous tax 
reform.* 


*Wben men get in the 
habit of beating themselves 
to the prop e r ty of others, 
tbtyreamsot be ossify cured 
of it* 

New York Ttocs (1909) 


This complexity takes a toll. 
According to official estimates, 
in 1990 American individuals 
and businesses spent more 
than five billion man-hours 
computing their taxes. George 
Mason Unlver^ty economist 
Walter ^nUiams calculates that 
this was more mann-houcs than 
were used to build every car, 
van, and truck in the United 
States last year. These wasted 
man-hours alone represent a 
dead k»s to the ecemomy of 
some S200 billion. (For com- 
parison, the income tax collects 
about 1700 billion in revenue a 
year.) If c onv ert i ng to a simple 
sales-tax system merely cut 
compliance costs In half, it 
would generate savtr^ in ex- 
ce» of f 1 ,000 per fiunily - more 
money than Is offered In aU the 
tax cuts promised by the Con- 
tract with America. 

PRODUCnvnV BOOST 

B ut the major economic 
benefit from the sales-tax 
alternative (or fitmi a flat tax, 
for that maher) would come 
from eliminating the punldve 
treatment of savings, invest- 
ment, and ca{Htal fonnadon - 
the essential building blocks of 
a prosperom economy. In a 
Cato Insdmte repent, Bosum 
University econemtist laurence 
Kodikoff estimates the impaa 
of a revenue-neutral replace- 


ment of the Income tax with a 
retail sales tax of 16 to 16 per 
cent KotUkofffindsthatsut^a 
plan would; 

1) raise tlm aaticmal s^viags rale 
to t«^ and a half tin^ Us cur- 
rent level; 

2) increase the capital stock by 8 
per cent; and 

3) raise income and output 
almost $500 billion a year, or 
abotU $5,000 per famUy. 

To address ffie fear dtac Cem- 
gress might resurrect the in- 
come tax after the sales tax was 
Installed, the federal taxing ap- 
paratus should be almost en- 
tirely dismantled, with respon- 
sibility for collecting the sales 
tax left to the states (a minimal 
burden, since almt^t ail fifty al- 
ready collect a state sales tax^. 
A national sales tax can easily be 
made non-regresslve. The first 
S$, 000 of purchases per person 
could be exempt from the tax; 
every American would thus get 
a refund <^eck for |200 eadt 
quarter. A family of four with an 
Income of 120,000 would there- 
fore pay no tax. Of course, tax- 
es could be deferred through 
savings, but since all income is 
eventually consumed (or else 
there would be no reason to 
cam It), it would never ftiUy es- 
cape taxadtm. 

Finally, there is the practical 
problem of evasion under a 
sales-tax system. However, the 
IRS admits that roughly SlOO 
billion of income tax is unpaid 
each year. If retaJers were 
compensated for the cost of col- 
lecting the federal sales tax. 
leakage might not be any worse 
than under the current system 
Back In 1909, when the Six- 
tecnthAmendment creating the 
income tax was being debated, 
the New York Times protested: 
’When fpen get in the habit of 
helping themselves to the 
pn yer ty of others, they cannot 
be easily cured oi it* CXtr ex- 
perience with the Income tax 
since then has fully confirmed 
that wamli^ In April BUI Ar- 
cher wUI commence an un- 
precedented set of hearings on 
the feasibility of abolishing the 
Income tax This is the first su^ 
in the process of liberating 
America fixmi an et^ty-^ar na- 
tional mistake. 


Tiie Fedehal Income Tax, Then & Now 



1914 

1994 

Taxes Paid* 

$6 7 bU. 

$633.4 fail. 

IVr-Cepita Taxes* 

$69 

$2,622 

Individual Filcra 

360.000 

113,829,000 

% Populatiun Filing 

0.5% 

45% 

IRS Budget* 

$110 mil. 

$7 ] bit. 

IRS Employees 

4,000 

110,000 

Pages of Tax Law 

14 

9,400 

Pages of IRS Forms 

4 

4,000 

Top Rate 

7% 

40% 

Median Family's Rate 

0% 

28% 


• l«94SoK*»v 

GampiM Sy Cfw CkCa ifwttCuf* /rvm ramu* aouree* 
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770-J Sycamore Ave. #158 
Vista, CA 92083 
June 15, 1995 


Mr. Phillip Moseley, Chairman 
Ways & Means Committee 
U.S. House of Representatives 
Washington, D.C. 


Dear Congressman Moseley: 

I believe that the income tax which is the fairest 
for all Americans is the flat income tax. 

And I do not believe that it should exclude the 
poor, unless we agree to exclude police and legal protection 
for them also. They should understand that taxes are a 
necessary part of the life of a country. Of course it isn't 
necessary to actively enforce the law if they don't pay. It 
takes time for Che realization to sink in. 

As to the amount, I'm sure that 10% is enough. Why 
should the government ask more than God? That will be enough 
to cover the proper duties of our government, namely: to 
protect American citizens from foreign and domestic enemies 
(but NOT FROM THEMSELVES) , to provide a valid and trustworthy 
money, based on gold and silver (NOT CREDIT OR FIAT) , to 
regulate interstate commerce and to raise revenue. 

The remainder, which will be necessary to eliminate 
Che deficit, should be raised by Congress. This big(?) 
problem can be quickly reduced by eliminating all programs 
not mentioned in the original Constitution, especially those 
having to do with promoting the "general welfare." These 
words have been corrupted by the no good freeloaders among us 
who haven't found the strength to turn to God for help. They 
were never meant by our forefathers to promote socialism. 

The Congressmen who play their god lead them on to a final 
disaster. Why should we go along? 


Sincerely, 

' t. L 

Robert Morrissey 





915 


TESTIMONY SUBMITTED BY MICHAEL E. BRUNNER 
EXECUTIVE VICE PRESIDENT 
NATIONAL TELEPHONE COOPERATIVE ASSOCIATION 
REGARDING REPLACING THE CURRENT INCOME TAX CODE 
U.S. HOUSE WAYS AND MEANS COMMITTEE 
JUNE 22, 1995 

Thank you Mr. Chairman for allowing me the opportunity to submit for the 
record some observations made by National Telephone Cooperative Association 
(NTCA) with respect to various proposals to replace the current income tax system 
with a fairer, simpler, and more transparent tax system. 

Americans today are frustrated about their individual economic situations and 
the stress it puts on their wallets. The complexities of filing annual tax forms are 
overburdensome, tedious and excessively costly for most businesses, full or part-time 
workers, small business owners, or American consumers. Beyond the border, 
however, a critical detriment to the economy is a major reason for the abandonment of 
the current system. The principle detriment is that the current federal tax system 
discourages savings and investment. The situation is exacerbated for rural workers, 
businesses, and consumers. 

According to several studies, the U.S. ranks last among industrial nations in the 
percentage of gross domestic product devoted to investment. To address this critical 
problem, varying proposals for replacing today's complicated tax system have 
surfaced over the years and have gained in popularity as the 104th Congress has 
progressed. 

The purpose of my testimony is not to suggest that one particular replacement 
proposal surpasses any other in design or practical application - that is a decision for 
you the Congress in conjunction with the Administration, to determine. Rather I 
would like to point out that each of the proposals NTCA has reviewed thus far, fail to 
adequately recognize the significance of investment in one critical part of the country, 
that being rural America. Rural areas, with their lower growth rates, are not natural 
attractions for investment today and would conceivably be less so under a system that 
eliminates specific incentives for such investment. As an example, I illustrate the case 
of the tax treatment under which rural telephone cooperatives currently operate. 

S. 722, the “USA Tax Relief Act of 1995", as introduced by Senators Nunn and 
Domenia, offers the most detailed explanation of how cooperatively organized 
businesses would be treated under a replacement system. First, the exemption 
afforded a quaiifying telephone cooperative under section 501(c)(l2) of the current 
code would be eliminated. Alternative proposais, while not specific, suggest the same. 
Of even greater concern however, is the fact that S. 722 would only permit telephone 
cooperatives to exclude from gross income those patronage dividends that are 
allocated each year in cash or property. My thesis is that \Mtatever form tax 
simplification takes, it should preserve the ability of telephone cooperatives to raise 
capital through their “capital credit" systems in order to continue developing 
telecommunications infrastructure which in turn results in substantial economic 
development. 

The duty “to serve all" persists 

The National Telephone Cooperative Association represents nearly 250 rural 
cooperative telephone systems who have been active leaders in promoting economic 
development in their respective rural communities. These telephone cooperatives 
serve from fewer than 100 consumers to more than 50,000. They employ from 2 to 
several hundred individuals. They often provide the only local telephone service in 
areas as large as an entire state. 

NTCA member telephone systems, like most of the country's independent 
local exchange carriers, evolved during the early part of this century to serve low 
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density, high c»st areas that larger commercial companies found unattractive for 
investment. Congress granted telephone cooperatives an exemption from federal 
income tax in 1916. Today these systems continue to ensure that every farm and 
home in rural localities receives the same quality service as that provid^ to those 
residing in urban sectors of our country. The challenge is not easily met. In fact, to 
date, while rural telephone subscribers consist of a mere 4.3 percent of the nation's 
total number of telephone customers, the areas served by independent telcos account 
for 40 percent of the nation's geographic area. In a vacuum, this equation equals 
costly phone service for rural consumers. Fortunately, support programs and 
additional safeguards have been established over the years to ensure rural telephone 
service is affordable. 

As you are aware, deregulatory telecommunications legislation is currently being 
considered by Congress. This legislation nevertheless recognizes that rural telcos are 
charged and will continue to be charged with universal service obligations. Fulfillment 
of these obligations in a period of rapidly changing technology will require continuous 
capital formation. 

The basis for capital retention bv telephone cooperatives 

An important principle for the provision of telephone service in these rural, high 
cost areas, is that capital credits, or the margins of operation that remain after a 
cooperative has paid its business expenses, constitute, as a legal requirement, a 
contribution of capital to the cooperative. It is well recognized in law that this method 
of capital formation is vitally important to the progression of advanced services in rural 
communities. 

The telephone industry is undergoing rapid changes as technology continues to 
expand and develop. It is paramount that Congress understand the initiatives that are 
being undertaken by rural utilKles and how the retention of capital enables these 
initiatives to take root. Various community development projects have been initiated 
under the leadership of the local telcos. These projects create jobs, raise the standard 
of living and provide security for rural families. These families, like families in all parts 
of the county, desire to be productive members of society. That is why rural telcos 
have forged relationships with higher learning institutions for the purpose of delivering 
course materials not otherwise available in local school curriculum. That is why local 
telcos have constructed video conferencing sites that enable local leaders to reach out 
to their counterparts all across the country to share ideas and solve problems. Even 
more exciting is the rapidly developing state of the art technology used to link teaching 
hospitals with local clinics where rural patients can receive care v^out having to 
travel the distances they were once accustomed to. 

In the provision of these services, cost remains the principal hurdle. The 
investment in infrastructure for these types of services is made possible only through 
the ability to retain capital. Pursuant to statute and the by-laws of individual telephone 
cooperatives, the current treatment of capital credits enables local telephone 
cooperatives to reinvest in the future on a continual basis. 

Conclusion 

A low rate flat tax on all forms of business entities with an unlimited deduction 
for capital investment, is in theory a good concept. However, initiatives aiding in rural 
economic development should be guaranteed special attention. Just as S. 722 retains 
current law treatment of the home mortgage deduction and charitable giving, and 
creates a post secondary education deduction all in the name of the long term gains 
these investment provide the nation, so should investment in rural infrastructure and 
communities. It is precisely for this reason why cooperatively structured business 
arrangements operating in rural areas warrant preferenced tax treatment in our tax 
system. Rural America will be threatened if infrastructure growth is not properly 
reinforced by safeguards similar to those outlined in the current Internal Revenue 
Code. 
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29 May, 1995 
1530 N. 115th 
Seattle, Wa 98133 

Philip D. Bosley, Chief of Staff 
Ways & Means Committee 
Longworth Building 
Washington D. C. 20515 

Dear Mr. Bosley, 

I believe that the tax code of the United States of America should be totally 
changed . 

The tax system is not fair, it currently penalizes people who wish to work 
long and hard by making them pay more of their money than those who do not 
work as hard.Too much social engineering is done with the tax system. It is not 
fair to give a tax brake (Clinton's New Plan) for sending your child to college to 
people earning $95,000, but not to parents earning $102,000. Why should parents 
sending their children to college get tax breaks, but families whose children 
become mechanics or eiectricians do not get tax breaks? 

Compliance is too expensive. It costs over 1 Billion dollars to comply and 
this does not take into account the time it takes individuals to gather their tax 
information. 

A National Consumption tax would be most fair, but a National Plat Tax on 
Income would also be preferrable to the current system. 




Sincerely, 
Nancy L. Niles 
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June 8, 1995 


Phil 1 Ip D. Mosley 

Chief of Staff 

Committee of Ways and Means 

U. S. House of Representatives 

1102 Longworth House Boulevard 

Washington, D.C. 20515 

The Honorable Phillip Mosley: 

Your are right, the current Income tax system needs to be 
revamped. My solution is as follows: 


CONSUMER TAX 


Every purchase excluding food and medicines have a consumer tax 
of 7% at time of purchase. 


In doing this you would encourage people to save and also to 
donate to charities. 

This would also eliminate the business loop-holes and all would 
be paying according to their consumption, private, business or 
government. Yes, this would Include all purchases, excluding 
food and K.edlclnes, by the government. When I say every purchase 
excluding food and medicines I mean EVERY PURCHASE . This would 
also eliminate a passel of IRS employees saving billions of $S. 

I pray this solution or one very similar will be adopted as soon 
as possible. 


Thank you for your time. 



Patricia A. O'Brien 
Rt 4 Box 4495 
Prosser, WA 99350 


cc : file 

Congressman "Doc” Hastings 
Senator Slade Gorton 
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L'MVERSITi’ 



June 20. 1995 


School of Law 
Bloomington 


Dear Mr. Archer 

I enclose two chapters from my book manuscript. It will be published in a few 
months Tne tentative title is, “Why We Should Abolish the Income Tax A Guide 
to the Proposals ” 

Please enter these in the record to accompany the printed record to the 
hearings on June 6-8. 1995, before your committee 

I enclose a copy of my vitae. 


Honorable Bill Archer. Chairman 
Ways and Means Committee 
Room 1 1 02 
Longwonh Building 
Washington DC 20515 


Sincerely, 



William W Oliver 
Professor Emeritus of Law 


Thirl Sireei and 
Indiana Avenue 
Bloomington. Indiana 
47405-1001 


Ka.\.8i:-855-0555 




921 


Chapter 21 
Draft 6/20/95 

A National Sales Tax to Replace the Income Tax 

1. We need to flee from the complex, controversy-generating 
Income tax to a simple tax, and the sales tax is a simple, broad- 
based tax. It is computed transaction by transaction; not on a 
total of many transactions over a period of time. Modern cash 
registers compute sales tax on each transaction and total the tax 
over a period of time, such as a day. This means the cost to the 
retail merchant will be minimal. Everyone pays it and it is 
progressive since the rich spend more on consumption than the poor. 

2 . The income tax takes away from business and investors ' , funds 
which can be spent by them more productively than by the 
Government, which, to a large degree, is unproductive and counter- 
productive. 

3. The income tax imposes huge compliance costs on the private 
sector and abolition will lead to even more improvement in economic 
performance than that which followed the 1981 Reagan tax cut. 

4 . The market values of stock are largely based on after-income 
tax earnings; abolition of the income tax will increase the market 
value of stocks. Those increases in the value of stocks will 
increase the net worth of individual stockholders, pension funds 
holding stock (and thus increase the security of pension recipients 
both current and future) , endowment funds of non-profit 
organizations, and others. This increase in net worths would be 
conducive to new ventures in the private sector, the real source of 
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wealth in our economy. 

5. We would replace a tax on investment, with one on consumption. 

6. We have a meager savings rate and largely rely on foreign 
sources to fund our budget deficits and trade deficits. Now the 
savers face two taxes: one on the income saved, and another on the 
interest, dividends, or other income received on the savings. 
Abolishing the income tax will Increase savings, and help avoid the 
disaster which will ultimately come from the combination of budget 
deficits, trade deficits, and meager savings. 

7. The host of people who are cheating on the income tax or 
winning at playing the audit lottery, would pay the sales tax on 
their consumption. 

A study done by John H. Qualls, Ph.D., at Washington 
University in St. Louis concluded that a national sales tax at a 
rate of 17% could replace the revenue presently raised by the 
income tax. That may sound high, but remember take home incomes go 
up immediately through elimination of withholding of income tax 
and payment of estimated income tax. 

Here is a summary of the Qualls study; 

The replacement of the current U.S. individual and 
corporate income taxes by a national sales tax would 
result in faster economic growth, higher levels of 
employment, more business investment, higher productivity 
growth, and an increase in the private savings rate. 

These results were obtained from an econometric 
simulation using a variation of the Washington University 
Macroeconomic Model (WUMM) , available commercially from 
Laurence H. Meyer and Associates (LHM&A) , a St. Louis- 
based economic consulting and forecasting firm. 

A one-for-one replacement of the personal and corporate 
income taxes with a national sales tax results in a 
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reallocation of GNP away from consumption and toward 
investment. The investment share of GKP rises two 
percentage points (from 17.1% to 19.1%) with the 
introduction of a national sales tax. 

The private savings rate (total of personal and business 
savings) rises from 15.4% up to 18.1% after the 
Introduction of a national sales tax. 

Real business investment is from 19 to 25 percent higher 
with a national sales tax. In effect, businesses use the 
extra cash flow resulting from the elimination of the 
income tax to Invest in plant and equipment. 

The higher level of capital stoc)c results in more 
employment. The number of new jobs generated by the 
national sales tax reaches 900,000 by 2000 and 1,600,000 
by the year 2010. 

Because of the increase in business Investment, real GNP 
grows at a faster rate after introduction of a national 
sales tax. Although the annual growth rate differential 
seems small, at 0.2%, it results in a significantly 
higher level of real GNP by the year 2010 — up 4.1%. 

This amounts to a difference of over $1,500 (in constant 
1990 dollars) for every person of working age in the 
country, or over $3,100 for a family with two working-age 
adults. 

The national sales tax is not inflationeury. Although the 
price of goods (including the tax) would reflect a one- 
time price Increase, the rate of increase in prices after 
that would actually be lower by 0.2% per year. Thus, 
sustained Inflation would drop after introduction of the 
sales tax and abolishment of the Income tax. 

In short, implementation of a national sales tax would go 
a long way toward rectifying the U.S. 's decline in 
international competitiveness. 

Another study by Laurence J. Kotlikoff, Professor of Economics 
at Boston University f The Econ omic Impact of Replacing Federal 

Income Taxes with 0 Mationfli Salsa Zax) , corroborates the 

conclusions of the Qualls study. This study was sponsored by the 
Cato Institute and released in 1993. It concludes that the 
abolition of the federal income tax and replacement with a national 
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sales tax will Increase savings and hence available capital, and 
increase wages in real terms. 

For businesses, cash flow will increase from the disappearance 
of federal income tax payments and the end of the huge unproductive 
cost of income tax compliance. The added available cash will make 
funds available for Increased investment in plant, equipment and 
working capital. Since the federal income tax is a cost which must 
be recovered through sales prices high enough to achieve an 
adequate profit margin, abolition of the federal income tax should 
(through the competitive process) decrease prices to consumers, 
tending to offset the national sales addition to the cost of retail 
purchases (also offset for the consumer by the end of withholding 
of Income tax and the payment of estimated income tax) . Export 
prices can be decreased to reflect the abolition of the federal 
income tax and the resultant elimination of the huge costs of 
compliance. The sales tax will not apply to export sales. The 
resultant improvement in our international competitive position 
should decrease our trade deficit, and perhaps even eliminate it. 

For individuals, the end of income tax withholding and payment 
of estimated tax will occur simultaneously with the imposition of 
the national sales tax. But the motivation for savings is 
substantially increased; the saver will no longer have the income 
on the savings reduced by the federal Income tax The present 
situation with savings covering only a small part of our two 
deficits (trade and budget) and relying on foreign sources to cover 
the rest of those deficits means that our country is vulnerable to 
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a loss of confidence In the United States by those outside our 
borders. Increased savings by our people Is a vital goal; 
substituting a national sales tax for the federal Income tax may be 
our salvation by Increasing savings. 

To avoid the sales tax being a burden on low-income persons, 
there will need to be a refund of standard amounts of sales tax to 
such persons. There will need to be strict safeguards. Don't 
forget that the I.R.S. has made "refunds” to prison inmates based 
upon phony withholding forms; as well as the fraud involving the 
earned income credit (for example, reporting non-existent earnings 
to get the refund) . The working poor on their own mostly do not 
understand this refundable credit and don't claim it; sharpies 
claim it for them, and probably get much of the refunds, which they 
don't report as income. 

Excise taxes can be used to satisfy the widespread desire to 
do something to people who "have too much money." For instance, an 
excise tax on advertising on the broadcast or telecast of 
professional sports can reduce the excessive salaries there, vmile 
the top rates under the estate and gift tax should be reduced, and 
relief should be given for family businesses which stay in the 
family, the estate and gift tax will remain. Excise taxes can be 
used to inhibit the officers of publicly owned corporations from 
getting excessive compensation, thereby breaching their fiduciary 
duty to the stockholders. 
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chapter 18 

SUMMARY: VIHY THE INCOME TAX SHOULD BE ABOLISHED 
Draft 6/21/95 

1. Payne's Costly Returns alone is sufficient reason to abolish 
the income tax. That tax, which costs the society and economy 65% 
of the revenue raised, is Intolerable. 

2. Congress' pre-1995 record shows that an Income tax can be a 
dangerous instrument in its hands: Marriage Penalty, Percentage 
Depletion, 1993 Clinton Tax Act, rules on Charitable Deferred 
Giving, etc. 

3. An income tax is unfair in a country with chronic inflation. 

4. Complexity and other factors make fair treatment of all 
taxpayers under the income tax unachievable. 

5. There are signs the Income tax is breaking down: extensive 
cheating, the audit lottery, massive non-filing, protesters, an 
increasing backlog of uncollected assessments, etc. 

6. Discriminations exist under the income tax which cannot all be 
eliminated short of abolition of the income tax. 

The Process 

Achieving abolition of the income tax will require dedication. 
Those who understand the problems of the income tax, must show an 
intensity of effort. Absent some strong mitigating circumstance, 
vote against every Congressional incumbent who will not support 
abolition of the income tax, and write and tell them so. Join 
organizations such as Citizens for an Alternative Tax System and 
the National Taxpayers Union. 
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Opposition will be encountered. There is an income tax 
industry with many persons engaged. These 65% direct and indirect 
costs resulting from our present federal tax system is putting lots 
of money in the pockets of many people. 

Tax attorneys and tax accountants may mostly oppose abolition 
of the Income tax. They shouldn't, for they know how awful the 
Income tax is, and in a country short on intelligent, well-educated 
people there will be many other opportunities for them. Tax 
accountants, freed of the burden of coping with an ever changing, 
complicated income tax, can do more adequate work on coventional 
accounting. This will permit them to better assist managers of 
businesses in making decisions. 

Some arguments in opposition have some apparent merit. For 
instance, the income tax can be said to favor charitable giving, 
but with the Reagan Income tax cuts, charitable giving increased 
substantially. I.R.A.s combined with the income tax can be used to 
encourage saving; but abolition of the Income tax and replacement 
with a national sales tax will Increase savings much more. 

Those in the municipal bond industry and some in local and 
state government will oppose the abolition of the Income tax (under 
which interest on municipal bonds is free from income tax) . 
Abolition will end the ability of those governments to borrow at 
interest rates below market. Also such bonds outstanding will tend 
to drop in market value. But we must look to the overall good of 
the country. The loss to slaveowners didn't stop us from enacting 
the 13th Amendment and freeing the slaves. 
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Abolition of the income tax will make the United States a tax 
have for foreign capital. At present, in lieu of the income tax, 
there is a thirty (30) percent withholding tax on nonresident 
aliens on investment income, such as interest and dividends, from 
U.S. sources. This has been modified by a treaty with some 
countries. That withholding will cease with the abolition of the 
Income tax. 

If Clinton is no longer president after January 20, 1997, the 
erosion of confidence abroad in our country should start reversing. 
With no Income tax, capital from abroad will flow into the United 
States. Combined with increased domestic savings, increased 
available capital will cause interest rates to drop. Indeed, the 
price of municipal bonds may Increase because the interest rates on 
those bonds will be above the interest rates on newly issued 
federal and corporate bonds. 

Some in the life Insurance industry will want to cling on to the 
Income tax, because the tax-free build-up of cash surrender value 
can be used to sell life insurance as a tax shelter. But they will 
be misguided. The unique nature of life insurance will cause that 
industry to get its share of increased savings after the abolition 
of the income tax. 

The arguments of those who want to hold onto the income tax 
for some advantage they have under it, are in effect asking to 
continue a discrimination in their favor. 
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GEORGE A. PALM 

P Q BOX 545 
902 SEMINOLE DRIVE 
LUOINGTON. Ml 49431-0545 

PHONE 616B45-7B45 
FAX 616 845-7902 


CERTIFIED FLOOR INSPECTIONS 

CARPET £ RESILIENT 


June 9, 1995 


Mr. Phillip Mosely 
U.S. House Ways S. Means Committee 
1102 Longvorth Building 
Washington DC 20515 

Dear Sir: 

I am writing because Mike Reagan said that if I sent 
you six copies of this letter it would be duly submitted 
for committee consideration. 

Pertaining to new tax legislation I believe the I.R.S. 
should be mightily diminished by (1) either adopting Dick 
Armey's Flat Tax Proposal or (2) adopting a National Sales 
Tax.elther of which will eliminate our present Income Tax. 

Machinery to collect a National Sales Tax is in place 
now in all or almost all states. I want no part of any 
value added tax. 

Eliminate double taxation - this taxes both corporations 
and the dividends they pay. Eliminate the Capital Gains Tax. 

Add up the grand total of goods and services purchased 
or the total of Income received to determine what tax income 
is needed and set the flat tax rate or the sales tax rate 
accordingly. 

Let's establish an honest tax system free from lobbyists. 
We can call it the "Bill of Rights 11". 

Sincerely 


George A. Palm 
P.O. Box 545 

Ludington, MI 49431-0545 

Copy: Congressman Pete Hoekstra 

Senator Spence Abraham 
Senator Carl Levin 
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STATEMENT FOR THE REtlORD CX)NCERNING 
CONGRESSMAN ARCHER'S HEARING ON JUNE 6, 1995 
ON REPLACING THE FEDERAL INCOME TAX 


Dear Congressman Archer: 

Please consider the following in your deliberations: 

1 . The two primary motivating factors behind the increase in 
the number and complexity of the provisions in the Internal Revenue 
Code are: 

(A) Transactions are far more complicated than they used 
to be and the Code has to be periodically changed to reflect same. 

(B) Since approximately 1974, many of the changes in the 
Revenue Code and, over the past decade increasingly so, have been 
revenue driven. In other words, the real problem is that Congress 
is spending far too much money and has to invent ever more 
complicated ways to raise more money. For instance, take a look at 
the S.S.I. program. Note the provision which allows an immigrant, 
after being here for only five (5) years (it used to be three 
years) and who has never made a contribution to the system to 
receive S.S.I. payments. This is clearly abusive. Another issue 
to look at concerning Social Security is the fact that when the 
program was enacted, life expectancy in this country was age 62. 
Social Security payments did not kick in until age 65. The current 
program makes no sense from any equitable point of view and the 
only thing that is standing in the way of change is Congress' fear 
of the elderly vote. Congress is underestimating the elderly of 
this country. If properly explained, they would agree to financial 
responsibility and equity in the Social Security system. The Food 
Stamp pr^ram should also be scrutinized. The federal government 
is spending $26 billion a year on food stamps. It does not take a 
rocket scientist to realize that this is $2,600 a yaar for each of 
I'o million families of four individuals. This is 40 million 
people. This number clearly suggests massive fraud — perhaps as 
much as fifty percent of the amount expended. 

As a tax attorney who has specialized in civil and criminal 
tax litigation, I can assure you that the biggest burden on 
American individuals and American business is employment taxes . 
Employment taxes do not come out of your pocket after you determine 
whether or not you have a profit. Employment taxes come out of 
your pocket on an on-going basis regardless of whether your 
business is profitable. Rate increases over the last decade have 
made employment taxes even more burdensome. In addition, I have 
seen many businesses go out of business due to a re-characteriza- 
tion of independent contractors as employees. Part of the problem 
here is that federal law concerning the independent contractors/ 
^ployee issue does not take into consideration that when an 
independent contractor is recast as an employee, there are severe, 
collateral economic consequences. They include, but are not 
limited to, a minimum wage and overtime investigation by the Wage 
& Hour Division of the Labor Department; an audit by the Workers' 
Compensation insurance carrier; and, an audit by the State 
Unemployment Compensation bureau. Hundreds, if not thousands, of 
businesses are being put out of business every year and Congress 
has done absolutely nothing to solve the problem. (Section 530 of 
the Revenue Act of 1978 has not solved the problem. The Internal 
Revenue Service still examines the business; and, the burden of 
proof and resources required to invoke Section 530 of the Revenue 
Act of 1978 are both excessive.) 

2. Before you throw the baby out with the bath water with 
respect to the Internal Revenue Code. Please also consider the 
following points: 

(A) If there is no tax on any interest or dividend; and, 
state and local political entities have to borrow money on par with 
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businesses, the cost of their borrowing will increase dramatically. 
The focus, thus far, on, in essence, eliminating the municipal bond 
market by not taxing all interest and dividends, has been on 
investors. While this is very important, since most of those 
investors are elderly people who have worked very hard to acquire 
the wealth to buy municipal bonds, everyone seems to be ignoring 
the fact that the cost of borrowing money to state and local 
political entities will increase dramatically. This will, 
undoubtedly, result in increased taxes at the state and local 
level . 


(B) When most people buy a house, they examine their 
cash flow, taking into consideration any tax benefit, and make a 
decision on what house they can afford in accordance with same. If 
the mortgage Interest deduction is eliminated, many people will 
find themselves in the position of not having sufficient cash flow, 
after taxes, to pay their mortgage. This could result in tens of 
thousands of foreclosures all over the country and the resulting 
personal bankruptcies. (As the passing of the 1986 Internal 
Revenue Code showed, when changes occur too rapidly in the tax 
system, it can result in a financial catastrophe. It has been well 
established that the changes in the Internal Revenue Code with 
respect to real estate significantly contributed to the collapse of 
values in real estate and the resulting savings and loan crisis . ) 

(C) If you eliminate the charitable deduction under 
Section 170 of the Internal Revenue Code, charities will be 
severely impacted. 

(D) Individuals and companies have established 
retirement plans — whether pension plans, IRA's, or other 
varieties. If all Interest and dividends are not going to be 
taxed, does this mean that all of the accumulated income inside all 
retirement plans would not be taxed under a proposed change? While 
it is standard "Congress speak" to talk about transition rules, it 
is suggested that the complexities of the transition rules 
necessary to have any sort of equity in this area would be beyond 
human comprehension. 

(E) For individuals subject to the 39.6% marginal tax 
rate, the tax is already a "flat tax." This is due to the 
limitations on itemized deductions contained in Section 68 of the 
Code and the phasement of deductions for personal exemptions set 
forth in Section 151 of the Code. 

(F) Some businesses operate on a very slim profit 
margin. For instance, assume a business which has gross revenues 
of $100 million. Also assume that the cost of goods sold for the 
business is $99 million. This leaves income, without considering 
other expenses, of $l million. If there was a "flat tax" of 14%, 
the business would be hit with a $14 million tax bill when it only 
had a profit of $1 million. 

(G) Assume an Independent contractor sales person 
receives gross income (gross revenues) of $150,000 per year. Out 
of this amount, the sales person pays all of his or her expenses in 
connection with all of his or her business activity. After paying 
all ordinary and necessary expenses, the sales person is left with 
$65,000 per year. A gross receipts tax of 14% on gross income of 
$150,000 would create a tax of $21,000. $21,000 subtracted from 
$65,000 leaves $44,000. 

3. There are a number of things wrong with the laws of 
taxation in this country. The main things wrong, however, are not 
being addressed. From my point of view as someone who has been 
involved with civil and criminal tax controversy work since 1977 
and has taught tax litigation and procedure since 1981; and is, 
therefore, someone who has seen most of the glitches in the system, 
they are as follows: 

(A) Congress does not make technical corrections on a 
timely r>asls. 



932 


(B) Congress changes the tax law too frequently without 
sufficient thought and planning . This results in insufficient time 
for anyone , whether taxpayer or the Internal Revenue Service, to 
absorb the changes and properly plan and/or administer them. This 
also results in more glitches that need more technical corrections 
which Congress does not address. 

Robert E. Panoff, (Current Chair of 
the Tax Section of the Florida Bar 
[this statement is not in my 
official capacity]; and. Adjunct 
Professor of Tax Litigation and 
Procedure University of Miami School 
of Law Masters in Tax Program.) 
Suite 106 

9400 South Dadeland Boulevard 
Miami, FL 33156 
Telephone: (305) 670-6547 

May 18, 1995 
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June 7, 1995 


Honorable Rep. Bill Archer 
U. S. House of Representatives 
Washington, D. C. 20510 


Honorable Rep. Archer: 

I picked up Pittsburgh Post Gazette dated today (June 7th, 1995), and read the headline "House 
opens debate on end to income tax". The side box had a quotation "Our challenge is no less than pull the 
current income tax code out its roots and throw it away so it can never grow back". Based on my 
analyses of behaviors of many individuals over more than two decades and a lot of other analyses and 
writings, it struck me that this is a statement by an individual who has a lot of Ego (my idea is better) and 
lives on Jealousy or Hatred of the current tax ^stem. Hov^er, I later on found out that it was a statement 
made by you opening the hearings on the current income tax system - 1 was just shocked to read it! 

The current income tax system could have been simple if we bad considered that there is a 
need to tax all income at the same rate after some basic deductions and avoided changes to it over 
the past thirty years in form of various kind of **credits and deductions". For example, 

Pennsylvania has a relatively simple income tax system. I bad outlined a simpuned system to 
Senator Harris Wofford in a letter dated April 3, 1992 (more than three years ago) - a copy is 
attached herewith - it is similar to the one proposed by Hon. Richard Armey. 

The concept of taxing income is fundamentally more sound than the National Sales Tax or the 
Value Added Tax or any other concept. NST or VAT are MORE difficult to administer. In countries 
where the Sales Tax is the major source of revenue, over a period of time people learn to avoid paying 
taxes and slowly create a parallel economy • which leads to a creation of an underground economy. 
Similar thing can happen with the value added tax > where the businesses can keep books in a way where 
they minimize the taxes they pay and the government will need more agents to monitor the accounting 
practices of the "businesses*. 

A national sales tax (especially any thing more than 1%) is a VERY bad idea, because it 
will force people to pay taxes whenever they buy some thing even if they are not employed. For 
example, the elderly living on social security will have to pay a tax when they buy something for 
their grandchildren. Further, the "sales tax" will figure in every buying decision leading to a 
refrain in purchasing decisions every time • and thus leading to "recession" or a constant burden on 
the free economy. There are MANY other drawbacks with the concept of National Sales Tax as well 
as Value Added Taxes. Further, there is no guarantee that the system will NOT grow given the 
politics that is played in State Capitals or in Washington. 

Therefore, the income tax concept is the best among many and there is need for the government 
to collect some taxes to maintain the minimum operations necessary in today's World > we just cannot 
avoid some taxes. 


BoJUTsM. 

Bal Palil 


cc; VniW \tJt Sht\ei [)S^Tod((\y Wzioi 
AARP ' 
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April 03, 1992 (follow* up July 17, 1992) 


Honorable Senator Wofford: 

Here Is an Idea which can help a lot of families and large 
sections of our population. There may be extraordinary benefits to 
productivity of our economy and and the people at large. The thinking 
has been developed long ago, separate letters have been written and 
there Is no reason for Republicans to play politics with It (As far as 
I can tell). Ihe thinking looks at all the people In this nation as 
ONE HOMOGENOUS GROUP to bg served. 

The peop1& who Invest money for capital gains do not Invest It 
for TAX attractiveness but to make a lot of money (get higher return 
than the banks or CDs etc. etc.) so they should be more than willing 
to pay AT LEAST 20X In taxes (to pay for the Government Services such 
as protection, defense, free enterprise system, adninistratlon etc. 
etc. etc. etc.). A11 we need Is following Items for deductions (Hone 
Building and AUTOMOTIVE being prlmemovers of American Economy) 

Total Income : Includes Wages, Tips, Salaries, Dividends, 

Interest, Capital Gains etc. etc. etc. etc. etc. 


Deductions ; 


1. First 20,000 dollars tax exempt ... needed to pay for food, 
clothing, shelter, utilities, shoes, rent car to look for 
job, brush teeth, buy cough medicine etc. etc. 


2 . 

3. 

4 . 

5. 


HOME MORTGAGE INTEREST 
REAL ESTATE TAXES 
IRA FOR INDIVIDUALS 
AUTO INTEREST OR LEASE 


Maximum Limit of 
Maximum Limit of 
32,000 per adult 
Maximum Limit of 


$ 20,000 
» 10,000 

$ e,ooo 


All the limits to be Indexed for Inflation. THE TAXABLE INCOME will 
be reduced by actual amounts of Items (1'<’2'*’3+4+5). The ADJUSTED 
INCOME TO BE TAXED at a rate of 20X (based on Federal Income data 
available to me) and (my calculations) do not show any Increase In 
deficits. 


CHARITABLE DEDUCTIONS are not Included. . .the ability to deduct It 
on a TAX FORM should not be the motivator ... the American people are 
really good gt heart and we should encourage GIVING. SHARING etc, gs a 
normal moral activity of all oaoole Including the HIGH INCOME people. 

I think such a bill, with absolutely no other complications, will 
simplify the life for many people. 

DO THE THINGS Which are good for PEOPLE AT LARGE and all of you In 
Congress and Senate can look forward to getting re-elected (to serve 

•BaTajrvT Patll 
117 Crestwood Drive 
Server, Pa. 160SS 


Additional Info Available 
Copyrights Reserved 



935 


Statement of Fortescue W. Hopkins, Director, The Patrick Henry PAC(VA) 


AMENDMENT XXJX 

THE TAX AND SPEND MAGNA CARTA 

Section 1. The sixteenth article of amendment to the Constitution is 
hereby repealed. 

Section 2. The fourth clause of Section 9 of Article I of the Constitution is 
hereby repealed and the third clause of Section 2 of Article 1 of the Cons'titution 
is hereby amended by eliminating the language "and direct taxes” contained 
therein. 

Section 3. Except for the words "The Congress shall have Power”, the 
first clause of Section 8 of Article 1 of the Constitution, including all legislation 
enacted pursuant thereto, is, hereby repealed effective as of the beginning of the 
calendar year following the adoption of this amendment and is replaced with the 
following language: 

"Section 8. The Congress shall have Power To Lay an annual non- 
discriminatory, geographically and intrinsically uniform, flat rate income tax on 
the annual net Income of aU Individuals in each of the several States, the 
District of Columbia and all Territories of the United States, only for the purpose 
of providing the revenue necessary to pay all debts heretofore incurred, to pay 
the costs of the Legislative, Executive and Judicial Branches of Government, as 
set forth in Articles 1,0, and 10 of the Constitution and to carry out the powers 
specifically enumerated in this amendment and now e.xpressly granted to 
Congress in Article 1, Section 8, Clauses 2 to 18, inclusive, of the Constitution, 
subject, however, to the following conditions: 

A. "individuals” are defined to include aU citizens of the United States 
and all non-dtizens who have been residents of the United States for at least six 
months. 

B. The "annual net income" of an individual is defined to include the 
receipt of anything of value, within one calendar year, from any and all sources, 
whatsoever, without exception, including interest received on obligations of any 
State or municipality therein, less costfadjusted for annual Inflation) or 
expenses related to any value received, less a carryover of any net loss from a 
prior tax year and shall be deemed to include the proportionate share of annual 
loss or the undistributed annual net income of any equity type 
entityfCorporation, Partnership,etc.,) in which an individual has an equity 
interest. For purposes of this amendment, any non equity entity shall be 
deemed an "individual" but, for purposes of computing annual net income shall 
be allowed a deduction for any income distributed in the calendar year. 

C. The term "receipt of anything of value", shall be interpreted as broadly, 
as possible, and shall include, for example, the cost of any benefit to or 
expenditure made for the benefit of any individual, except between husband and 
wife, regardless of the source of such Wnefit or expenditure; provided, however, 
that the cost of reasonable educational, medical and living expenses provided to 
an individual who is physically disabled or under the age of 22, by a parent or 
grandparent snati not oe deemed a "receipt or anytrung oi value to that 
individual. 

D. The "flat rate income tax", except as above provided, shall not, in the 
slightest degree, be discriminatory or intended to achieve a non-revenue related 
objective, whether or not such objective is otherwise permitted under this 
Constitution and no other exemptions, exclusions, tax credits or non-expense 
related deductions shall be permitted in computing "annual net income” and tax 
due thereon. 

E. Each individual and/or parent or person with custody of a child under 
the age of 18 shall prepare and file on or before April 15 of each calendar year 
with the State , District or Territory of residence a one page income tax return 
disclosing "annual net income" for the preceding calendar year and report and 
pay such income tax as may be due to the Local Commissioner of Revenue or to 
such bank or agency as the State, District or Territory of residence may 
designate. 
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F. The local Conunissioner of Revenue of each jurisdiction shall collect, 
determine and, if necessary, litigate any dispute concerning the correct amount 
of income tax due in the local civil and common-law court in the vicinity of the 
residence of the individual; provided, however, that no presumption of 
correctness will attach to the State's. District or Territories' determination of 
additional tax due and that the question of what constitutes a correct "annual net 
Income” and/or "tax” will be determined as a "matter of fact” and not subject to 
any law or precedent and such Individuai will be entitled to a jury trial" with 
respect to any such dispute where the amount in controversy is at least $200.00. 

G. Interest at a rate double the Federal discount rate will be payable on 
any late payment of income tax. The penalty for negligent failure to pay tax 
and/or negligent incorrect tax will be an additional 10* of the tax determined 
to be due. The penalty for willful failure and/or willfully false tax return shall be 
100* of the tax ultimately determined to be due. On or before June 30th of 
each calendar year, each State, District or Territory shall remit to the United 
States Treasury all interest and income taxes collected ; but shall retain all 
penalties for its own use. 

I. On or before April 1 of each calendar year , the US Supreme Court shall 
establish the "flat rate" of this tax on individual annual net income in 
accordance with the following formula; 

R = (X-t-Yl X 100/7 = * 

WHERE: 

X = Prior Calendar year's total Federal Expenditures. 

Y = Ten Percent (10*) of the Total Federal Debt as 
of 12/31/ of the prior calendar year. 

Z = Prior Calendar year's total Federal Income Tax 
(Which for the first year, after the adoption of 
this amendment , will be an estimated amount).” 

J. The Federal Government may maintain an agency to monitor the 
performance of the various States in the collection and the determination of 
this tax and if not satisfied with the performance of a certain State, it may file 
suit in the Federal courts to mandate a more reasonable comphance with this 
amendment and ask for an appropriate sanction’ for the failure of any State to 
reasonably comply with its responsibilities under this amendment.” 

CONCLUSION 

As a separate amendment, it would also be appropriate to propose an 
additional amendment, as follows; 

"No State shall have the power to impose any form of Tax, Impost, Duty 
or Exdse, except for a local non-discrtminatory property tax and exce^ 
for a flat rate Individual income tax on "individual net income" as 
provided for the United States of America." 

As you can see it is proposed to eliminate all Excise taxes(Federal & State), 
the reason being; (1) Indirect Excise Taxes do not promote IndMdual 
PoUttcal ResponsOrillty and amount to a blank check which the politician uses 
to buy votes with and (2) Unfairly exacts from lower income persons a higher 
percentage of tax relative to income than from persons with higher incomes.. 

Also, all Federal duties and imposts are eliminated for the reason that an 
import duty to protect a farm or manufactured product, etc. is, in effect, an 
indirect tax on citizens that might otherwise pay less for a certain product. 

Also, all Trade should be ’ "FREE TRADE OR NO TRADE". There is no 
valid reason why we should not inform the rest of the world of this condition for 
trade with the largest and richest free trading area in the world, America. Again 
import duties do not promote " INDIVIDUAL POLITICAL RES PnNsnmnv 
which is the indispensable "KEY” to "INDIVIDUAL ECONOMIC 
oppoRTUNmr. 

As you will have noticed, this proposed amendment to Section 8, 
eliminates completely the General welfare clause which, of course, has been 
improperly construed by the Supreme Court to give Congress an unlimited 
power to spend, mandate and control. 
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This amendment prohibits Social Security Taxes, which, if not, in fact, an 
unconstitutional discriminatory income tax, forces a person to contribute to an 
insuTffice program, where he may receive nothing if he dies early, clearly in 
violation of the "talcing" clause of the 5th Amendment. 

Also, this amendment eliminates corporate income taxes, but, instead, 
taxes the individual equity holder. Corporations do not pay taxes and do not 
vote. Only individuals do, so why tax corporations? 

A completely non-discriminatory flat tax , without exclusions or 
exemptions is certainly equal and, most certainly, is what the framers of our 
Constitution intended when they used the word ’"UNIFORhr. Our greatest 
Supreme Court Justice was Stephen Field, who, with reference to a "$4000.00 
exclusion from Income tax said in Pollock v. Farmers Loan and Trust 

c&ams); 

"Here 1 close my opinion. I could not say less in view of questions of such 
gravity that go down to the very foundation of the Government. If the 
provisions of the constitution can be set aside by an act of congress, 
where is the course of usurpation to end? The present assault upon 
catMal is but the beainnitui- It will be but the stepping -stone to others, 
larger and more sweeping, till our political contests will become a war 
of tlie poor against the riih,-a war constantly growing In Intensity and 
bitterness. ’If the court sanctions the power of discriminating taxation 
and nullifies the uniformity mandate of the constitutUm.’ as said by one 
who has been a student all his life of our Institutions. Tt will surely 

mark the hour when the sure decadence of our present government will 

commence" . If the purely arbitrary limitation of fattr thousand dollars 
In the present law can be sustained, none having less than that amount 
of Inconu being assessed or taxed for support of tiie government, the 
limitation of ftiture congresses, may be fixed at a much larger sum, at 
five or twenty thousand dollars. > parties possessing an Income of that 
anumnt alone being bound to bear the burdens government" 

The last few sentences of Walter K. TuUer’s great book: "THE TAXING 
POWER/STATB INCOm TAXESlCallaghan & Co. 1937) bears repeating; 


"IF THE COURTS PERMIT THOSE IN CONTROL OF THE 
EXECUTIVE AND LEGISLATIVE BRANCHES OF GOVEKNMENT TO 
TAX WITHOUT DUE REGARD TO CONSTnVTIONAL 
UMFTATIONS, PARTICULARLY TO IMPOSE DISCRIMINATORY 
TAXES. CONSmvnONAL LIBERTY IS DEAD. WHATEVER FORMS 
MAY SURVIVE. THE GOVERNMENT WILL BE. IN FACT. 


ABSOLUTE. HERE LIES OUR GREATEST AND MOST IMMEDIATE 
DANGER. THE TIDE TODAY IS SETTING TOWARD THAT SHORE 
THE ONLY HOPE LIES IN REVTTAUZING THE OATH, SOLEMNLY 
TAKEN BY EVERY JUDGE OF EVERY COURT, TO MAINTAIN AND 
DEFEND THE CONSTITUTION OF THE UNITED STATES." 


It is obvious to the undersigned that, as of 1995, the "tide has set" and 
that the most important question remains; WILL DICK ARMEY, BILL ARCHER 
OR ANYONE ELSE BE ABLE TO EXPLAIN TO THE AMERICAN PEOPLE THE 
PROBLEM WITH AND THE SOLUTION TO ‘DISCRIMINATORY TAXATION" 7 

When you read Henry Mayer's biography of Patrick Henry, "A SON OF 
IHUWDERTUniversity Press of Virginia), it becomes quite clear that it was 
mostly the common people who backed the resistance to the Crown, and not the 
landed ’aristacrats" who preferred the ‘status ipio". 

The ‘COLLECTIVIZATION" of Aunerica will continue unabated unless all 
"AMERICANS" are informed of and understand the dangers of the ever 
increasing ixswer of the centralized government and are willing to act to compel 
State Legislators to curtail this power by the only possible means: 
'CONSTITUTIONAL AMENDMENTS", proposed and passed by the States. The 
recent "WUUamsburg Resolves" suggests that many State Governors are willing 
to take sudi action and to advise the American people. Lets support them. 

The foregoing proposed amendment will be resisted as to compioc and 
that ‘REDlSTUBUnON AND THE WELFARE STATE" should not be so hastily 
and completely eliminated. As a beginning, at least, the American people should 
act now to compel the following amendment; 
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I U is noted that the eLiminalion of the Jury trial with respect to “Stamp Taxes" prompted the VA House ofBurgesses 
to approve of Patrick Heary*i "Stamp Tax ReMiutioos" which led to inci^asuiK rcsiitaAce to the Crown and, 
ultimately, to the Revolutionary War. . , . u • j u- 

^ The appropriate sanction suggested by Patrick Hcoiy for the noa-pcrformance of a Slate in collecting such taxes would be 
for the Federal Goveminent to then lake over the collection duties. 

^ It is noted that without repealing social security taxes and federal e»:ise taxes, Dick Anneys "’SFRHEDOM 
FAIRNESS RESTORATION ACT would exclude $5300.00 for dependents and $26,200.00 for married fding jointly for 
Wages, Salary and Pensions. Is there any doubt whether the " sure decadence" of our present government has arrived? 

'* To the same effect, sex Sialcnxnls of Foricscuc W, Hopluns , Hearings on "TAX REFORM AND DEFICIT 
REDUCTION. Sept 1984. Senai 98-97, Pages 575-579 and Hearings on 'COMPREHENSIVE TAX REFORM". 

July 3 1 , 1985. RECORD SUBMISSIONS, Part 9 of 9, Serial 99-49, at pages 8613-8620. There was no response to 
these Statements. However, this time may be dilTcrcm if THE PATRICK HENRY PAC persuades ail Stale Legislators 
to read the "TAX AND SPEND MAGNA CARTA" and propose a Constitutional Amendment to that effect. 
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Mr. Chairman and members of the Committee: 

My name is Daniel J. Pilla. I am a tax litigation consultant from 
St. Paul, Minnesota. I have been in the business of defending 
taxpayers against IRS actions for some 20 years. My work focuses 
on the areas of IRS abuse prevention and cure, taxpayers' rights 
issues and problems resolution. I have written a total of eight 
(8) IRS defense self-help books and hundreds of articles and 
special reports on the issue. Additionally, I edit two 
nationally circulated newsletters. My writings have been featured 
in Money Magazine, Tribute Magazine, Reason Magazine, Family 
Circle Magazine, The Freeman Magazine, and dozens of other 
financial newsletters and publications. 

I am CO- founder and executive director of the Tax Freedom 
Institute (TFI) . TFI is a national association of tax 
professionals who defend citizens against IRS abuse. The 
organization consists of prominent attorneys, accountants and 
enrolled agents. 

This statement is submitted on behalf of myself in my individual 
capacity, on behalf of the Tax Freedom Institute, and on behalf 
of every American business and individual taxpayer. 

In the span of my career, I have seen every kind of tax case you 
can imagine, and many cases you could not imagine. My experience 
with the IRS has brought me to the conclusion that our current 
income tax system, which is dependent upon the IRS for 
enforcement, is the worst possible way to administer a tax 
system. 

My experiences with the IRS reveal that the agency regularly uses 
tactics of bluff and intimidation, misinformation and 
disinformation, and in many cases, outright lies to citizens 
concerning taxpayers' rights and the limitations of the agency. 
Through my work, I see a continuing parade of glaring examples 
where IRS revenue agents and revenue officers boldly lie to 
citizens, refuse to explain taxpayers' rights, and twist the tax 
law and regulations solely for the purpose of collecting more 
money. 

Unfortunately, many citizens are ignorant of their rights, and of 
the agency's limitations. As a result, they end up faced with 
tremendous assessments of tax, interest and penalties against 
them which too often, are simply wrong. 

Through the years, we have seen an explosion of penalty 
assessments and computer generated notices. At the same time, we 
have seen a decline in the quality of IRS performance, both in 
the areas of taxpayers assistance and audit results. 

These claims, and others, are fully documented in a report I 
wrote for the Cato Institute, entitled. Why You Can't Trust the 
IRS. Policy Analysis No. 222, April 15, 1995 (Cato Institute - 
202-842-0200) . The report examines several areas of tax law 
administration with a view toward answering the question whether 
or not the IRS performs its various tasks properly. 

The findings may be summarized as follows: 

1. The quality of IRS' taxpayer assistance toll-free help service 
has been steadily declining. While it is true the accuracy of its 
answers has increased over the years, taxpayers have a steadily 
declining capacity to get assistance. Whereas, in the 1993 filing 
season, taxpayers had a 1 in 3 chance of getting their questions 
answered by the IRS, in 1994, their chances fell to 1 in 4. In 
February of 1995, the GAO reported that the accessibility of the 
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system fell to the deplorable level of just 13 percent. See, IRS’ 
Fiscal Year 1996 Budget Request and the 1995 Filing Season, 
GAO/T-GGD-95-97, page 4, 

2. Evidence reveals the IRS has increased computer generated 
notices by 1300 percent over the period from 1988 to 1991. 
Computer notices account for billions of dollars annually in 
adjustments to taxpayers' accounts. For example, in 1993, the IRS 
mailed a total of 60 million notices to taxpayers, making 
adjustments totaling some $192 billion. However, the fact is that 
numerous GAO studies show that IRS notices are wrong about half 
the time. In 1988, the GAO first released a report showing an 
error rate of 48 percent. Subsequent examinations have been 
conducted nearly every year since. While the IRS is plainly aware 
of this fact, it has done virtually nothing to correct the 
problem. Thus, the agency continues to make unwarranted demands 
for billions in revenue from millions of citizens every year. 

At the same time, the notices themselves are woefully inadequate 
to communicate what it is the IRS is seeking. In a December, 1994 
report, the GAO examined IRS notices, not from an accuracy 
standpoint, but merely from an understandibility standpoint. GAO 
found that 31 of the most common 47 notices used by IRS — 66 
percent — used language that was unclear, used inconsistent 
terminology, contained an illogical presentation of ideas, and 
provided insufficient information and guidance to the taxpayer. 
See, IRS Notices Can be Improved, GAO/GGD-95-6, page 8. 

3. The IRS consistently makes improper penalty assessments on a 
wholesale level, amounting to billions in assessments which are 
not legitimately due. In 1980, the IRS assessed a total of 19.6 
million penalties against individuals and businesses. After a 
decade-long process of tax simplification, one would think 
penalty assessments would have declined. However, by 1987, the 
year following massive tax reform, assessments rose to 27 million 
penalties, and by 1993, 32.97 million penalties were assessed 
against individuals and businesses. 

The evidence indicates that such penalties are simply wrong 
anywhere between 40 and 50 percent of the time. The IRS' data on 
penalty cancellation reveals this truth. Yet, because the IRS 
disseminates incorrect and incomplete information on the penalty 
cancellation process, many citizens do not attempt to undertake 
the cancellation process. They wind up paying penalties and 
interest which they simply do not owe. 

4. The IRS is consistently incorrect with the results of the 
face-to-face audits it performs. About one to two percent of all 
tax returns filed undergo face-to-face examination. The average 
audit results in an additional tax and penalty assessment of 
about $5,000. This number doubles after IRS adds penalties. 
However, the data shows these audits are incorrect about 50 
percent of the time. In fact, a GAO report on the tax burden, 
released on December 9, 1994, showed that one of the major 
problems businesses face in dealing with the IRS is the fact that 
IRS tax auditors lack sufficient knowledge of the tax code to do 
an accurate or effective job in tax law administration. See, Tax 
Compliance Burden Faced by Business Taxpayers, GAO/T-GGD-95-42, 
page 3. 

5. The IRS' periodic Customer Satisfaction survey shows that the 
public's perception of IRS performance is steadily dropping. The 
survey shows declining confidence in the agency's ability to 
administer the tax law correctly, answer taxpayer questions 
accurately, maintain high standards of integrity, keep taxpayer 
information confidential, and be courteous to taxpayers. The 
public's composite assessment of IRS' conduct dropped from 6.42 
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in 1992, to just 5.88 in 1993. This is to say, 41.2 percent of 
the time, the public feels it was wronged, cheated or otherwise 
inadequately served by the IRS. 

6. The IRS has announced plans laying the ground work for a 
highly invasive, broad based information gathering program which 
smacks of Big Brotherism like nothing else. On December 20, 1994, 
the agency announced plans to introduce a system of recordkeeping 
that would give it access to every public and private data base 
in the nation. 

In addition, an incredibly invasive audit program has just 
recently been announced. The program is the District Office 
Research and Analysis Program (DORA) . IRS has termed this the 
"life-style audit." Under this audit, IRS will not be interested 
in the entries on your tax return. Rather, it will examine your 
life-style in hopes of ascertaining whether your life-style is 
consistent with the income claimed in your return. Included on 
the list of items to be reviewed are: your home, furniture, 
fixtures, clothing, jewelry, toys, recreational vehicles, trips 
and vacations, weddings of your children, business licenses you 
hold, all real estate holdings, use of credit, and on and on. 

Amazingly, these life-style audits are to be conducted by the 
same tax auditors who have little understanding of the tax code 
and are mistaken in their audit results half the time. 

7. The data shows the IRS regularly and systematically submits 
incorrect information to Congress concerning the effectiveness of 
its enforcement programs. While the IRS continues to request of 
Congress more money, equipment and manpower, it simultaneously 
fails or refuses to provide accurate reports to Congress on the 
impact these enforcement programs have on revenue collection. 

At the heart of this problem is the S23 billion Tax Systems 
Modernization program (TSM) which IRS has been engaged in for the 
last five years. IRS' financial reports to Congress have been so 
deficient with regard to this program, the GAO recently placed 
TSM on its list of "high risk" government programs. See, IRS' 
Fiscal Year 1996 Budget Request and the 1995 Filing Season, 
GAO/T-GGD-95-97, pages 8 and 9. 

8. As if all this is not sufficient cause for one to question the 
continued existence of the IRS and the income system, the GAO’ s 
two audits of the IRS' own financial statements show the agency 
itself cannot do what it asks every taxpayer to do. The evidence 
shows that the IRS is unable to account for 64 percent of its 
operating budget, significantly overstated its accounts 
receivables ledger, and falsified significant records of its 
accounting activities. While the IRS has made repeated promises 
and assurances that it will correct the problem, the GAO recently 
noted it continues to have no confidence in IRS’ financial 
statements, because they still are not "accurate, reliable or 
consistent." See, Tax Compliance Initiatives and Delinquent 
Taxes, GAO/T-GGD-95-74, February 1, 1995. 

In Conclusion, I submit that a tax system consisting of 17,000 
pages of law and regulation nobody understands is not suitable 
for a free society. Similarly, a federal agency which cannot 
adequately maintain its own accounting ledgers is poorly suited 
to police individual and business taxpayers. 

The tax system of a free society must necessarily release the 
American people from the burdens of compliance and the hassle of 
dealing with an error-prone enforcement agency. Tax law 
enforcement is too important for anything less. The potential for 
enforcement abuse is too great to allow a government agency to 
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continue to wield the power of the IRS, given its lack of 
accountability and incapacity to manage its own affairs. 

I therefore submit that we must eliminate the income tax system 
and the agency which administers it. I submit the only reasonable 
replacement to the system we now have is a national retail sales 
tax. By no means should such a tax be enacted in addition to any 
of the taxes we now have. Rather, it should replace all current 
income and payroll tax levies. I support a national retail sales 
tax because in my opinion, it serves both the government's need 
to raise revenue to support its legitimate functions, while at 
the same time, presents the least amount of personal invasion and 
economic distortion of any other form of taxation. 

Most importantly, the national sales tax could eliminate the IRS, 
and with that, we could eliminate the hassle, anxiety, cost and 
in some cases, outright tragedy of dealing with an error-prone 
government agency which literally wields the power of financial 
life and death over every citizen. 
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S^n Clemente, California 
June 3, 1995 


Houee of Representatives 
Ways and Means Committee 

Washington, O.C. 20515 

To: Members of the Committee 


Your committee will be holding hearings on tax matters 
in the very near future. I wish to offer this letter as my 
contribution to your deliberations. 

The Federal income tax should be abolished because it is 
both unfair and incomprehensible . There is no way to “fine 
tune“ this tax to make it equitable and a flat rate tax has 
many of the same objections in that it would continue to allow 
the Internal Revenue Service to oversee its administration and 
collection. The present income tax is unacceptable because: 

1. doth payroll and estimated taxes paid quarterly 
deprive the taxpayer of his right to use his 
money as he sees fit during the year before 
taxes are actually due. 

2. After income has been taxed the remainder continues 
to be taxed. Some of these taxes are; Property, 
sales, gas, utility, etc. etc. 

A National Sales Tax would probably be the fairest method 
of taxation If consideration is first given to the fact that 
in almost all states a sales tax is already imposed. In Calif- 
ornia we pay over seven per cent sales tax and are facing an 
election this month to raise the sales tax an additional 
one-half per cent in Orange County. 

A National Sales Tax should be low and taxpayers should 
have assurance that once imposed it would not be raxsed arbitr- 
arily except in cases that are clearly spelled out and cannot be 
“interpreted" to mean something not originally intended. 

May success crown your efforts in a total revision of the 
onerous tax situation. 



Qlor^ M, Portner 


129 Avenida San Oimas ^ / 

San Clemente, CA. 92672 [y' 
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5/31/95 


Klchael Post 
6091 Barbados Ave. 
Cypress, Ca. 90630 
(714)897-0018 


Honorable Bill Archer 

Chairman, House Ways ^ Means Committee 
House Of Representatives 
Washington D.C. 


Dear Sir: 

1 am writing to urge you to adopt a Flat Tax. I believe a Consumption 
Tax will too easily lend itseli to being hiked In the future (not unlike the 
sales taxes In many staes, or the gasoline tax), and may have other unintended 
and undesirable negative effects on our economy. 1 )»elieve a Flat Tax, paid 
montH^y, or quarterly, by citizens will be the most effective instrument for 
ensuring an efficient and fiscally responsible government. By overhauling 
the current horrendous tax system, including eliminating the tax on interest 
derived from one's savings and Investments, and having all of us pay the 
same tax rate, you would spark a boom in the savings rate,-?the economy, 
and the spirit of this nation. 

I greatly appreciate your taking my views into consideration as you 
commence with your desperately needed reform of our current tax system. I 
also want you to know how much I admire your articulation, leadership and 
courage in undertaking this Great Work of dismantling the IRS, and enacting 
a tax that Is simple and fair to all, and which encourages the prosperity 
of the citizens of this country, rather than one which robs us of any hope 
of prosperity. May God Bless You in this Work! 


Sincerely, 



Michael Post 


P.S. : 


1 would appreciate your circulating a copy of this letter to each of 
the members of your Tax Sub-Committee. (6 Copies attached.) 



Peter W. Powell 
3315 Grand Prix Dr. 
Sebring, FL 33872 


949 


May 25. 1995 


Dear Sir, 

I am happy to hear that someone in the 
government wants to hear and will actually listen to 
want the governed have to say. In reference to taxes , 

I think like most people who I come into contact with. 
Taxes give government an excuse to take BOX of my hard 
earned money and blow it on something anyone with an 
I.Q. of 75 wouldn't even consider worthwhile. 

I am really not interested in any flat 
tax, I would still be paying more than I should have 
to pay. With no deductions I would end up paying as 
much or more than I pay now. The wealthy would still 
be getting all the break, so would the leisurely poor. 

I would like to see a tax that everyone 
pays the same. It is my belief that the IX tax that I 
have heard and read about would be the way to go. 

If I have to be taxed, why not tax what I spend, not 
what I make. Everybody would pay the same, there will 
be no exemptions or exceptions , that is what makes this 
fair tax system. 

It would also raise far more money than 
the present system does. It has been estimated that at 
least 400 trillion dollars changes hands in the course 
of one year. 1% of this amount is almost double or present 
budget. Under the old system the consumer paid the bulk of 
all sales tax, but under IX tax everytime a transaction is 
made IX tax is paid. This is the only tax that is not only 
fair to all, but would raise the money for all those pork 
projects that Washington is so fond of. 

Lastly, it would rid the American people of 
the I.R.S. Maybe with the I.R.S. out of the way congress 
would undertake the job they were sent there to do. Like 
protecting the CONSTITUTION. 


Sincerely, 
Peter H. Powell 
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703 Sutter Street 
Folsom, CA 95630 
June 8, 1995 


Chief of Staff 

House Ways and Means Committee 
1102 Lonpworth House office Bulldlnfc 
Washington DC 20515 

Mr. Moseley 

Am writing concerning the discussion on the Income tax reform 
hearings conducted by Congressman Archer, and am following 
Instructions given by Mike Reagan from the Mike Reagan talk- ‘ 
show In order to have my views registered before ‘'une 22. 

This Includes 6 coplAst 

Fist I start with the premise that we shouldn't have a federal 
Income tax at all. There are Constitutional questions about 
t.';at and from what I understand. Congressman Archer would like 
to repeal the 16th Amendment. I can go for that. 

3ut, since we're going to have an Income tax whether we want one or 
not, I wish to state my views on which one we should have. 

1 like Congressman Armey's plan-a flat tax of around ITjt with 
no federal tax below an Income level of 36,000 dollarp or some- 
thing like that. I would make only one rovldlon to that, 
lower the Income limit to 30,000 dollars and the Income tax rate 
to a flat 13J{. I haven t run the numbers of course, but I think 
the government could get plenty of revenue with a 13)8 flAt tax. 

This due to the multiplication effect once one gets past 10)8. 

The multiplication effect Is faster after the first multiple of 10. 
That's why banka never give Interest rates past that number, and 
charge Interest as high as they can on their loans... more money I 
Simple) 

Don't get Involved In that consumption tax. I know a lot of 
people around here like It. Moat I've heard on the talk-show- 
clrcult who like It are liberals. I often wondered why. I 
think I've figured It out. They think a lot of underground money 
will get taxed that way. And It's the liberal way to want to 
screw everybody. But It's a plan frought with danger, and It 
will generated more paperwork than anyone ever thought about. 
Because they keep arguelng that It will have to be fine-tuned. 

Any time you talk about fine-tuning^ something akin to a paper-work 
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jungla emerges. 

Secondly, a lot of people think that will do away with the 
IKS. Well, the IRS will bo with us always, no matter which 
plan Is adapted. But If we can defang the gestapo like tactics 
of the IRE and put It back Into Its proper role-that Is, elnply 
to bo numbers crunchers, then we'll have accomplished some- 
ting. The flat tax accomplishes that Just as well. 

Thirdly, I've always maintained that you want to keep the 
tax system away from the consumption side of the economy and 
place It on the money made, not on production. You get Into 
a consumption tax and It would very easily fall over Into a 
value-added tax. That's what they have In Europe, That's 
why It's so expensive to live In Europe. It burdens business 
by making them tax-collectors for the government more so than 
they already are, and that would be ad rag on the economy. In 
addition, such a tax would bo a small disaster for us on forelo-n 
markets. If you think we can't compete globally now, .lust wait 
until the consumption tax takes effect. 

Lastly, the consumption tax Is lass equitable on a state-to-state 
basis. For Instance, we out hero In California have the highest 
rated tax system In the country, with a sales tax of 7.5^. 
Counties add on their %'a and we have an overall average rate of 
7.755^ sales tax. Add a 16% national sales tax to that and you 
have 23.5^ sales tax plus 11^ state Income tax, et-al, you get 
the point. While Just to the north, Oregon has no sales tax. 
There would be massive dislocations In buying patters, probably 
driving many businesses Into bankruptcy, 

Addendumi No matter what plan la devised, the federal Insurance 
system must be reformed along with It, I'm Including a pay stub 
from ray last check. If you'll notice, I had no federal tax 
wltheld. But over 65 dollars taken out In federal and state 
Insurance programs premiums. That's on one partlme check. TT" 
dollars total. Something's got to be done about that. 

Thanks for Including my letter 


Slnyeroly 

Jamas a Rhodes 
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Gary aod Janette Roulatoo 


June 16, 1995 

Honorable Bill Archer, Chairman 

Ways & Means Commitee 

U.S. House of Representatives 

Longworth House Office Building, Room 1102 

Washington, D.C. 20S 1 S 

Dear Representative Archer: 

1 am writing in regards to the debate to change the tax system of the United States of America. 

My name is Gary L. Roulston and my wife and i reside at 7803-B Jefferson Place Blvd., Baton Rouge, LA 70809. 1 am a 
48 year old decorated Vietnam veteran who loves his country and understands the duties and responsibilities of an American 
citizen. 

i acknowledge the need to financially support the operation of my Government, according to Article XVI "to coiled 
taxes on my income" so it may carry out its functions acet^ding to the Constitution of the United States. We must protect our 
shores and provide necessary infrastructure for daily functions. But die time has come to say to my government " STOP! You 
have exceeded the amounts due you and your actions have now become abusive and oppressive!". On April 17, I99S,the 
Federal Government, by the authority of the present tax laws, demanded 1/3 of my income. Combined with my state and 
local taxes, our government obligation was 50% of our yearly income. If Thomas Jefferson were alive today, he would swear 
that King George was again on his throne. Jefferson complaint that the King had "erected a muititude of new offices and 
sent hither swarms a/officers to harass our people and to eat out our substance". Similar harassment exists today through 
the current tax system, a system so complicated that even tax professionals don't understand it. 

The amount of (axes that Americans are compelled to pay is outrageous and must be changed! The Bible tells me that I 
owe God ] 0% of what we earn to suppon his bidding. Why does my govemmeoi demand more of me than Almighty God? I 
will tell you why. To perpetuate the "fairness doctrine of the liberal agenda. " i.e., to support the existance and expansion of 
the welfare state and to continue its "liberal blH 2 krieg"o{ war on the classes. This Is a contemptuous attempt to level the 
playing field as it sees it. It is wrong 

I want to applaud you and the many fepresentaiives and senators, regardless of party, that have brought this matter to the 
forefront. It is long overdue. I feel that for the first time in my life, real fairness in taxation of the citizenry is being seriously 
discussed. I welcome an opportunity to comment on the consideration of a new tax system and particularly the Hat tax. 

Of the two types of tax presently being discussed, 1 feel a flat tax would be preferable to the consumption tax. I especially 
like the flat tax plan of Representative Armey. My choice is ptedicated on two things. First, the flat tax is fair and simple. 

The very poor who make nothing would owe nothing. Working Americans would pay only 1 7% on what they make over the 
basic exempt amount. The playing field would really be level. Second, the flat tax would not necessitate the repealing of the 
XVI amendment. If a consumption tax were enacted, I feel a r^>ealment would be necessary to avoid the possibility of a 
double taxation set in motion by future politicians. I know they would try to find a way to do it. I also believe a consumption 
(ax could require intensive record keeping. 

Thank you for your attention to my letter. You may enter this correspondence into the Congressional Record as a letm- of 
support for your action on behalf of me and my family. May God grant our representatives and senators the vrisdom of 
Solomon in addressing this and all matten of the people. God bless America and God bless you. 

fincerely, 

/Gary L. Iwulston 


7803-B JefferMO Place Blvd. * Baton Rouge, LA 70809 • (504) 925-5366 
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DAVID SACHS 
lisa AVCNUK or the amchicas 
NEW YORK. NEW YORK I DOSS 


May 26,1995 


Mr. Phillip D. Moseley, Chief of Staff 
Committee on Ways and Means 
U. S. House of Representatives 
1102 Longvorth House Office Building 
Washington, DC 20515 


Dear Mr. Moseley: 


In connection vlth the hearings on tax reform scheduled 
for June 6 to 8, 1995, I am submitting for the record of the 
hearings a copy of my article on that subject recently 
published in Tax Notes (vol. 66, no. 6, Feb. 6, 1995). 

Brief summaries of my qualifications and my proposals are 
set forth in the box at the beginning of the article. 

I should point out that my proposals would vastly 
simplify the collection of income taxes from both 
individuals and businesses, while relying on concepts most 
of which are not novel. Most individuals would be freed 
from having to deal with the IRS at all, and would pay 
substantially reduced tax rates, the bulk of which, however, 
could be graduated if desired. Based on data published by 
the Bureau of Economic Analysis, personal income tax 
revenues could be maintained at current law levels, even 
without taking into account the major savings in tax 
compliance costs for both government and taxpayers. (See 
example at end of page 667.) 

This is the kind of non-giaimicky tax reform that 
individuals and businesses have been waiting for and voting 
for, and that they deserve to get. 


Sincerely yours. 


Enel: 6 copies 
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well-known and adeiprate. Thi^ is liftte d9ubt that any 
revisipn of. Subchapter C or integration yr^ll introduce 
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’£-g-. Paut “ShnpUficaUon of Federal Ihx Laws,* 29CsmeIf 
L Q. 285 (194^; Surrey, "Complexity and the biteroaf Rev^ 
nue Code: The Problem of the Mananment otJut, Detail* 34 
Uv & CotOemp. Preb. 673 (1969); rettken *1kx Reform end 
Tax Simplification,* 29’U. Mfopf L Xm 1 (|974). 

*For example, an irif ltatl ond conference Wi *1tnductloh of 
Income Ihx Coo y fc xi ty* ('etepUficsailim* wM6 ipparendy 
viewed as m oatymoceo), iporaoisdby lbeSe0owof Ikxa- 
tkfi of the ABA 1 ^ the Tax Divisien of flw AiCMomfonuacy^ 
U and 12, 1990, Induded is epeakem a staller fostcc of 38 
current and former government SdBciAls, econemipla, tax 
practitioners, and tax educalore and a partidpating audience 
of approximately IB "conftitee * Ser AlCPA/ABA, Prec en f- 
ingf thr limtttwml Cmftrmet m Ktductim of fne a me ISu 
Cmmplexity (hcimnafler *Preoaedings*), B-B*! through B-B-S, 
IK!-1 through B^-12 (1990). No tax law dwnges reau l te d 
from this cemfcfcnce. 

7100 VH Subtitle G (a eetkms 7701-7743) of the Omnfous 
Budget Reconciliation Act of 1969 (Peb. L. No. 101-239) 
revamped the complex and sometimes conflicting dvil penal- 
ty provisions. 

^.Y. State Bar Asa’n, Special Comm. on'Pention 
Simplification, *A Procear Awiy;'A CaU for Amplification 
and Rationalization of the redeial hndon Lews,' 8 'Am. /. 
Tto Paf> 75 (1909). 
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greater complexity, at leaat in the sense of requiring 
application of many new concepts. 

At the risk of oversimplifying the causes of the 
seemingly inexorable trend toward c<Mnplexity, it is 
sugm^&Al Ihis-trend Is J^ttribiitabl^ ^ a convenient 
syiwieals Hf ^'pragnHktk hefed-f^ eonatantiy Increas- 
ing fctileetfirciiwuo'^th.tfte thtotvfkal doctrine that 
il^pticpqse of the income tax is to tax 'cenect' eco- 
noi^c inco^ and the cbrollaiy notion that "correct^ 
economic income is susceptible of statutory definition 
if one tries hard enough,’ As long as these two factors 
continue to control fiie struchirebf the income tax law, 
complexity will continue to be unavoidable, all good 
intentions to the crmtrary notwithstanding. And since 
there is no realistic pdsai^ly ttiat fire need for increas- 
ing revenue nvill dtesipate, it is tlM CQOCept that *‘cor- 
rect" economic liteome must be taxed that must be 
modified to achieve real simpUficatirm. It is submitted 
that the purpose pf the income tax today should not be 
to tax "correct” irwome, but rather to allocate in a rela- 
tively simple and reasonably fair oianner part of rite 
costs of government among the peisorts and entities 
that the government benefits. If one can accept this 
propositi 9 n, it follows that it should not matter 
whether all items of income are precisely determined 
and tax^, provided fiiat the overall tax allocation is 
reasorvable and as simple as practicable, though per- 
haps not perfect. 

11. The Armey Flat Tax Proposal 

On June 16, 1994, Rep. Richard Armey, R-Texas, 
Introduced H.R. 45fi5,* the 'Freedom and Fairness 
Restoration Act of 19M.” llte bill provides for both 
income tax simplification and severe spending 
restraints on the federal govemmmt. 

The tax portion of the bill is indeed simple.’ For 
individuals, it provides for taxation only of earned in- 
come (retaining the current exclusion of foreign earned 
income) at the rate of 20 percent for the first two years 
and 17 percent thereafter. There are standard deduc- 
tions ranging from $12,390 for separate filers to $24,700 
for joint returns. Dependents qualify for $5,000 deduc- 
tions. These deductions are indexed for inflation. With- 
holding taxes on wages are repealed. Armey visualizes 
a postcard-rized individual income tax return. 

For businesses (regardless of form of organization), 
there is imposed a ,tax on the business at the same 
20-pereent rate, reducing to 17 percent after two years. 
The tax base is gross income, excluding investment 
income, less three deductions: business inputs, com- 


*For brief discussions of the impact on tax legislation of the 
so-called Hsig-Simons economists' definition of income, see 
Hickman, Comment on 'The Role of the Treasury Depsrtment 
in Reducing Tax Complexity,” P roceedings, I-E-1, 1-E-3; Mc- 
Lure, "The Budget ProoeM and Tax SimpUfiretion/ Complica- 
tion," id. l-A-1, l-A-12 through l-A-13. 

M03d Cong., 2d Seas. (1994). 

nrhe tax portion of the bill occupies only about 6 of its 50 
pages; the remaining 44 pages deal with the spending 
restraints. The latter provishma are outside the scope of this 
commentary. 


pensation of acnpl^eea and costs of tangible personal 
and real vusineas inputs are defined as costs 

of goods. servlr&, and mslerlals determined on a cash 
accoutring bas& (disregarding invcnrirtles) and travel 
and entertainment expenses. If deductieos exceed in- 
come, rite cxcefs. increased by an interest rate factor 
equal to the year-«id three-memth Treasury Bill rate, 
may be carrM over to the succeeding year. 

Since 1994 was a major congressional election year, 
the Armey pn^>osaL put forth by the chair of the House 
Republican Conference, inevitably became caught up 
in the intense pre-election politick battles. Conserva- 
tive commentators lauded the flat-tax proposal;’ 
Democrats condemned it, referring only to the in- 
dividual income tax portion. The business tax proposal 
was virtually ignor^, presumably because it was not 
of relevance to the average voter. 

Supporters of the Armey bill contended that it 
would promote saving, capital investment, and em* 
ploymoit. The principal substantive criticisms of the 
individual income tax portion of the bill were that it 
would produce too great a reduction in revenue and 
too much benefit for higher-income individuals, espe- 
cially th6 "coupon clippers.” Putting partisan con- 
siderations aside, there is stiU some merit in these ob- 
jections. They are addressed and remedied in the 
ptt^osals presented below. 

The principal vice of the Armey business tax pro- 
posal is that it retains, though in a changed format, the 
current requirement that businesses compute taxable 
income under a different regime from what they use 
for normal accounting purposes. It exacerbates this 
problem by establishi^ a new set of taxable-income- 
determining definitions that, no doubt, will lead to 
years of litigation over their application to the myriad 
t^>es of business ente^rises. These difficulties are also 
addressed and remedied in the following proposals. 

III. Variations on the Armey Theme — Summary 

In keeping with the foregoing precepts, it is 
proposed that the federal income tax be revised (1) to 
tax corporations and Other business interests on their 
book income, preferably without adjustment, and (2) 
to tax individuals mainly by a withholding system im- 
posed on the principal classes of income. 

These proposals will be discussed in greater detail 
below. However, it is not the intention of this commen- 
tary to provide an all-inclusive plan for complete im- 
plementation of the suggested tax structure. Obviously, 
considerable further study will be necessary, par- 
ticularly with respect to categories of persons that are 
now subject to special tax regimes, such as insurance 
companies, cooperatives, and tax-exempt entities. Pro- 
cedural provisions will have to be carefully examined 


In New Jeney the Republican candidate for the Senate, 
Garabed Hayiaian, running against incumbent Frank Laulen- 
ber^ included a slightly modified version of the Armey pro- 
pose as a major plank in his platform. Haytaian lost the 
election. 
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t6 deternrune whether there »hould be additione/ dele- 
tions, or modificatiofts. 

IV. Corpontions 

A. Significance of Book Income 

The book incoine of corporations (as dtsclosed by 
their Bnancial statements) is relied on by government 
regulators, shareholders, prospective investors, 
lenders, and other interested persons for virtually all 
purposes except taxation. Certified financial state- 
ments are generally considered adequate to meet the 
rigorous disclosure requirements of the securities laws. 
While oot all financial statements are certified, they are 
accepted as valid bases for evaluating corporate per- 
formance, although they may not state economic in- 
cotne "correctly.” They should also be acceptable as a 
me^ of allocating corporate income tax liabilities. For 
this purpose, book income does not need to be ab- 
solutely correct, but only reas<mably comparable on a 
relative basis. In other words, is it not reasonable for a 
corporation with book iitcome of $10,000,000 to pay 
five times the tax of one with book income of 
$ 2 , 000 , 000 ? 

I /t it not roaoonobto for m corporation 
with book incoma of $10,000,000 to 
pay five timas tha tax of ona with book 
incoma of $2,000,000? 

There is no inherent reason why this format would 
not be as fair as the current taxing system. For a short 
while (1987-89), book income (50 percent thereof) was 
utilized as one of the measures of corporate alternative 
minimum tax.* Criticism of that element of the AMT 
centered on the additional complexity resulting from 
the addition of a third alternative basts for taxation'* 
and transitional problems." My proposal of course, 
does not involve any alternative bases but rather 
adopts the basic, existing financial records as the cor- 
porate tax base. Trartsitional issues are unlikely to arise 
because tfte new system, in not seeking to detoe "cor- 
rect" income, can accommodate some short-run 
duplications or omissions. 

B. Evaluation of the Proposal 

It is unclear whether the aggregate tax base under 
the proposed corporate tax system would differ sub- 
stantially from the current tax base. In 1994, the Inter- 
nal Revenue Service reported aggregate corporate tax- 
able income of $366.4 billion in 1990, and $350 billion 
in 1991.'^ For the same two years, the Bureau of Eco- 
nomic Analysis of the Department of Commerce (Ote 


*1RC section 56(0 (1986). 

‘•Anthony A Dilley, "The Tax Pressure on Financial 
Reporting," 66 Tsus 466, 472 (1988). 

"Blown, "Corporate Alternative Minimum Tax," 45 hfYU 
,4fin. Insl. on Fed. Tox'n 7-1, 7-29 (1987). 

”IRS, Pub. 1136, SOI Bulletin, Summer 1994, Pig 1 at 22 
( 1994 ). 
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BEA) currently reported respective aggregate corpor- 
ate profits befem tax of $304.7 bilUon^and $334.7 bil- 
lion,'* before any adjustments could have been mtade 
by reference to tax return data. Thus, asstuning that 
tiU BEA statistics more closely approximate aggregate 
book income than do the ERS da^ deviation of book 
incoine from IRS taxable income (-17 percent in 1990 
and -4 percent in 1991) does not appear to be sufficient 
to justify the retention of a separately detoed, exceed- 
ingly complex system for calculating income only for 
tax purposes. I^bably all that would be needed is a 
slight adjustment in the tax rate to compensate for any 
difference in the tax bases and the identical tax 
revenues could be produced. Since the major corpora- 
tions report their book income quarterly, the govern- 
ment would have a more accurate and up-to-date basis 
for projecting corporate tax revenues than it now has. 

It might be argued that financial accounting is 
biased in favor of balance sheet conservatism (that is, 
miiumizing net assets). Even conceding that, it should 
not have a significant adverse effect on the relative 
amounts of reported income. More troublesome is the 
possibility ^t corporations will intentionally bias 
their accounting practices to minimize taxable book 
income. This problem now exists in the computation 
of taxable income under the Internal Revenue Code, 
and It will have to be met with similar detenents, 
including IRS audits and penalties. To the extent that 
certified accounting statements are involved, there 
would be the added element (not now existing) of the 
independent review by the certifying accountants." 
Certification could be encouraged by giving certified 
toancial statements the benefit of favorable presump- 
tions, possibly together with penalties (like the current 
substantial authority and preparer peitalties) for tax- 
payas and accountants who intentionally deviate from 
generally accepted accounting principles for the pur- 
pose of tax avoidance. 

It is recognized that there are varying accounting 
principles that are viewed as generally acceptable, al- 
though the range of acceptable principles is being nar- 
rowed." This problem of selective use of favorable 
accounting principles could be largely ameliorated by 
imposing, tom the outset, a mandatory conformity 
requirement tiiat would preclude any chwge in prior 
accounting for any item without IRS approval. The IRS 
maintains that it currently has this authority," al- 
though there is some judicial precedent to the con- 


'’U.S. Dep't of Commerce, Bureau of Economic Analysis, 
Sbip. of Current Bus., V. 71, No. 7, Table 1.14 at 7 (July 1991). 

••U.S. Dep't of Commerce, Bureau of Eamomic Analysis, 
Surv. of Current Bus.. V. 72, No. 7, Tbble 1.14 at 54 Ouly 1992). 

^DIS data indicate that $347.2 biUion (94.8 percent) of the 
$366.4 billion in taxable incoine reported in 1990 was earned 
by corporations with assets of $1,000,000 or ntore. IRS, Pub. 
16, SloHstics of Income. 1990 Corporation Income Tax Returns, 
Table 4 at 37 (1993). Such corporations should be able to bear 
the cost of certified financials. 

"P. Delaney, J. Adler, B. Epstein and M. Foran, GAAP, 
Interpretslion end Applicalion 5^ (1989). 

"Set Treas. reg. section 1.446-l(e)(2). 
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trary.** In addition, in die erne d poUic corpora tiona, 
there would be the countervailing incentive fa v o ring 
the repo rtin g of inciCMed book income (to My nothing 
of securities law lestraints) to offset any teMency to 
overutiUze accounting jmndples that reduce income.** 

I iRS audit aitmnt/on would haaa to be 
iOGuaad on nonpubticiy ownad 
Gorpormtiona, partteubuiy thoaa that 
have no eartMad finaneiat atatamanta 

IRS audit attention would have to be focused on 
nonpublicly owned corporations, particularly those 
that have no certifled financial statements, to confinn 
that book income is being fairly reported. 

C. Application of the Proposal 

Under my proposal, corporations that are subject to 
tax at corporate rates^ (i.e., C corporations} would be 
taxable based upon their income as determined lor 
financial accoimting purposes. This wovUd simply be 
their ‘bottom-line* net income, adjusted only to 
eliminate the provision for federal income taxes. The 
financial statement fiscal year would be used as the 
taxable year. 

A number of consequences, mostly self-evident, 
would follow from this proposal. The income of ail 
consolidated corporations, including foreign sub- 
sidiaries, would be taxable. Foreign income taxes 
would be^me deductions rather than credits. No other 
credits would be avaulable. No income would be ex- 
empt from tax or subject to special treatment. In other 
words, dividends from unconsolidated corporatioru, 
municipal bond interest^' and capital gains would be 
fully taxable. Conversely, deductions would be avail- 
able for accniable expenses and liabilities, and the 
much-debated General Utilities doctrine tiiat no gain is 
taxable to a corporation upon distribution of ap- 
preciated property to shareholders would be 
reinstated. Ibere would be no loss (or other) carryovers 
or carrybacks, though cumulative correctiona of cur- 
rent book income, when appropriate under generally 
accepted accounting principles, would be taken into 
account. Consideration would have to be given to die 
treatment of items that are normally dealt with in foot- 
notes to fiiuncial statements, though the presumption 
would favor disregarding them. 


**E.g., Gimbd Brm. a Uniid SUi€$. 535 P.2d 14 (Q. CL 1976); 
Beacon ^bUahing Co. v. Commmiotur. 218 F2d 697 (lOlh Cir. 
1955). 

'*Corporations having assets of $50 million or more, which 
are likely to be pubbe corporations, reported 84.3 percent d 
aggregate corporate taxable income in 1990. Ser IKS. Pub. 16, 
5(olist>cs of Incotne. supra note 15. 

"IRC section 11 (1986). 

*’The United States Supreme Court has made dear that 
there is no constitutioiul impediment to inclusion of 
municipal bond interest in the tax bate. Set South Gsrofmo v. 
Baker. 485 U.S. 505, rth'g ienid 486 U.S. 1062 (1968). 


Corponfa atructufml changes wb n ii i iafno ntaal Mt 
when book incofne is not affectnd (eig;; ^ eHwwf poeltng 
is permitted). Amortization of got^will and negative 
goodvtiU would be >tehtn into aocount. Dividends 
would continue not to be deductible, thus pceaerving 
the distinction beti»ee h 'detff "dhil eifiHy.’^Hbii4veE 
recent Bhenriat devel 6p m« n t8 itiiggm that-ttitfHeHdefi- 
cy towi^ evcrleverag^ way niS loi t^ bs a 
threat to the tax baae. In any eveiit, M bodk-bwooie 
ptopoaal ivould mnely perpetuate and tidt Cka^bifa 
this problem. 

Poieln corporations enttged th b uifo ei fa ki 'the 
United Sales would be taxable 6n tiie b6ok inconie 
their Unifed States brandi dr fadlliiy, ^ub^ect, bf ebune, 
to any trea^ restrictions. The trealnriefit of S corpora- 
tions would continue as at pceaedt, except that oocA 
income would be allocated to the indbridual shiue- 
holders. 

No doubt the exceedingly varied feature of buairieas 
corporationa would in smne instances result In what 
some would consider improper taxation.' However, 
some aberratimis of this sort should be deemed an 
accepfable price to pay for the substantial amplifica- 
tion involved. It would, of course, be possible to 'ad- 
just* book income (such as by the exclusion oi 
municipal bond interest) to takecare.of pcroehred.im” 
proprieties either in favor of or against the taxpayei;- 
and the ptessure to do so wo^d be greaf.if the systenf 
were adopted. But, once started, sddi WjustW^nt^ 
would quickly become the rule, rather than tiie excep- 
tion, and the benefit of utilizing book income would 
be lost. For this reason adjustments would have to be 
kept to a minimum, and preferably avoided entirely. 
The new system should be given a test period of at least 
three years with no or minimum adjuatm^ts. 

V. Individuals and Pssstiirough Entities 

A. Application of the Proposal 

Individusls who are not engaged in busineas (otheor 
than the peiformance of personal services)” woi^ be 
subject to withholding taxes st fixed rstes (whidi in 
some cases could be graduated) on the following cate- 
gories of income: 

(1) CompenMtion, including pensions and . 
compensatory annuities; 

(2) Interest, including original issue dlicount 
and tile interest element of financial annuities but 
excluding municipal bond interest; 

(3) Dividends; 

(4) Rents and royalties; 

(5) Alimony; and 

(6) Casino and lottery winnings. 

Pass-through entities (partnerships, totsts, and es- 
tates) that are not engaged in business would pass 
through the net balances of such classes of income after 


uSuch individuab constituted spptoxlinately 80 percent of 
individuai return Glen in 1990 and 1991. OtS, Pi^. 1301 Sfetia- 
tks ef Income, 1991 Individual Income Ikx Returns, Table A at 
2 (1994). 
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withholding, either by the payer of the mcome to the 
pass-through entity or by the entity if, for some reason, 
the payer has not withheld. The basic concept would 
be that such pass-through entities would be subject to 
one level of withholding on the designated classes of 
income, so it would make no difference whether or not 
they distributed their Income. 

As mentioned, withholding on certain categories of 
income, such as compensation, could be at graduated 
tax rates. Governmental payments, such as unemploy- 
ment compensation and Social Security benerits, could 
be exempted or taxed, as deemed appropriate. Wdt- 
holding on original issue discount and nnancial an- 
nuities would be applicable to the amounts accruable 
by the payers as annual deductions for book purposes, 
whether or not distributed. This would require dte 
payers to make advance payments of the withholding 
tax in cases where payment of the discount or annuity 
is deferred, but such advance payment requirement 
could be taken into account by the payer in establishing 
the interest rate and other terms of the obligation. 
Alimony withholding should be designed to pass 
through proportionately to the recipient the effect of 
taxes paid on the income of the payer. This could be 
accomplished by allowing credits on the withholding 
lax return to be filed by &e payer for taxes paid with 
resF>ect to the portion of the payer's income paid as 
alimony. 

Foreign persons (including corporations) not 
engaged in busijiesa in the United States would 
likewise be subj^ to widdmlding tax on the same 
categories of income, much as they are under current 
law and taking treaties into account 

B. Business Income 

Individuals, trusts, and estates engaged in biuuness 
would, in addition to ttie widiholdlng lax on the desig- 
nated classes of inconne, be taxable on a tax return bau 
and at rates not exceeding corporate rates upon the net 
book incoote of toe business, tnduding thr^ shares 
business income earned through pas8-torou|^ entities 
(e.g., partnerships, S corporatkms). The pass-through en- 
tities themselves would continue to be exempt from taxa- 
tion on business mconre, but wxnild be required to fik 
information returns reflectiirg toeir book mcome artd its 
allocation arrumg owners, aivl to withhold toe cate- 
gories of nortousiness itreome subject to withholding if 
such withholding has not previou^y occurred. To avoid 
distortions of rrormal pass-through-entity busmess azul 
investment activities, toe classes of mcome subject to 
withholding (and related expefues) would be exduded 
from business mcome of pas^torough entities. 

Similar treatment would be applicable to foreign 
individuals and foreign pass-through entities engaged 
in business in the United States, su^ect to treaties. 

C. General Effect of the Proposal 

The effect of these proposals with respect to in- 
dividuals and pass-through entities would be to 
eliminate all credits and all deductions not allowable 
in determining business book income. Capital gain in- 
cluded in busmess book income would be taxable. 
Nonbusiness capital gains would not be taxed. Except 
for possible withholding tax ret\im$, no tax returns 


would have to be filed by individuals and pass- 
through entities that have no businem income. 

Tax rates could, and probably would, differ with 
rsapect to the different classes of income, taklM into 
account feimesa and revenue requirements." lb the 
extent rates are graduated on a p^cular category of 
income, sudt as compensation, effect of joint return 
or head-of-household ntes could be provided. 

D. Evaluation of the Proposal 

The BEA recently published a reconciliation of its 
estliiutes of ac^mt^ groes inrome compared with ad- 
justed gross income reported by the IRS for the years 
1990 and 1991." IWo sigiUficant facts may be gleaned 
from the BEA study. First, the initial five categories of 
income deslgi\atcd above for withholding taxation 
plus business income constituted at least the following 
percentages of aggregate adjusted gross personal in- 
come repo r ted in toe study: 

BEA Adj. GiOM IRS Adj. Gross 
loceae Income 

1990 95.6% 943% 

1991 953% 943% 

This indicates that very little tocome (about 5 per^ 
cent) would be untaxed uiuler my proposal. Scerntd, 
toe study liulicated that toere was a iKmcompliance 
gap of iMut 11.6 percent In both 1990 and 1991 be- 
tween the adjusted gross inemne r eported by the IRS 
and toe reamdled actuated gro ss ii^me deteimined 
by toe BEA. (Hus gi^ does not Include unrepwted 
capital gains or ilk^al inccane.) If the gap could be 
ckMed ^ opentian of toe withlwrfding and book in- 
come sy stem , the already small diminution of the per- 
sonal lax baw by my proposal would be more Hum 
fully oftset. 

The following example Bho%v8 how toe proposal 
might apply to aggregate adjusted gross inrome, as 
determine by th^EA for 1991: 


Category of 
Incense 

Aim at of 
AGI (bUlJ 

Aaemad 
Tkx Rate 

Ikx 

(bUU 

Compensation 

$2793.7 

ij%” 

$335.2 

Bus. income 

343.9 

15% 

51.6 

Dividends 

128.3 

10% 

12.8 

Rent 

28J 

5% 

1.4 

Interest 

229.8 

10% 

23.0 

Pensians and 
Aruuiities 

241.4 

10% 

24.1 

Total Tax 



$448.1 


"See example, in part V.D., mfriL 

**U3. Dep'l of Commerce, Bureau of Economic Aiudysis, 
Rei.^ti«uhip Between Personal Income and Adjusted Gross 
Income, 199(V91, Sam tf Carmtf Bus., V. 73, No. 11 st 68-71 
(Nov. 1993). 

"The 12-peicent assumed tax rate on compensation is an 
average rate; lower-income individuals would be taxed at a 
lesser rate and hj^tfr-inrome individuals at a greater rate. 
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For purpoMS of compuisotv the rtpo i ted federal 
receipts horn Indlvktiul inctmie taxee In 1991 wm 
$448.4 billion.* If high^ cwjnduated rates were lm> 
posed on business income;, omer rates could be rcduoed 
or tax revenues mcreased^ or both. Hie foregoing com- 
parison, of course, ignores the very substantial reduc- 
tion in costs to bom taxpayers and the government 
from the proposed simpl&cation. 

E. Withholding From Dividends and Interest 

It is recognized that there was an unsuccessful at- 
tempt in 1982 to impose a lO-percoit withh<dding tax 
on dividends and interest.* This tax was repeal^ in 
1983 before it came into effect,* as a result of an inten- 
sive lobbying campai^ sponsored by financial institu- 
tions that did not ww to undertax the substantial 
bookkeeping burden (nor, perhaps, to discourage busi- 
ness from customers who may not have been reporting 
their interest or dividends). However, the publicly 
stated objection to witiiholding was the adverse effect 
withholding would have on the small investors (ttie 
"widows and orphans') who would have no ultimate 
tax liability. Ironically, the repeal was accompanied by 
elaborate information reporting requirements that 
were virtually as cumbersome to the financial com- 
munity and almost as damaging to noncomplianoe as 
witidiolding would have be^ Now that the reporting 
procedure is in place and fully operational, file addi- 
tional requiiement of wifiihoLding should not be a sig- 
nificant ^ditional burden to file financial community. 

In any event, current data processing systems ^ 
both the DtS and private business should be able to 
cope with the wdthiWding, and should be able to pro- 
vide an efficiently functioning system for not nvithhold' 
ing on persons entitled to exemption by reason of 
having low income or otherwiae. I^r example, the IRS 
could adapt its backup withholding proc^ures* to 
certify exemption claicns by taxpayers. As a fail-aafe, 
the IRS could also provide a 'quickie" refund proce- 
dure for improperly withheld hinds. 

F. Possible Additional Variations 

It would be possible to permit or require the filing 
of returns to provide for certain objectives deemed to 
be meritorious, such as file aUdwanoe of foreira tax 
credits (or other credits), the application of graduated 
tax rates to income other than condensation, ot the 
taxation of classes of income not reaoily susceptible of 
withholding. The obvious problem with departures 
such as these from the bask withholding concept is 
that,'like modificatiofu to business book income, fiiey 
are likely to proliferate to the point where they would 
defeat the simplification objective. If such proliferation 
could be avoided, cme or two special exceptions (such 
as the graduated taxation of interest and dividends) 
could be accommodated. 


*IRS, Pub. 1304, Slatistics <if tncoim. niprs note 22. 

*Tax Equity and Fiscal Reaponaibility Act of 1982, Pub. 1. 
No. 97-248, sectiona 301-308 (repealed 1983). 

^Interest and Dividend Tax Compliance Act of 1983, Pub. 
L. No. 98-67, section 102 (1983). 

IRC section 3406 (1986). 


VL Condtulens 

Some may have file inatincfive reaction that fii(e pro- 
poaab preeCTted above tepiesnif tc^ fund^^nental a 
change in the ^stem for taadng Income. But this is not 
really the case. Hie proposals mer^ expand the ap- 
plication of concepts that, as previously noted^ have 
been adopted by Congress in file past Mm important- 
ly, they utilize data and procedures (book income and 
withholding) that are well-establi^ed and mdily 
available wi^ relatively Utfie modification. And most 
importahtly, a change in the system is vital to assure 
continued etfecfive ninctioning of fiie voluntary com- 
pliance concept 

Another possible approach for evaluating the pro- 
posals, comnumly usm in connection with proposed 
tax legislation, would be to calculate whether the 
evaluator is advantaged or disadvantaged by the con- 
tempbted change atM to siqiport or o^ose it aopord- 
ingly. It b hoped that thb testing proc^ure will not 
be appUed (though it may result in s nullity of ap- 
provsls). Rather, it b suggested fiut (Hie should con- 
sicler whefiier the business communi^ and the general 
public would view the new system as a significant 
improvement over the old and at least as fair; if not 
more fair. . 

I it /» Bubmtttmd that moat paopta would 
viaw Whh approval tha alloeatlon of 
tha bualnaaa /8ur burdan In tha mannar 
propoaad. 

It b submitted that most peopb would view with 
approval the allocation of the business tax burden in 
fire manner pitiposed. Business people are accustomed 
to relying on financial statemenb and should be most 
pleased to have to produce only one mcome statement 
and to analyze only one set of financial data in making 
suuiagement (fecbions. And the general public woula 
probably view b<x>k income as lew artific^ a measure 
than taxabb income (as currently detennined). 

As for the ecclusive reliance on withholding for ncHi- 
buainess taxation, thb would make it less feasible to 
graduate the rates of taxation. But if, as seems likely, 
an acceptable range of rates could be.applied lo com- 
pensation and ofiitf rates could be made low enough, 
the overall airangement should meet with public en- 
dorsement, particularly since for most taxpayers the 
very costly (noth in time and money) annual April 15 
ritual would be eliminated. The de facto exemption of 
unconventional categories of income should not result 
in any serious distortions since all the prixmpal types 
of income would be taxed. 

The focus of this discussion has been on the 
simplificatiofi benefits to taxpayers. There would also 
be considerable benefits to the legblative and executive 
branches of govemment, in the elimination of periodic 
(sometimes annual) marathon sessions for tax 
'refonns' and the resulting need for ever increasing 
regubtion projects, form changes and taroayer educa- 
tion. ll^^thhol(ling would also reduce coUe^on cosb 
and collection failures. The audit function would have 
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to continue in the business rettim and withholding 
compliance areas. The judicial branch of the govern- 
ment might also benefit from a reduced number of tax 
controversies. 

The adoption of these proposals would, of course, 
also require a revision of the functions of the tax prac- 
titioner. Those who are not accountants would have to 
familiarize themselves with accounting principles (as 
tax accountants have been required to familiarize 
themselves with legal concepts). However, the inherent 


complexity and variety of taxpayer activities would, 
no doubt, continue to generate issues requiring expert 
assistance. Experience has demonstrated that even 
seemingly elementary forms of taxation, such as stamp 
taxes and transfer taxes, raise challenging questioits. 

The principal benefit to be expected from the instant 
proposals would be the elimiiuition of many (or most) 
unnecessary complexities that provide merely a mar- 
giiud benefit or no benefit at all to the ultimate govern- 
mental objective of collecting revenue. 



notes ^ 


Comprehensive Weekly Coverage 
of State Tax Issues 

Stau Tia Notes is the best way to stay informed about state tax developments. 
Each issue provides timely, authoritative news and commentary, carefully organized 
to speed your research; 

• The Week in Review 

• News From Each State 

* MiiHtitate & Federal News 

* Specml Reports & Viewpoints 

• Stale Iki Calendar 

* Abstracts & Citations 
- Back<^ov«r Index 

To Older, call Ikx Analysts' customer service department at (800) 9SS-2444. 
Outside the U.S. or in the Washington, D.C., area, call (703) 533-4hOO. 
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It’s not how 
much you read. 



you read. 


Tax Nous magazme provides complete and ditiely coverage of all federal tax 
issues under one cover You could spend days trying to read through the many 
specialty publicadoos that cover all the different areas of taxation. Or you could 
get all that infcxmation by reading Tax Notes. Tax Notes magazine reports on and 
organizes the latest tax developments so you can get to the infonnatkm you need. 
Weekly and quarterly indexes help speed research, and the tax calendar keeps 
you posted on upcoming congressional and IRS hearings and professional 
meetings and seminars. 

If you would like to save time by reading less, yet getting more, subscribe to 
Tax Notes magazine. For more inforrnadcm. call our Customer Service Represen- 
tative at (800) 955-2444. Outside the U.S. or in the Washington, D.C., area, call 
(703) 533-4600. 



Tax Notes Magazine 
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Linda Sanders 
Certified Paralegal 
11757 W. Ken Caryl Ave # F237 
Littleton Colorado 
303-467-7199 


May 19, 1995 

Phillip Moseley, 

Chief of Staff 

Committee on Ways and Means 
US House of Representatives 
1102 Longworth House Office Building 
Washington DC 20515 

DATES OF HEARINGS: June 6, 7 and 8, 1995 

RE: Federal Income Tax - Congressman Bill Archer 


STATEMENT FOR A CONSUMPTION TAX 

Conclusion: Why ignore the Truth and attempt to placate the American people with 

a different version of the same illegal tax ■ as a flat tax would be? Enact a lawful. 

Constitutional Excise tax Iconsumotlon tax> and respect the limitations of the 

CoMtitutian. ahlcti fotbldaj tag gnJabof. »t Articia I Scctton 10, Pthetwiae. yoAi will 

still have an underground rebellion and a climate of discontent and non production. 

Any which tanas labar WILL NOT rwult In a praductiva acanamv - a» >8 prayen 

by socialist economies worldwide. Just because “they" do it doesn't mean we should 

abandon America's way as oroylded by the Constitution. 

it is a fact that the provisions of the Internal Revenue Code are not working. Nothing 
has been so effective as the "Code* in alienating the American people from their 
government, tearing down morale and pride in the 'American way” and creating 
hatred for government agencies because of the brutal way the IRS has collected 
taxes, mast often outside the laws that govern collection. 

The reason for this does not lay entirely on the fact that the tax imposed began at 
about 3% in 1913 and crept up to a back breaking 33% as time went on. The main 
reason that voluntary cooperation has diminished over the years is because many 
Americans began researching the tax laws, to find out how to deal with taxation that 
had become so oppressive - and discovered some disturbing facts. While Americans 
had been led to believe that Congress had 'sold out' the American people with the 
1 6th Amendment, in spite of the fact that the organic Constitution protected against 
a "capitation” tax, at Article I Section 10 - the opposite was true. The 16th 
Amendment did not "amend" the organic Constitution by imposing a "capitation” tax 
on labor - it only amended the taxing provisions granted by the Constitution to the 
extent that no apportionment was required when taxing "income" which has been 
defined as "profit and gain" by the Supreme Court. No where did the 16th 
Amendment impose a tax on labor. This fact is supported by Supreme Court 
decisions including, 

Lucas V Earl . 281 US 1 1 1 which states, 

"The claim that salaries, wages and compensation for personal 
services are to be taxed as an entirety and therefore must be returned 
by the individual who has performed the services which produced the 
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gain Is without support either in the language of the Act or In 
the decisions of the courts construing it. 

...It Is to be noted that by the language of the Act It Is not 
salaries, wages or compensation for personal service that are to be 
Included In gross Income. That which is to be Included is gains, 
profits and income DERIVED from salaries, wages or compensation for 
personal service." 

In Connor v US . 303 F. Supp 1 187, the court held, 

"[under 61 A of the Code] ...If there is not gain there Is not 
income. Congress has taxed income and not compensation... There 
must be gain before there is "income" within the 16th Amendment." 

And finally, that it has been held that the 16th Amendment did not violate the 
guarantee of Article 1 Section 10, [no capitation taxes) Is clearly stated In 
several Supreme Court decisions, 

Stanton v Baltic Minino . 240 US 103, "...the 16th Amendment conferred no new 
power of taxation...." 

Peck & CO. V Lowe . 247 US 165, "[the 16th Amendment). ..does not extend the 
taxing power to new or excepted sublects...". 

Brushaber v Union Pacific RR . 240 US 1, "...the Amendment contains nothing 
repudiating or challenging the ruling in the Pollack case...". 

Lastly, the 16th Amendment has no enabling clause, as do the other amendments, 
because it doesn't need enforcing - it grants no new powers or authority that already 
didn't exist in the organic Constitution. 

Too many Americans, in their indignation that the quality of life in America was 
rapidly deteriorating by excessive taxation of labor, began studying the law. For 
many, it became a spiritual quest - for which there is no better motivation for 
steadfast adherence to a principle. 

No power of government, through legislation or brute force, can force a spiritually 
motivated entity to "comply". 

Investigation into Supreme Court decisions - along with investigation into the actual 
Code and Regulations - revealed that there is no tax on labor for those who prefer to 
remain outside the jurisdiction of the federal government - which jurisdiction cannot 
be conferced absent a waiver of the protections of the Constitution - which Americans 
are refusing to waive. This is proven by the fact that the term "United States" is 
conspicuously defined in the Tax Code (and the Social Security Act) several different 
ways - sometimes it includes the "several states" or "the 50 states” and sometimes 
it doesn't. 

FACT 1: Too many Americans have discovered that the Income Tax Code does not 
extend into the 50 Republics - it could not without violating the Constitution. 

While the tax code has been written in such a way that it is confusing, ambiguous and 
and grammatically obscene - some researchers have finally - after 70 years, 
deciphered it. This has been accomplished by resorting to the original Acts of 
Congress published in the Statutes at Large - whereby the mysterious, "anyone liable" 
is identified. 
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The IRS has been telling suspicious Americans that they are liable under the code 
pursuant to Sections 6001 , 601 1 and 601 2. However these sections refer to "every 
person liable”, "any person made liable* and "every individual having gross 
income....", later restricted to "effectively connected with the "United States". 
Sections 6001 and 601 1 can be dispensed with as not identifying the "one liable" - 
and therefore having no effect upon anyone, but Section 6012 makes 
something/someone liable if they have gross income. Gross income is identified in 61 
A of the code as being "derived from" everything - including the tooth fairy. Since 
"income" has been identified as "profit and gain severed from capital" then it does 
not mean the actual capital. 61 A describes many types of sources of capital. As 
soon as the capital is used to make profit - say on the stock market - the profit is now 
taxable gross income. This is perfectly fair and Constitutional. 

However, the Americans have been pillaged and plundered by the IRS who 
conveniently ignore the term "derived from" when placing THEIR OWN interpretation 
on the law. Unfortunately, the courts, which many Americans no longer have respect 
for, have turned a blind eye to this "custom and practice” to misapply the law as 
enacted - in complete violation of the organic Constitution, because Americans have 
waived the protections of the Constitution - unknowingly - by voluntarily signing into 
the "custom and practice" of tax on labor with W2 Forms and expectation of Social 
Security benefits. 

Americans see their error, perpetrated upon them by ignorance, fraud and temporary 
crisis, and no longer will participate. [Incidently, the crisis to which I refer could not 
have occurred if the Federal Reserve board had not been given control over "money” 
unbacked by gold - but this is an issue that is separate from the issue herein]. 

FACT 2: Because United States is a "Republic" as guaranteed by the Constitution at 
Articie 4 Section 4, the federal government is limited in their jurisdiction. Indeed, the 
federal government has very limited powers, pursuant to the Constitution at Article 
I Section 8. The purpose of a "federal" government was just to provide for foreign 
relations, self defense, international relations and commerce. Indeed, it's legislative 
powers were limited to "10 miles square". Somehow, however, this power slowly 
increased' and crept into the 50 Republics - destroying the type of government 
guaranteed by the Constitution. While there is some confusion over just HOW the 
government did this - during the Roosevelt era - much suspicion is raised by the fact 
that the jurisdiction revealed by the type of flag displayed in the courtrooms and in 
federal buildings is that of admiralty/military/commerce. A simple look into Title 4, 
Sections 1 and 2 confirms that the national flag of the Republic does NOT provide for 
the military gold fringe. So why is such flag displayed? [To suggest that the gold 
fringe is used "indoors" is inconsistent with the fact that many schools and federal 
agencies use unfringed flags indoors. It is also inconsistent with the fact that Army 
Regulations 840-10 state that to use a fringed flag in other than a military jurisdiction 
is disrespectful and a violation of such regulations.] 

For this reason, there has been an outcry from the people to their Representatives to 
reclaim their state's sovereign independent status as a Republic with "10th 
Amendment" movements. In Colorado, this outcry was met by the passing of HJR 
94-1035 - known as the "10th Amendment Bill". 

SUMMARY 

THE PEOPLE WANT THE "REPUBLIC" BACK AND UNTIL THEY GET IT -THEIR ONLY 
MEANS OF EXPRESSING DISSATISFACHON IS BY GOING 

UNDERGROUND" AND INTO THEIR OWN "JURISDICTION" SEPARATE FROM THE 

FEDERAL GOVERNMENT. TAXES WILL NOT BE PAID VOLUNTARILY WITHOUT THE 

FEDERAL GOVERNMENT'S ADHERENCE TO THE CONSTITUTION. IT IS A 

UNIVERSAL LAW THAT THE POWER ALWAYS. ULTIMATELY. REMAINS WITH THE 

PEOPLE. 
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The scam is up. And the only way to bring ali Americans back into the fold is to 
return this country to a Republic of 50 sovereign countries, (as the severai states are 
referred to in 28 USC 297) with adherence to the Constitution. It is the Constitution 
which sets this land apart - from all other lands with their sociaiist taxes - and 
Americans will not sit by and watch America become just another unproductive, 
socialist, welfare state. 

A lawful, constitutional consumption tax - rather than a flat tax on labor which will 
take no time to increase again to impossible burdens - would inspire peopie to once 
again, be productive - rather than encourage weifare - and the spending power would 
increase - fueling a booming economy because the take home pay of every American 
wouid increase dramaticaily. More important, loyaity and respect for the American 
government wouid be reborn - which is the foundation to this country's power. 

Respectfuiiy, aii of the undersigned Americans, 
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Alvin K. Sanford 
Mt. Clemens « Mich. 
June 12 , 1995 


Phillip E. Mosely 

Chief of Staff, Ways & Means Conun. 
1102 Longworth House Off. Bldg. 
Washington, D.C. 20515 

Dear Mr . Mosely : 


I want to be heard on the tax code. 


$4*5 Trillion debt. Let's not pass it on to our children. 
260 million U.S. citizens each share a government debt of 
$17,837. If we would each pay our share, we will each save 
$1,386 per year for ever and ever in interest on our national 
debt alone. In 13 years and 4 months each of us will have saved 
an equivalent return of all our money. Let's pay it now. We 
can’t wait 7 years to make our first payment on our national 
debt. In 7 years (2002) our national debt will increase 
exponentially to $8.4 trillion. Then each U.S. citizen will 
share $32,300 debt ($64,600 per couple) costing each citizen 
$2,423.00 per year just for interest on the National Debt. I 
want to hear all congressional members make our National Debt a 
political issue and inform all their constituents of a plan 
beginning immediately to set aside funds in a lock box for this 
purpose . 

Let's all agree to eliminate the debt by these articles: 
Article 1. Reduce succeeding appropriations by 10% of current 
spending, and please no exceptions. Command strict compliance 
from all administrative departments and agencies. 

Article 2, Cut out waste and pork barrel spending. Only spend 
our money on things we need the government to do for us, like 
protecting us and our homes and build safe roads for us. 

Article 3. No more grants or loans to foreign countries until 
the budget is balanced and we have a surplus. 

Article 4. Each U.S. citizen to be assessed to pay an equitable 
share of the National Debt. 

When all citizens become fully aware of perils facing our 
economy, I'm sure they will support congressional members who 
vote for these articles. 

I admit my letter may be considered political incorrect, 
but is factually correct within a 5% margin for error. 

I want to hear that Congress is working on a plan to 
immediately start collecting funds and place in a lock box 
paying off the National Debt. 


Sincerely, , 9 „ 

/nvTn K. Sanford ^ 


37255 Charter Oaks Blvd. 
Clinton Twp. MI. 48036-2412 
Phone (810) 468-9769 

6 cys enc. 

cy to Michael Reagan 


•yC^r\, 


7 
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NASARIO SANTOS 
2780 N. PLACITA MIA 
TUCSON, AZ 85749 


June 13, 1995 


Honorable Bill Archer 

Chairman: House Ways and Means Committee & Members 

1102 Longworth House Office Building 
Washington, DC 20515 


RE: Federal Income Tax 


Honorable Bill Archer: 

Concerning Federal Income Tax, I would like to contribute the 
following opinions and requests to help you in your decisions in 
this debate. I will strive to make it as concise as possible. 
First of all, I believe that the primary purpose of the 16th 
Amendment was to clarify to everyone, once and for all, that 
Congress always had the power to levy a federal income tax on those 
employees , as presently defined in Section 3401(C) of the IRS Code, 
which are: 

A - A Corporation. 

B - A person who lives in a US Territory. 

C - An elected government official. 

But, not to include the common US citizen. The fact that the US 
citizen is exempt from such a tax, is perhaps, why the Supreme 
Court ruled it un-constitutional. That ruling was back during the 
US Civil War. The Committees' debate needs to delve into why the 
common citizen is being forced to pay this Federal Income Tax now. 
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The crux of the matter is that the common citizen has the sovereign 
right to the fruit of his labor and the Government nor anyone else 
has any business inquiring what or how his honest wages were 
earned, for purposes of taxation. My personal experience with the 
Internal Revenue Service conflicts with our Constitution and its 
own regulations. Approximately, about 1984 - 1989, I had my 
employer: The Kroger Company, 701 Gellhorn, Houston, TX 77001 
stop withholding Federal Income Taxes from my wages. I 
accomplished this legally by submitting a different W-4 with my 
employer. The W-4 form used was filled out with all the required 
information. However, the exempt box was checked and my signature 
was omitted. It is my understanding, that according to the 
Internal Revenue Service, when I sign a W-4 form, I am voluntarily 
submitted myself to the Federal Income Tax by becoming an 
"Employee" as defined in Section 3401(C) - IRS Code. Furthermore, 
my signature also authorizes my employer to withhold Federal Income 
Tax from my wages, voluntarily on my part. 

My Employer, The Kroger Company, honored by W-4 the way I legally 
filled it out. Consequently, during those years mentioned, (1984- 
1989) no Federal Income Tax was withheld from my wages. 

It was during that time, I wrote a letter to Representative 
(Republican) Jack Fields concerning this matter. I questioned him 
on the legality of my stance. He, in turn, wrote to you, Mr. 
Chairman, to get your opinion. The response I received was 
positive. Mr. Fields also wrote a letter to my employer explaining 
to The Kroger Company that, "The only responsibility they had 
towards my Federal Income Tax was to honor my W-4 the way I filled 
it out." The Kroger Company honored my newly filled W-4. 
Consequently, about 1984-1989, no income tax was withheld from my 
wages. I needed to do this to be able to support my family 
financially. Mr. Fields further explained that his office would be 
available fir I had difficulties with the IRS. For the record, I 
sincerely thank him for such a generous offer of support. 

My "Sweet Taste of Freedom" was short-lived. I, among many others, 
was laid off from work. When I went with a different employer, my 
financial state was better, so I volunteered to have Federal Income 
Taxes withheld, again in 1989. It was not until 1991 that the 
Internal Revenue Service contacted me. They wanted to collect 
taxes for those past years of 1984-1989. The tax was $22,000 with 
interest compounded daily. Now, I am paying monthly a total of 
$279.00; and the IRS debt is $110,000 with no end in sight] 1 
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Like many other citizens, the IRS has a lien on my property and 
wages and like so many others, bankruptcy is our only solution. 
We, and our private debtors, have been greatly wronged by this tax 
system. I, therefore, request that a National Sales Tax on 
consumption be considered. This is the only fair Federal Tax that 
I can see for all. I request that the present income tax system be 
abolished and amnesty for debts to that system should also be 
given . 

In closing, I request that my letter be included on record in this 
Historical debate on Federal Income Tax. 

Thank you for your time and cooperation. I would like to say that 
I admire the Constitutional spirit given this Committee and 104th 
Congress. It rivals the spirit of our Founding Fathers. I pray 
for God speed and that you give a good fight in this debate. 

Constitutionally Yours, 

IWiSARIO SANTOS 
NS:ph 
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STATEMENT OF HAROLD I. APOUNSKY ON BEHALF OF 
THE SMALL BUSINESS COUNCIL OF AMERICA 

BEFORE THE COMMITTEE ON WAYS AND MEANS 

ON ESTATE, GIFT AND GENERATION- SKIPPING TAX REFORM 

June 8, 1995 


Mr. Chairman and Members of the Committee, I am Harold 1. Apolinsky, Past 
Chair of the Small Business Council of America (SBCA) and currently Vice President - 
Legislation. I am also a practicing tax attorney (over 30 years) who specializes in estate 
planning and probate. For over 18 years, I have taught estate planning and estate, gift and 
generation-skipping taxation as my avocation to law school seniors at both the University of 
Alabama School of Law in Tuscaloosa, Alabama and the Cumberland School of Law in 
Birmingham, Alabama. I am here to present our views on estate, gift and generation-skipping 
taxes. 


SBCA is a national nonprofit oi^anization which represents the interests of 
privately-held and family-owned businesses on federal tax, health care and employee benefit 
matters. The SBCA, through its members, represents well over 20,000 enterprises in retail, 
manufacturing and service industries, which enterprises represent or sponsor over two hundred 
thousand qualified retirement and welfare plans, and employ over 1 ,500,0(K) employees. 

The time has come for Congress to repeal the estate, gift and generation- 
skipping taxes. 

An estate tax due nine months after death is imposed on the transfer to children 
or other heirs of the taxable estate of every decedent who is a citizen or resident of the United 
Stales ($600,000 of assets are exempt). The graduated estate tax rates begin effectively at 37% 
and increase to a maximum rate of 53% (see Exhibit "A" for how the tax is calculated). Taxes 
on bequests to spouses may be deferred until the last-to-die of husband and wife. 

A gift tax is levied on taxable gifts (excluding $10,000 per donee per year) as a 
back-stop to the estate taxes. The graduate rates are the same. (The $600,000 exempt amount 
may be used during life for gifts or at death.) 

An extra, flat 55% generation-skipping tax is imposed on gifts or bequests to 
grandchildren ($1,(X)0,000 is exempt). 

The 1995 White House Conference on Small Business recommended as its 4th 
priority eliminating estate and gift taxes. Legislation has been introduced in prior years to 
accomplish this (Exhibit "B” attached). 

With a new entrepreneurial voter wave shifting control of both the House and 
Senate to Republicans, it is time to repeal these transfer taxes. President Clinton has expressed 
the desire to retain and increase jobs. Repeal would do this! 

■ Only 30% of family business make it through the second generation. Seventy percent 
(70%) do not. Only 13% make it through the third generation. Eighty-Seven (87%) do 
not. Tlie primary cause of the demise of family businesses, after the death of the 
founder and the founder’s spouse, is the 55% estate tax. It is hard for the successful 
business to afford enough life insurance. (Premiums are not deductible and deplete 
working capital.) 


A recent study by Prince and Associates (research company) for National Life of 
Vermont reviewed the history of 749 family businesses which failed within three years 
after the death of the founder. The Prince study reinforced and supported the conclusion 
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of the deadly effect of estate taxes. The businesses could not continue as a result of the 
tax drain on working capital needed to effectively compete and cover errors in judgment 
made by new and younger management. Jobs were lost in the communities. 

■ The estate and gift tax took its present form primarily in the early 30's. The express 
purpose was to "break-up wealth”. Is this consistent with a free enteiprise economic 
system and a very competitive world economy? In 1992, the estate, gift and generation- 
skipping taxes account^ for only 1.1% of revenue. For 1995, the figure is closer to 
0.8% . The expenses of administering this system and loss of jobs probably offset 75 % 
or more of the revenue when you factor in IRS, Treasury and costs of litigation. 

■ Independent analyses reveal that, were these transfer taxes repealed, the Nation's GDP 
level of employment and capital formations would increase substantially. According to 
one study, repealing these taxes would increase GDP from 1993 to the year 2000 by over 
$79 billion, create 228,000 new jobs and increase capital by $639 billion. (Fiscal 
Associates, Inc. - Federal Transfer Taxation: A Smdv in Social Cost! . 

■ The transfer tax provisions represent 82 pages of the Internal Revenue Code and 289 
pages of Regulations issued by the Intenuil Revenue. The transfer tax system forces 
many estates, the Internal Revenue Service, and the Department of Justice to expend 
funds in court. The number of transfer tax cases now total 10,247 representing some 
13,050 pages of the Commerce Clearing House Tax Publication. 

■ Australia repealed their estate and gift tax laws in 1977. It was felt that these transfer 
taxes were an inhibitor on the growth of family businesses. The legislative body of 
Australia sought more jobs which they believed would come if family businesses grew 
larger and were not caused to sell, downsize, or liquidate at the death of the founder to 
pay estate taxes. 

■ The President has expressed concern about children inheriting appreciated assets from 
deceased parents and selling them without paying income taxes on the proflts. This is 
the result of the step-up in basis to the value as shown in the estate tax return. If the 
transfer tax laws were repealed, there would be no step-up in basis. At the time assets 
were sold, gain would be taxed and funds available to pay the tax. The fair market value 
of assets sold would be fixed. 

■ If you factor the significant expense in collecting these taxes, the income tax when assets 
were sold, and income taxes from jobs saved and provided, the repeal may be revenue 
neutral or revenue positive. 

■ Combined income and estate taxes frequently consume 75 % or better of retirement plan 
accounts at death (see chart attached as Exhibit "C"). 

A very few of our most wealthy citizens have elected to give up their citizenship, 
become citizens of foreign countries, and avoid the 55 % transfer taxes. The cover story of 
Forbes . November 21, 1994 (attached as Exhibit "D”), was devoted to "Expatriation - As the 
Ultimate Estate Planning Technique. " What a loss of available capital! These are the people 
who may give the most to charity and have the resources to seed new businesses. 

This should be a wake-up call that this tax is no longer appropriate. We have the 
highest transfer taxes in the world. Instead of reacting to this by an "exit tax" - Congress 
should step back, study the issue, and then repeal these taxes to promote jobs and the growth 
of family capital. 

It is contrary to the best interest of my tax practice, my teaching, and my firm 
(we have 8 lawyers out of 94 doing estate planning, administration and probate) to urge repeal 
of these transfer taxes. It is the right thing to do to help grow family businesses and farms, 
provide jobs and capital and encourage the entrepreneurial spirit needed for small businesses to 
become large businesses and family businesses of all sizes to survive death. 
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EXHIBIT "A" 

CALCULATION OF ESTATE TAXES 

A. Gross Estate (fair market value at death of all assets, including real estate, stock, cash, 
life insurance, retirement accounts, etc.). 

B. Deductions: 

1 . Debts and expenses. 

2. Marital (assets left to spouse if citizen). 

3. Charitable. 

C. Taxable Estate. 

D. Add Prior Taxable Gifts. 

E. Total transfer to heirs (life and death). 

F. Apply Rates: 18% to 55%. 

G. Less credit ($192,8(X)») 

H. Net tax (effective 37% to 55% (plus 5% for larger estates] due 9 months after death. 

I. Extra 55% tax for bequests to grandchildren in excess of SI million. 


This is tax on $600,000 taxable estate. 
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EXHIBIT "B" 

PERTINENT I.KGLSLAT10N 


A. Legislation was introduced in July 1993 (H.R. 2717) to repeal estate, gift and generation- 
skipping taxes. 

B. Legislation was also introduced but not enacted in the 102nd Congress would have 
allowed heirs of small business owners to defer the estate tax owed on a farm or business 
until it was sold outside the family. In order to take advantage of this deferral, the 
following requirements would have to be met: 

(1) The business must be worth less than $50 million. 

(2) The business must comprise at least 40 percent of the decedent's estate. 

(3) The person inheriting the business must have actively participated in the running 
of the business prior to the owner’s death. 

C. A provision in separate legislation also introduced in the 102nd Congress would have 
reduced the amount exempt from estate and gift taxes from $600,000 to $200,000. This 
provision of the bill was subsequently withdrawn. 

D. Legislation introduced in the 103rd Congress included bills that would increase the estate 
and gift tax exemption to $770,000 plus cost-of-living adjustments (H.R. 567), $850,000 
plus cost-of-living adjustments (H.R. 1475), $1 million (S. 531) and $1.2 million (H.R. 
1110 ). 

E. H.R. 784 was introduced on February I, 1995 to repeal estate, gift and generation- 
skipping taxes. H.R. 1039 was introduced on February 27, 1995. 

F. S. 628 was introduced on March 27, 1995 to repeal estate, gift and generation-skipping 
taxes. 
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EXHIBIT "C" 

HISTORY OF QUALIFIED 
Pl^N TAXATION AT DEATH 



Breakdown of Taxes 

(Assuming top marginal tax bracket) 


Alt Rights Reserved. CIGNA Companies VI 2 




Many Americans are giving up their citizenship. 
Before condemning them, we might well ask 
ourselves whether the U.S. tax system isn’t 
killing the goose that lays our golde# eggs. 


The new 
refugees 

By Robert Lengner and Philippe Mao 



Miduwl Dtapnan may 
MHily b« aM« to pay for 
Ms now 18,000- 
squarofoot homo with 
tho tax monoy ho 
savod by givhig up Ms 
Amofican cMxonsMp. 


'^Oivr oprr cvsro iwiv jnW 
tkmt abvrr is motbis^ rinistir in s$ 
nmt^ng om^s nffnirs as fa ktrf tsum 
as hwaspassikU. Ew r r y ba dy datsps, rith 
or poor; and all do ri^sSj for nobody 
owa any pnHU dotty to pay mart than 
sht law drmamdr tmxa art mforetd 
tsasottonst not woimntary etntribistions. 
Todomandmoroimtktnameofntornit 
is mtrt cant. 

-fudse Leanied Hand 

TAIXTO A new cUcat intercited in 
expatriating every week. Many people 
can't pay the tax rate and live in 

the r^e they wane." So said Francis 
MirakKlk), the head of the personal 
law department at the Philadelphia 
office Morgan, Lewis 3c Bockius, 
speaking at a Bermuda conference on 
oflUioce money eacty this fell. 

Expatriating? Give up U.S. dozen- 
ship? Who in his right mind would 
give up his U.S. citizenship? Lots of 
people. You could practically 611 a 
Boeing 747 with well-heeled U.S. 
dozens who hxvo taken on fore^ 
dtizenship rather than submit to what 


Learned Hand called "enforced exac • 
dons" at a level chat amouns to 
vimial conEscadon. The exodus may 
speed up under an Administradon 
dut campaigned for office on a tax- 
tfae-rich platform. 

In 1981 Ronald Reagan lowered 
taxes. The following year not a single 
American gave up his cidzenship. In 
1993 the expatriate community grew 
by 306 names. 

The expeiriaces of recent years have 
induded: 

Michael Dingman, chairman of 
Abex, and a Ford Motor director. 
Dingman is now a dozen of the Baha- 
mas and lives there. 

Billionaire John (Ippy) Dorrance 
III, sn heir to the Campbell Soup 
fortune. Dorrance is now a cidzen of 
Ireland and lives there as well as in the 
Bahamas and Devil's Tower, Wyo. 

J. Mark Mobius, one of the most 
successful emerging market invest- 
ment managers. Bom a U.S. cmzen, 
Mobius has the German ddzenship of 
his ancestors arnl lives in Hong Kong 
and Singapore. 


Forbes • November 2 1 , 1994 


131 



978 


Mr. John SpenM 
300 PUa AJkwte No. 4100 
Gnrdea Orovc, CA 92640 

300 Plaza Alicante #4180 
Garden Grove, CA 92640 

June 8, 1995 


Mr. Philip Mosely 

Chief of Staff, Ways and Means Committee 
House of Representatives Office Building #1102 
Washington, DeC. 20545 


Revising the Tax System 


Dear Mr. Mosely: 

Please count this as a vote for the Consumption Tax - that is a national 
Sales Tax. 

Of course nobody likes taxes, but some are worse than others. I think 
it is our objective to enact the tax that has the best hope of bringing in sufficient 
revenue with the least amount of damage. 

Best of all would probably be if we learned to get along on import tariffs 
as we did from 1778 to 1913 - a short span of 125 years during which we grew 
from a clutch of freedom-seeking rebels to become a world-class nation. This 
tremendous spurt of growth was possible because profits were not taxed away, 
but were re-invested in the economy. However I don’t expect to see it happen 
again, so I will have to vote for the Sales Tax as being the least obnoxious of 
what is available. 

I want to thank you for your radio message. It is nice to know whom 
to write to. I understood you to say that you/^eS^^ses in six copies, and I am 
obliging. 


Also, I am enclosing an original letter and five copies from a friend, 
Mrs. Suzan Haxby, who also favors the Consumption Tax. 

Please understand that this is not a sudden impulse with me. I have 
given the matter some serious thought. I am enclosing a photocopy of my letter 
of March 17 to ray Representative, Congressman Robert K. Doman, where I 
discuss different forms of taxation at some length. Please feel free to refer to 
the said letter, or to use In in any way that will help. 


Again, thank you for giving me the opportunity to be heard. 
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Howard P. Spracklen, P.E. 

Electrical Engineering Consultant 
21172 Aspen Ave. 

Castro Valley. CA 94546 
(510) 537-3250 

June 8. 1995 


Phillip Mosiey, Chief of Staff 
Committee on Ways and Means 
US House of Representatives 
1102 Longworth House Office Bidg. 

Washington, D.C. 20515 

Re: Income tax reforms. 

The flat tax proposal would be a great improvement over the present system, however it 
would do nothing to reduce the huge cost of the IRS bureaucracy and its burden on 
businesses. (Estimated to be of the order of 500 billion doilars per year) 

We feel that complete abolishment of the IRS replaced by a sales (consumption) tax 
would be a much better solution for the following reasons: 

1. It would encourage savings, creating a large domestic capital pool. 

2. Most states now have a sales tax system in place. Collection of the federai 
tax would have a minimal impact on the state systems. 

3. It would bring in much more of the underground economy to the system. 

4. People would be more aware of government costs and less likely to ask 
for more government services. 

5. It would remove the unconstitutional provisions of the IRS wherein people 
are now found to be guilty until they can prove innocence. 

6. An attempt to reconstruct the IRS would be like pruning a destructive 
weed. It will only grow back more-destructive than ever. 

The argument that the tax would amount to double taxation on savings that have been 
taxed is valid, however in just a few years the savings in taxes on the interest on these 
accounts would make up for this loss. 

Proposals for a value added tax would add to the complexities of the market place, and 
would hide the tax from the consumers. It has not worked well in the countries that have 
tried it. 


Thank you for your consideration, . . 

A.-*. ec.C 


Howard & Myrtle Spracklen 



980 


STATEMENT OF CONGRESSMAN PETE STARK 
BEFORE THE WAYS AND MEANS COMMITTEE 
June 8, 1995 


A TAX CODE FOR THE FUTURE 

Mr. Chairman, Members of the Committee: 

Tliis week we are examining major changes in our tax code aimed at 
replacing the income tax with a consumption tax. The main argument for making 
such a ma jor change in how we tax is that it will improve the performance of the 
economy and raise our standard of living I have my doubts about whether some 
current proposals will do that. But I do agree that we can improve future living 
standards Nvith appropriate changes in the lax code. In particular, I urge the 
Committee to consider ways that w-e can collect more revenue from taxes on 
pollution and energy and less from taxes on labor and capital. 

] am working on a bill, which I will present later this summer, that would 
gradually reduce corporate and individual incomf taxes and gradually increase taxes 
on pollution, excessive depletion of valuable natural resources, and inefficient 
production and consumption of energy. Over the longer term, these changes in the 
lax code would produce a healthier society and a more sustainable economy. In the 
near tenn they will shift taxes onto foreign oil producers and help reduce the $50 
billion per year we spend on oil imports. In short, they would discourage harmful 
and wasteful econontic activities and encourage beneficial and productive activities. 

The goal of my plan is not to increase taxes. Every dollar of increased 
pollution and energy taxes we collect would be used to reduce income taxes. I 
would begin by cleaning up the existing tax code and removing current incentives 
that encourage excessive production and consumption of non-renewable natural 
resources or that encourage activities that pollute. We certainly should not be using 
our tax code to encourage such economically inefficient activities. By broadening 
the tax base we would be able to lower existing tax rates without sacrificing 
revenue. But my plan would go further and gradually phase in economically 
efficient pollution and energy taxes. Each dollar raised througli these taxes would, 
be used to reduce income taxes. 

My plan is fully in the spirit of tliis week’s hearings and it builds on the 
growing body of evidence that economic incentives can be used to achieve desirable 
social and economic goals. Many member of the Committee want to reduce or 
eliminate taxes on capital investment and savings and increase them on 
consumption. My proposal goes further and asks that we tax consumption of 
products that are non-renewable and that pollute the environment. We know that 
using taxes to change the economics of a product can work to achieve desired goals. 
The tax on CFC almost immediately brought new, non-ozone-layer-destroying 
chemicals to the marketplace. CFC production is way down, and there are reports 
that the ozone layer destruction may be moderating. The marketplace economics 
brought about by the tax increase is solving the problem without the need for a 
complicated administrative licensing process. 

You may say, we've tried this before-and lost! Our experience with the BTU 
tax in 1 993 is one that none of us wants to repeat. But the BTU proposal was a tax 
increase without offsetting tax reductions. My proposal would be simpler and ■ 
revenue neutral. For every dollar of pain in higher pollution taxes, there would be a 
dollar gain in lower income and corporate profits taxes. The proposal would also be 
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a very gradual transition to avoid shock to any particular sector or region of the 
country— I am envisioning a twenty year transition. A long transition will give 
industry and labor plenty of time -to move toward energy and anti-pollution 
efficiency, creating jobs in new products and processes before jobs are lost in 
energy production sectors. 

Realistically, this transition to a more economically efficient and 
environmentally appropriate tax code would not result in the complete replacement 
of the income tax. After all, if the energy and pollution taxes work as intended to 
discourage inefficient and harmful activities the tax base should shrink! 

Nevertheless, we would have an income tax with a broader base and lower rates— 
the time honored goal of tax reform. We would also have a cleaner environment, a 
more sustainable economy, and a higher standard of living. 

Although my proposal is revenue neutral and will raise average living 
standards, there will still be winners and losers and we uill need to assist the 
transition. I would expand the earned income tax credit to offset any adverse impact 
on low-income families. Also, there will be regions of the country or particular 
industries-West Virginia comes to mind-that are so dependent on a particular 
product like coal that a gradually rising tax on it would depress the local economy. 

1 believe that can be addressed by the inclusion of a Local Impact Trust Fund, in 
which revenues could be returned to localises that bear a heavier than average 
burden under this system, so that those local governments could also lower their 
taxes and attract new businesses. The Fund could also be targeted to particular 
industries to help them finance the move to cleaner, less-polluting production 
methods. 

The Congressional majority is obviously very opposed to regulatory 
approaches to environmental improvement. The EPA and its command and control 
approach to improving the environment are under constant criticism. This bill is the 
answer: use economics-the price of products-to encourage recycling, the u.se of 
more efficient production processes, and conservation. When fully implemented, 
the economics of the tax changes will make the EPA and its regulatory bureaucracy 
virtually unnecessary. Those who pollute won't be able to compete with those v ho 
don't. Efficient, non-polluting cars will rule the marketplace. No one will build a 
house without the best of insulation. It won't take bureaucrats to make these 
changes— the economics and the marketplace will do it for us. 

Mr. Chairman, the world needs to reduce the emission of pollutants and the 
destruction of non-renewable natural resources. America is by far the world's 
disproportionate consumer of energy and natural resources and should lead in this 
effort. As the century ends, we see how America's population has practically 
quadrupled from less than 70 million to over 260 million in the past 100 years. The 
world's population has soared from 1 i billion to nearly 6 billion in this century. One 
can cite endless studies arguing whether there is over-population, whether there is a 
greenhouse effect, whether pollution is really a serious threat, whether we are really 
running out of various valuable minerals. But simple common sense tells us that we 
ajs burdening the environment and that future growth of the human race requires 
that we think of better ways to prevent pollution and ensure the recycling of 
precious and increasingly scare natural resources. 
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There are lots of worthy goals for a tax system. The first is to raise the money 
to run whatever size government the people want. Another is to ensure fairness in a 
society. Whether we need a tax code revolution to encourage more exports or to 
increase investment and productivity are interesting questions, which economists 
can argue about forever. But if you look at the pressures on the environment in the 
decades to come, I think the most useful and important change we can make would 
be to help steer, gradually, our economy to one which can survive in an increasingly 

fragile environment. 

I think this is a change which, if people thought about it, would be widely 
supported and less controversial than almost any other approach. To repeat, I am 
currently drafting a model bill to achieve tlrcse goals. I would appreciate ideas, 
conunents and concerns from you, the Committee, and the public in the weeks 
ahead. 

Thank you. 
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WSIARKNA^PC 

CHOfPftJBUC/VDaOUNl^ 
2531 BRIARCLIFF ROAD 
AnANTACEOiaA 30329 
404 - 636 - 1400 / fAX. 636-1130 


May 23, 1995 


Mr. Phillip D. Moseley 
Chief of Staff 

Committee on Ways and Means 
U.S. House of Representatives 
1 102 Longworth House Office Building 
Washington, D.C. 20515 

Dear Mr. Moseley: 

Please add the enclosed article and my following comments on flat tax to the record for the hearing on 
fundamental tax reform. 

A truly ’flat* tax would raise inadequate revenues. Using exemptions, deductions and credits would 
accomplish through complexity that which is easier to accomplish through graduated rates. 
Origin^ly, the income tax was supposed to be flat. It was the arguments of Rep. John Nance Gamer 
which convinced the House to pass a graduated tax in 1913, and it wasn't until World War II that it 
applied to the esasses. 

Consider a three-prong approach to flat tax to raise adequate revenues through very low rales, free the 
vast majority from the annual drudgery and expense of reporting, and minimize disincentive economic 
effects. 

First, institute a VAT at a low rate, as close to 10% as possible. At a low rate, taxation of savings 
under VAT which were previously subject to income lax would be minimized, and the transition to 
VAT would be simpler. Joel Slemrod has suggested that VAT could displace the income tax 
completely because c,' the structure of the U.S. economy. (See Joel B. Slemrod, 'The Simplification 
Potential of Alternatives to the Income Tax", Tax Notes, February 27, 1995, pg. 1331 .) 

Second, institute a flat income tax with a high income threshold. Say, only those earning over 
$75.0(X) gross would be subject to income lax. at a 20% rate. Revenue from an income lax would 
allow a low VAT rate. The threshold should aim to exempt some 80% of the population from income 
tax. 

Third, repeal the estate and gift lax, or reduce it to a very low 10% - 20% rate. Without an estate 
tax, repeal of step-up basis becomes viable, without endangering small business. A recent study by 
The Tax Foundation concluded that income tax rates would have to be nearly doubled to achieve the 
disincentive effects of the estate and gift tax. (See Patriclt Fleenor and J.D. Foster, "An Analysis of 
the Disincentive Effects of the Estate Tax on Entrepreneurship" , Tax Foundation Background Paper 
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#9, The Tax Foundation, June 1, 1994.) I’d prefer repeal because it's a very inefficient lax, 
comparing the disincentives and cost of estate tax planning and compliance to the revenues raised. 

These changes would significantly reduce compliance costs. IRS could be down sized. Most people 
would no longer have to keep records and file annual income tax returns. Estate planning would 
become much simpler. Though consumption taxes are regressive, polls consistently rate sales tax as 
one of the fairest. Retention of an income tax would retain progressivity. 

In all forums on simplifying taxes, the issue of wasteful government spending always arises. A 
simplified tax is possible, but note that Michigan's VAT is very complex. I have little faith that 
Congress would keeping it simple for long, or resist the temptation to raise rates or expand the tax 
base for some spending project. 



JS:abm:x 

Enclosure 
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The Atlanta Journal / The Atlanta Constitiition 


** Wednesday, April 26, 1995 A 1 5 


IS A CONSUMPTION TAX THE ANSWER? 

The idea of a flat tax may be simple, 
but its implementation is more difficult 


By lay Starkman 

T he Bible tells of taxation in 
the wilderness. God loved 
his people and wanted 
them counted. It was unseerrdy to 
, Moses collected 
a half-shekel 
from every man 
and counted the 
coins. Indeed, 

God loved his 
people so much, 
He had Moses 
count them three 
times during the 
first year after 
they left Egypt, collecting shekels 
each time. 

This was a head tax. It is the 
simplest flat tax, unpopular in 
modem societies because it 
doesn't consider the ability to pay 
and raises insufficient revenue. 

Every tax has two components: 
a tax rate and what is taxable. A 
flat tax means any tax system 
with only one tax rate and broad 
base Most people are upset with 
the current income tax because 
rates are too high, the law is too 
complex and government spend- 
ing is wasteful. 

Progressive tax rates have 
always been intensely controver- 
sial. Proponents say more reve- 
nue can be raised when high 
earners pay lax at steeper rates. 
Recognizing ability to pay 
through other means requires 
deductions and credits which are 
more complex than prc^ressive 
rates. If these mechanisms are 


not used, rates must be set low 
enough for the poorest taxpayers 
to afford, which may result in 
insuRlcient revenue. 

Yet, federal (ax revenues have 
remained constant — 18 percent 
to 19 percent of the gross domes- 
tic product for the past 40 years 
— whether the top rate was 92 
percent or 28 percent. So, the net 
effect of tax law changes has 
been to redistribute income, add 
economic and social incentives or 
carve out an exception for a par- 
ticular constituency. Not surpris- 
ingly, members of congressional 
tax-writing committees are 
among the top recipients of cam- 
paign contributions from special 
interests. 

Out of 107 million individual 
income tax returns filed, only 31 
million claim a deduction for 
home mortgage interest or for 
charitable contributions. Another 
IS million claim an earned 
Income tax credit. Emphasizing 
family values means tax breaks 
for having dependents and being 
married. How many of these 
should we keep in a "flat” tax? 

There are harder questions: 
when, whether or not and how to 
tax capital gains, municipal bond 
interest, life insurance proceeds 
and gains on home sales Some 
business expenses must be 
deductible, like the cost of goods 
purchased for resale. How about 
salaries, factory equipment, 
interest on business debt and 
employee health insurance? 

In 1986, Congress "flattened” 


the tax to two rates — 15 percent 
and 28 percent — down from a 
lop 50 percent rate Nine years 
and 4,000 tax code changes later, 
we have five rates, with a top rate 
approaching 50 percent again. 

It would be easier to create a 
flat "consumption tax," such as a 
national sales tax or value added 
tax, than a flat income tax. The 
biggest hurdle is avoiding double 
taxation. Those who paid income 
tax on their savings may again 
pay consumption tax when they 
spend their wealth. 

Until this century, high tariffs 
were the m^or source of federal 
taxes. Because we imported most 
manufactured goods, tariffs 
worked like some of today s con- 
sumption tax proposals. The bur- 
den fell disproportionately on the 
poor because they spent a far 
higher percentage of their income 
on the affected goods than did the 
rich. Income tax was introduced 
to replace high tariffs and ease 
tax burdens on the poor. 

The annual collection cost of 
the present income tax is esti- 
mated as high as $75 billion. Sev- 
eral less costly alternatives prom- 
ising lower, simpler taxes have 
been proposed. 

Finding one that is flat, fair 
and simple is difficult. 

Joy Siarkman an Atlanta certi- 
fied public accountant, is a mem- 
ber of the Tax Executive Commit- 
tee of the American Institute of 
Certified Public Accountants. The 
views expressed are his own 


count heads. So 
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STATI (AIM 

INSUtANCI 

■s> . 


CARL F. RATKUS 

Auto-Life-Health-Honie and Business 

1919 ROCHESTER ROAD 

ROYAL OAK, Ml 48073 PHONE (810) 542-1220 


June 8, 1995 


PHILIP 0. HOSELY, CHIEF OF STAFF 
HOUSE WAYS & MEANS COMMITTEE 
U.S. HOUSE OF REPRESENTATIVES 
HOUSE OFFICE BUILDING 
1102 LONGNORTH 
WASHINGTON, D.C. 20515 


SUBJECT; TAX REFORM 


DEAR MR MOSELY, 


AS A CITIZEN AND AS A SMALL BUSINESS MAN, I CAN SUM UP MY FEELINGS 
REGARDING THE TAX SYSTEM IN 1 WORD, ENOUGH. IF I RAN MY HOME & BUSINESS 
WITH THE CRIMINAL INEFFICIENCIES OF THIS GOVERNMENT, I WOULD BE OUT 
OF BUSINESS AND/OR IN JAIL. SO MUCH FOR EMOTIONALISM. 

THE ONLY SYSTEM OF REASONABLE FAIRNESS IS A SYSTEM BASED ON A NATIONAL 
TAX ON ALL SALES EXCLUDING, HOUSING, FOOD AND MEDICAL. THIS SYSTEM CAN 
BE STRUCTURED WITH LIMITED DEDUCTIONS FOR QUALIFIED LOW INCOME FAMILIES 
THIS REVISION WOULD REQUIRE THE PASSAGE OF ADDITIONAL LEGISLATION, 

THE PURPOSE OF WHICH IS TO PROTECT TAXPAYERS FROM THE ARBITRARY WHIMS 
OF SELF INDULGENT POLITICIANS, WHO ASPIRE TO BUILD BUREAUCRACIES & 
PERSONAL FORTUNES FROM THE HARD WORK AND OTHERS. THE AMOUNT OF THE 
TAX SHOULD FALL BETWEEN 12S & 14* OF SALES. BASED ON THE AMOUNT OF 
FAT IN THE CURRENT QUESTIONABLE BUREAUCRACY, THERE WOULD BE SUFFICIENT 
MONEY TO FUND THE SYSTEM AND DURING DOWN TURNS, SUFFICIENT INCENTATIVE 
FOR THE FED W JOIN. THE REAL WORLD AND TIGHTEN GOVERNMENTS BLOATED BELT 


CORDIALS, 


CARL RATKUS 
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SHAWN HcGUlRE, Agent 

Auto-Llfe-HeaUh-Home and Business 

126h E SPRAGUE? SUITE #2 

SPOKANE, WA 99216 PHONE (509) 891-2772 / FAX (509) 891-2775 


June 8, 1995 


THE HONORABLE PHILIP 0 MOSLEY 
CHIEF OF STAFF 

HOUSE WAYS AND MEANS COMMITTEE 
US HOUSE OF REPRESENTATIVES 
1102 LONGWORTH BUILDING 
WASHINGTON, OC 20515 


Dear Mr Mosley, 

I am vtriting to you in support of a change In our current Federal tax 
code practice. 

As a small business owner and employer in Spokane, WA., I find the current 
taxation system difficult to understand, too intrusive, and much too 
high in the percentages of tax a self employed individual must pay. 

An overhaul of the monster that we have created over the last 40-50 years 
is long overdue and I support a move to the various flat tax proposals 
that your committee is preparing to review. 


President Clinton surely shot himself in the foot for a re-election bid in 
1996 by levying the largest taxation increase in U.S. history. Mease 
don't make the same mistake and turn a deaf ear to the American public. 

We spoke as one voice back in November of 94 and now we look to you to 
see that the right choices are made. 

Small businesses are at the core of the American success story. Isn't it 
about time that we begin to reward those individuals who embody the 
entrepenurial spirit that made this country the leader in the economic 
arena? Or, are we going to continue penalizing those individuals and 
their families with an archaic and inherently unfair system of taxation? 


I hope that you accomplish what you set out to do in this committee session 
and tJxrOhe commgn man is heard both loud and clear. 



ShawrSScGuire v 

Agency- State Farm Insurance 
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PSYCHOLOGY OFFICES 


1550 South 70th Street, Suite 100 
Lincoln, Nebraska 68506-1576 
Telephone (402) 483-1125 

June 13, 1995 

Honorable William Archer, Chairman 
House Ways and Means Committee 
United States House of Representatives 
Washington, D,C. 20515 

RE: Written Testimony 

Dear Chairman Archer: 

Attached please find a document which I am submitting as written testimony on the subject 
of the repeal of the current income tax and its replacement with another tax, I am not sure 
of the correct procedure for submitting testimony to a Congressional committee so am 
following the procedure for the Nebraska Legislature, which is to direct the correspondence 
to the Committee Chairman for distribution to the Members, 

I cannot indicate too strongly my support for your efforts and that of the ranking minority 
member to end the income tax as presently structured and replace it, although I disagree 
with the specific proposals thus far discussed for replacements, I agree completely with the 
testimony given by Congressman Cox to the effect that Congress has demonstrated an 
inability to resist the temptation to abuse the Sixteenth Amendment, The Congress should 
send to the States, concurrently with the passage of replacement tax legislation, a 
Constitutional amendment significantly modifi^g or repealing the Sixteenth Amendment, 

Congressman Cox is correct in asserting that the People will not trust the Congress at this 
point absent a commitment of at least this magnitude by Congress, 

There are two ideas which I believe are novel in my views (in addition, of course, to my 
personal experiences). These are indicated with a ► on pages three and four. Much else 
is probably a modernization of the Federalist Papers, #21, Hamilton, at least in some 
respects. 

Thank you for your consideration of my testimony. 

/ 


Ph.D. 


Sincerely, 



William R. StoneJ^Jr., 
Clinical Psychologist 


cc: Doug Bereuter, Bill Barrett, Jon Christensen 
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Testimony on Taxation to ^ House Wavs and Means Committee 

In 1993, fifty years after my own birth, my grandson was bom. While he was bom with air 
conditioning and a mother with a master’s degree and other "advantages" of technological and 
societal progression, and I lived most of my childhood in poverty (we had an outhouse until I was 
in my teens), I felt sorry for him. I did not, as I had expected I might, envy him but was, instead 
reminded of the story of The Wolf and the Dog I learned as a child. 

There was a hungry wolf who, in the early winter, chanced upon a ranch house with a dog. The 
hungry wolf was allowed by the dog to share his dirmer. The wolf enquired how the dog came 
by food and was told the people supplied it The dog further described his life and asked the wolf 
if he wanted to stay. The wolf initially agreed, but then noted the collar around the dog’s neck 
and enquired about it. The dog assured him it was no problem, that he (the wolf) would have 
one, too, that it was merely where the chain was fastened. The wolf secured some further 
clarification and, at that point, decided some prices are too high to pay for security and departed. 

The income tax is several links in the chain forged by Congress that binds my grandson. The end 
purpose of this testimony is to petition you to devise a means to remove these links from this 
chain. 

The initial portion of my testimony indicates my position on the need to reform the tax stmcture. 
Second, my analysis of specific types of reform is outlined. Third, I provide a chronology of 
personal and business experiences with the Internal Revenue Service which provide a significant 
portion of the basis for my views. Fourth, I provide data on my own taxes for 1972 and 1992 for 
comparative purposes. My experiences demonstrate clearly why the substantial alteration or 
repeal of the Sixteenth amendment and a change to another tax structure is desirable. 


Need For Reform 

At one point the income tax was low and voluntary. As recently as 1967 the Commissioner of the 
Internal Revenue Service was able to truthfully write, "Ours is essentially a self assessment tax 
system where the citizen fills out the tax forms and sends in his proper tax. This is what 
distinguishes the American tax system and makes it a model for the rest of the world." 
Congruently, as a child the ordinary people around me talked about the need to pay their fair 
share. This was certainly my own attitude and approach through most of the years that 1 have 
been paying taxes. While I still wish to pay my fair share, since about the mid-1980’s, however, 
my attitude towards the income tax has shifted. I no longer view the tax burden as a fair share; 
my motivation in paying taxes now is primarily my fear of imprisonment. While my own 
apparently outmoded code of honor is such that I do not cheat on my taxes, I do not find moral 
fault with the people who do cheat and I would certainly not report them for cheating. There are 
people who may be enemies of mine whom 1 suspect of cheating on their income taxes, but no 
one that I hate badly enough to expose to the IRS. 

Taxes are necessary to support the government and each of us should voluntarily pay a fair share. 
One should not be left feeling, as 1 from time to time do, that in the difference between armed 
robbery and taxes is more nominal than actual. In both cases one surrenders money that one has 
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worked for against one’s will upon the threat of force. It has only taken a few years for the 
Internal Revenue Service to get entirely out of hand and even if it were now returned to 
something like its original state it would only take a few more years to inevitably end up at this 
point. Congressman Cox is correct that this is not an acceptable solution. 

There was a striking lack of reality contact by the Clinton Administration Treasury Secretary that 
appeared before your committee. The Clinton Administration as a whole seems to be operating 
in a world of kindly government where the phrase, "I’m from the Govenunent and I’m here to 
help you", a phrase that elsewhere in America strikes fear in every heart, is taken as positive. 
Those of us subject to the Secretary’s kindly ministrations are appalled by the entirely un- 
American way in which the Internal Revenue Service operates. The Secretary talks of tinkering 
around the fringes of the Code, leaving the income tax basically unaltered. Those subject to it 
have a uniformly different view. 

The income tax is probably a major cause of the bloated and disproportionate size of the Federal 
government. Part of the reason for the bloating is that the withheld income tax makes paying 
taxes appear painless at the time of payment, which has enabled Congress to make a seemingly 
endless number of tax increases without inflicting the level of pain that would lead to a tax revolt. 
The budget had to get entirely out of hand, as at present, before the revolt came. We must not 
only eliminate this tax as currently structured but must eliminate the opportunity for this problem 
to re-occur. To this end, the replacement tax must necessarily be painful on an ongoing basis, 
providing a stimulus to the citizenry to track the expenditures and expansions of the Government. 
Clearly any tax reform will work much better if the Senate eventually manages to send the long 
overdue balanced budget amendment to the States. 


Reform Proposals 

My thoughts on taxation at all levels always began with the rather common sense view that 
ordinary individuals, who pay almost all of the taxes, must necessarily pay their taxes from their 
income; they have no other source. Practically speaking, therefore, all tax is in some sense an 
income tax and the Federal Tax Code needs to be structured with this fact in view. The notion 
of "property" tax is functionally absurd; property is not a negotiable instrument and cannot, 
therefore, be used as a form of payment. Neither is there an invariable relationship between 
property and income or wealth. Similarly, purchases provide no money to the buyer who pays the 
tax, but must necessarily come from the profits and/or income of individuals. But for the problem 
of the inability of Congress to comport itself appropriately, it would be my view that the ideal tax 
would be a flat tax on the income of individuals (not on corporations). Tax on corporations is 
nothing more than an indirect tax on the individuals who own stocks and receive dividends from 
the corporation. Corporate income tax is a double taxation removing a part of the income from 
shareholders before dividends are paid and taxing the remaining profrt when paid as dividends 
to shareholders. 


Income Taxes 

The optimal income tax would have a large individual exemption adequate to cover actual 
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individual living expenses. Individuals should not have to pay taxes out of the money that they 
need for food, shelter, and medical care for themselves and their families. An individual 
exemption of at least $7,000 per person would be appropriate at this point in history. Beyond the 
base level, I would think that all genuine income, from whatever source derived, should be 
subjected to a flat tax rate. 

While fairness dictates that income (above the base) of all individuals be taxed, it violates the 
basic concept of fairness to somehow argue that individuals with higher income should pay a 
higher rate. Qearly those with more income should pay higher taxes but this does not imply that 
the rate should be higher. No other exemptions should be allowed, although clearly there would 
need to be an adjustment for the infladonaiy portion of capital gains. After all, it seems clear 
that the primary source of inflation is a government whose expenditures routinely exceed its 
income, a government which has made a practice of monetizing debt through inflation. 

Again, but for the inability of the Congress to comport itself appropriately, the flat tax of Mr. 
Armey, with one change, would perhaps be the optimal tax. The one revision would be the 
elimination of payroll withholding and the requirement of direct payment to the government of 
taxes by each individual taxpayer. Unfortunately, the proposal made by Congressman Armey 
leaves intact and unaltered the Internal Revenue Service with its un-American and intrusive 
characteristics. 

► Perhaps the Sixteenth Amendment could be amended in a way which require simplicity of the 
tax code and makes payment of taxes painful. Perhaps the specification that a uniform rate be 
required and withheld tax eliminated could be written into an Amendment of the Sixteenth 
Amendment. If such language could be devised then the income tax would probably be 
preferable to a consumption tax. 

Value Added Taxes 

The value added taxes being discussed as most desirable because they are relatively painless and 
provide a broad, hard to evade base are unacceptable precisely because they are relatively 
painless and hard to evade. One of the things that has to be true in order to keep the taxes under 
control is that the tax must present an ongoing pain to the people paying it so that the taxpayers 
do not lose track of what they are paying. It is important that taxes be truly voluntary which is, 
of course, the case (as Hamilton points out) with a tax that is relatively easy to evade. 

While a value added tax would, of course, at present, be much simpler than the current tax, it still 
provides a high level of paperwork for businesses. The other problem with the value added taxes, 
as discussed thus far in your hearings, is that they are scarcely likely to provide any improvement, 
within a few years, over the current morass of Federal laws, rules, and regulations. It might likely 
be initially a simpler structure, but I expect that the administration representative (while generally 
tut individual out of contact with reality) is probably right that one would end up with just as 
much bureaucracy using a value added tax. The VAT is subject to the same abuses as the present 
income tax. Right away one gets into the problem of keeping track of the purchase and sale 
prices of products at multiple points during their development and execution. 
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Sales Taxes 

Absent a Constitutional Amendment to the Sixteenth Amendment, but with its repetil, I am in 
favor of a sale’s tax, to be collected by the States and forwarded to the Federal government. A 
Sales Tax would be painful and tbe fact that a sales tax inflicts ongoing pain is one of the 
benefits of a sales tax. Further, a Sales Tax would be difficult or impossible to apply to private 
transactions, making the Sales Tax fairly easily evaded. Easy evasion is also as an asset since 
this trait again limit the power of the Congress to levy rates of taxes that are incongruent with the 
rates of taxes that people are willing or can afford to pay. The case for a sales tax is made better 
than I can make it in the Federalist Papers, #21, Hamilton. The sales tax would allow the repeal 
of the Sixteenth Amendment and elimination of the IRS, making it immensely attractive to all 
who value Freedom. 

The one drawback of sales taxes is the inherently regressive namre of the sales tax. While flat 
rates should not offend anyone’s sense of fairness, it is wrong to require that people be compelled 
to pay tax with their grocery money or the money that they need to buy shelter or clothing for 
their children. 

> While no solution to the regressive nature of the sales tax is perfect, perhaps a good solution 
would be for the Federal government to rebate to each citizen the tax on a certain base amount 
of income, probably at least $7,000 per year at present. This rebate could be given without 
concern as to whether the person actually had that much income. While one could require that 
an initial appUcation be made for the rebate, one could perhaps simply generate rebates through 
the Social Security System. Rebate payments to each holder of a Social Security number could 
occur on a monthly basis and end at death. ’This would eliminate much of the regressive 
character and remove the hardship from individuals who are living month to month. After the 
first month they would have the money available at the beginning of the month. 

The problem of providing rebates to individuals who are employed by the Federal government 
or are receiving Federal welfare benefits or are otherwise non productive could easily be dealt 
with by adjusting the rate of payment of such Federal benefits to a lower level to compensate for 
tbe rebate. 


Personal Experiences 

My personal experiences with the Internal Revenue Service (apart fi-om the annual filing of 
returns based on hundreds of annual hours of record keeping), in their entirety, follow. The 
entire source of all of my business suffering is based on my professional occupation as a clinical 
psychologist. I have a small private practice and employ a sin^e secretary and someone pan-time 
to vacuum and clean the office. My expenses are those inherent in operating an office. In 
addition to my contacts with the Internal Revenue Service I must also, of course, interface with 
local property taxes. State income tax. State sales taxes. State unemployment taxes. Federal 
unemployment taxes, and various forms and filings in conjunction with these. Even at tbe State 
level the absurdity runs to the depth of having to have a ’safety committee" to satisfy recent 
changes in Workman’s Compensation laws. The aggregate of these governmental encounters 
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which makes the minimization of the government in my life a primary objective. The narrative 
which follows outlines contacts only with the Internal Revenue Service which has the distinction 
of being the most egregious entity involved but certainly not the only one. 

Pint Substantive Encounter 

Shortly after I went into practice full-time, 1 hired an employee and it was necessary for me to 
begin withholding tax. I contacted the Internal Revenue Service as to how this is done and was 
advised that I needed to use the tax tables and make deposits of the withheld amounts and 
employer contributions in an approved Federal Reserve bank. Skipping what now looks to me 
to be an appalling level of ignorance, I scouted around and found an approved Federal Reserve 
bank and opened an escrow account in it wherein I deposited the money withheld. At the end 
of the quarter, which was about when I found out what deposited with a Federal Reserve bank 
means, I filed the required 941 and sent the money in. 

At that point the IRS contacted me to advise me of my error and to advise me further that I was 
going to be subject to a penalty and interest charge. I did not object to this, understanding that 
I had acted incorrectly, if innocently rather than malignantly as they seem to think. At any rate, 
I inquired what the penalty would be and was advised that they would be sending me a bill. 

The bill did not arrive for a number of years. When it did arrive, it was approximately $125.00, 
$30.00 or so of it interest. I contacted the Internal Revenue Service by telephone since, in the 
intervening years, I had forgotten I was expecting something from them. They clarified for me 
what the bill was for and after reviewing my records I indicated to them what had happened and 
that 1 had at the time of the error agreed to pay the penalty but had never received a bill. They 
checked and verified that I had, in fact, never received a bill. The agent on the telephone gave 
me a figure (absent the subsequent interest), and indicated I need not pay the subsequent interest, 
and I sent the money to them. The reason that I had not sooner received a bill, I was told, was 
that they had forgotten to prim a special bill and the computer program did not print automatic 
bills unless the amount was over $100.00. 

A year or two later I again received a bill referencing this tax period for the unpaid interest along 
with a threatening letter. The amount was now down to about $25.00. 1 tried to contact the 
person I had dealt with before who was, of course, gone. 1 talked to his supervisor who advised 
me that he had not had the authority to make the agreement that he had made. 

By this time, I had, of course, received a final warning notice from the Internal Revenue Service 
advising me that because of my severely delinquent behavior they were, with that letter, placing 
the agency in a position to seize (without further warning) all of my assets and freeze all of my 
accounts to secure the money that I was trying to cheat them out of and/or was allegedly refusing 
to pay. 

At that point I, of course, paid the $25.00 and sent a letter telling them that I would like a receipt 
and that I thought it was too bad they could not keep their agreements. 

1, of course, never received a receipt (the IRS does not do receipts). I did, however, over the next 
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two years receive (at random intervals) small checks referencing this tax period, which checks 
eventually exceeded the total amount that I had paid in. There was never any sensible 
explanation as to why I was getting these little checks. 

Second Class of Substantive Encounters 

Over the years that I have been in business, I have several times a year received notices from the 
IRS advising me that 1 have either overpaid or underpaid something or other by some small 
amount. I am typically unable to locate where they think the source of error is. At this point I, 
with terror in my heart, of course, pay any amount that they bill me that is not astronomical 
without even checking to see what it is. 

When they send me a notice that I have overpaid and inquire whether I want a refund or not, 1 
always indicate that I want the refund. This is then followed by a notice from them that the 
requested refund has been applied to my delinquent taxes and that no check will be forthcoming. 
I have yet to receive any indication of what the delinquent taxes are that these unexpected 
windfalls are being applied to. 1 will note the rate of these mystery notices has declined over the 
years. 

Related Non-Encounter 

In the early 1980’s 1 incorporated my practice. The sole reason for this incorporation was to 
create a better situation tax-wise for managing my profits. 

Third Substantive Encounter 

A few years ago I received notice from the IRS that I had cheated on my taxes by selecting a 
lower of two rates as applying to my corporation. There is a lower rate for corporations where 
less than 95 percent of the activity is professional service, as is the case with my corporation. I 
contacted the Internal Revenue Service and advised them that I was qualified for the lower rate, 
that the corporation was engaged in property rental, office management, and other investments 
as well as providing professional services and that these far exceeded the 5 percent cutoff, and 
were, rather, more around 50 percent. 

They promptly basically accused me of lying, of course, and demanded, in effect, documentation 
to prove I was not lying. They refused to specify what documentation would be acceptable with 
reference to the tax code. TTie tax code and regulations referenced by the IRS revealed, of 
course, no description of required documentation. I prepared documentation that demonstrated 
that the corporation took in half of its income from other than professional service sources. They, 
of course, determined that this was not adequate proof that the five percent of employee lime 
requirement had been breached. 

At some point in the discussion, I inquired of them how they had determined that I had 
deliberately cheated on this matter and/or what reason they had to think I was lying. I grew up, 
by the way, when a man’s honor had some meaning and if I don’t watch myself I’m prone to thirik 
you shouldn’t accuse a man of lying without some pretty good reason, a concept alien to the IRS. 
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Their whole explanation was that it would be possible for me to lie so therefore they had 
concluded that I was. 

At some point in the dispute I became aware that the regulation I was accused of cheating on had 
not actually been fully adopted by the Internal Revenue Service but was only a proposed 
regulation. I contacted my attorney, ignorantly thinking this fact might matter, and was advised 
that this did not make any difference. I was advised that the Federal courts allow the IRS to 
enforce draft regulations. 

At some later point in the dispute I found out that the regulation I was accused of deliberately 
evading, violating, and cheating on had in fact not even been drafted at the time that I was filing 
the income tax return wherein I presumably deliberately lied and cheated. I, of course, contacted 
my attorney again, foolishly, only to find out that the fact that the regulation had not been drafted 
was no defense against a charge of deliberately cheating on it. 

I secured a Federal Court date, eventually, and shortly before the matter was to go to court, the 
United States Attorney’s office was in contact with my attorney indicating that my documentation 
was adequate legally and that the case should not have been carried forward and offering to 
settle. By that time I was out some significant amount in legal fees, of course, and had my 
attorney inquire as to whether they would pay her legal fees. 

The informal feedback she got was that they would never, ever pay legal fees unless ordered to 
do so in court and, furthermore, if 1 pursued the matter in court to that end rather than settle 
then they had a number of other areas about my taxes that they were going to start looking into. 

My mother did not raise a total idiot so I, of course, accepted their offer for a settlement with no 
taxes, penalty, or interest due, and a decree was issued by the court. I was only out the cost of 
defending myself in this case and a year or so of harassment by the Internal Revenue Service. 

Fourth Substantive Encounter 

Some years ago 1 filed my personal State and Federal income tax returns and, as luck would have 
it, that year received a small refund. The refund 1 received from the Federal government (not 
significant in size) I cashed and spent. 

A couple of years later, 1 received a threatening letter from the Internal Revenue Service (any 
letter from IRS is a threat) advising me that I had not filed an income tax return for the year in 
question and insisting that it be filed. I, in fact, had filed and promptly sent them a copy of the 
return with an accompanying letter advising them that 1 had timely filed the return and had, in 
fact, received the refund and spent it. I suggested to them that perhaps they had lost some of 
their computer files and that if they had they might verify that I had filed by looking up the 
refund check. 

1 received back a letter with no acknowledgement of the content of my letter but rather advising 
me that my return (the recently sent copy) was incomplete in that it was not signed and that I 
could not get a refund unless I signed the return, and demanding that I submit a signed return. 
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I then made another photocopy of my file copy of the return and signed it and forwarded it to 
them with yet another letter indicating that while I had signed the copy of the return, I did not 
wish to receive another refund, that I had already received the refund. 

I then received yet another hostile correspondence from them indicating that my return was still 
incorrect in that the return was not also signed by my wife and again demanding that I submit a 
return signed by both of us or we would not get the refund. There was again no 
acknowledgement of the faa that I had indicated having a refund and did not want another one. 

At this point in the sequence I contacted Senator Exon, if my memory serves, with the matter 
indicating that I wanted to know if there was a limit to the number of times the law required the 
submission of the same return to the Internal Revenue Service and indicating that I could not 
seem to direct the attention of the IRS to the fact that I did not want a second refund. The 
feedback that I got from the Senator, as I recall, was to the effect that 1 had to comply with their 
demands and he really could not help me avoid receiving a refund unless I could show proof that 
I had received the refund. There did not seem to be a paper trail, so I submitted yet another 
return, this one signed by both my wife and I, and in due course received a second refund check. 

Related Non-Encounter 

At the present time I am, on the advise of my accountant for income tax purposes, now operating 
a second corporation. Although the matter of percentage of time spent in professional activities 
was adjudicated in a Federal court decision, my accountants are advising that the IRS practice 
is to wait a few years after losing such a case and then renewing the original complaint and 
repeating the inquisition. My accountants are advising me that I should operate the two activities 
under two separate corporations. This of course causes no small inconvenience for someone who 
cannot afford a full-time accountant but must, with the help of their secretary, do all of their own 
tax record keeping. Running books for two corporations is fairly entertaining when you do not 
have background in business administration but wasted your time studying psychology in graduate 
school. 


Summary of Facts Learned 

While these four encounters are the only unusual contacts I have had over quite a number of 
years, they, in total, occupied my time over a span of many years since a year or more of 
correspondence with the IRS on any matter is about typical. 

EXiring my encounters with the IRS, I have learned the following facts: 

A- When challenged by the IRS, for whatever reason or for no reason at all, one is guilty until 
proven innocent. 

B. Unless you pay money to go to court, it is functionally impossible to prove yourself 
innocent since the people you have to prove yourself innocent to are the same people who 
have tried and convicted you in some administrative process you did not attend. 
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C. The IRS, like other agencies, apparently, will admit no mistakes. A refund cannot be 
refused, for example. 

D. One can be guilty of cheating on a rule that is not actually a rule and one can deliberately 
cheat on a regulation that has not yet been drafted. The no ex post facto law notation in 
the Constitution does not apply. 

E. The IRS can seize all of your assets on a whim or in a non-dispute over $25.00. 

F. In general, the Bill of Rights does not apply to IRS. 

Stone Income - 1972 vs. 1992 

Nineteen seventy-two and nineteen ninety-two were selected for comparison on my subjective 
feeling of similar effective income. The difference is that in nineteen seventy-two my income 
supported four people at this subjective level while only two were so supported by the nineteen 
ninety-two amount. The numbers are my personal (non-business) returns and demonstrate the 
bloating of Federal income tax, the bloating of State income tax secondary to it, and the need to 
also reform FICA. 
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INCOME FROM WAGES 


1. I INCUR A LOSS IF I DO NOT GET PAID FOR MY LABOR. 

2. I AM COMPENSATED FOR MY LOSS WHEN I AM PAID FOR MY LABOR. 

3. MY LABOR IS MY PROPERTY. 

a. "The property which every man has is his own leibor, as 

it is the original foundation of all other property, so 
it is the most sacred and inviolable. Adam Smith's 
Wealth of Nations, BK.I, ch.lO." Butchers Union Co. v. 
Cresent City Co. . 111! US 746, 757 (1884) (Mr. Justice 

Fuller concurring) . 

b. "Included in the right of personal liberty and the 

right of private property - parta)cing of the nature of 
each - is the right to make contracts for the 
acquisition of property. Chief eunong such contracts is 
that of personal employment, by which labor and other 
services are exchanged for money or other other forms 
of property. If this right be struck down or 

arbitrarily interfered with, there is a substantial 
impairment of liberty in the long-established 
constitutional sense. The right is as essential to this 
laborer as to the capitalist, to the poor as to the 
rich; for the vast majority of persons have no other 
honest way to begin to acquire property, save by 
working for money." Coppaoe v. Kansas . 35 S.Ct 240, 
243 (1915) 

4. "EXESS COMPENSATION" FOR LABOR IS INCOME. 

a. "Reasonable compensation for labor or services rendered 
is not profit." Laureldale v. Matthew . 345 Pa. 239, 47 
A 2d 277 (1946) 

5. I CANNOT RECEIVE "EXCESS INCOME" FOR MY OWN LABOR. 

a. "'Income' within the meaning of the 16th £unendment and 

the revenue act, means 'gain' ... and in such 

connection 'gain' means 'profit' ... proceeding from 
property, severed from capital, however invested or 
employed, and coming in, received, or drawn by the 
t 2 ucpayer for this separate use, benefit or disposal. 

' Income ' is not a wage or compensation for any type of 
l 2 d>or." Stapler v. United States . 12 F.Supp 737, 739 

b. "Condensation for labor is not income." Oliver v. 
Halstead . 86 SE 2d 858 (1955). 

6. I CAN ONLY RECEIVE "EXCESS INCOME” FOR ANOTHER PERSONS 

LABOR. 

a. I CAN HIRE ANOTHER PERSON AND EMPLOY HIS LABOR. 

b. THE AMOUNT I AH PAID FOR ANOTHER PERSON'S LABOR THAT 
EXCEEDS THE AMOUNT THAT I PAY THE OTHER PERSON FOR HIS 
LABOR IS "EXCESS COMPENSATION." 

c. "Congress has teoced income, not compensation." Conner 
V. D.S. . 303 F.Supp 1187. 


Another atta c hment is being retained ilk the Ocemittee files. 
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June 7, 1 995 


Committee on the Ways and Means 
1 102 Longworth House Office Building 
Washington, DC 20515-6348 

Dear Sirs: 

It came to my attention recently that you are considering changes to our current methods of 
taxation. 1 would like to voice my support of a national sales tax as an alternative to our 
current use of the Internal Revenue Service. 

It is my feeling that our current method of taxation is crippling If you measure the strides I 
have made throughout my career by salary increases, I have been penalized rather than 
promoted thanks to higher taxation As I strive to provide for myself and my family, my 
dollars are disappearing before my eyes 

I would much rather see a national sales tax based on the premise that the more you spend the 
more tax you put back into the system This method would do away with the Internal 
Revenue Service and utilize the sales tax collection and payment procedures already in place. 

By exempting basic living items from taxation this plan would also be more than fair to lower 
income families Food, housing and medical related expenses would not be subject to 
taxation Luxury items would be taxed accordingly. 

I believe this opportunity to spend the full amount of money earned will encourage spending 
as well as allowing individuals to relieve mortgage, credit card and other debts. Once debts 
have been relieved the luxury of putting money into savings will increase, giving banks more 
money at their disposal for lending purposes More money to lend would translate into more 
building and growth. 

Sirs, I hope you find a way to make this happen 


Sincerely, 






Taramasso 


4104 Old Sonoma Road 
Napa, CA 94559 
707-257-7666 


Copy 2 of 6 
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Phcili? t^QAfl-(!(L'j ^ CA;<.-A s+R-e>i 
Ubv^-Ac. (^.8.*.r^ Cor<Mo;-Hftji_ 

\\ ’2— \— 0 i^iva 

\iJ <KA k\ \ ^ CL '3-0 S” I S~ 

'CXaoJ'' '% 

Q<AA-^(A\cA« 4J ^T-w.4L8j9<?r) 

'ya^ Co/o/n;-HW^ ^ c0Na.,vv? 

-V-QAAr-ci <iom<t>«AV+-A3 <»/>ci! A«^<5 |«-o+; owJ «0^s.\flu/J 

isa- Aiusi- cX ty . a<i>4*VQ>^ Uj Ka^ X c«P(i^ >;k!UJ- 

li--sJ. »-aJ' o (jAoud- >VU ini-c coJ), 

Y C^j-o V>«SpM) ^(l& 4,^ 

^ ^ ■^jWs+ <^c9aj^ X-OVL'I-O -l-'i-'Vo A»<\*.aA 

-U w-n. V aM<J- A<j; d Kc^oi) - V ^ ^ ^ 


-Ww-H-V VJOJt*:!- A<J-a ^cp - -/J^Xo-^v. IC4-JP 05 j^ ^ ^ 

^ \ K^S. c-KS/N fA4'^-K*/vtfe 

WftrNd.C-i.vl'V-'. p-^H£l'^v,4^Yvv4__^(^4yT^ H.Y-^4lrM5 X'tl 
4-0 V4''*- ov''^‘*ia4c>Co^'*>^«l ^'rtc«-AA*r-^^jx_;i.3vA 
4W A^)^p pu^4«i ‘ 

-V4-«- j-q-flXa- '>*a//M- a-^o_ALa.A-aj_ >>.-fc/«- C-«jfe^ A«^vv4o/» ,- fl NW 
A«xj 1 2^' r*-^ c<\Q_ , 

3 0> rr\ Xls 0 l^(^ p ^ 

f^'O-BoK (2,8-236 
E.y ra^u) '7<?Q^_9qQ 

P.S'. C)f\«. oiA i<vy KM>4f*‘(iAjy uoA-Mr-^x ^ ’S-pzXikv. ^ 

rrvi. cu<^^-(4<»^ ,A ^ uiit^rcsckTaC).: *' 

(4^ WAu-t^ ^4+<.-k^o(j '' ^TA^icxO^<LSoa■.-i^42 ''■ .-TWojf^ 

>6^ tX P^ jjt-^ 'W'Vyx^ ^ • ' C 
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"Tt^ "TAy. R(LFc^J*\ ^ 

( T^n-e^' few\«r-> c»\,”rJN«- SeaicK "* j 


^ SA}iZNe_ hopc.-fy^ Ocw’ ' r\C£*i'>5. ^t«9c rrv«^ 

For (r\any y<uxv-^ -Hvt ^v.vpr«rf\€. y><Li4 c# ^ 

4-^ J^x4«a^^--K •J^',-1- -Hv'f- if w«-> \MVor\y 

^ +/«- Ve-Wi(^ -V«ky^4-D eWt- cdkift4+y jd\*-cr^ 

^ +oe!^ of- AOc'.'«Ci<3+^ -fei \-<i-<(i4j4vik •(_+«- 

rl'“- <'<^<-Orf\t K‘*-3_fVi^ -fo <_C-f>rvOn>|CL ^‘*-‘'-2^^ 

purnAK^-d KA"ah-Kv^ v./\c<2/4f^v«Sid 14“ 

T> ..^eenAV“-a_^>rv,^ +/u!^ A^SJ'i i t\iJujl-W«A4<) 4^'f' ait- Oi^MJ , 

dJurty) cjcj«r^j>lll,>c: >rii>ja.c_cf^ cvriifi b“^>*"‘*<lNvfic. rr\a,4<? 

Tno^<^- aur ^ rvo ^\DJ! bt. ■pW-K-c-Yy-t? 

^c,S -4Vir YY\ao/4 Gk.t4ot^a cK doorrycO 

”^Vl 4.. utfi tTVcf«_ of- 4-yy 0-4*^ 0/“^ v<jU;^ lOyfti j 

—o c^iJ^ yo*^ yoH f\oul ca-y H<ls^ ^ Oo )S^ 

Vftttty- oi-jl^ 4Y»y«4, oo k»)*'<3Gf' ®o«-.(l6W V«tly.V<.ocwr) 

C-o.-^AJ-l rf>a-l“ \Jc4^ +fCLy ko5^ 0?*t4(\ . 

^ Somry (iit>Q*o^<j <:-2«,i<T\ -Ift- u',2j? hu>^ 4/fc ^*or“ 

btr^+n (! -Ifiy -Vc24^ cos4/> ac5v»q.ac.«_ Vi'tSj? -(rfvfl- poCif^ -fioV” (O-iiX. 

T>Yfl- -tcono^y «^4-2a^ uJl'J? fx^y ++«■> aKjK- 

^y bw^irv^ ^eA<3 oaJ Athviect-c#^ 4#iy4*.+i»Y^ iA\S^ b<_ ~fe3i4~' 

bwMJJatAj V4'< 5^ Vt4-«G'i a (pov-^CY^ of" +/®- 

Vi •■♦i., AKcA, I f\ce<TWyt_ -hj -ffcT-y vi»-tif Ai^HsU aJiP 

dacm^ 0\rvil Afejfc- ^ Yi'i- q rri^fa 'Y'fu- t<!V*xvVAlV<> 

Ttvjfi -ffickilt- M^ 4» ^^pYz-'x!? ttui" (SovAc^. 


^ ftrt Q<it^ ool- -a^tnomy \/a'.Of t^k x-^ <J^w 

“O*- oyxyI, i /N JxufaYArcf" b45o<C> viilC Ko^ bAjuSi-ya/^ yt«' 

sAtyO^Q r\o V>r<Vl-«3i<> 4orrrvJ ^ VA'-Vft 

Vio-lG Ko^a- Tir«y^ *V^4, ~ " . 




*S A‘TN TKo 
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Q,UM.(T-|&S oP TK>c f^LP^S 

p»A.fli /ti’. AO n4- -V/>a, c_>«.r+v\4- 1 A(^»r<\<i_ 

P^£-^r' orJi ^agar\ -Vogr - k.4o^ 

ov> -HooS'i'a. <^u.<v(?vV.4V <i<^naJi <*r ^ \Jbj^S 


by 

'5<>^aa 

UTtf* f. o.Q«xb»3oC 
to <>o£4>pyn^ii-'^‘¥* ( 
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a-P- ay 

Ti,ii ja_ I 4^ -KjeA;^ 

-4-^ +'’>^ ‘•♦-*- ^^^\ tJbfJLiu^ 

(c.-a HjAIq 

rt^Y is>i«^4rTuJSo^ Vrcfcr^j .i^ t>^ ■+<«. 

4-#YC ct—J, TtA-a- (pH>yvuAji<^ V«.^Cr»l>^ 

ipiL»A^ ^ =><-«- 4s fia^fS-oa^ 

a.^ 4- V-ot^ <kUM4!j^ A»>A. 0(^ 4^*rV\ rr-ot-<- 44s*+<>s4^/ji 

'4-^ p^^A4^^>^/;ki2)c^ o/^4 

<^Y\a^ s 

v4-4ja/j4JL„ 

'P'’^'^’^ 4tt-^^^'’'^4t^<r>»ju-rv<vv<^^^ fAcuc/v,^ 

4-4^ ouf«rf<4'-A^p-aysA>.^ (L^ ^^J2*y4 

Ta~<^ KsM»wvujL.j^ /tAd- p«jl4 4)1 

V^4aj! Ijjj "V»<«CtoA'^ iw44i iu— ■ii^(f^\^j^ic.^fch^ i5<s<P 

«.<>.,V^ As. .Csj^crirvivej l.v^3^^/ 4?<«. 

'*ivr4->-WiJ_rsar4‘ fU.OY»#v*v} /WcA.<vd ^ciocf ^6is3y^ W'«<i!JcA>C.y o^ 
rt''o<44c*}i^ c4«N^>Jt- cso^ 

><jA*Aid(42<; .^j**~-44s'44<(fl^v-\a»JLYj +Ac^ A'-'-^'Jjl.P 

-WAoJ^ T>'«Y ^ A.«v*-r^4^ <v rr\^^tx^^hSao-^^ 

^jV ■+4a,-U44 ►«'«J*w'<-cC.. 

f^Ae^ i^A-aJ~ \^ A3 xs^a^ I svxj? 4 ^'W'(g>^ e4(pv'A5*x)s^ 

I ^ ‘f 0? bilAifx ^ 3-53" (Ava;^KS.a^CffYT#J^i2t.^ 

cj3xx4Ai«j- ^^cj-uJSrfxlo As. K>«/^- 

C44»W~T( %I *( tAg. KsMAi<^ V.»4.d ^-aXAcJI ^Mlo-rs/ *vvj =4-»^cVa3^ 

i4vtffrtsa.4*xv^^*/o!l<is, ^w'~tRA»vP /l>4t,^A>t' ,"^3 

-t4st. (vog/o -Jv f-«4<C. 

^a^Ja.rsu.^^ •-r\ 4^xii3 *><U>'«|^ o^ ^ 

^4*"*^ i41 I -Mxg, ,,a4oo^,5__<;::.<7,v<s^ 

pi*y> rs»vl>'(>«. NLvt^v>.«_ rvCxi>aJ? “ 44^1- C.^ 

V^Aft, o-rrsoVA-A */i 4Ac c-M.l4<ircA- /a4*vJi ■ 
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"TVisit \ ^ X-o'Srr tff- 4*j*_X^O>^ Tty 


Sm •P-f^<-'»«f<'*~ - i(*WCo«ry"i~ (maC_ + o fayy-tor 

jl«.y. +,■ ^•VAr<TtCn.+" «j)i(.f»r . 

*•.. ', ro — >J'.Q.(I jg Vc, ACoromy. 

i'yv4^4-trcrcV 

‘|N t.o<»rxjLflbJl»- — C‘».r\ bt. e.r4cftJA vi'.Vkoo^ iTiWrv^f^’s^ 

S''<>NoLa—r C.^o 

Q XA.«j<^P~t\g'''K- - (La,,> t*. CL«.tf+— . 

•7/1 VAoS^a-WiJ ^y!e~ - Cfl r\ V«_ ^ ^O-hi&^od . Ld <3 jr- 

«_0J! c-AA i>-c. (^oooj-*- •C V>>«:W^ »rJ c,•^^o'l(^t' . 

— v^\iy y<a<oois»L^ ^ (\o 

jjJiCiWa,Ur.q ('' pwaVAi ; It”') "V^X V<!t^ ^ ryo QesphoLui ^r- 


! X*j j A v*j',^^b«-«ccQ-^Ji. ■HAryOi+yon 

IS^ jy\^l4 ~ W. A* ++\«i~ ^ no -ftv 

■^oiLj+iCai!. -(nan', pu.l^Vio/\ ( vj<H«.Wuy,n^j'^.vV.fc<»4»ltA<j|Ljij 
r\o SLonga-r ujW-'WjC eoJk.-^-oT" A»o.'«J' O-nijinaaKn^ ^af\y^ v*iu. V«o<a>«o . 
\t^ 5~twfcJa -~ VJ'iOC b«_^ u<-«Afl pw^awJ! -V*vy^ <v> ci+*«/" +o^ |«.4<;^nA ^ar\ 
s>i(B pA4X -W a,-*" IftJM'h li^ hiuvM' ne<~ ac^oxfrron'W 

O-f. +«^ yl<\l‘>v'i4uajC; tyni^ 

<La.n <Sa -(Aa*^ <»ccu»«J^X;n<vy<iyaJi f^nn'n'j , V^'s'nU Uiot unirxn 
o*^ in-M^Kon*) 

\ ~ '^SQ v«,»nXi- Jn «t»2* +’*'<> of- -^^0-^0 P^vsri** S«-«\ca_ 

osn-fl, >«.p«t«Jl rt- -(A* |t-VK PB*«A<ArA«<^— Vfc-^^ U-S. C«^»+;-kc4i'*r^(^yt»C>\ 
'\n<«n«.'Va>t ^ f\liy 

^l *+«.'. f>, MoiCIa^ ‘^) 

\a -*f»- inQa+ 1 Jaaji .^iS»n' 


s^esL 
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<5Ui4*^V^ ffur^ <»jl!s? 0^ 4/^ p4J^|p^»r C^ q^ 

»s«c4:<J? 0^ Wijr} 

Ac^--^'-m/ 44, 5f Ji9€^ rw^ r^Oi^- “Vo <*lJ.i1/»U>v^C^IL^ 

, "TXa-- ^.J-O-uli^ Ctf'fcfe Nm9l 4u 4^^ 4>r ,j ^c? 

LjU#i-V) ^-«;JUJ1^ "3 ' F a»>" Wc*a<, 44, ^ycicj fHy^ix^Ox, 

^-a^U4 . 

A~««j 0-<84Xt<J^ vJ^i■a-A_TY^.•^-«_HU»ll-(^A^■^<«^ -i^ o-ci>JaA#“A‘^T5MT' ■ 
T'V^ ^a.^p«wNj fii-*^\c M-«i“ ClZ-Oi-nj^^ -t^t. -UC)C 

OscjK~^-Vo '-»’^4o.A^jti«-A (^rsl»t o>*- aU^3 

-\tLf\^cj^iMjLj "2) O a-OA ^l2Cts<7 , 

TV:^«-^ ^ Vl^— U -S - o^ vapo^W -Vg 

J-A^ 5>«jir\ ^ ^ -W^ 

Lty^f-oXtce-St ak-»^^ ^XotjU.i»vs^X ''A'\'i.”n> y^4o 
S'%^ LiJJ'JS srij-Vr-a- ^w-<->^^Aij><»«\^Ar1-t w-»ul4 ^■<wJZ_ 

Ot-'.JiL A/-»W--t^^ *'^>4*# 

4,(v ^ >• t-«.Pi<a>-^ /M^cW:r 

-rV ^ J^- ea^MLTA^ S«^ 

(^■?-0^ -U a^ c^^ at V*:M 

Os^ *-^ 4 '3-*'- ^ • 1-^ ‘L. ^ -T'-'^v-j O-^ rt^'-v-cA. ir*^ — 

-SL^ U/viWv><[4s^ ,- '-~UJ ^ AvLAX/v^UA^cL•^a,;^^ 

^tl TS^. <.C<rA<l>’A;^ 1 <AA«wCjf' »/ I-^AAAAmJL. "V^JUA Vu/" -Vl^ 

/»-^!^*«j«*-fv,(^SvO/' ■->-U «o ^A<^j<-O(io<''0kv( , 

CtryryM‘>^^ 1^ "aJ ^ 

\oy. Pa -Va %}\e<j<U^o^^A»r^-U^ wPSl/h«A4_t^ 

Av^i^ititAC^ >*a>«.ama. -Sa<j3vyxfc~ '^«-\w>j-<Vmia:^ — 

S.^qpay\JLch*WA Jj'^J^nM-a ^~~JLP r>,^ii'-JLo yiot-Va^ (^Uwjja.'Vo 

J-CAO<^OnA^ ■> «-<Kr>v-niAy ^ Aaw jy 

rv<rf“ <2jty "44^ 

F0^x>€- 1 ♦^.iLi4L<S( 4sV<«^cix3<2iO<VA^ 

c ^ tic cAok>A c^ 

■^uLflH^ J >'C\**A4*SL j Ov 

9>‘^J*A<jt- vt.4Ajt:^0sa 

^ p^^fidtiA^X^ A^ym<J>4 ^ -k» uJ'^iA p^kP^ a^ 

£)?. fcA. ♦^4;^ CX AvWj rW^ruJC . 
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W04si;)AA^ cJ^V^ffjSl-OC^— *S^P, "TKiI, Ityj,^ 

w V*A>--oj^ 9<l+<iiWvU^ w^ci^j4ft>-;ct*<) 

A-sJ]5i^ i-c_ -4 q iljLjOf-to^c^ . O^nnu^ ; ^ -W^ pfiKa#<fe^ 

0^-1- ».»*J0tZ^ 4-f>^ v<a)^^c*a, w\ 0 fci«. v-«ojOa«J^ \>4K*.^ ctoIfK.^ 

-Kft_ <lA^r\atf\y » TvWtuJ*i‘ »^^ ^o; yV 


f^^Mjl44isQ 

q.^ 

%3>p 
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-fc^e- K^^^»UtA pUOWiXl^ 
vj.#.^fcK <W>-»«_'-^ -U .4#«iJa-o<mort^ , 

^ ,i. W*««. 4^ rrv|t.«u^ 

I), -iero\'^>J«^S-a£/->-4»-.) <>^-V^«>f*^ 

-i^ SkOl* ( {K.UK-A''i 0 I 

^AaSi»^ 

Jt«*A CmvAJ- «^4«W!«. *(1 4A»«|.W 

i.j.|L ..>^ a <X4 3t« <UtMir- -iMi. tio c^JLckJ 

^nA»., •>-J- 

r Jt^llj -4^ ^ 

... (.1 4t, ..4«4,^-i'*>- i-uy 

-=I«-Vx*u-V4 i*--P»^/‘'<*<\.(S^O«<«*4-*^^ ky-htkXf^ 

-rW vw«^^-l«LUx 

^ (J4,p .„V«- JMr*.»jJ»i:!M,’'V^<i<^ rtVKrr**! 

-^4#.<Ci..>«^ •< )‘1T3 io f,;4,,i*ir*4i»V«^»«4^^ 

4^4. f.»t^ ■Vv*^ W* ^ 

(3? e^ fU,'i f.»^j>»j«j ^«rv.ufe4e» 

Pt-WAWiO^c; ^ ^ J 

JioMd!^ TAii- *^»* V A-j 

-i* 4 iC. «^*Xy v.4^ 

«JaJI ^”1^ 

y* 13 , 1 *0 V o. A^ (MK*<N * 3 4,S*o ^ ^ ’'•»*^ “^ , 

4»« c>J«5u,vY i. 

VJ pJU-» N*.>"',«iri* W*JJ|.«UL>UAM>8^iU< S'* 
x^-w* t<^5*^^>*«*l witPv«i^-«AC»«*-»^ U*>9 
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x-aJ^ c<3 4 — ^5««£^ , 

TU^ -X Ui? wUJ^ U<« 4» 

cv^ <^-<JTr^ 'Aisi.iai'v ( ^,2j, 

^-(Au t,<*j+«x:f /ft«/UA>^ oj^-WjCdJ »> fiv rr»<TlOv«^ 

U-|1 4'^ 

A<UlJ 0.*-^?j-V.<j^«r,'-«. 4,,^ go^e^UvOe^A. 

WS ^ i-^ <W cwrf c<.~ji»^ Al 

♦^tA- dL-*Al»^3M' ' j,. LJLUA £V 

^ ~ ^ ,J[X4;fcP«^ . 4A w^vJLi# 0- /Xa»^LJ 6/<«fA~ 

<rfN c-A^oJ c^o^>s^ - 

iOcjV*^ >>»«i£fej- iX ^‘•v^fl3 >■ 4Aiu»>^ \^ao'/a^ <4-.^ 

A +0^ s^ 

^X?jv:o^Vj?J,J^^*j. 3»^ (fT;,. 'ISH; 

v«:ta_ dluJide^A U%. c^c-er^a Vii ^ 'il^al/'t-ioAA -4< ^'^. 

^«-WAfcCA-4-o 0^iJC4A4^/asl*<>4^wvi^ 

w-i? Ov«jaA ni^ iTfl^og* 4>. rMirJitj f-^Kfe^A Au-Jl/ . 

^ MaX- •x- rrXifbn^ sit^A>a i<54«, rv-^. 

oA^ANrfdsci -kvf^i} •x\ »vi/ i>vie.ijA«>^j!b aAh^ 

u-fSa-^aJ^ +m+“aA s^ cvcjt4j>St^ ! ^cAJla^ a./aJ^«v>^ih«AA 

^»n.t -^AjA ar\^*<'»»'«'^'^^- ^>^’''v»\ ^>4^64^ uXi(^ »a^Jt^ 

1 *-| -ir id /*-<J e-o-rt\jr\5Wtd( 'Vs 

p>*-iy^d^X<i A! ^3 joqa>M^ VcA-«a^ 

^-<fi«'-VA 4AAK!la wl3P<^<^X_''<*^c/,, 

,a.<vf-«k*«v5^^»<»X^'~4u A40 <i/}>y:7 c»- 41 c) ^■•*'**- '^v>»{\^ ^Aloa^ 

I * "s d-C^'JoJ' p»tcAlc<t/^ 

&- ''X gidKN o^Alit^}iijy inLiiJv- X-i’s^lo-tduOA Al_ >>Kf4^ »V 

Vjtul»<A+®-5t A Af Arp«4c«csV 

^ p r ,'^V^. My'<U''»'4U!^Cji?>'o_2 N^te- «-\ OA ” h) cA^ ^ . ’ 

-rKo- «-<r(v4*MTa<9 - 'X-d-^'W o*Ai 3>,,.aoJc:^ 

O^olT) >««WW sni A'XidifwW^ 

— , AciAc^ ^c-in'st^ -Hk)t 4<<. 

(2B«»<id». -H^tu., ^‘■•*d »<~il ‘^umA-asA ^ 4 A +*hC aaj»^CrC> , c;»-~P 

,«vJ^^»<A 4<) UA»^«J9«»A^^ ►( "l-fiiK 

-fkii. Tvv»»<>^(>t;»> Jv»o,cfwi^ 
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^ prs:? prr^-^v^u^ . w. 

4^ ~^Ui--^3Li>2c_ - fe/\:Jli<J( -W< l>«- »^4,*i-t*A, 

*«^xii-<v.a-a:»' P;iUr»W^»<^. 

aJU^^ ^Jbf /«*^' «^-^r 

f o>- yrv^^vv, 

^W-J (W**JL'5a>-'*-^ ^ fa*<i»v^ 
9LCMfl-<v ti***!^ 

Vjiajjj rvoji^ M-(M~' Lii-fV^^i^ A<j 

IW/I 

^ W«A^ ■ ? UU, V^C,^ 
-p . .,■»- yU*, XW>* ivLtii— -J«.| Pj-V^ w>*i«/jai4 tA*,lAiO_; 

^ A4^+;r«J*1 ^ ^ 

-fls/L, <Slfi/wJli' (.fl*-^ (iu^-Ti*,«*rioO V^’?) 
va.^r'fcS .iSfi^vjZArt/ X^-S A.fv,^«>o*^»«A^~ 

V 2^- <’'>-»■• •r*-A-^ ^ 

«w..^fjU/\<v*>-'^ >Uc.«.JM_ ^«. <if*^ *'■^^^7*/ 

-V^MKTT-rVIW^Mr^.^ 

Jij*^ (U>^ ^ ^ ' 

■tVModU^-MjujT«9^ C'<»«^ 

^ T - S»«^ (J>-F^_, '/^ t ) '-« «J^ 

-h^a €>i4<;<6k<vii e<N*^<Av 2l»»^ 
frvu»4^ ^ t^lS . 
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itkrj) Lc, 

Aj i h^5( ^ ^ ^ 

^ ::dV3 »fv^t>.>i_ ^ 

c»-«_oa£t<;#ttJ i*7TW^£<,t*^i>*^u)sQ^ c^vji »«^4,J "* 

U<^ ^ =.^Cc3^ ^ 

•‘‘■wa^v (a, -v(s^ 

W^ ^ Hf:*^ 

^ •W<^ -U< 

^ -WtJ. ^ ^ ^-iw 

cA<Xo^ ^ %UUl^aui^<^MK ^-Wks-^sJ, ■:KLfia<M^r^jr^ 

oV<^, U>^4A. 

4^4♦+r^4;-, sjU;^cW^ 

^^^o*a4x^<±Lj ^ 6 - y ^ "ysn/JL^ 

r^ <\< 4 n <5^?<a/ W,-nsjicp«*^^^7 \ 

“L,'t 
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xuW*. 'ii Aicr ^ 

^ ‘T' 

xig5 c.«^,^.f»ta<-«3(5^ -"^/^ ^ 

C'rXij <V 2^1 

ts*. ^ae4 K^5»*:*>i^ 

fMOlfeOsJ ^^rrrsAJ^ P24v\ VA* */) a.yi fxwa ■Vq %Ie_'VM_ 

^ -J-tS. <XA <»a^u«A 

Xf3 oar 

AfC\ - V^ ^y‘^-U+-'' 

Aytcijd-^J V«<i^4+^-i^*<l.*^^ ClVj •-rJ . 

c«dh4l-d4w><} (o. <v 'rr.<3\»-*- ^ W- 

<fJUl 

-+0 -K^ «i«aft. >,*<-^ Ct'ci<<^ 4i«, c.tf’fh^jj a^c^o*^^^*>^aJip . 

QV.>A&>4I^ int/f^^t\^*t4^n~t<^^ , 

Tl^vji^ 0^4 /d^X^ '''•'A! r^Hx. "WlS^ ■H'oa^ (jA^ 

(.oi^l««-l>*'^.'5^‘^ ^>"7.=*^ ^')* ^ ^ C/*«4,SICft-9^ vv.cw^'fc^ ^ 

*<NK> ctff'Sfc^ xo^-Af-w^ /a«jr'^+*^'cU-Aj9^ 

^ O flA^^Xa. ^ 

~^rs— iJk»-rvf\ -i)o»»*OeO (^3) /hi ira^x c*<«<j3^pjci-tla^ 

4*i4~ Cj^ a,*^ ^'**^^■1 U-cjy^^A'^'^^Ae J^<»<.^*o3^=\ f 

-Xr«. I>jb0 f«4AC ,4 €a«>«l^ -t»7< Uo^jll^ 

Jifl olHa^ 4«AbJ \illW~»^'7,ooO p«y^ 

PCUk N’lli’yf'l) -V^ o-OSXAjj'XJ^ ^c^f, i« qx/vahWi, 

4J»dUel 0 - J 0^ Wc/^^ 


Uj-fc4a 4^,'';. ,4 b*>- VA^ v»^ - 


(^ &rx04iiUAat»ft- ^ feirv lAui -W j^c. 

X»4*^ «( w*^*>j4wv>.c^;*^ »-5 a»«S£^^j^ 

^t<L3 4- ifl°'3 ■o*^"?.'®! wal.ixjj.44^,0,^ J^tTAvcj- ^ 
4-0>- (V\ lSrt«*4U.<,< 'S»f% C'3>SVW'11W^)^<^ 4 i-ii-fWMiM 

4^ c>s<j««^-ta X^WW^r^U, 2 -q® 2 !^r'U«.,WrfS3\ 



1014 


t««4-~f/>s suite i^jj , ' 

Vk po^ vx/>^ Uk Ui^ +<« Cjij v^ l^, 

<1- ^ c.*^4o 

ajA ^ .^.AuawU^ l^-wC.>AKU4I CD-vva^ w/i)iC 

-k«, c--nr^~fj*tc X4S CA-JU. wi 40 0 4i((2u»^ ■+,'^ 1 4a (lj»rN 3V^X«ii. 

'o BiSi^TTs C4 -UiKJL. (v\^' Kuj^ tWua/- Vrtcjf S.><C^ 

rniu^ I'f .l^j’V 

Vvl Jlo»^ StkkJU \/*cJj '5Aa»>-I»«-r«'«J, 1«4,. 1(^19'^'), ^l»v^J Jo -U-ti^ 
ji-Tt^l»^»4, Ub^j-buU^ o<s.4p(J»j-(yu*r^**<l 6-6 m^ 

r«ter<^ a.4-*^^ 4<v^ ■ 

v/4 (3i4 4^ ^ oUv.^4fi^ 

(^W.zi ,«,r>^ rlu.<v/\ (i4«.Tf^ i»K. 

^ A-rtcl«_ I -l~»i*4u . tkiL. (ir».^(^l4«-5-) 

£juto ^ A-0 , w4a>A'*<4t'i;fL5 B^4<«.c«i^^co,,v^i£4d,>it^^ 

^ A wwT 

^ A) A. 4^^ 4,.,^^,.,^ 

"TV p*<u«> ’*' Vv tBdU^job -y\*ttW' J5 -^v4^ 

^ 4, To 0*4JS 

rMXva.^ 4A^cwW-. {TV;^ a^ R ^ 

VW«.vAwj<, tro^ «xvi 5«B^5LXv>«^^4^.4<kJ^,-^^>^.c«.,^^ 

Ac r.a^ « « ■ 4*«> »»^-Uy H**«. -Hc^ ..X (L^/u-. 

^-^ 94c «4*»-«0 Hmi^ pw i y » i 4t 9lu»l~ Nct»0444 1^ ■^— )t,^tr^ ‘I'pr^T^ 

4»3% Y<,4fcir-) 
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VK*^ 'o4o £-^ fi/^fCKJ^" --Vi^ 

(f4o ' ^ ^ -'^pr»^JU^ld C.t^.~S^ .ol" pt#vfvO i^Vvufcc/srr^^'Q^ 

-Vfor/\<3;^ I— ^ 

^ tt^ U- I 

y^n P ^ ^-|4'Ai^rr'«*^ Wd- JL^ualtt Pof-ttAc/s llw«^ 

-+*lf3jC i)''^l‘‘-^i*>^'W«-'>itQ~ <f\*ij U«. -Vo 4t-«. tMAu<i*J~ 

++-*fN^ ■W-tC UMM- (UuSaJyWsi' +f«. ixut? > ^ itm-a^ 

o»— ?« i. mp <.^ '«xWW«i2L^«A^4 •{ -W«. VftT 

«>>iS_ n-oi" >a/«^<^^|&« rtw<>v o^ -4-/»ri*«||£ 4^ 

xv®^} a/\ ^ »t< V \; i>3~ .oevfl^ 

4 f^ <0Ul +*< *t<i^ Ua. .^turStpJ. oiN 44Vt< njtt^ (•^^aipfj* 

erTv~*-^t-^ \/*^T^,,4-u</Ka-d ^»*-J(^or4jl Tr«-Ji*)c«Ml.y ^4^<>v p»»<^ix:uCL 
V S^4l ptlll. f ftfl • 

~r»^-t*-^»TV, -tVOiC >x-/o -Mt. VKT] 

-Vix. bci'ilaJ' <x<l^»<<»4ttt&_“ -f« 

-Ka, +*y <»«.- <>4- C^^xa-aail «A m-W*^ •■)<p*'*^ 

, hmpjLMr^ -vjLje. UjfcT-:*-*# ;>^H-^.*ftiW4x^4+a<fi«, nN«<j 

Utv,5K.a+»Wi 

-(-♦^ >.4^ IWWA.; ■)'^»^ 

sv«*,»J®»«Mv ^Wiiia^r^ VTv-n^'^^-'aw^ fl,.32»j|t 

4-fa/tt- -t »» »- MUaA€^ )i^tit/i^ 

J«.Cr«Xd o^ 3L» 

<-.CTtv-ft » -««>^ * te*»-v»7^ ^ v(-«^ o^ fc*. 4 xJ24^4o 

-fC*. *>««•»•. -V#^ 0/1 

4-0 I^J\»rAA. V*J~V«A4uJL ^'®4J^Ws■-«*»<->«.f^®»*^ r»v«- <n«a>*i«llaxj. 

j ^a»Ax-p^ l».»l-,a»»r\ fV»,4/t»««-X* 

ai^ ^Jl3^^0mAA /s»y»<\4vn»*«Aj^ w4fcK At<»T\4f+*- *M4>f ^ 

c^-a^v*olAl (wfc**. w^au^VoiN: 

'v4 'WyaJ I 4V-«rf'-V^»-«A^^«<r^ 444«1 «»rt\»w\/' 

a(J 4«4<ftl ^ fur^aaK. 
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tJJUj 




o^i) Vc 


-lUJoJ -UyC ■ 'U ^ W Q.oar^ ry»^6-C A-q i*gci/ Uy'JlnkO^^#©! , 

“T^V*. 'u4 4« *r\ -4^ 



(^i.»,>.i^ rr fOr^ 3( 4^ e4^!^ 'Mfi- 

fl^Vw+« TT'^ Aj-<^-^U-4:Av-J -U<, (4^>nA/^ -Wo 0-eJ2/ 

-Wiz.^^ Afe-<jt. ov^ ci''#ivj0s(y 4^€-]^ 

^3£iA*4<Jf^&0 ^ ”TIW^ W-^tjL^ ■^JJtrf^iCr-r'Xz^ 

WiJ* ^sAutf-l^H-OAruujt^, 

V3ie*<-^ 'X , 

^rV«_ (44^0004^ SoLl^ ■^>-^ i-Aj^^j-' cvsrf 

^4-0^ »-<DtaJyOO 0-f\ 

<^odB_ (Vsiji^vft. -WVfrY^*^ 

T«-i*xJ aWi.X^ (>-^/a?>»Y»f\,'TV«-ou*>f«T(L«J — .^dXoiijZ^ ^SatM, 

+Aa:^ "H^'^^ryc < c-tfY'‘^■W'^(i^^,By\ ^ ^,*—/\J- ^ ^ 

rT-**j 4/*-/a>>*-*.oY~»<Y«>-rT»- /-«o^ 

,wjSltAv«^ioV<>Ay <ijlta.<sh^ 4 y3 . 

&A^ S<^Ta^ (|4»,&'')ifl 

iAfJ!»j^^Y-'iUi^«. «<-4)ey «1^ v«^«-t( »a O^T*. ^ i^^ik/^-fAsL. 

sLaXio-t'*^ e>/va.^.4A^af<K>5WA. "FeAi^ 4fr< i^sbi. -U 

/^»v,j»v.aJ^ <^-w-»vJ4 ^“•iiao- ^ MyxJ' ■«<«-6^ 5:>tCti_CNvj/>J — 

)-»-<:«X^ 'a-*'*A^+^^A»:^<>«,te>»Jt^4«->t\<dk.'U»rfv3fe9 

(.^eA*— »vZ«f tJ:»<A. V-a^ ^aviTY Lj t-<T»»v|jj£f3^iii<') ^ 

Tf'a- T<^ /AvJL»(8*,A^«,»r^or^+fe>«<C^, 

^r\ w~a»ij ffY c.*T-rA*«l*4, '“> ci^*aSU, 

^ +f-»- aj-^c^v^ y T*^»<J|[ U».J!J ejof *<YJ_ 

'f>-»** (UXju " i/A. &or~t. ^ 4w»_ x^JjhK^-U^,. rJ<ite/\»_? 

(5$Lvy . T/y^ -iic rr«A^ <U^|;ita<'Ma, ^ 4f«.4>*-o 6« ^ -Ho. 

-tU c«AU.-iU- K pk^taj; 

4U A«^ nwJLy ■k»'H<u4^y^vVVte*.>>>-Vky«^«^u^. 

l)icL.k,tV«a»*^ Osf»Jl«f^LPyi«AB^4*^\jV^ " 

K*. jj)04t^ ?*i. a..«>!fl<^»!;- 

— Hy. Foikrfcjj^ <^««a>AiKi/:K »»a«a r^o A**l« 

4»^ cd-'4Ai, 5)i.eai<::#~~:^C(w«^ >4k<_^ju / &uv;^^W«Zu<J^iir(s>^ 
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0 ,1 o if ><Tr- f \ a>~ *5. p3*-< ^6■WA Xt^ CiXkXjt^ 

-•.•o W ■^JCi-»j\4o 44^ fa«jcA^^ oui -^ieM iLa'bU. 

lr( 3*^4^ C3je»<<t>j >Jvj»JW,a.<L4*- 4^ 

^,eu>v o^<^>o4A>4i-A7, vxisj} 

4,0 <k'5-4<4i- ^ 7,,^ oJ- K-t*j( 4)-^44ai<-A4-**^ i<!_>vo 

fall C4r\ iAajJ^^tey 'j4jU I**- pnt^LaAjtA, «i^ ■^^'''■*3^ 

^«-au<rr-eijW«. 6i»^rv<i a-^c-aidtj^ C pi-«<yi444**4,"3 

-V«^ v<^ , rvo (,n^ a 7 Ca-'~|^tS<vj Cy^ j 

ifvCl t-Wl4ljjt^>'lO\«U t^SLaJUj n\jLy lUy, f<jL^e^ 

*^44a- MSb~j U. V*-C*4 

tftjs a<,C<uc«. -U Orj (»A;y\.tlxR^44<_4^ c.&3j. 

P-<H-^ YT\«A>| dla<.eL,,<U-,d^4^^ CJSo.eftii::^ 

^f^Jt-r\aa^ 4-A^ yy\^ ^lt*-ci>-««JU,ij 

J>(- owUJu4a.-V^|*^ ■W«. t-ocA " jiA,^JU{ c^4 

rdted =0 4^41^ -ta-c-euy/la. ~bit^ n 

44-1^ dL*-yv^ tNAA^ 4^ rr^-ry'AJL^^ 44a(^ 

-iLaj--^ 4y>-o.aA-cAj.44<ijM M-»- 

4'^>e^ a>^4"*r3 ajy-Ji rAA-Jl 4^ 

(sulks 4^mv\ ^*j2i?«LC4j') •> ®*~A f»-«AoY>4 " IL>«_ 

r<\»-AL‘ ii) is+A, ii^<6J-t<-<“i>A- fl-^«Jl04»j-vliiA^ , 

"5^ Lyrlv,^ 4'^'*^ -4-4^/0-^vr^ 

y^. o^ +«*^*r T>-s>-c( 'i*a^ 

JLo^ c«_ lK+JA IWa, A#«Lfc 0<%^ 

4M^ pt » 4 » C ^t-^ 4-^ J^yJAJ-tVfLtlC^ cK*>^Jl^\ 

Vj^n^ tiAcLy <1 Qjoi^ <i«>rv^4w»i54A. acyrf n -^^ a a. «.LL»4.<j*yVju 

'X <K ^,£«f 4^ (<rfY,»Xu>K,*rp*o<^. StfiAowi^ 
gL*y»y^ayNj3 <p*4«a-> KiLyjA, A«4j(4iaAj a*<. P*-»|>*<1^>^ 
oj- jTva. Cu^lJ- »-« 3(a. ^ ryv,o<4-(a*uy;^ ia~(l X)<1|4»/- 

5jS- <UL»-cA»*y^ ^4«.v4,0^‘’ i -^O-r^ 

j^3 cujv^aJl'ia-a. «rtv *f<- ^ ■^£<^ 't-^ " T-i 44»,(\ 4 «baJL 

Oy'* fLL*^4i*t4v>a. «1\X. ^ ^ 

'' a<rcjL^^ +^^<:A “ , 4U, (nji^4a4v V 

44 .J^-o^ 4 -?v*<</ ” pHr<A4rf 4i4<,4a»^ 44e_Vo-^<dUUj!«fc? 
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'fet*. 4>*4>4 :^*vnku_ <v-U*a*h^ Q «xJ 

O'-^<l0l^^ jLffYv^ #J^ 

-V-j-AaJl r'va.'^'sJl l'-<><(p5^5il#\ 

fy%*:A<aj!« wilW. 

«Je. 0,-J ^tor^-W*!^ ■r«jjJ>7 

-\«^ cSj^tlZaJ— w4Lj2.^«ja. ^ 

*- ^•-ols-^aj , V r V ^ n 1 ^ ®o^ ^"aJL 

C-Oi^ -W* *p<r«rr-‘' (^4<J 4AAtf '‘44^C^^ 

pjt«-p*A«_4>-«f- ftt-dlajistf 

{tx^&aj>JLy*jS jyc,S<i<ct<a. 

Kj->4a>a. i ti. j c.»fv iLo <v5kaAi»^^|iA • 

<iirs -i* -V*^ ooi^ -V^-s. <y6ttfaj^ cjTfc»fui~ 

^ Ja,<Tv*A^ 4/^^“ 

iyAtvvpjIt^ *<w 4e/w<> o*^ 44'<^ 

it^.jJ' >wC-ffT»-A. o^-W^ c.^'*«Ci^. ^ 

,4-4*-<^ hauj-e. ^r . «< A J ai} ( iuif r-«<- ;je>- 

^ -4<t^«.4C^ J^,ftJ^4^'‘ trAiJJlA. <tleu4^ " 

4-t*^ ort^ < 

Cyauv •♦H- AtnJi>eJf 44^.<ve3^ , 

>^*^**^ ^ 

Vv«»»A. TTVoV^f’^*'.^®- 

<•>'>'10^ i\<in ~» OTiiaJ '' -l-« Any^uX^f’^*^ t.^.jAit^ 

44«— ljsr>aJ~'<i3t-y <»>««^ l>^ +♦)< 

V>>«. <»*. <u>a»-.4s <xj-v5»ui. od*^ JW*. mJZ^O'C^u*. 

4^ - o4»«fidfcrA iXccr^fc. 4^ 0*dU^ 

o^ 4t«_ ) 4-K^ A»'«jvoC<t^i^^ 44«. 

O^-I'vaaj^ -i* <;.»*vi>kOssA. «jK3a*4i^<t rr-a^^^f^A ^Q.«L4a^^4LM<.'' 

-W**^ .o, ^ Apg c.mvaarwCit^vA<./j4«AAr- — 
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r.^»4i" tjx4*t- 4 ‘U>m2^4o (L!_ 

!>, 4^ c-«>W54^^-t^a^ ovi<^ a('-4<5_ 

-W^ c»£l«. M- Vo t ve- >cv-.' ot, 

* 'TV'^^ 4'Ca^ v-C 

<7VN c^jrr’jn^^^ ^a=^ «rJ'/C»'iia-^ ot^ ’ 

fi.-;y-^i.. -(•'a, a-. a^Vos>viXg Oc e-.- ct-<y 

4HLa_ r(Vr^<^-<A ^dVo^jKii £«. 

o-f^ v<-yev'-c<S2_ ^-fTr-v 

V-Vo, 'l-fc<riri-<ri ' - ^ '-■v^fi^di/O di.frw'o^a.'Vo 'Sf , j Vo 

a^^ax^^ruL ><w»"«z- V t^ •"'Cftz- c><^-e^ ivo 

,aV.«-uM Vo- ayi>n\fi^tJl^ (au-<A^ 4^ 

oJl^^vT- a^2cJ\.rAl^ «< t0-»vt->« 


4-^-oJr A<t^C>K S-4tO^ 

T'kfL c-o^j-ia^ -4 j:jnC ^i.<rTi2fl_ ^ a^;U^ +A Vf-«,£4otv0^ 

♦-^ C4 Ac 4^ AC rr-tfsA^ 

tv-Z-O <!•?«. c<r»v^*-t5'c«f ■oJ'.^-uJL^ V<_ 4'A>»Hjrtv^*W 

>o,p£«,«-i^ oJCW^ Ar>'''tCt^5^^ A« fe'-v^'V 

ci©.w^>V•^^' iJ^ /«^»(3 ■ 'JAp »V«*<1 aji*«<3 

Ogvr^a& ^l a. 

“^(^OflAAoLNO- 

4<so)C TOJtd Vd i*/>^!a*A 

^ ^f\A. »vv 4^"4d -A 

cy^>o«A. I/") 

aUa>A V-t O^* |(^2jkfA«>oo«V+o -Hyj-faW<X 

t4>j Vt-o^ \W^‘4^''^o-i-^ 
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d!a>(Aeft5.v-0^ 

<5«<f»^T»*«(> /i\, plW.^ 0)( 3* "bJ 

-) <U«f> Os >•»»<*. 'i® wAht . 

K. -yyjaJ. Jf^ ^ weUj«A 
o< V ^ tv-AtoL*'| <7^*«-o 0^ 

AaJ <vo < 9 »>*<^ »/\Auui 4 « A4a:i . 

o»A-«/-d <s^-»'^''it^a5/' >4r^ - •LdUye-etuUj 

v^3to( VAWSA ov^ uj-Jfu^ ' 

■Mad- ^^~jc^^>^ «( cA'^A^U-i^'+foA 

faw ■ r — 

«nvB. «TAijJ.i<vt_ ^ T~MAy' 

SAisaoto^ rLi/i^ <v>^ a/»o c,ci 7 d 6 Ai»a, 4 A^ 

^*^-cJ^CA. v^ Mc.A^cjbfr'A >■ (9<Z#^rA/e.^, 

VT»-j>a-)**J“ 4 ^^ i'-vaA*. «. ^ 44 a.C^ ^ 

-in Aj£r<wr<nl 4 . 

^ Ad M-etX l ya - f » <|,4<. i# /tlA^I^ »v tt »»>^ 

;|j>»r>\A***Xy 3 rJ*vo/dAA^ 

^ 7 , i_'f-. 4 iJbii_'f- '* 4 - n * eA<%^civ«^Mk/ 

^- YTIfi f* 'a — ■ 

aX^u.rCLml'^'«4 

iTut-^o-^ Sl w fn i ^' .iOi-Ma*^ vJj^ A*«X^ t««Xi>a^ 

X »N V« A tl.4^~ 1*«AP O^e■c.o^'■^rr^^ 
i.-AA:A>v 4 *jry\o*«^»*sa am •JvJ 

BAfhXL. ■ 4 A< rKi>AY\-^b*r» 4 A^ci ^*fi*r) 0 >. i.*-**^! 

^4i*. tirr*iufS4^{tU-^ vMK*. 4 « id* P»***^Tr*^''^ 

33 ^ VjrvJl^ 0 ^ a- O-e/.llvwOA'**?^ ^ »c>rv 4 ^ 

^^^SiKs44a *<-\^ , .A^«*-»^Jel w«— *1*00^ 

ajau/jiA trwT- 4A^ tw . 4*^ 

■* . aA-dt-CXt^VAXc^i^n* rrw-rM 


« > 'ja tf *r'a>^ ardt-CXi^VtikoliJn* rr-^U ih^Ut 
cj^edlicl^ ipfe^.Orvs- A- KiuuA^ >..3td\Kio K«_*yvi>0«3 

£2“ 






JL8 '!»*<, -I 

u/^ 


y I \— w - — - - - — 'j y I 

o^-WmUx- rvvAA«W4 <VQ»•>*.*^•or^■*<* -^X VMg_ 

w;J4s>>»<:AA**Jy wy^,*^***^ -tt) JM*. ^ 
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^ o^ <Vor,..4.M<u:5K=4o A.^ ^ 

'- " . Km^t^ w^ <j^a^K*Y<>a2v 4^ p«.4.^^ 

P ^ «r>^ Vi^WsJ y^CjZ_ 


Ia^OO^ y '^- _ 

^ -ru- imrc(U^Cv^.<) ^ j^\ 

U3j^)Z,VJAt 

o».>JiSiX , w>‘^*^«<'<'''»*^5 4^>«o«*j!‘^<Tj>.*t:^ 

^tIo v«J<3tAl~ C»v««’'''-«— o*~ <:-<rn<UA^»|pfei^ a/*'~*-A t>f\ 

Xo’''^-^ fet»'-«\-4«fc*^-+#^cAJc/*/\'''*^ *1^0^ in»<>«<»v 
Ac -V<^ •i^c.*»-*«<\/-5W>y;: V^utt 

<Jlk^l-e;i«' i* Jfri>v O^NJ hCT' Z^hitJhrcJ osi-o. 0^ 1 aAb_ 

:>> uSka.a( ph ^n ii*^ -U-W- «.*<4**1^, iV*_Sv»w-Oi P-2^*ATfVa 
— 5- WJKv‘*'3kA. wJ2a^>«Ju4 L«rvi't-«A-tf .QM^'t^vWL^ iw. 

^-^fsc. V)aUA.~^8 j oj^~r<<y- 9 ^**n (^'^■®') f*^*^*^ .c*^ 

aA^i KTJb ^^ <». e^♦»«>' \M)eJt>y. <>* +<■«. 4aitrfi«j^ 

=-*<v4<fcrA04C«/N~V«-farf Wa-r\S»-Cf\< 

.j V . — . t aB^ i^i»^<Jiail~t III Ifcfi ^ ir»<1 ca^ 


Vg^trrr C V>^ wiic/ 

Ai«.<>'«^’^*1^ -~0fe#^<»w JCa ■^f^**^H***'*^ <i*r\k«. Wia^ £ac««n- 

1^ 4^ oJJ G.«tia»^ . NV«r-««>^ X A»,-c ■Cjo-a^iA^+Ac** <H*^ 

'^Xo '^ <Vl.<i^<w-^M ,rtaAo»/v»,a^i-JicA<.+^ U.w^ 

(rf **#!>■ ar^^xt»0«AoOjaJ^fN^ 
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c-o^viK-^^-wu- v^-»JU fc«-+^ A*«^ v-jSW-citUr 4JU_ sj pr of t^'' 
4,.^4', rr^ i»4L IWjil.u^ ■>6' 4y£Ltt> 4^-£>- -i-A^ 

.r.-.«:^-v.i •¥-«- •< p<>>=t“«^'H-«_\j#cr" 

inis 

(p«i/>-i «v ('A»Au-p-v3ej6_>-«^8*t^4/-e. VpCI p-fi»L<s, lv«A i>( p*i=-*- 

o-qi^ A-^ ' r- 

4X0. o-i j 

V,jfa<iV^ |-»^«- aiJU . 

^ -4f«_ 2*0^3, 

^ J+v«_ (4Jtik»<''*J^f<4«iJ ( f^n)^<l,d44-0 

Cc>,-J^-:H* ^ eiO-lv\>\/Sk.4}f ^ n-4.flU\ 

-4<M, 'AM'XsrtJ- ■X -VU- cjxv4"j<v<Efe»Ts Vf 

(^ Wt)^ ijirt/s^VV'«_N| t07 KiSX!^ (f'-^-A*>'0'C>f 

Aijy, , pJ~iLiK^ A*-) 

-Vq •-^ Sn<sl'4%> i-a^ ^ 

c-u4^5v<hd ^ 1 5 


^^,4jL,c^^>-<j<v«-t_ ^jO’^TQ -Va IvJLlfe '^vc^wOdL pu-a.0>rv 

^ 4fta. ii'ecf T.--^ C>>Qil^3 »«-<u-p^<u^ >\ (Vr-^L^J 

j Ijj#^ if-KwJ-rf V- -Vo fc^«aa. 

3> k.».«vjJ.4 0.4. 4, "W^ CKiL-fri*. Or-<l "W^ 

V^Sk*-, (>«:^ W«ify 2«vr <V^H>Yt^e«Yv^V<K6<9«<uo<V'fc<i*4!4 SO'-H^ 

■E>^vM<a^-A*4«AiA 




~+'^ Os,.fcj«J!jft. 0*'«i^ K.- 'V^UX.V^ *5^ 

Vrvva^SXe oJLv-o-e^^+f^ 

Ua XHk5, -IV fvw^W- ^ -Hfl-cti, (raM«^>^ ^!s 

.^Ou>-<A'3a«».4 'W-»o> vi*-h -V^vj fsjcr js:tw vailjUf (u. 

oj rvwrJU;^ 

p^-ATs '■'-pJi^ 


^«J!«^ X»~n,fSL^ '^W_va-'^ N»:<o«f' «<o (K S^ 1( 3^ 
'^^l-♦^•<s^ ->c-4Me_-W,-v<^ 

St rr^ -W<0<3 Ci-«vW l*e_.«ik>HiXok^»!y., 
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;U«_ a. 

t)Dl oe-<vAu<*J3l-4 ^P**1 'WjjA 3i£»<^ ■—Xfc'N 'i-U-fa <vj l-oc*^ 

4jj <r»i« (SttjtA-Ad^ia-o fcc<n'-cMC. 

gC„ Ht^ weiviJajs 

<-vrr;4.^^ (r<\Q^ -V^TtsQ_ -V^^ 

4*4C ^xi ^ Aoota<^l^ £V^ 

T.^WX Ap<-^^ ^ V<0^.aA “**;^-*^ 

U-o ^Lro^-a. rNO*-(M.A^i ijV-**-. fv^*c 

J^JOaSU. Siitijkj) , 4^ A<yA^Le^ tr( 

v«-^«^T>^ «.^j£riJ' 44^ (S-XjP '4^(?vf^e^<jj~- 

“Vq vitJioi-iiX^aXlla^ 4*j;C 

la, lf~. 'U/ »>AwA9virar-+^ 

^-cJfi~ '>|rf' ^ 4*vi>«— or-^ /a/-*vJL(J IN*^ 

'' Aofifra oJ'Sp-a-c^ ^ 

44^a«3-»- u'i^-o ^4«'»ix>>*4Aj ar^^^«■■T^ 4^ Q^ 94\ a<^.^a-c^ JJv 

Y.c;;J<.>>^ lQ*/a V"><'J>+«- <$Ui A>«4:/<ir'* i 

-•(Va<lii_ Hs-Jl >X«_o>~jL 44^ t<is. (ja^ivw- 'i-o *!j 

.(»r<L/^ -s ■*^-c.'t£JJ'c.flTvceiijE4( 

Vrt-iiaJ^ "vaxA-jitM p>*»i:)t-®<^ 

wW^ ,rv«^ W TsrS 

f.r.c, /^. -Wr/ .uA*^<»^ 4<«v> 

-+ia>(j=<*^<Ai/P4 W4>Wk 4+«, Pv®i«A:»- »/ V\T% V*MC,' 

^kfeNHa^ »a>4-o 4la^jia^^ »<\ iou*^4. H'kfJ 

^>u> aV»\M. kip^ 5^,.^ I^OJIIVII. 

vj4-o <P-« ivflf^ y«>y4^*- F-Xk^ Ct~£ rv9iNi«>9^J^»W (v«<^ 

o..K>|v4tj a>W-J4ji^r><«, coT^ fi*eaJi^Or'<yCiiAi)^^^2 K^jir-SMy , 

YjvfcCAfe- ou^A^yiviJa. , 

j aAaVui*^**- !s«.4£<ii, or\ <va*<f 9t 4(K..^>jUi4c!L^ 

,Vs- '► ^ 

(»^"44x 54*1^ c><vQ *> ■Ffl!5ju«J^ 

'll^ (T^Col (ii*9i<iM cA»9v<\fl-^ , 'H Feil<u-kf/iJla^ 

1 I J ..J iHsJ®- c-^fvW. Q<r<<«*^ 4o 1 5*1* ."Vf^ 



1024 


vOli 0 j_ '-»^^i4x<r«AteJ[ «-<L4<!^^ cxt-J! oucjeeA^jl 

Ao -W-^^ -W<_ -Vt«>d3f v»»N^4-i <»v*. 4^ C./~m\iU Xt-ffW\ 

^ 4^^c*>Ha»y 

Gw hM oLfi^-Sit j Wtn 3* 

■<5' ^ Saj^^jdXJ " . Ti!«, CW^iA* 4-A4- (jl*- ft >a' T V\ ( tl* 75^ 

WJjJ ta. (T*4,dflilyo^ akS. ^■«3W^. 

T^Ijl. -Ti<»»*A<vj)c4 ?i2*A>,(ri«.'3^ ai.ti-«njl<i /f-«« W«/\ 

-VtI -Ha, \t.^.ijtL 0-0 vv*— I 

^ a ■*fe fe<n _ -W-s <.^r^dMt^^m^^J^4^ »a-t. p*jpuA*>- 

<}s.''M«, 0^ if^cauLuk^-it^^ U.a^ 

J^4<^ -+*!>• 0^ 4**^ 

i>*«f^«-«<>J<>ofcuffA^ o«^ e-c^jpJ^xn^ W <v /j/e*^ ^ 

/Aa i. Tajta </ . ' ^4»v>»-aaj-^ 4, uta.uJL£ C«. JlUa-o^^wSW ^ +(a^ 

JUjL-S !y) c»t. 4-» iW t*^ H«»^ vo^«»<>V 

TI^ l ^’ K 'fA'- j f5*r\ h»^ lsav\ af- zi^-.Y-a- ^ I 

a>-J f-»d (WaJaSiO, 

-4- »-<*« "3 a\ “t at-fl , ' 

'TV^ p-j-4/\ <\. o^'*/\ayU’+» ^ t.ovNAw».|5fcr(\ - Va-a^ 

^ ^***3v.tl^ C^«X-(irr>*>fv U««wc 'v^aao Cv^af 

^ fe^eAa^- ( A.'Sry, , Ks. r*?' 347 ^ 

iD<S£*S^ ^ ^ 4;a^ +*>t,; O-V^o; ^TJoWlo 

'-®~***'**rf K*. i«*iA./ »^aA»<v» 

c-i. Xm^. X La- C 


(Uii ^Jro-T,X (hU i) ct5d ^ 

ww»«0-, 

ft,p^ liti «r.^|ai£tX5 <*^4-0 4^-*3oG'^• evc*n«.M,vs5&A- 
I / ... - I - fl .\- - 0 . X - - / iy_ _ . . - -J «J_ • V _ - 


-Xay, 



5^ -jclai <K 4 e«r, aJstiu a -J^ 
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rr-aj^ c,»rr-M— h6*tL^ *<-S) A»r-(^ c:^^«U><) '■-^0 1 -r"C. 

if^ A 4»/CAi> 1:At-*<4jyK-W «- STA »a^ 

/Xa,uJJ*'<j|<3 •bt ',v£_ ,^-ckj- 

L»«-Jii(l Cji^ i~j3fcA C7V'-' ^*.r\iJiifa.cic^.iiy 

.i^/jiy AS«- a. SaT" iA4<4jbji-«a. nsi.tLla^-a.yLj QjKsa-^^r^^tirf^ , 

-f^o-Oji- u^ ju^b> /-«.^^J^.o-(j!^«®-tixi^ (tAft-iJLjL 

A4n#.^ -Ibli-t" ^ ^ 

-fJvoOc, o-/« n«b- tui (>it^ . W^ -Ho- ev^ 

^P«A*--TV8^ ( ^ -V(t>^ xJxltA-O Ki-J-O lf<\ 

-r-r^ j- •< C^ ^f:i~O^ZL<i% 

O-wJ^ -fAt -t "W^ tC)*juXo 

Jlt<<L (4 k-> c*AC*<<,,yjAj^. 

jtbfi- -V^Ju>4::b^>J^^.^|'\ ■'rO-jtf/~~<*-^j2C»o. t~(NA*^ -^■''')^ca_ 

0*/n«-I-<! 1 ■i‘<- <-<r«3 4 -q OJC-O^jAjaCC, , 

frv>T^-cj jxQ*iv^ 

.<jL>sJ>sa£eA= +«^<JI<3 »^^A♦u^^»^lo 
Ok r^ui-QMjL, , 

k>v\jaabA<.i^^Qt kbJt^ 

(A<jr\a^ h*-y^ (kaArs^jiaAc^i^^^I^-An-o kfo I k'^ .‘fcl.el^' dio 
3:: t«_b5o6l4 oorf- 

^~«:^ ^ \ (l*fo y 0-«^ <?i:? ‘^vt-Cj-rr^Ojd' 4A*^Jl^( 

l^a~WKk-«( v*Ai!o-if<L r««i^ !#-)<: 2 »^a/ , 

b^) br\'!»<k«J|,-V-/- >tSD Wya-o c»<v4JAu<jfe^ 

yvo Hrw*^ )p«fic4jCaJ^ rA«jv,^pMll<Cfc»*^ ( i»-<*k. 


V'A.Aja-fl^ ^a-v>a-AMXji <i-o^2a, 5y 0 , 


^ ^wJ- AiUj^ Csc^iA^kW- (fb . . , . - , • -, o 

k-»«k<14 (ml A-AihJ<a</'-+0 ■‘■M-ab^AAAAayJUAcJo ^ i-Kuk 

a£^ aJ 0 y -lA* bo fv^i(vM<A^ 

^ «!•. Ik «ky ( . 

, 1/1*^"^ r) fk{»Aj o*<- ■™A‘^y^N^*«^ 

''y'*""'^/,-''*^ ■<U a-o-ia- ■fAarvCpib^l^^ 

"flsa- 4<^2p5«jft^ I (.iklj.'T) ‘-o'kSj 

k»{^ afa^ajL w;^«s.Eai-*4j3Cxi->^ifoyi^a,-t., W J^-iakS-a </ 
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U*ji? ^jOJ^ "2 O ' tf^A4-Kd/^ 

=’^-W»^4:^’'»'«^J^ VA i3W<. A*-cA, WnA - 4*J^/eC^f<CM3(^ 

Cj-XSo^oU-AW ^ f,>,e4<- O-tcvyri^. ^<'AAe>HjJ 

oj^ a^ 0 . 

J^'J|CT-j^<K >^«woa :»FA,I . 

T'>^ W'>**Xt 4« (>s.«dhSLiL/>^ a ’ 

tIvo. \lftcr ?J<*/\(,t^-0 ^ Xk i-cK4 a^'i, ■V 
1^^ ^ cr^y^ a, 4X-1U«4^ 

-IX N-a??^Xt,Wx> w-.'r»y(N«» .-;,■) ^ ^ 

'^i('*^ v*Ji*i2ii3^ 
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]JXZr5<3*ji^«^ (LM(ijv«^ Sc-hAh. <v-«( ta^oa*^ 

1 oir^''-~i^ J -S . '. ftsX. ^♦ujyW-'^ 

W ‘^\‘=i I3) , 

rW^-W^UcIi <»<^ J^i■«-'!i^■*«-*^^Ptw^\,^UT^c^ 

^ -UiJ. -Ua JrU, X(lS: L^c*,^4-^ 

uwIX7r.V^\WV^A'''‘'Xi*W70'2*e^AA *aW:4^ 

>4a'C«LS • a.-pM*-: tl«-4fcTfC#A\r(.43 
iA r»'*-«. Ji4.plAJ^^3H>«\V<-'Ii|lS 

/id I^N«i wKXl a^, s«fi<oT»v 

(j'U-rf) L- ^afitu>it^ch '■*f-»A-w^ 1^ 

\j^.vJbA3 0*6. m4.<!4^44 

3^’-~SlA *> ^i4*>^'T*)(.(l^(AuL c^liti^M-K faxa/vd^ 

UAW>-'Uia 31 .A^x^ 

e^^ ■i/a.\b¥' ^-ra/v f -^A. WA.v>«J./ 

ojb^i^ift y <l 4at« vdvhf', t/ 

0«.rui«4,4» te43U4JL_ 

^_*T«'a, a( adJ- C*6^(ijliAj;#ly «wviJ •v>-4V(ei2oyvs 

C./aiXrw'*^ Ri(£.ftr«/ar“ ^ a**!- QaaLAr-»>4 
iUtt4L»Jl-4iL«»«r'jk't3Kaa ■rr^\y»-n*r^ 4-(3 '* f<JUL M«. 

ba-i^ 4* UXfW- l+-«oa^M » A«.v*<^aU *i<L* 

-Wai^ wJSP f>a>^«o()uui:f' 


Sc\iv> 

UTTfcf f’.o.i«yW3o4 
Pa-W 

Zuf^ aa^N'^'W" 
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JUNE 9. 1995 


PHILIP NOSLEV- CHAIRMAN 
HAYS AND MEANS COWilTTEE 
UNITED STATES HOUSE OF REPRESENTATIVES 
LONGHORTH HOUSE. WASHINGTON. D.C. 20515 

SUBJECT: HEARINGS REGARDING FEDERAL TAX SYSTEM 
ATTENTION; MR. PHILIP MOSLEY 
DEAR MR. MOSLEY: 

HE APPRECIATE THIS OPPORTUNITY TO HAVE A DIRECT VOICE IN THIS VERY 
CRUCIAL ISSUE PRETAINING THE FEDERAL TAX SYSTEM. 

HE WOULD LIKE TO SEE THE INTERNAL REVENUE SERVICE ABOLISHED. MOST OF 
OUR HARD EARNED MONEY IS GOING FOR TAXES. THE I R S IS GAINING MORE AND MORE 
CONTROL. IF YOU HAVE A PROBLEM. YOU ARE GUILTY UNTIL PROVEN INNOCENT. 

AS SMALL BUSINESS OWNERS BESIDES BEING CITIZEN TAXPAYERS. WE HAVE HAD 
MORE THAN OUR SHARE OF PROBLEMS WITH THE IRS. SOMETIMES THESE PROBLEMS HAVE 
TAKEN MONTHS TO RESOLVE. THEY ARE EXTRBIELY DISORGANIZED AND EVEN WITH CANCELLED 
CHECKS AND COMPLETE BACKUP RECORDS, THE AVERAGE PERSON HAS EXTREME DIFFICULTY 
IN PROVING THEIR CASE BECAUSE THE IRS WILL NOT LISTEN. WE HAVE BEEN HARASSED, 
THREATENED ETC AND HE ARE REALLY SICK OF THEIR TACTICS. 

LETS GET BACK TO THE CONSTITUTION AS IT HAS HRinEN. LETS GET BACK 
TO A GOVERNMENT RUN BY THE PEOPLE, FOR THE PEOPLE. 


VERY TRULY YOUR^; 

y r 7 -- , 

GAIL E. TIEMAil - 



ROGEIR K. TIEMAN 


14206 MINES RO. LIVERMORE.CA. 94550 



1029 


United States of America 

Zero National Debt and 

National Economic Stimulus Foundation 


'*Zero Debt" 

Became a project of mine in early 1993 after seeing Senators Rudman and Tsongas on television, 
addressing the deficit and the lack of action to reduce it. or even make it Revenue Consumption Neutral, or 
even sIonv the pace of ever increasing debt. 

During this approximate time frame. I read an article. “Paying Back Your Uncle" • "One Man's Plan to 
Put a Dent in the National Debt" by John Rothchild in the local, national, print media: Kay Fishbum. a 
registered nurse, of New Berlin, Wisconsin, formed a group. “Citizen's for a Debt^Free America"; utilizing 
mailing lists; sent cards to addresses, soliciting donations to the Bureau of the Public Debt. Dept. "G", 
Washington, DC. 

The result of this effort was 20 million dollars donated by the addresses from 1982 to 1993. If this 
amount was applied against the National Deficit, and this was converted to annual taxes, it would amount 
to two million dollars in annual taxes that did not have to be paid or could be used for some other purpose. 

The immediate effect on me was, all of this without any real incentive, only the patriotic generosity of 
the citizens, who populate this wonderful United States of America. What would be the result of a program, 
which included an understandable incentive * MONEY? 

The people desperately want to help their country and at the same time help themselves. The govern- 
ment has not provided a medium by which they can participate in this reformation. 

This program must be self-supporting, uncomplicated, with immediate payment action, and perpetual 
endurance. 

The main bi-product of this program is new employment, with a living wage and benefits: The Postal 
Service. New Revenue; the Foundation Banking Facility. New Accounts with increasing volume of depos- 
its, and finally, the Foundation Staff required, around the clock, to produce and process the print, out and 
in, generated to successfully conclude each unit in this perpetual cycle. 

The rethink, rewrite process over this approxim^eiy two year period can be addressed descriptively in 
a poem which originated in my mind in late 1993: 


HOPE 

By WE. McLeod 

May your dreams become expectations 
May your expectations become possibilities 
May your possibilities become probabilities 
And 

May your probabilities become facts 
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The public awaits your positive action in the establishment of this foundation, in order that they 
may begin their financial assistance in this reformation to make a positive change, regardless of how 
small, in our individual condition. 

The "Zero Debt ' presentation follows and I have the implementation in mind. Initial contact has 
been made with the telephone/computer entity capable of successfully completing the project in mini- 
mum time. 

I shall proceed in the private sector; however, I favor Government action. 1 am available at your 
convenience for your questions, and may God bless you all. 



VETS HOME OF CA 
PO Box 1200 

Yountville.CA 94599-1297 


(707) 944-0462 

(800) ZERO DEBT 
(800) 376-3328 

(800) GRANTXR 
(800) 472-6897 
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HELP YOUR COUNTRY - HELP YOURSELF 

United States of America 
Zero National Debt 
and 

National Economic Stimulus Foundation 

•'ZERQDEPr' 

DEDICATION 

I dedicate this foundation to my mother, Johni, who gave her life for mine at my birth; my 
grandmother and grandfather, Maggie C. and John H. Givens, of Laurel Hill, Okaloosa 
County, Florida, who gave me their best for the remainder of their lives; my family(ies); 
my children, their children, et. seq.; Harry Martin, Editor and Publisher, Napa Sentinel, 
and Napa Sentinel the Magazine, "North American Investigative Journal", who rendered 
invaluable assistance; my publisher and contributors, who had faith and took a chance on 
this unknown; the endless dear friends and wonderful people throughout our great coun- 
try and the world, with whom I have very special friendships, associates, acquaintances, 
and or have met only briefly in passing; those with whom I have differed in not seeing 
eye-to-eye on issues, as well as those who have been unable to utilize my qualificatioirs 
for whatever reasons; and those, who, 1 hope, even in some small way, through the effect(s) 
of our effort(s) in this fellowship, may benefit in improving their lives. I am eternally 
grateful, and my sincere thanks to you all. 



Founder 


HOPE 

By W.E. McLeod 

May your dreairrs become expectations 
May your expectatioirs become possibilities 
May your possibilities become probabilities 
and 

May your probabilities become facts 


© VV-E. MCLtOD 1994 
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HELP YOUR COUNTRY - HELP YOURSELF 

United States of America 
Zero National Debt 
and 

National Economic Stimulus Foundation 
"ZERO DEBT' 

"A Non-Profit Foundation" 

Not affiliated with the U.S. Government, or any 
other government, state, county, or city 


CHARTER 
The State of 


PURPOSE 

Receive grant applications with doitations and/or fees; account for; and prudently 

maitage same. 


ACTIVITY 

Disposal of donations and/or fees received, in one million dollar, $1,000,000, units, less 
actual, prudent, foundation expenses, to the "Deficit Reduction Fund", created by the 
President of the United States, through Executive Order 12858 of August 4, 1993, and to 
disseminate timely national economic stimulus grants of one million dollar, $1,000,000, 
units to individual applicants. 



Founder 


©W.E. MCLEOD 1995 
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United SutM of America 


Debt & 




Stimu\ns^o\y^ 

A NoinProfit Organisation 




United States of America 
Zero National Debt 

and 

National Economic Stimulus Foundation 

■' ZERO DEBT ' 

"A Non-profit Foundation ~ 

Not affiliated with the U.S. Government, or 
any other government, state, coimty, or city 

Information concerning Economic Stimulus Grants 

ONE MILLION DOLLARS 


Readily available 
Please call toll-free 

1 (800) Zero-Debt 
1 (800) 376-3328 


@WJE.M0LeaO1SM 
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"TFRO nPBT" Voice Tape 


You have reached "Zero Debt", . 

(location) 

For information concerning your application for a National Economic Stimulus Grant of 
one million dollars 

at the tone: 

please leave your name, and mailing address. Complete information and instnictions 
will be mailed to you. 

Your name and mailing address will be used for this mailing, only, and will be de- 
stroyed iirunediately upon completion of this ituuling. 

Thaidc you for your interest 

Beep: 


© W.E. MCLEOD 1994 
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"ZERO DEBT ' Mailgram 

HELP YOUR COUNTRY - HELP YOURSELF 

United States of America 
Zero National Debt 
and 

National Economic Stimulus Foundation 
" ZERO DEBT " 

"A non-profit foundation" 

Not affiliated with the U.S. Government, or any other government, state, county or city 

cuabies 

The State of 

PURPOSE 

Receive grant applications with donations and/or fees; account for; and prudently manage 

same. 

ACTIVITY 

Disposal of donations and/or fees received, in one million dollar, $1,000,000, units, less actual, 
prudent, foundation expenses, to the "Deficit Reduction Fund”, created by the President of the 
United States, through executive order 12858 of August 4, 1993, and to disseminate timely na- 
tional economic stimulus grants of one million dollar, $1,000,000, units to individual applicants. 

Dear fellow American, 

I feel sure, that you have been made aware of the existing and estimated future condition of our 
national debt and our economy, by the newspapers, TV, etc. 

This drolorable situation motivated me, hopefully, with the support of my fellow Americans, to 
found the above described foundation for the purpose of making a positive change, regardless of 
how small, in our individual condition. 

The successful effects of this program are dependent upon the financial assistance from those of 
you, who desire to be a part of this reformation. 

PLEASE HELP YOUR COUNTRY - HELP YOURSELF! 

Please make your grant application donation and/or fee payable to " ZERO DEBT '. Please place 
your grant application and donation and/or fee, $20.00, in the envelope enclosed. Please do not 
send cash! 

Upon receipt of your grant application and donation and /or fee, a letter of receipt, containing an 
identifying application numbCT, will be mailed to you. 

Ail donations and/or fees shall be utilized as described above, and this program shall be con- 
ducted by the undersigned as described above, and in accordance with all applicable law(s). 


Thank you. 



Founder 

© W.E. MCLEOD 1995 
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" ZERO DEBT ' National Economic Stimulus Grant Application 

HELP YOUR COUNTRY - HELP YOURSELF 

United States of America 
Zero National Debt 
and 

National Economic Stimulus Foundation 
" ZERO DEBT ’ 

“A non-profit foundation" 

Not affiliated with the U.S. Government, or any other government, state, county, or city 

1, hereby, declare, that 1 am a legal adult, and I apply for a National Economic Stimulus Grant of 
one million dollars, $1,000,000, from the Urtited States of America, Zero Natiorral Debt and Na- 
tional Economic Stimulus Foundation, " ZERO DEBT '. 

I understand, that it is necessary that I complete this grant application with an accompanying 
donation and/or fee, $20.00, to constitute a filing; that the grant will be made to one of the 100,000 
applicants comprising each unit; one application number being selected at random from each 
imit of 100,000 applications and donations and/or fees received, as received; that application 
identifying number 100,000 shall end each unit, with the next application and dorration and/or 
fee being applied to and begirming the next tmit, 100,000; and that I may apply again to any new 
unit. 

I understand, further, that a portion of my donation and/or fee will be utilized to pay on reduc- 
ing our national debt throu^ the payment of one million dollar units to the "Deficit Reduction 
Fund", created by the President of the United States, through executive order 12858 of August 4, 
1993, and prudent, foundation related expenses. 

A letter of receipt, containing an identifying application number, will be mailed to me, by the 
foundation, upon the receipt of my application and donation and/or fee; however, a donation 
and/or fee drawn on "Insufficient Funds", releases " ZERO DEBT " from any and all obligation(s) 
to the applicant. 

$ .00 Date: 


Signature 


Address 


Name: First - Initial - Last 

Please do not write below this line 


$ 00 IDENTIFYING NUMBER 


©W.E MCLEOD 1995 
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" ZERO DEBT ' National Economic Stimulus Grant Application Receipt 

HELP YOUR COUNTRY - HELP YOURSELF 

United States of America 
Zero National Debt 
and 

National Economic Stimulus Foundation 
■ ZERO DEBT " 

"A non-profit foimdation" 

Not affiliated with the U.S. Government, or any other government, state, county, or city 
Dear fellow American, 

Thank you for your fellowship, support, and participation, your grant application and donation 
and/or fee, $20.00, in the pro^am, " HELP YOUR COUNTRY - HELP YOURSELF ', of the United 
States of America, Zero National Debt and National Economic Stimulus Foundation, " ZERO 
DEBT '. 

1 hope that your interest and participation will continue, as subsequent grants are funded and 
granted, and a grant application form, and a, "POSTAGE PAID", return envelope is enclosed 
with each grant application receipt. Subsequently, should you find yourself without a grant 
application form, you may call, TOLL FREE, 1-800-ZERO-DEBT-376-3328, and the items/infor- 
mation will arrive immediately. 

Informahon concerning the disposition of your donation and/or fee is as follows: 

(luime of bank and location) 

50% "Zero Debt" General Account and the "Deficit Reduction Fund" Trust Account 
50% National Economic Stimulus Grant Trust Account. 

The active disposition of the accounts will be made on the next bank working day after the 
individual unit total reaches two million dollars, $2,000,000 or 100,000 applicants with $20.00 
filing donations and/or fees; the one million dollar, $1,000,000, National Economic Stimulus Grant 
procedure will begin; the recipient of the National Economic Stimulus Grant will be notified via 
Western Union at the mailing address contained in the grant application; the balance in the " ZERO 
DEBT " General Account will be transferred to the "Deficit Reduction Fund" Trust Account; and 
the interest from the two trust accounts will be transferred to the " ZERO DEBT " General Account 
to meet prudent foundation expenses prior to the arrival of sufficient grant applications with 
donations and/or fees for the subsequent unit. 

The remuneration to the founder will be a fee of cwie-tenth-of-one percent, 0.1%, decimal 0.001, or 
one thousand dollars, $1,000, from each one million dollars, $1,000,000, received, plus prudent 
personal, foundation related expenses, supported by valid receipts. 

1 trust, that the foregoing information is sufficient to satisfy your interest in the disposition of 
your donation and/or fee; your continued interest is appreciated; and your identifying applica- 
tion number appears below. 

Date: $ .00 Number: / 



Founder 

Ow.E. MCLEOD 19M 
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" 7KRO DFBT " National Economic Stimulus Grant Application 

HELP YOUR COUNTRY - HELP YOURSELF 

United States of America 
Zero National Debt 
and 

National Economic Stimulus Foundation 
" ZERO DEBT " 

"A non-profit foundation" 

Not affiliated with the U.S. Government, or any other government, state, county, or city 

I, hereby, declare, that I am a legal adult, and I apply for a National Economic Stimulus Grant of 
one million dollars, $1,000,000, from the United States of America, Zero National Debt and Na- 
tional Economic Stimulus Foundation, " ZERO DEBT ’. 

I understand, that it is necessary that I complete this grant application with an accompanying 
donation and/or fee, $20.00, to constitute a filing; that the grant will be made to one of the 100,000 
applicants comprising each unit; one application number being selected at random from each 
unit of 100,000 applications and donations and/or fees received, as received; that application 
idenhfying number 100,000 shall end each unit, with the next applicahon and donation and/or 
fee being applied to and beginning the next unit, 100,000; and that I may apply again to any new 
unit, 

I understand, further, that a portion of my donation and/or fee will be utilized to pay on reduc- 
ing our national debt through the payment of one million dollar units to the "Deficit Reduction 
Fund", created by the President of the United States, through executive order 12858 of August 4, 
1993, and prudent, foundation related expenses. 

A letter of receipt, containing an identifying application number, will be mailed to me, by the 
foundation, upon the receipt of my application and donation and/or fee; however, a donation 
and/or fee drawn on "Insufficient Funds", releases " ZERO DEBT " from any and all obligation(s) 
to the applicant. 

$ .00 Date: 


Signature 


Address 


Name: First - Initial - Last 

Please do not write below this line 


$ .00 IDENTIFYING NUMBER 


© MCLEOD 1995 
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Western Union Mailgram 


Congratulations, 

Your faith, support, and participation in the program, "Help Your Country - Help Your- 
self, of the United States of America, Zero National Debt and National Economic 
Stimulus Foundation, " Zero Debt ", has resulted in your being selected to receive the 

National Economic Stimulus Grant Unit " ”, of one million dollars, $1,0(X),0(X). Please 

telephone, toll free, 1-800-GRANTXR, 472-6897 to discuss the arrangements for transfer- 
ring this grant to you. Looking forward to hearing from you soon. 

Sincerely, 


W.E. McLeod 
Founder 


©W.E. MCLEOD 1994 
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THIS IS A CONFIRMATION COPY OF THE FOLLOWING MESSAGE: 

7079440462 T08N YOUNTVILLE CA 36 06-06 0555A EST 
y 9321809992702673-1 

PRESIDENT BILL CLINTON 
V/HITE HOUSE DC 20500 

DEAR MR PRESIDENT 

RESPECTFULLY REQUEST ’A CERTIFIED TRUE COPY* OF EXECUTIVE ORDER 
CREATING "DEFICIT REDUCTION TRUST FUND*. MY HUMBLE OPINION: HISTORY 
WIL.L EQUATE THIS/YOUR USE OF EXECUTIVE POWER ON THE VERY HIGHEST 
OROEP. THANK YOU VERY MUCH. 

RESPECTFULLY. 

W E MCLEOD 

i (707) 944-0462 

VETS HOME OF CALIFORNIA C220B PO BOX 1200 
YOUNTVILLE CA 94599 

14959 

I2i09 EST 


MGMCOMP 
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THE WHITE HOUSE 
Washington 


Jctober 26, 1993 


W. E. McLeod 

Post Office Box 1200 

Yountville, California 94599-1297 

Dear Friend: 

Thank you for your letter regarding the economic package I 
signed into law on August 10, 1993. 

The passage of this plan will help us put America back in 
control of its economic destiny, create 8 million new jobs, and 
improve our standard of living. To accon^lish these goals, my plan 
will cut the deficit by over $500 billion over five years. Half 
of this reduction will come from the largest decrease in deficit 
spending in the history of our nation, cutting over $250 billion 
through more than 200 specific budget cuts. 

The other nearly $250 billion in deficit reduction will come 
from restoring fairness to the tax code, by asking those who have 
the moat to contribute the most to reducing the deficit. For every 
$10 of deficit reduction, more than $5 will come from spending cuts, 
almost $4 will be paid by the wealthiest Americans -- those making 
more than $100,000 per year -- and only $1 will be paid by the 
middle class. The working poor -- those earning less than $27,000 
per year -- will be protected by a tax break. Moreover, to lock in 
these savings, every penny of spending cuts and tax increases will 
be put in a Deficit Reduction Trust Fund. 

Since I proposed my plan, home mortgage Interest rates have 
fallen to Lheii lowest level in more than 20 years, and over 
1 million new jobs have been created. The low interest rates that 
this plan can help us maintain amd the plem's tax Incentives for 
small businesses will help us to continue this economic growth and 
job creation. 

America has chosen change over gridlock, 
on your future support. 

Sincerely, 


I hope I can count 
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1 D-f 5 items CQ ' s WASHINGTON ALERT 10/28/93 

PRESIDENT OF THE UNITED STATES 

Executive Order 12858 o-f August 4, 1993 — By the President of the 
United States of America: Deficit Reduction Fund 
(FEDREGISTER 58 FR 42185 08/06/93; 93 lines.) 

*Presi dent! al Documents* 

Item Key; 19245 


Executive Order 12858 of August 4, 1993 
Deficit Reduction Fund 

By the authority vested in me as Presid^t of the United States by the 
Constitution and the Ians of the United States of America, including 
sections 1104 and 1105 of title 31, United States Code, it is hereby 
ordered as folloMs: 

Section 1. Purpose. It is essential to guarantee that the net deficit 
-More- (O = Quit, G * Go, Space Bar * Next Line, Return = Next Screen) 
reduction achieved by the Omnibus Budget Reconciliation Act of 1993 is 
dedicated exclusively to reducing the deficit. 

Sec. 2. Deficit Reduction Fund. 

(a) . Establishment of the Fund. There is established a separate 
account in the Treasury, known as the Deficit Reduction Fund, which 
shall receive the net deficit reduction achieved by the Omnibus Budget 
Reconciliation Act of 1993 as called for in subsection (b) of this 
order . 

(b) Amounts in Fund. Beginning upon enactment of the Omnibus Budget 
Reconciliation Act of 1993, the Deficit Reduction Fund shall receive 
any increases in total revenues resulting from enactment of such Act 
on a daily basis. In addition, on a daily basis, the Secretary of the 
Treasury shall enter into such account an amount equivalent to the net 
deficit reduction achieved as a result of all spending reductions 
resulting from such Act. The cumulative fiscal year amounts for the 
combination of all such revenue increases and spending reductions 
shall be equal to: 

(1) for fiscal year 1994, * 60,292,000,000; 

-More- (G * Quit, G * Go, Space Bar = Next Line, Return = Next Screen) 

(2) for fiscal year 1995, S 70,437,000,000; 

(3) for fiscal year 1996, S 92,061,000,000; 

(4) for fiscal year 1997, * 125,881,000,000; 

(5) for fiscal year 1998, # 146,939,000,000. 

Within 30 days of enactment of the Omnibus Budget Reconciliation Act 
of 1993, the foregoing amounts may be adjusted by the Director of the 
Office of Management and Budget to reflect the final scoring of such 
Act. 

(c) Status of Amounts in Fund, (i) The amounts in the Deficit 
Reduction Fund shall be used exclusively to redeem maturing debt 
obligations of the Treasury of the United States held bv foreign 
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Mi) The amounts in the i>«iTicit ReOuction Fund as set tornh in 
subsection <b) that result from increases in total revenues and 
spending reductions shall not be available for new spending or to 
finance measures that increase the deficit for purposes of budget 
enforcement procedures under the Balanced Budget and Emergency Deficit 
-More- (Q = Quit, S » Go, Space Bar * Next Line, Return * Next Screen) 
Control Act of 1985 <2 U.S.C. 901-922). 

(d) Effect on Other Funds. Establishment of and transfers to the 
Deficit Reduction Fund shall not affect trust fund transfers that may 
be authorized or required by provisions of the Omnibus Reconciliation 
Act of 1993 or any other provision of law. 

Sec. 3. Requirement for the President To Report Annually on the Status 
of the Fund. The Director of the Office of Management and Budget shall 
include in the President's Budget transmitted under section 1105 of 
title 31, United States Code, information about the Deficit Reduction 
Fund, including a separate statement of amounts in and Federal debt 
redeemed by that Fund, 

Sec. 4. Implementation. The Secretary of the Treasury and the Director 
of the Office of Management and Budget shall each take such actions as 
may be necessary, within their respective authorities, promptly to 
carry out this order. 

Sec. 5. Effective Date. This order shall take effect upon enactment of 
the Omnibus Budget Reconci 1 i ation Act of 1993. 

WILLIAM J. CLINTON 


-More- 
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THE WHITE HOUSE, 

August 4, 1993, 

editorial note: For the President's remarks on signing this Executive 
order, see issue 31 of the Weekly Compilation of Presidential 
Documents. 

CFR Doc. 93-19101 

Filed 8-5-931 10i30 ami 

Billing code 3195-01-P 

Press return to display next item or enter GO, BACK, HELP or STOP 
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STATEMENT OF VHA INC. 

TO THE COMMITTEE ON WAYS AND MEANS 
OF THE UNITED STATES HOUSE OF REPRESENTATIVES 
ON REPLACING THE FEDERAL INCOME TAX 


Submitted by Mr. Daniel P. Bourque 
Senior Vice President 
VHA Inc. 

220 East Las Colinas Blvd. 
Irving, TX 75039-5500 


VHA Inc. (formerly, Voluntary Hospitals of America, Inc.) appreciates the 
opportunity to submit this testimony on proposals to replace the current Federal income and 
estate taxes. Structural tax reform is of great interest to not-for-profit organizations nationwide, 
and a serious matter for charitable hospitals throughout the United States. 

VHA is the largest alliance of not-for-profit hospitals in the United States. It is 
comprised of more than 1,200 health care organizations. The purpose of VHA is to offer health 
care organizations information, products, and services to improve community health, clinical 
quality, and operational efficiency. 

VHA's mission is directly related to the viability of the charitable not-for-profit 
community hospital in the face of increasingly competitive economic pressures. Indeed, the need 
to develop economic strategies to preserve the not-for-profit hospital's charitable mission, and at 
the same time ensure its financial survival, is the principal policy goal which underlies VHA 
programs and activities. 

Role of the Not-for-Ptofit Sector 

Historically, the not-for-profit sector has filled an important role in American 
society. First, it has served to lessen the burdens of Federal and State government. It has done so 
by taking on tasks which might otherwise fall to governmental agencies, but which are handled 
mote efficiently and humanely by publicly supported charities. Such tasks have included 
providing food and shelter for the poor, and urgent and routine medical care for the indigent. 
Second, it has provided goods and services deemed to be inherently beneficial to the public-e.g., 
education, cate for the elderly, and community-focused health care. Traditionally, the not-for- 
profit sector has used volunteers and funds provided by charitabie contributions to subsidize the 
cost of such goods and services so that they may be distributed more widely. 

Today, the not-for-profit sector has an even larger role. Nearly one million 
charitable, educational, religious, health and social welfare organizations nurture and sustain the 
values that frame American life. They promote altruism in a society that rewards individual 
achievement; and pluralism in a society sometimes ibrcatened with divisiveness. In so doing, 
they teach, mediate, inspire and heal. 

Struggling to contain and ultimately eliminate deficit spending, the U.S. Congress 
is consideting substantial cutbacks in the Federal government's ftmdijig of education, various 
social welfare and insurance programs (including Medicaic and Medicaid), imd the arts. 
Budgetary cuts in these areas wtaild put even greater pressure on not-for-profit otganizatioos to 
provide these important services and p rog ram s. 

Special Role of Not-for-Ptofit Health Care 

Not-for-profit boHntals comiaue a centuries-old traditioo of healing and 
comforting those who sufier - tte sick and dying, victiins of accidents and crime. Through 
them, the burdens of meeting the health care needs of cotmtumities and the special populations 
within them are shared with govenmem. Historically, they have shouldered with the Federal, 
Slate and local governments the responsibility for meeting a broad range of health cate needs of 
the communities in which they are located. Indeed, throughout American hislacy, most general 
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hospital care, institutional outpatient services, and formal home care have been provided by not- 
for-profit, non-governmental organizations. Moreover, many of the critical improvements in 
medical care have been developed at not-for-profit institutions. 

Not-for-profit hospitals, which comprise approximately 60% of all community 
hospitals in the United States, have consistently provided a different and broader range of 
services than their for-profit counterparts. Not-for-profit hospitals provide more medical 
research, education, community health care services, and specialty services than their proprietary 
counterparts. They are also committed to providing essential — if sometimes unprofitable - 
services such as 24-hour emergency rooms, neonatal intensive care, bum units and care for AIDS 
patients. Not-for-profit hospitals are social charities as well as providers of medical services. 
Volunreers provide a wide range of practical help from transportation to hospital visits. 

Not-for-profit hospitals today have grown into sophisticated health care provider 
organizations, but their chariu^le role is no less important. Moreover, Congress' decision not to 
enact health reform legislation mandating universal coverage suggests that voluntary hospitals 
may be required to assume even greater burdens now and in future years. Impending Medicaid 
and Medicare budget cuts will pose additioi^ challenges for community-based health care 
providers. As in (he past, not-for-profit charitable hospitals will be called upon to meet 
coimnunity health needs that government is unable or unwilling to fulfill. 

Tmpnfiancg of Tm Benefits for Not-for-Pmfi( OreaniMlions 

The exemptioa from income Ciu of charitable and other not-for-profit 
organizations is long-standing.' The exemption from income tax permits not-for-profit 
organizations to set aside or retain earnings for fiiture capital improvements. It also provides a 
uniform foundation for many state tax exemptions. 

A second key provision is the deduction for charitable contributions. Congress 
has long sought to encourage charitable donations through the tax system. The deduction for 
charitable giving has existed almost as long as the income tax itself. Charitable giving goes hand 
in hand with volunteering as the primary means by which many not-for-profit organizations are 
able to cany out their mission. In the health care context, individual and corporate contributions 
are essential funding sources for medical research and education. 

A third lax provision that diiccUy benehts charitable organizations is the 
exclusion for tax-exempt bond interest. Charitable organizations with significant capital needs, 
such as hospitals and univetsities, rely on tax-exempt financing to lower their cost of capital. 
Since no(-for-profil hospitals cannot by law issue stock to raise money through the equity 
maikets, debt and retained earnings are their only sources of capital for much needed expansions, 
renovations and consolidations. 

Income Tax Restnicturina 

VHA strongly suppotts the Congress' effoits to make the fedetal tax system 
simpler and more efficient It also applauds Chairman Archer for pursuing reforms that would 
encourage savings and investment improve the international competitiveoess of U.S. business 
and increase tax revenues Grom the underground economy and noo-compliant taxpayers. In 
addition, VHA appreciates the Chairman's decision to defer offering a specific consumption tax 
proposal until be has had an oppoctuoity to fiiUy examine the various alternatives. 

However, the anvemeol to completely replace the federal tax system poses a 
number of problems Cur not-for-profit organizatioos. It is our hope that these pt^lems will be 


' Priatiailicai>ctineai<ifdiefintc«paniencoaiciu,iheiax'‘eiaiipiiai''oriioii-ptafiitexiiiedpriiiurily 

by sutnuiy aemston. CuMnn and eiciie laia apiiliad only ID ipecilicd ti«aiili», cMitic, and acUviliet. When Ac 
income tax of It94 inpoced a flaliwo peiceat me no all c o tpocat e iacane, provided eaemptum for lul- 

for-pca(ii clariiaMe, itligioiu aad edaeatinnal ocganiwkiaa, aa veil at ccRain ooi-Gir-profit nimial offanuaiians. 
Ceapanble neaauret mac aubtequeiiily enacted after the Sixtecmh A men dmeiit waa mifted, finaly eataMuhing the 
priiKiple of tax exemption of not-fo-pr^ otg an i r al in na. 
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faced squarely and resolved creatively so that the unique role of not-for-profit organizations will 
not be compromised or their influence eroded. 

Issues Posed for Not-for-Profit Organizations bv Structural Tax Reform 

Structural tax reform could adversely affect many not-for-profit organizations. 
Issues that particularly concern VHA as an alliance of not-for-profit health care organizations 
include the following: 


Whether the New Taxes Will Apply to Not-for-Profit Organizations 

Most, but not all, of the proposed consumption taxes apparently would 
apply to not-for-profit organizations that provide goods and services. 
Exemption from such taxes may be tied to a particular service or product, 
rather than the type of entity that supplies it. Moreover, it is unclear 
whether the "Business Tax" portion of the proposed "Flat Tax" would 
apply to tax the income that not-for-profit organizations derive from 
activities related to their exempt purpose.^ VHA believes that Section 
501(c)(3) organizations should be exempted from any such new taxes, 
except with respect to unrelated business income (or valued-added) 
that would be subject to tax under current law. 

Whether Exemption from a Consumption Tax May Result in Partial 
Taxation 

Exemption from income tax completely eliminates tax on not-for-profit 
organizations. Exemption from a consumption tax only exempts the value 
added by the not-for-profit organization from tax, not the tax on the goods 
and services it purchases from other businesses. Under Canada's goods 
and services tax ("GST"), charitable not-for-profit organizations are 
exempt with regard to most of their services, but also are allowed a SO 
percent input credit.’ VHA strongly suggests that the Committee 
consider a mechanism to enable a not-for-profit organization to 
receive a credit for tax previously paid on inputs, as well as an 
exemption for its own valued added. 

Whether Essential Tax Incentives Will be Eliminated or Diluted 

Not-for-profit organizations depend not only on exemption from income 
tax. but also on current law incentives for charitable deductions and tax- 
exempt bond financing. Many of the reform proposals, by eliminating or 
diluting the exclusion for tax-exempt bond interest, would sharply increase 
not-for-profit hospitals' "cost of capital" at a time when they siiiqily caimot 
afford it. Such proposals would also eliminate or restrict the tax incentives 
for individual and corporate donations that fund medical research and 
conununity health initiatives. VHA would like to work with Chaimum 
Archer and his staff to maintain appropriate inecutives for meeting 
not-for-profit hospitals' capital needs and charitable giving objectives. 

Whether a ronsiimotion Tax Will be Imposed on Value Added When 
Goods or Services are Provided at Low or No Cost 

Although it may seem absurd to even suggest that hospitals' "charity care" 
or university scholarships could be subject to a consumption tax, the staff 
of the Joint Committee on Taxation has noted that under some 
consumption tax theories, tax would be imposed on all value added by a 


SsE Staff of tfw Joint Committee on Taxation, Oesenption and Analysis of IVoposals to Replace the Federal 
Income Tax (JCS-18-95: June 5, 1995), p. 36. 

’ Id. at p. 102, fh. 173. 
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not-for profit organization or governmental entity, including any foregone 
profit or subsidy element in goods or services offered at no charge or at 
"below-market" prices/ VHA strongly urges the Conunittee to reject 
any approach that would Impose tax on charity or subsidized care. 

Any Erosion in the Federal Tax Exemption for Charitable Health Care 
Organiy^ons Mav Trigger Increased State Taxes 

Many State tax exemptions derive at least in part from exemption from 
federal income tax under Section 501(c)(3). Even hospitals that operate on 
extremely narrow margins or at a loss for income tax purposes would have 
substantial property tax liability if exemption standards were altered. In 
addition, repeal of Section 501(c)(3) could trigger adverse income and 
sales tax consequences in many States. VHA urges the Committee to 
retain Section 501(cK3) even if it changes the basic framework of the 
tax code. 


Summary 


The not-for-profit sector contributes significantly to the public good by lessening 
the burdens of government. It provides many essential services e^iciently and compassionately. 
It promotes and nurtures American values of altruism, volunteerism, and pluralism. In view of 
anticipated cuts in Medicaid and Medicare, not-for-profit hospitals and health care organizations 
will be challenged to do more than ever before to maintain access to quality care for all 
Americans. 


Although VHA strongly supports Chairman Archer’s structural tax reform 
initiatives, it has several concerns regarding the possible impact of any new tax system on not- 
for-profit organizations. These include concerns regarding (i) the scope and applicability of a 
consumption or flat tax. (ii) the difficulty of fashioning revenue-neutral exemptions, (iii) the 
possible elimination of essential tax incentives, such as the exclusion for tax-«xempt financing or 
the deduction for charitable contributions, and (iv) the theoretical imposition of a consumption 
tax on the value of goods and services provided for free or on a subsidized basis. 

VHA looks forward to the opportunity to work with Chairman Archer, the 
Members of the Committee, and their respective staffs to address these concerns in a creative and 
appropriate manner. 


u.atpp. 102 - 106 . 
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Jeff Wimer 
P.O. Box 502 
Fort Klamath, OR 97626 
June 5, 1995 


Longwlrth Building 

CO Ways and Means Committee 

Washington, DC Jay/ S 

RE: taxes 

Dear ladles, gentlemen, honorable, dishonorable (that ought 
to cover all the bases) : 

Something to strive for: lOZ of tax revenues saved over 
9 years, accumulated Interest over 9 years, expenditures 
flat or preferably declining over 9 years, equals no taxes 
every 10 years and a declining national debt. 

Please make this a way of life and a part of the record. 

Sincerely, 

kg 

Jeff Wimer 
Enclosed: 6 copies 
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Wren ^ 
Services 

SUITE WUt 

117 W. HAMUSON BLDG. 
CHICAGO, IL «M*S 
(7M)49»-22M 


Thank you for tha opportunity to axprasa my viawa to the 
House Ways and Means Conmittee. The reason I am here is to indict 
the Congress for violations of the basic law of the land, the 
U.S. Constitution, and to straighten out the mess you have oiade 
as a result of your violating the law. The purpose of the hearing 
is stated as being a "review of problems with the current Federal 
income, estate, and gift taxes, and examine various alternative 
tax systems, including consumption taxes, a flat tax. and the 
Unlimited Savings Account tax proposal". 

We, the People, the real government of the United States, a 
government of the people, by the people, and for the people, have 
delineated in the Constitution, article one, section 8, those few 
tasks that we as states united wish the Congress to do on our 
behalf. The Congress has proceeded to do many things that it as 
no power to do. and those things that we have told it to do, it 
does not do. In the area of taxes, we have empowered the Congress 
to lay and collect taxes. The purpose is to pay the debts of the 
country. We have empowered the Congress to borrow money for that 
purpose. We have empowered the Congress to coin money, regulate 
the value thereof, and of foreign coin, and fix the standard of 
weights and measures. We as sovereign individuals have decreed 
that the States may not use any Thing but gold and silver coin as 
a tender in payment of debts, article one, section ten. 

So the purpose of taxing is to pay the bills. To pay the 
bills, we need money. Money is gold and silver coin. In a famous 
desegregation case, the Supreme Court said that it would be 
unthinkable that the Constitution would impose a lesser 
obligation upon the Federal government than it imposes on the 
states. That was in regard to segregation in the Federal enclave. 
Washington. D.C. If the states cannot make any thing but gold and 
silver coin a tender in payment of debts, then the federal 
government cannot make any thing but gold and silver coin a 
tender in payment of debts. Payment requires specie. No specie, 
no payment . 

Borrowing likewise requires specie. If We, the People, gave 
the Congress the power to ^rrow money and coin money, then what 
should that coined money be? It has to be gold and silver coin, 
because the states need gold and silver coin for the purpose of 
carrying on business, charging court fees and fines, levying 
taxes, and for the settlesient of financial obligations. It 
follows, therefore, that the Congress of the United States must 
coin such gold and silver money. If the only thing that can be 
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coin«d Is gold and si Ivor money, then it follows that the only 
thing that can be borrowed is coined gold and silver money. 
Nothing else in this country la money. The Congress has not been 
empowered to print money, and it has not been empowered to 
monetized the debt. Since the Congress has not coined any money 
since the 60 's. it follows that it has not borrowed any money 
since the 60 's. Tliere is no 4 trillion dollar debt, that is a 
figment of s<»Mone‘s imagination. 

What the Congress has done is issue debt, bonds, bills, and 
notes when no money was borrowed. This monetizing of the debt is 
clearly beyond the powers of the Congress, it is illegal, 
lazioral. and fraudulent. The Congress has no hidden power to tax 
by way of inflating the so-called money supply. Inflation is 
against the law hare in the States United. 

When talking about the debt, about taxes, and about the 
budget, the term "dollar*' is used. Many people believe that the 
pieces of green paper we use as money are "Dollar Bills". But a 
careful research of the terms, “Dollar" and the term “Bill", will 
bring us the te amazing conclusion tat our currency is neither a 
dollar nor a bill, and in fact is not even amney. 

The truth is, the paper we use as money clearly states on 
its face that it is a "Federal Reserve Note". Now, the term 
"Note", means something different from the term "bill". A bill is 
short term debt, l.e., 30 an 90 day T-bllls. Notes, however, 
intermediate-term debt. i,e,. five and ten year Treasury Notes. 
Therefore, our currency declares Itself to be intermediate-term 
debt. 


If, then, we are holding notes, whose debt are we holding, 
and what was borrowed? Since the Federal Reserve iis merely thhe 
fiiscal agent for the Treasury, and since the note iis signed by 
both the Secretary of the treasury and the Treasurer of the 
United States, it appears as though the Congress has perhaps 
borrowed some money. 
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Thla th«n brin^e us to the definition of e dollar. Legally, 
the dollar is a silver coin. 371 1/4 grains of silver, 9/lOths 
(.90) fine, as defined by the Coinage Act of 1792. The Coinage 
Act arises from article one. section eight, clause five of the 
Constitution, wherein We, the People, the real government of the 
United States, empower the Congress to "coin money, regulate the 
value thereof, and of foreign coin, and fix the standard of 
weights and measures". The Congress has also been given the power 
(under clause two) to borrow money: and article one. section 10. 
declares that money is gold and silver coin. So the Congress has 
the power to coin gold and silver money, borrow such money, and 
pay the debts of the country with such money. 

Clause S empowers the Congress to fix the standard of 
weights and SMasures, and so the Congress has established the 
standard of linear SMasurements , the inch, the foot, and the 
yard: and the standards for dry and liquid measures. Under this 
same power, it likewise fixed, it established for all time 
(that's what the word "fix" means), what our standard of value 
would be. Standard of value amans 'what is the thing by which we 
will measure the value of goods and services, what will be the 
cosnon denoetlnator that we will use for the buying and selling of 
goods and services? What will be the pricing mechanism, the 
medium of exchange that we would use, instead of barter, for 
coomerce?' 

The Congress declared our fixed standard of value to be a 
certain weight and fineness of silver coin, called that silver 
standard the dollar, and put us on the silver standard. Since a 
standard cannot be changed (if it were changeable, it would not 
be "fixed"; "fixed" means unchanging), we are thus still on the 
silver standard today. For those who wish to go back to a gold 
standard, they must realize that in order to go off the silver 
standard or adopt some other standard, the Constitution would 
have to have been asMnded. and clause five of article one, 
section eight would have to have been deleted or changed. Since 
that has not happened, a ease can be made that we have never 
really legally been on a gold standard. 

Under the Coinage Act of 1792, Congress allowed for the 
coining of gold coins along with silver coins, but the gold coins 
were called "Eagles", and were of the "value of so-many dollars". 
For example, there was a twenty dollar gold eagle. That 
particular gold coin was of the value of twenty silver dollars, 
based on the ratio of gold to silver as established by law. The 
standard, however, was always, and still is. silver. 

If you argue that a piece of paper, which says that it is a 
note, is a dollar, while in fact, that piece of paper says that 
it is a note (debt) . then how can the Congress borrow debt? The 
Congress is only empowered to borrow money, and article one. 

section 10. says that "No State shall make any Thing but gold 

and silver Coin a Tender in Payment of Debts." If the states 
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cannot uea anything but gold and allvar coined money for the 
payment of debta, i.e., court coete. fines, state and local 
taxes, the settling of financial obligations, then the Federal 
government is limited in like manner. The Federal government, the 
United States, is merely the states united for the few limited 
tasks found in article one, section eight, that We, the People 
gave to the Congress to perform on our behalf. In addition, the 
Supreme Court has stated that It would be unthinkable that the 
Constitution would iaipose a lesser obligation upon the Federal 
government than it Imposes on the States, so if the states are 
prohibited from using any Thing but gold and silver coined money, 
then that prohibition likewise extends to the Federal government 
as well. 

If the Congress la empowered to fix the standard of weights 
and measures, it cannot change or devalue the standard of value. 
Would we not think it ludicrous if some Congressman were to 
propose a law to devalue the inch for the purpose of giving 
everyone in the country a bigger house? Likewise, it is Just as 
ludicrous to suggest that the dollar (the silver coin. remeiid)er?} 
can be devalued. That would be illegal. Congress has been 
empowered to “fix" the standard of value. It did Just that, and 
the standard it adopted is the silver coin. If the Congress has 
not coined any dollars in over thirty years, then the Congress 
has not borrowed any dollars in over thirty years. There is 
therefore, no 4 trillion dollar debt, and the paper that you hold 
in your hand is bogus, it is Illegal. Congress is issuing notes, 
bonds, and bills, without borrowing money. It is monetizing the 
debt, an act that is clearly beyond its power. Continuing this 
activity will lead to further depreciation of the “fiat 
currency", the Federal Reserve Note, erroneously called a 
dollar. 

The only solution to the attendant problems caused by 
monetizing the debt (i.e., usurious interest rates, a falling 
currency, rising prices) is a return to law, to the coining of 

gold and silver coin. This does not mean that we cannot have 

paper cusrrency, but any paper currency circulating must be 
redeemable on demand for the borrowed money. History has shown 
that a failure to address this problem always results in a 
eventual total repudiation of the flat paper "money" and an 
economic crash. 

Such a disaster can be avoided by the restoration of sound 
money. The existing illegal debt must be legitimized. This can be 
done by immediately putting Congress on a cash basis and by 
restructuring our tax system to collect taxes in advance of the 
fiscal year in which they will be spent. This will eliminate 
borrowing and the need for a Balanced Budget Amendment by 
requiring that spending be limited to the amount raised. With 

borrowing eliminated, that portion of the yearly budget that 

services the interest on the debt would soon be available to 
begin retiring the principal on the illegitimate debt. 
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Thaea problam did not happan ovarnight, but bagan daeadae 
ago. I suggast that ona yaar of aacrlfica would put this problam 
bahlnd ua quickly, and tha ona yaar of aacrifica would ba worth 
it to gat ouraalvas out of dabt. I call my propoaal "Tha Yaar of 
tha Doubla-Tax". 

Undar tha prasant ayetam, tax funds ara coming in as 
axpandituras ara going out. Tha prasant systam of incoma, 
corporata, and astata taxas would run for ona final yaar whila a 
National Salas Tax would run alongsida of it. Tha old tax systam 
would ba funding tha prasant spanding, whila tha National Salas 
Tax would ba collactad by tha statas in advanca of tha fiscal 
yaar in which it would ba spant. At tha baginning of tha 
following fiscal yaar, tha statas would turn thasa funds ovar to 
tha Congrass with tha adstonitlon, "Kara is what you can spand, 
don't spand a panny mora, don't' go into dabt, and don't borrow". 
That would ba tha last yaar for tha IncosM tax and tha currant 
systam would ba trashad. A Washington think tank has suggastad 
that a National Salas Tax in tha amount of 20k would raise an 
amount in Una with currant axpandituras. There would ba no need 
for a Balance Budget Amendment to tha Constitution, as the 
Congress would ba limited in its spanding to that amount raised 
by tha previous year's tax levy. 

Now, onea tha borrowing was ended, many good things would 
happan. First off, tha Treasury would no longer ba coming to tha 
credit markets every three months to suck 30 to 40 billion out of 
that market. Interest rates would therefore ba vary favorable for 
business, and tha cost of goods and services would reflect that. 
A great boom would result with tha elimination of high interest 
rates, and with tha elimination of tha inccoia tax. Once people 
realised they could work as hard as they wanted, and not ba 
penalized, industry would boom. Onea tha world saw that wa had 
finally put our fiscal house in order, our currency would soar 
vis-a-vis tha other currencies of tha world, and investment funds 
would pour into this country, Tha Congress would go back to 
coining gold and silver coins, and tha dollar would onea again 
become tha premier money of tha world. Tha monetized dabt 
currency would ba gradually changed from a fiat currency to ona 
that was once again convertible and redeemable in real money. Tha 
restoration of precious metal coinage would create a boom in our 
mining industry, and tha need for new mining aquipsient would ba a 
boost to our manufacturing sector. Both of thasa areas ara 
creators of real wealth. 

Now. if you do not go bock to obeying the law, if you do not 
implement this or some similar plan, ona day you will woke up and 
find out that this country has bacosie nothing mora than a banana 
republic, and a shock wave will roll through tha economy that 
will close tha stock, credit, and currency markets. An economic 
Pearl Harbor locsts before us because of your ignorance and 
violation of tha law. I demand that you cease and desist in your 
unlawful behavior before it is too lata. Thank you. 


o 



